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VI THE DEVELOPMENT OF E-FINANCING:
IMPLICATIONS FOR SMEs1

Introduction

S mall and medium-sized enterprises have traditionally played an
important role in economic development in Asia by creating a large

share of new jobs, especially outside urban centres where the incidence
of poverty is greatest.  Thus, promoting SMEs can contribute to poverty
alleviation and help to improve the distribution of income in a country.

Despite their importance to the economies of the region (table 1), most
SMEs in Asia are not quite ready to face the ongoing process of rapid
globalization or reap its fruits owing to various difficulties, particularly in
the area of financing.  In this paper, some problems in the financing of SMEs
and other related issues are reviewed.  Recent trends in financial markets
are highlighted and the implications of developments in financial services
for SMEs, particularly with regard to ICT, are assessed and policy
recommendations made.

Financing and related difficulties of SMEs

As rapid globalization and emerging new technologies reduce the
importance of economies of scale in many activities, the potential contribution
of SMEs has increased.  However, many of the problems traditionally facing
SMEs, lack of financing, difficulties in exploiting technology, constrained
managerial capabilities, low productivity and a heavy regulatory burden, have
become more acute in a globalized, technology-driven environment.  The main
issues regarding SME financing are the following:

• Financial institutions assess SMEs as being inherently high-risk
borrowers owing to their low capitalization and limited assets,
vulnerability to market fluctuations and high mortality rates.

• While large firms comply to a large extent with high standards
of disclosure requirements, most SMEs do not.

• The significant administrative and transactions costs associated with
lending or investing small amounts do not make SME financing a
profitable business for private commercial banks.
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1 Prepared by Seok-Dong Wang, Economic Affairs Officer, Poverty and Development
Division, ESCAP.
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• Financial institutions charge higher interest rates to SMEs than
to larger companies in order to compensate for the higher costs of
information collection, the smaller volume of external financing
and the greater risk of failure.

• External financial institutions usually do not possess better infor-
mation about the expected profits of established SMEs than the
entrepreneurs or managers connected with those enterprises.  This
lack of information leads to higher market rates to compensate
for risk, which may crowd out low-risk, low-return borrowers,
leaving a relatively greater number of high-risk, high-return
borrowers in the market.  Charging higher interest rates may
not, however, be in the interests of the banks because low-risk
borrowers, who are most likely to repay loans, are driven from
the market.

• In the case of new enterprises, experienced bankers or other
specialized financial intermediaries can, in many cases, assess the
risks involved with the activities proposed better than the relatively
inexperienced SME owners.  A specific disadvantage of young
firms is that they cannot point to credit histories that provide
important signals and help to facilitate access to debt financing.

• Lending to SMEs is more likely to be backed by collateral than
lending to larger firms so as to reduce moral hazard and adverse
selection.  This may lead to situations in which the decision to

Table 1.  The importance of SMEs in selected Asian countries

(Percentage)

Share of SMEs

Total output Total employment

Brunei Darussalam 98.0 (1997) 92.0 (1997)
China 99.0 (1993) 78.8 (1993)
Hong Kong, China 98.2 (1995) 60.7 (1995)
Indonesia 98.0 (1996) 88.3 (1996)
Japan 98.8 (1996) 77.6 (1996)
Malaysia 84.0 (1997) 12.3 (1997)
Papua New Guinea n.a. 52.9 (1997)
Philippines 99.5 (1988) 66.2 (1996)
Republic of Korea 99.0 (1993) 69.0 (1993)
Singapore 91.5 (1995) 51.8 (1995)
Thailand 95.8 (1997) 18.1 (1996)
Viet Nam n.a. 8.0 (1998)

Source: Asia-Pacific Economic Cooperation, Guide for SMEs in the APEC Region, 2000 (Singapore, APEC
Secretariat, 2000), available at <http://203.127.220.67/apec/publications/all–publications/small–medium–enterprises.html>.

Note: n.a. = not available.
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extend loans is based not on expected returns but rather on
access to the necessary collateral.  Many SMEs lacking access
to “good collateral” suffer from credit rationing.

Faced with these constraints, many SME owners rely on their personal
savings or those of their family members and friends, as well as on
private equity, leasing and factoring, in addition to bank loans to finance
their activities.

One of the key constraints on the development of SMEs is access to
technological and management know-how.  While this reflects limited
access to finance to some extent, there are additional dimensions.  One of the
key drivers encouraging some SMEs to look for international partners is the
increase in competitive pressure with globalization.  Compared with larger
firms, SMEs typically have less ability to influence external relationships with
customers, suppliers and factor markets.  As a result, their ability to survive
and grow depends on their flexibility in responding to the forces of change in
the external environment by forging reliable partnerships.  In addition to
securing their working capital, SMEs need to upgrade management skills,
as well as their technological base, and enhance their capacity to gather
market information.

Recent developments in the financial
service industry

The forces of rapid globalization and technological change have largely
driven recent trends in financial services.  With reduced trade barriers and
transport and transaction costs, advances in communication technology have
accelerated international economic integration.  Between 1987 and 1997, world
trade in goods increased from 21 to 30 per cent of global GDP.2  There has
been a corresponding increase in the demand for financial services, given their
complementarities with trade in goods, as well as an increase in the ability to
trade services across borders.

Cross-border capital flows have been the most important financial
service delivery mechanism.  Commercial banks claims on foreigners, the
largest conduit of international capital flows, increased from US$ 7.7 trillion
in 1980 to US$ 11.0 trillion in 1999, while private capital flows to emerging
markets quadrupled in the same period to reach US$ 200 billion in 1999.3

However, capital flows are just one way in which financial institutions in one
country can provide a loan to, or facilitate a security issue for, an entity in
another country.  A financial institution can also establish a physical presence
in another country by acquiring a financial institution or by opening a branch
or subsidiary.  The costs of establishing such a presence have declined
and cross-border entry has increased.
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2 World Bank, World Development Report 1998/99:  Knowledge for Development
(New York, Oxford University Press, 1999).

3 World Bank, Global Development Finance 2000 (Washington, World Bank, 2000).
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The dismantling of regulatory barriers separating banking, insurance
and securities activities has fostered consolidation within financial services.
Boundaries between different financial intermediaries are being blurred
and universal or integrated banking is becoming the norm.  Technology is
also revamping the ways in which financial services are produced and
delivered and fundamentally changing the structure of the financial service
industry worldwide.  New types of service providers, such as online banks,
are entering the market within and across countries, allowing consumers to
compare financial services.

Non-financial entities such as telecommunication and utility companies
are also entering the market, offering payment and other services through
their distribution networks and customer relationships.  To reap the benefits
of the new technology and in response to this new entry, banks and insurance
companies are joining in the electronic delivery of financial services.
Integrated financial service companies are growing rapidly and creating
synergies by combining brand names, distribution networks and financial
service production.  These developments are changing the competitive
landscape for financial services and will continue to erode the franchise
value of existing financial service providers that are inefficient or do not adopt
competitive business models.

Driven by advances in communication technology, even trading systems
are consolidating and going global.  Trading is moving towards electronic
platforms, not tied to any location.  New electronic systems have lowered
the transaction costs of trading and allowed for better price determination
because electronic execution and matching techniques reduce the chances
of market manipulation.  Combined with globalization, these forces are
putting pressure on incumbent stock exchanges. They have responded with
mergers and alliances.  Because many exchanges are self-regulating
organizations, the pressure for change does not usually come from within the
industry; rather, it comes from users or investors who want to pay smaller
commissions and effect trades more quickly and anonymously.

 With barriers between markets being lowered, there has been large
migration of securities-trading and capital-raising activities to international
financial centres.  The share of capital raised abroad and traded offshore
has increased sharply, especially in emerging markets. In 1990-2000, equity
capital raised internationally jumped from less than US$ 5 billion a year to
nearly US$ 30 billion.  This trend has been accompanied by an even sharper
increase in offshore trading.  Emerging markets such as China, India and
the Republic of Korea have seen a particularly rapid rise in offshore financial
activities in recent years.

Migration has been accompanied by increased variety in trading
systems and electronic communication networks.  In the past, most trading
in securities occurred on a single official market in each country but today
many new systems for trading securities and routeing orders have been
introduced.  With remote access to global trading systems and widening
access to financial services around the world, institutional and individual
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investors can now execute their trades on the platforms with the best prices
and execution.

The rapid growth in electronic financial delivery channels complements
the large and growing overseas migration of securities-trading and capital-
raising.  Through channels such as computers and cellular phones, e-finance
is spreading around the globe, including to emerging markets.  Although
online-only banking has been less successful than was anticipated, with
several online-only banks running into difficulties, incumbent banks are
starting to offer financial services electronically under increasing pressure.
The threat of new entrants has led many banks to offer e-finance, ranging
from basic to fully integrated Internet services, which may in turn provoke
a migration of customers attracted to this type of service from other banks
and across borders.

Internet and wireless communication technologies are more than just
new ways of marketing and providing financial services.  Using credit-
scoring and other data-mining techniques, for example, providers can create
and tailor financial products over the Internet without much human input
and at very low cost.  They can stratify their customer base better through
analysis of data also collected on the Internet and allow consumers to build
preference profiles online.  This not only permits the personalization of
information and services but also allows greater personalization in pricing
and increases the effectiveness of credit risk identification.

Implications for SMEs of recent developments
in financial services

Around the world, consumers and countries are becoming increasingly
connected.  This is also becoming important in some of the world’s least
developed countries and is not limited to advanced emerging markets.  The
new technologies not only allow the countries to enhance connectivity but
also open new channels for delivering e-finance services.  In India and
Malaysia, as well as in a least developed country such as Cambodia,
financial service providers use mobile phones to deliver financial services.
However, many developing countries still need substantial regulatory
reforms to improve the enabling environment and allow the private sector
to deliver effectively various financial services that are in demand.

Despite institutional disadvantages (such as weaker telecommunication
infrastructure) and more adverse demand and supply factors, Internet-based
services are sometimes as popular in emerging markets as in developed
countries and occasionally even more so.  This suggests that, around the globe,
e-finance is fairly easy to introduce and to assimilate.  It may also suggest that
in countries with weak financial services, customers have a strong incentive
to move to e-finance providers.  Banking services may still be limited in these
countries but e-finance offers an opportunity to expand access.

As noted, e-finance has been growing quickly in many markets.
This growth reflects expansion patterns with network externalities and
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e-finance could grow even faster under the right conditions.  Although the
penetration of online banking and brokerage services in most emerging
markets is expected to rise steadily, this could accelerate further with a more
conducive environment, such as a wide telecommunication network.  Poor
financial services and weak financial infrastructure could accelerate the
move to e-finance in cases where migration offshore has taken place as a
response to these inadequacies.  This suggests that reforms to increase the
competitiveness of telecommunication infrastructure should be given
priority if developing countries are to reap the fruits of rapid globalization.

Advances in ICT facilitate the delivery of a broad array of financial
services and technology needed by SMEs. E-finance will lower the costs of
providing financial services and also allow greater access to those services.
Thanks to the new technology, more financial institutions will be able to
extend credit to a wider range of consumers, including SMEs.  The vast
opportunities and low costs of the Internet make e-finance an ideal tool for
SMEs seeking information and financing for growth.

As discussed earlier, financing is one of the toughest challenges for the
owners of SMEs.  In many cases, entrepreneurs invest their own savings or
those of their relatives and friends when setting up such an enterprise and
then obtain additional capital, either from a venture fund or from commercial
banks or institutional investors.  Sometimes they seek “business angels”, that
is, private individuals willing to invest their money and their skills in a
business in which they believe.  The Internet is a very convenient tool for
finding business angels, venture capitalists and even banks.  It is also a
powerful tool for building networks linking entrepreneurs for information
and knowledge.  Networks of business angels and venture capitalists can
mobilize substantial amounts of informal venture capital by pooling funds that
were formerly fragmented and invisible. In doing so, they stimulate latent
demand for equity finance and facilitate investment in SMEs by creating
communication channels between investors and entrepreneurs.

With a more limited internal resource base compared with larger firms,
particularly with respect to management and financial resources, cooperation
with other firms or external organizations represents a potentially important
strategic response for SMEs.  When SMEs wish to enter foreign markets,
they can establish formal links with local SMEs in the host country through
e-financing institutions or directly through the Internet.  By doing so, they can
have more of an idea of local market conditions and potential distribution
channels, as well as more experience of dealing with other aspects of the
local operating environment with relative ease.  In addition, SMEs under
threat in their own traditional markets from lower-cost producers abroad
can react by sourcing from lower-cost foreign producers through joint
ventures, franchising and licensing operations.  International networking
offers SMEs more than just an opportunity to reduce costs through outsourcing;
it also allows these firms to develop the type of higher order competitive
advantages by focusing on those types of activity where the flexibility that
small size offers can be exploited to best advantage.
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In this regard, Governments need to encourage improved SME
access to e-financing and information and knowledge infrastructure, supported
by appropriate use of ICT, in order to help them to be better prepared for
rapidly changing international markets.  The swift provision of regulatory,
legal and financial frameworks conducive to the start-up and growth of
SMEs is a priority for Governments when markets are changing fast.

Fostering SME networks and clusters as well as public-private
and cross-border partnerships is also important in helping the development
of this sector.  Grouped in local systems of production, SMEs are often more
flexible and responsive to customer needs than larger firms.  In well-
maintained networks and clusters, they can pool resources and share the
costs of training, research and marketing more effectively.  Networking
and clustering help to facilitate the exchange of personnel and the diffusion
of technology and create new possibilities for efficiency gains.  In an era of
rapid globalization, these local networks and support systems are of
particular importance in helping SMEs to meet the challenges of a changing
world.  For SMEs seeking international opportunities, strategic alliances,
along with a wide range of joint ventures, are other important issues.

Policy recommendations

With regard to the extent of e-financing, there are significant variations
between industrial and emerging markets, and the differences are not clearly
related to the level of development (table 2).  In some countries, developed
as well as developing, the electronic delivery of financial services is still
in its infancy.  Others, such as India and the Republic of Korea, show rapid
penetration of e-finance.  This means that Governments can promote
e-financing for SMEs as an effective development strategy regardless of the

National and
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Table 2.  Indicators of e-finance in selected Asian countries, 1999

Internet users as a Mobile phones Percentage of bank
Electronic brokerage

percentage of all per 100 customers using
transactions as a

inhabitants inhabitants online banking
percentage of

all transactions

China 1 3 n.a. 3
Hong Kong, China 36 64 2 1
India <1 <1 n.a. 2
Japan 21 45 n.a. 32
Malaysia 7 14 <1 n.a.
Republic of Korea 23 50 n.a. 65
Singapore 24 42 5 10
Thailand 1 4 n.a. n.a.

Source: Setsuya Sato and John Hawkins, “Electronic finance: an overview of the issues”, in Bank for International
Settlements, Electronic Finance: A New Perspective and Challenges (Basel, BIS, 2001), available at <http://www.bis.org/
publ/bispap07.htm#pgtop>.

Note: n.a. = not available.
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stage of development.  Although Internet technology is not a panacea, it has
a demonstrated and powerful potential to contribute to the rapid creation
and growth of knowledge and social networks.

Internet technologies need to be underpinned by a policy and institutional
framework conducive to a dynamic infrastructure and human capacity-
building.  In this sense, Governments need to adopt market-friendly laws
and regulations.  Although e-finance does not eliminate borders, it makes
them more porous.  Creating a supportive environment in the early stages of
implementation of e-finance ventures could help in reaping the benefits of the
coincidence of globalization with the advent of the new technology.  The
Internet can have a dramatic impact on the achievement of specific social
and economic development goals and play a major role in broader national
development strategies, although it can also create inequalities through the
persistence of the digital divide.

Since direct government intervention is a contentious issue, it is safe to
say that Governments need to focus first on providing the infrastructure
and platforms that are needed for e-finance, such as telecommunication
services, an environment that safeguards security and privacy, information
standards and a legal framework for contract enforcement.  Creating and
maintaining a trusted local environment is essential to fostering e-finance
and attracting private foreign capital and know-how, as well as financial
and technical assistance from international sources.

So far, international public initiatives for promoting SMEs have not been
as successful as expected, because there has been some overlapping of
global, regional and national initiatives.  International cooperation efforts
have not always been well-coordinated.  Given the international dimension
of e-finance, efforts to harmonize global standards and practices need to
be properly coordinated to facilitate e-finance further.

A supportive policy
environment can
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