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Survey of the Financing Situation of 

Small and Medium-Sized Enterprises 

Executive Summary

 AUTONUM 
This report presents the findings of the two surveys on the financing situation of small and medium-sized enterprises (SMEs) conducted by the Hong Kong Monetary Authority (HKMA):

i)
The first survey of 30 SMEs was conducted during December 1999.  It focused on the sources and availability of funds to SMEs, and the impact of bank credit tightening during the Asian financial crisis on the sector.  

ii)
The second survey of 8 banks and 4 SME associations was carried out during mid-March 2000.  This survey aimed to collect a range of views on SMEs’ financing situation from both the demand side and supply side of bank credit.  Apart from focusing on banks’ lending policies towards SMEs, and the likely near-term change in credit conditions, the survey also solicited respondents’ opinions on possible measures to facilitate SME financing.  

 AUTONUM 
In line with general perceptions, the survey results suggest the existence of a gap between the demand for bank credit by SMEs and the supply of funds by banks.  In general, the availability of bank financing is considered inadequate by SMEs.  This is evidenced by their heavy reliance on personal savings as the major funding source for starting up and expanding business.  Over two thirds of the 30 companies surveyed revealed that personal savings were the sole source of start-up funding.  After being in business for many years, more than half of the respondents still found it difficult to obtain bank financing for expansion.  Half of the companies ranked ‘insufficient bank finance’ as the major constraint on their operations.

 AUTONUM 
For daily operations, the major non-equity sources of funds were trade credit and bank finance.  Bank facilities extended to SMEs were mainly in the form of short-term overdraft and trade financing, most of which were secured, almost fully, by real estate.  

 AUTONUM 
The SMEs surveyed perceived that banks generally adopted conservative lending policies, taking little account of the SMEs’ viability and business prospects, and relying too much on the availability of collateral.  The fall in property prices during the Asian financial crisis had made it difficult for SMEs to obtain bank finance.  Banks are perceived as lacking expertise in assessing the credit-worthiness of SMEs.

 AUTONUM 
In line with the views expressed by SMEs regarding banks’ credit policies, banks interviewed acknowledged adopting a more conservative lending stance toward SMEs than toward large companies, because of a number of unfavourable characteristics of the SME loan market, including:  relatively high delinquency rates; inadequate disclosure of financial and other information; low transparency of operations and poor accounting standards; lack of discipline in the use of credit facilities; and the low level of cost-effectiveness of such lending.

 AUTONUM 
Banks also admitted the importance of collateral in SME lending.  However, they refuted claims that it is the sole determinant.  Their generally heavy reliance on collateral is partly a practice developed in the past years when the property market was booming, and partly a response to the characteristics of the SME loan market.

 AUTONUM 
Banks and SME associations appeared to be somewhat more sanguine during the March survey about the short-term prospects for an increase in bank credit than were the SMEs represented in the survey carried out in late 1999.  The difference may mark some turnaround in the financing situation of SMEs as time passed, although the different composition of the samples may also have had an effect.  During the earlier survey, the responding SMEs were very pessimistic about prospects for the availability of bank credit in the near term.  Despite the improved liquidity situation in the financial system, over one third of the companies surveyed were concerned about the possibility of a further reduction in credit facilities by banks in the coming 12 months.  Some thought that this would have a serious impact on their operations.  In contrast, banks and SME associations shared the view in the March survey that the worst of credit tightening was over, although improvements in the financing situation were very gradual.  Most banks interviewed indicated a neutral to positive attitude in their future lending stance. 

 AUTONUM 
However, factors which cause banks to be cautious in lending to SMEs are unlikely to disappear overnight.  Nevertheless, the changes in attitude and procedures which are taking place on both sides should lead to a steady improvement in banking relationships with SMEs over time.

 AUTONUM 
While there was no consensus among the survey respondents on means to relieve the financing situation of SMEs, a number of ways were suggested by respondents to help remove the hindrances for bank lending to SMEs and enhance the role of market forces.  These include: setting up a Credit Reference Agency for SMEs; disseminating information about the SME loan market; promoting adequate disclosure of financial and other information of SMEs; enhancing SMEs’ accounting standards; and developing and using a credit-scoring system in the SME loan market.
I.
Introduction

 AUTONUM 
In the aftermath of the Asian financial crisis, there was some evidence of banks in Hong Kong tightening their credit to small and medium-sized enterprises (SMEs).  In order better to understand the financing situation of SMEs, the Hong Kong Monetary Authority (HKMA) conducted two surveys: one of SMEs and the other of banks and SME associations, in late 1999 and early 2000 respectively.  This report summarizes the results of the surveys.

 AUTONUM 
The first survey was carried out during the period 1-20 December 1999.  It focused on the sources and availability of funds to SMEs to finance their start-up costs, day-to-day operations and business expansion.  It also collected information on the impact of banks’ credit tightening on SMEs, SMEs’ views on the Special Finance Scheme for Small and Medium Enterprises
 (the Scheme), their needs for information on finance and for training on how to apply for bank credit.  Findings of the survey are presented in Section II.

 AUTONUM 
The second survey, of banks and SME associations, was carried out during the period 10-20 March 2000.  Supplementing the first survey, it focused on banks’ lending policies towards SMEs, and assessed the likely near‑term change in credit conditions.  Banks’ suggestions on ways to reduce the gap between the supply of and demand for bank credit for SMEs were also examined.  In addition, the views of SME associations on the latest financial situation of SMEs and ways to assist them in obtaining bank finance were solicited.  Findings of this survey are presented in Section III.

 AUTONUM 
In terms of methodology, the first survey was conducted through questionnaires and interviews with the directors and senior management of 30 companies.  Details of the sampling process are at Annex I.  A brief profile of the companies surveyed is at Annex II.  Most of them are engaged in manufacturing or import/export trading.  They are mainly limited companies but unlisted.  One shortcoming of the sample is that it is short on the coverage of service sectors such as catering, transport, etc.  About half of the companies surveyed have been in operation for 10 years or more and employ more than 50 employees.  Their business turnover was mostly below $20 million per annum.  Notwithstanding the difficult economic environment, the majority of the companies still made profits in 1999.

 AUTONUM 
For the survey of banks and SME associations, information was collected through interviews with officers-in-charge of credit or marketing departments of banks and committee members of SME associations.  A total of 8 banks and 4 SME associations were consulted. 
 AUTONUM 
The HKMA would like to thank the SMEs, banks, and SME associations that are covered in the surveys for their participation and co-operation. However, it should be noted that, since the survey is of a voluntary nature and the sample size is small, the results should be interpreted with caution.  

II.
Major Findings From The Survey of Smes

a.
sources of financing for starting-up, operations and 
expansion

 AUTONUM 
SMEs appear to have relied heavily on personal savings as a funding source when the companies were first set up.  Over two thirds of the 30 companies surveyed revealed that personal savings were the sole source of funding, while another quarter indicated that personal savings accounted for 30% to 90% of the start-up funds.  Most of the companies did not borrow from banks at all.  Contrary to general belief, most respondents were also reluctant to borrow from friends and relatives (Table 1).

Table 1:  Sources of Funds for Starting up Business

Source
No. of companies (30)

Personal savings (100%)
23

Personal savings (70% to <100%) and 


the balance from banks, friends and relatives
5

Personal savings (50% or less) and

the balance from banks, friends and relatives  
2

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
While more than half of the respondents could comfortably finance the start-up cost from their personal savings, over one third found it difficult to obtain financing when their companies were set up.  The main difficulty was that banks were reluctant to lend to them as they were newly established and their scale of operation was small.  They believed that banks only granted loans against collateral.  Also, more than half of the companies found it difficult to gain access to suppliers’ credit when they were first established, as they did not have strong business connections or a proven track record.

 AUTONUM 
On financing business expansion, most of the respondents would rely on retained earnings, while about one third would inject additional personal savings into the business.  Over half of them indicated that bank finance would also be a main source of funding for business expansion (Table 2).

Table 2:  Sources of Funds for Business Expansion

Source 
No. of companies (30)

Retained earnings
26

Borrowing from banks
17

Personal savings
11

Borrowing from other financial institutions
1

Notes:
1. Figure in parentheses is the total number of responding companies.


2. The companies may rely on more than one source of funds.
 AUTONUM 
Despite the fact that they had operated for some years, about half of the respondents still found it difficult to obtain bank funds to finance business development.  According to them, this had severely constrained their expansion.  While self-reliance remained the main option, over half of the respondents said that it was difficult to raise equity funds.  Given the prevailing business climate, the amount of retained earnings and personal savings available to finance expansion was limited.  The ability to obtain bank financing was therefore of considerable importance.

 AUTONUM 
As of October 1999, while over half of the respondents had a net worth of $1 million or below, about one sixth had a net worth of $5 million to $20 million.  Over two thirds of the companies had total liabilities of $5 million or below, and only a few had liabilities over $20 million.  Reflecting limited sources of financing, the debt leverage ratios for most SMEs did not exceed two (Tables 3 & 4). 

Table 3:  Total Net Worth and Liabilities


No. of companies


9/1997 (29*)
12/1998 (30)
10/1999 (30)

Total net worth




$1 million or below
18
17
17

Over $1 million to $5 million
7
9
8

Over $5 million to $20 million
4
4
5






Total liabilities




$1 million or below
11
11
11

Over $1 million to $5 million
10
11
10

Over $5 million to $20 million
4
4
4

Over $20 million
4
4
5

Notes:
* Among the 30 sampled companies, one started business in 1998. 


Figures in parentheses are the total numbers of responding companies.

Table 4:   Debt Leverage Ratio

Ratio
No. of companies (30)

0.5 or less
6

>0.5 to 1.0
6

>1.0 to 2.0
6

>2.0 to 10
6

>10
6

Notes:
Debt leverage ratio is defined as the ratio of total liabilities to net worth.



Figure in parentheses is the total number of responding companies.

 AUTONUM 
The major non-equity funding sources for operation were trade credits and bank finance.  As of October 1999, about half of the companies surveyed financed 50% or more of their operations through suppliers’ credit, while another one third also relied on longer payment terms, albeit to a lesser extent.  More than one third of the respondents financed 50% or more of their business by bank loans.  About half of the respondents revealed that they were operating without any bank credit facilities.  Borrowings from shareholders, friends or relatives appeared to be less important (Table 5).

Table 5:  Distribution of Liabilities



No. of companies

Liabilities
Distribution
9/1997 (29*)
12/1998 (30)
10/1999 (30)

Accounts payable
0%
7
6
5


less than 50%
10
11
12


50% to 100%
12
13
13







Bank borrowing
0%
13
14
14


less than 50%
3
3
4


50% to 100%
13
13
12







Borrowing from
0%
17
18
18

shareholders, 
less than 50%
6
6
5

friends or relatives
50% to 100%
6
6
7

Notes: *Among the 30 sampled companies, one started its business in 1998. 


Figures in parentheses are the total numbers of responding companies.

 AUTONUM 
Bank credit facilities extended to SMEs were mainly in the form of short-term overdraft and trade financing.  For the 16 responding companies that borrowed from banks, all except one had their credit facilities secured, almost fully, by collateral, mostly by real estate (Tables 6 & 7).

Table 6:   Non-equity Financing by Type of Facilities


No. of companies

Type of facilities
9/1997 (29*)
12/1998 (30)
10/1999 (30)

Trade credits
22
24
25

Short-term bank facilities




Overdraft
11
10
11

Trade financing (letters of credit, trust receipts, etc.)
9
8
9

Medium and long-term bank facilities




Mortgages 
3
2
2

Term loans
2
2
2

Hire and purchase
3
3
3

Borrowing from shareholders,  friends or  relatives
12
12
12

Notes:
* Among the 30 sampled companies, one started its business in 1998. 


Figures in parentheses are the total numbers of responding companies.


Table 7:  Shares of Bank Credit Facilities Secured by Collateral

Secured by collateral
No. of companies (16)

100%
13

90%
1

85%
1

0%
1

Note:
Figure in parentheses is the total number of responding companies.

b.
banking relationships

 AUTONUM 
Although half of the companies only made use of ordinary banking services, such as savings and current accounts, and did not borrow from banks, the SMEs appeared to have quite stable relationships with their bankers.  Most of the companies dealt only with one or two banks, as they believed they would thereby be able to secure the most favourable terms.  A few companies used three banks.  All companies dealt with at least one local or Chinese bank.  Some of the companies had banking relationships with foreign banks.  They considered that foreign banks were relatively more eager to lend to SMEs (Table 8). 

Table 8:  No. of Banks Used

No. of banks used

No. of companies (30)

Total
Of which Foreign 


1
0
11

2
0
12

2
1
3

3
1
3

3
2
1

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
Over two thirds of the companies surveyed considered that their relationship with banks was good, while the others considered it as only fair, thinking that their banks had not been providing adequate support (Table 9).  

Table 9:  Relationship with Banks

Relationship
No. of companies (30)

Good
21

Fair
9

Poor
0

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
About two thirds of the respondents regarded bank finance as important to their operations, while the others considered it unimportant.  About one third of the companies could not obtain sufficient credit from their banks, and most of these companies thought that, if they had had more bank funds, they could have operated at a larger scale and grown faster. 

c.
impact of the tightening of bank lending on smes in the 
aftermath of the asian financial crisis

 AUTONUM 
About half of the companies possessed credit lines before the crisis.  Some of them experienced cuts in these facilities during October 1997 to September 1998, and continued to suffer from reductions in the period from October 1998 to October 1999 (Table 10).  The cuts in credit facilities in the former period ranged from 10% to 20%, while in the latter period they ranged from 20% to 80% (Table 11). 

Table 10:  No. of Companies Experiencing Reductions in Bank Credit Facilities by Type


No. of Companies

Reduction in 
Oct 97 to Sep 98
Oct 98 to Oct 99

Short-term facilities



-  Overdraft
3
(11)
3
(11)

-  Trade financing (letters of credit, trust receipts, etc)
4
(9)
3
(9)

Medium and long-term facilities



-  Mortgage loans
1
(3)
1
(3)

-  Term loans
1
(2)
2
(2)

-  Hire & purchase
1
(3)
1
(3)

Notes:
Figures in parentheses are the numbers of companies which have specific credit facilities.

Table 11:  Reduction in Bank Credit Facilities


No. of Companies

Reduction
Oct 97 to Sep 98

(5)
Oct 98 to Oct 99 

(5)
Oct 97 to Oct 99

(6)

  10% to 25%
5
3
1

>25% to 50%
0
0
3

>50% to 80%
0
2
2

Note:
Figures in parentheses are the numbers of all responding companies.

 AUTONUM 
The companies experiencing reductions in bank credits attributed the cuts to the fall in value of the collateral, mainly properties.  For the companies which did not experience any cut in their credit facilities, one main reason which they cited was that the initial mortgage valuation ratio was low, thus providing a sufficient cushion despite the dramatic fall in property prices.  Nevertheless, they worried that, if property prices were to fall further, the banks might cut their lines.  In fact, one company was forewarned by its bank that credit facilities would be reduced in a forthcoming credit review, as the collateral value had fallen to an unacceptable level.  Most of the companies were of the view that banks had adopted conservative credit policies.  Instead of assessing the viability and business prospects of the companies, banks in general focused on the availability of collateral.  Also, respondents felt that banks lacked the expertise for assessing the credit standing of SMEs (Table 12).

Table 12:  Major Reasons Cited by SMEs for Banks to Reduce Credit Facilities

Reasons
No. of companies (6)

Fall in the value of the collateral
6

General economic downturn in Hong Kong
4

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
Most of the companies that had credit facilities agreed that the fall in property prices had made it difficult for them to obtain sufficient bank finance.  This was particularly obvious when property prices plunged sharply in late 1997.  Although there seemed to be a moderate recovery in economic activity by late 1999, they continued to be subject to liquidity shortage due to the property situation and banks’ reluctance to lend.  The tightening of credit by banks could also affect the companies in an indirect way.  Some companies which relied heavily on trade credits would experience a reduction of trade credit from their suppliers as the suppliers in turn suffered from cutbacks in bank credit.  Likewise, their clients would also delay payments.  These factors would weaken the cash flow position of SMEs further.

 AUTONUM 
The affected SMEs said that with a lack of bank credit, they were forced to scale down their operations, sell assets or halt expansion.  However, they would mostly be reluctant to cut their trade credits to customers as this would risk losing business to competitors (Table 13).

Table 13:  Major Effects of Reduction in Credit Facilities


No. of companies (6)

Effects
Oct 97 to Sep 98
Oct 98 to Oct 99

Scale down operation 
6
6

Stop expansion
5
5

Sell assets
4
4

Borrow at high cost
3
3

Providing less trade credit to customers
2
2

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
Apart from reductions in bank credit facilities, a few companies also experienced reductions in equity funds or trade credits from suppliers during the past 12 months (Table 14).

Table 14:  Reduction in Other Sources of Funds Apart from Bank Credits

Sources of fund
No. of companies (30)

Funds contributed by existing shareholders
4

Trade credits
3

Credits from other financial institutions
2

Loans from relatives or friends
2

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
None of companies surveyed believed that they would be able to raise funds from the debt market, as their operations were too small and they did not have a sufficient track record.  

 AUTONUM 
All the respondents had heard about the Growth Enterprise Market (GEM)
.  However, with one exception, none thought that it would be possible for them to list on GEM, at least for the present, as their scale of operations was too small.  Nevertheless, two thirds thought that, conditions permitting, they might consider a listing at some time in the future (although the respondents were not particularly well informed about the detailed requirements for listing). 

d.
outlook and constraints 

 AUTONUM 
Notwithstanding the seemingly improved credit conditions
, over one third of the companies surveyed
 were concerned about the possibility of a further reduction in credit facilities by banks in the coming 12 months, of which some thought that this could impact on their operation seriously.  More than a third of the companies worried that they would not be able to obtain sufficient bank credit to finance expansion.  Some of them indicated that this would have a serious impact on their companies, while some expected that the adverse effect would be only modest.  About half of the companies also expressed concern over persistently high real interest rates, and some believed that this would have a serious impact on their business.

Table 15:  Concerns over the Credit Situation 


No. of companies (30)



Of which

Concerns

Serious impact expected
Minor impact expected

Concern about further reduction in bank credit facilities
11
5
6

Concern about inability to obtain bank credit to finance expansion
12
6
6

Concern about high real interest rates
13
5
8

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
If bank financing is insufficient, about two thirds of the companies surveyed would consider injecting more personal funds to meet their financial needs.  Most respondents found it difficult to obtain financing from sources other than from their own savings.  Some companies indicated that, apart from banks, they had no access to other sources of fund.  Most respondents had to lower their product prices to remain competitive.  As a result, profit margins had narrowed sharply compared with the pre-crisis level.  At the same time, customers had asked for longer payment terms (this is in sharp contrast to the situation before the financial crisis, when they could in some cases ask for payment in advance).  Also, delays and defaults in payments had increased.  All these had forced the companies to become more conservative in developing new business, thus restricting their growth (Table 16).

Table 16:  Other Sources of Funds, if Bank Financing is Insufficient

Source of fund
No. of companies (30)

Injecting more personal funds
19

Borrowing from friends/relatives
4

Issuing new shares
4

Disposing of assets
2

Issuing new debts (e.g. bonds, convertible notes)
1

Securitizing assets
1

Accepting venture capital
1

No other sources of funds
7

Notes:
1. Figure in parentheses is the total number of responding companies.


2. The companies may rely on more than one source of funds.

 AUTONUM 
On constraints affecting SMEs’ operations, half of the companies ranked ‘insufficient bank finance’ as the major constraint, while about a third cited ‘unstable supply and demand conditions’.  ‘Shortage of skilled staff’ and ‘inadequate administrative or infrastructure support’ were not considered to be major constraints (Table 17).

Table 17:  Most Important Constraint to Operations


No. of companies

Factors 
Before

Oct 1997

(29*)
Oct 1997 

to 1998

(30)
1999

(30)

Insufficient bank finance
13
15
15

Unstable supply and demand conditions
10
10
11

Shortage of skilled staff
6
4
4

Inadequate administrative or 

infrastructure support
0
1
0

Notes: * Of the 30 sampled companies, one started its business in 1998. 


Figures in parentheses are the total numbers of responding companies.

e.
special finance scheme for smes

 AUTONUM 
About a third of the respondents had applied for loans under the Scheme.  Most of them were successful in obtaining the loans.  The amounts granted ranged from $300,000 to $4 million, averaging $1.7 million.  

Table 18:  Loan Amount for Application of Special Finance Scheme for SME

Loan amount
No. of companies (9)

  $0.3
to
0.5
million
3

>$0.5
to
2
million
2

>$2
to
4
million
2

Application rejected
2

Note:
Figure in parentheses is the total number of responding companies.

 AUTONUM 
Of the companies which had not applied for loans from the Scheme, a third indicated that they did not need new funds. The reasons cited by the others were: the term of the loans was too short, the amount was too small, the conditions were too strict (e.g. requiring deposits or other collateral or guarantees) and the procedures were too complicated and time consuming.  A few also regarded the interest rates charged as too high (over 13% p.a. which was much higher than the rates, ranging from BLR+1% to BLR+3%, at which they could borrow from banks directly)
.  The two unsuccessful applications were rejected because that the companies could not provide collateral or a qualified third party guarantee for the loans. 

 AUTONUM 
Respondents’ views on the usefulness of the Scheme were mixed.  About half of the respondents thought that the Scheme was not helpful.  The other half found the Scheme useful, as it provided short-term liquidity, and could help those suffering from cash flow problems to weather the difficulties.  However, it should be noted that, in about half of the cases where companies were granted credit under the Scheme, the loan were used, in effect, either to repay existing loans or as collateral (in the form of fixed deposits) for existing credit lines.  In other words, the companies could not actually make use of the new funds.  When the loans under the Scheme expired, they would have to repay the principal from their other credit facilities.  The loans were therefore similar to bridging loans to companies that were in need of short-term liquidity. 

 AUTONUM 
The respondents were generally of the view that the Scheme did not necessarily direct credit to SMEs which were in most need of assistance.  As long as banks were shouldering part of the credit risk and performing credit assessments before they lent, the loans would tend to be granted to those companies that were financially stronger and might anyway be able to obtain bank financing on their own.

 AUTONUM 
In order to direct financial resources more effectively to SMEs under such a scheme, some respondents suggested setting up a government department responsible for assessing the creditworthiness of the borrowers and making decision on whether to grant such loans, with the assessment criteria based more on business prospects and management ability than on the availability of collateral.  Some companies opined that if the Scheme was really intended as a form of assistance to the SMEs, the Government should charge low or even zero interest rates; and that the loans should be of longer term.

 AUTONUM 
On the other hand, some companies thought that the Government should not as a matter of principle be involved in financing the SMEs.  Some also worried that the Scheme might only benefit banks (which might use the scheme to substitute bad loans).  They suggested that instead of financial support, the Government should help SMEs to source new customers and provide more market information so as to improve their competitive edge.

f.
information, training, credit information system and 
government’s role
 AUTONUM 
Most of the companies surveyed indicated that they were familiar with the various types of credit facilities as well as the procedures and information required for applying for bank credit.  The companies indicated that, on the whole, banks were able to provide relevant information and explain clearly the procedures and the information required when they were approached.

 AUTONUM 
More than half of the companies surveyed considered that it would not be necessary for the Government to organise training courses on how to raise funds from the market.  They would prefer the Government to do more in other areas to help SMEs, such as providing more credit assistance and asking banks to change their conservative credit policy toward SMEs – in particular, the practice of lending only against collateral.  Among those that considered training courses to be useful, some indicated their desire to know more on banks’ assessment procedures/criteria.  Some suggested that the training courses should focus on case studies, covering various industries rather than just providing general information.

 AUTONUM 
All the companies surveyed knew about the relevant training courses and the information centre run by the Trade Development Council (TDC) for SMEs.  However, about a third of them had never made use of the services.  For those which had, they mainly used the library facility, the new e-commerce service, and the facilities for sourcing buyers and suppliers.  Most of the companies had attended exhibitions or seminars held by the TDC, but some felt that the charges for exhibitions were too high.  Most of the companies thought that the services were adequate, while some suggested that there should be more publicity on TDC’s services.  It was also suggested that there should be more courses for management and administration.  

 AUTONUM 
Apart from the TDC, some respondents indicated that they also used services provided by the Productivity Council and SME associations.  They attended seminars organized by the Council to upgrade their production technology and management skills.  About half of the respondents considered the SME associations as useful channels for reflecting their needs to the Government.  They thought these organisations could better understand their difficulties and could provide relevant assistance to them.  For example, the associations had helped some respondents to obtain loans under the Scheme.

 AUTONUM 
As regards the Credit Reference Agency currently being considered by the HKMA, two thirds of the companies surveyed
 had not heard about the proposal, while the others had noted it from newspapers.  Three quarters of the responding companies welcomed such arrangements, as they thought that banks would become more confident and efficient in lending to SMEs if they could access such information.  Such an arrangement would also make it simpler for companies to apply to new banks for credit, as they would not be required to submit another set of credit information.  Other companies, however, were less supportive.  They were concerned about their confidential information becoming available to all banks.

 AUTONUM 
Concerning the Government’s role, most respondents thought that the Government had not been providing sufficient support to SMEs, but some saw this as in line with the Government’s laissez‑faire policy.  Some felt that the Government could help them in discussing with the Mainland authorities to seek a relaxation of the customs deposits policies
.  Some companies were not aware that there was a government department specifically responsible for SME affairs. 

III.
Major Findings from Surveys of Banks and 

Sme Associations

a.
from meetings with banks

a.
Classification of SMEs 

 AUTONUM 
Of eight banks interviewed, six made some sort of formal distinction among their corporate clients between SMEs and larger companies, but the criteria varied: four banks classified according to annual turnover, one by the size of credit, and one by operational scale – customers with operational scales comparable to listed companies being classified as large companies, others as SMEs (Table 19).

 AUTONUM 
Banks also had different perceptions of the typical size of a SME.  Where annual turnover was used as a yardstick, for instance, one bank regarded HK$50 million as the threshold, while another took HK$300 million. 

Table 19: Classification of SMEs 

Criteria
No. of Banks (8)

Annual turnover
4 

Size of credit facilities 
1 

Operational scale 
1 

Note:  Figure in parentheses is the total number of responding banks.

b.
Lending Policies Toward SMEs
 AUTONUM 
While most of the banks surveyed did not explicitly state that their lending policies toward SMEs were different from those for large companies, their general lending practice and perception of the weaknesses of SMEs, as revealed during the interviews, indicated that there were differences in treatment.  In assessing the creditworthiness of customers, most banks appeared to apply the same range of factors, including financial strength, profitability, net worth, track record, management quality, relations and payment records with other banks, business prospects, business risks (such as the degree of concentration of suppliers and customers), and opinions from trade counterparties.  Two banks were explicit that they also focused on the cash flow of their borrowers.  A consolidated check-list for credit assessments of the banks surveyed is given at Annex III. 

 AUTONUM 
A number of common factors cited during the interviews as hindering banks’ lending to SMEs are summarized in Table 20.  In general, the responding banks claimed that, compared with large companies, SMEs were financially weaker and the quality of their management was poorer.  As a result, lending to SMEs was riskier than other loan business, such as mortgage loans and large corporate finance.  The banks noted that, on average, the delinquency and failure rates of SME loans were higher than for other loan services. 

 AUTONUM 
There appeared to be a consensus among banks interviewed that the financial and operational transparencies of SMEs were relatively low, and the accounting standards of some companies were poor.  The financial and other information that SMEs were willing and able to provide was often inadequate or inaccurate.  Moreover, owners of the SMEs might mix personal assets up with company assets.  There were significant “liabilities to” and “claims on” shareholders in the SMEs’ financial statements.  If assets that had been transferred to shareholders were not counted, some of the SMEs would become shell companies.  Also, for those companies which possessed production plants in China, the claims of ownership and other details could not be easily checked.  All these factors contributed to banks’ difficulties in assessing the SMEs’ creditworthiness.  The banks were also concerned that some less-disciplined SMEs might abuse the loan contract by using the loans for purposes other than those agreed on, such as for the purchase of stocks or properties instead of the operation of their business.  The banks thus claimed that it was justifiable for them to request collateral as an additional requirement, or to require personal guarantees for SME loans.

 AUTONUM 
The majority of the banks surveyed considered themselves as active players in the SME loan market.  Two banks, however, admitted that SMEs were not their target customers.  Although the pricing of SME loans was higher than loans to large companies or home mortgages, the size of the loans was usually not big, so that the profit from an SME loan deal was small.  The risks of SME loans, however, was higher than loans to large companies.  They thus found it more cost-effective to devote efforts to the large corporate loan market.  In contrast, one bank indicated that it had been aggressively expanding its business in SME loans after the Asian financial turmoil.  It believed that those SMEs that survived the crisis were mostly sound companies.  It also perceived that the potential for growth in the SME loan market was high, and the profits from this business could be substantial. 

 AUTONUM 
In addition to the above factors, some banks believed that their cautious lending stance to SMEs was in line with the HKMA guidelines on prudent lending.  These guidelines were perceived to have discouraged banks from lending when there is inadequate information about the SMEs’ financial position, and the rules on loan classification also make banks more cautious in granting loans to SMEs. 

Table 20:  Factors Leading to Responding Banks’ Cautious Lending Stance 

Toward SMEs

Factor
No. of Banks that mentioned the factor during the interviews (8)

Financially weaker and quality of management poorer
8

Relatively riskier with higher delinquency/failure rates 


8

Inadequate disclosure of financial and operational information, and poorer accounting standards
8

Tendency to mix up personal assets with company assets, resulting in large “liabilities to” and “claims on” shareholders/associated companies


6



Possible abuse of loan contract by altering loan use 


8

Not cost-effective 


2

Banks’ compliance with HKMA’s guidelines on prudent lending


3

Note:  Figure in parentheses is the total number of responding banks.

 AUTONUM 
Most banks indicated that the availability of collateral was just one of the factors determining loan decisions, albeit an important one.  They emphasised that loans were not granted if the borrowers did not meet the required financial and management standards.  One bank pointed out that as the unavailability of collateral was sometimes used by banks as an excuse to reject unqualified customers, this might have contributed to the general perception that banks only lent to SMEs against collateral.

 AUTONUM 
While admitting that the availability of collateral had been an important determinant of loan decisions, one bank attributed the banks’ practice of lending to SMEs based on collateral to the history of local economic development.  For most of the two decades prior to the Asian financial crisis, Hong Kong’s property market had been booming.  Banks had thus welcomed property as collateral.  Borrowers were also pleased to provide collateral, as they might then be excused from providing other types of information to banks.  As a result, both banks and customers found it convenient to lend and borrow on a collateralised basis.  The asset deflation since the Asian financial crisis posed a major challenge to this lending tradition.

 AUTONUM 
For newly established SMEs, as they could not provide useful track records for reference, banks would be more cautious in approving loans, especially for those new entrants to an industry.  Collateral naturally played an even more important role in these cases.  

c.
Near-term Change in Banks’ Credit Stance Toward SMEs

 AUTONUM 
Findings about the possible near-term change in banks’ credit stance towards SMEs are summarized in Table 21.  On the whole, it appears that banks have begun to turn their focus to SMEs.  However, factors hindering bank lending to SMEs mentioned in Table 20 above will continue to constrain the flow of credit to this sector.  To the extent that loan demand of large companies also increases as the economy recovers, SMEs may have to compete for limited credit facilities with their larger counterparts, although that situation is unlikely to arise in the immediate future.

 AUTONUM 
Among the eight responding banks, two banks indicated that they had already started increasing their lending to SMEs since last year.  One of these banks revealed that it had decided to expand its SME loan business aggressively after the Asian financial crisis.  However, given the small amount of the bank’s SME lending in the past, the increase in dollar value had so far been moderate.

 AUTONUM 
Another bank also revealed that it had just set up a dedicated business unit focusing on the SME loan market and planned to lend more to SMEs on a cost-effective basis upon the setting up of a credit scoring system.  It expected its SME loans to grow in line with other corporate lending in the coming year.  

 AUTONUM 
Most other banks remain uncommitted, although in view of the fierce competition in the mortgage market, they would have to shift their business focus to other more profitable businesses.  SME loans were, however, only one of the possible areas.  Nonetheless, they indicated that, provided the soundness of SMEs and profitability of SME lending improved on more favourable economic conditions, there was a good chance that they would lend more to the sector.

 AUTONUM 
There was, however, one bank which expressed the view that it would not shift focus to SME lending in the short term.  It admitted that efforts would remain concentrated on large projects instead of on the SME market on cost-effectiveness considerations.  As the economy rebounded, lending opportunities arising from large-project financing would also grow.  This bank expected resources deployed to the SME loan market to remain relatively stable.

Table 21:  Possible Change in Banks’ Credit Stance Toward SMEs

Credit Stance
No. of Banks (8)

Positive:
Has increased lending to SMEs
2



Neutral to Positive:
Planning to increase lending to SMEs
1




Unchanged; may increase in view of improvement in economic conditions and fierce competition in mortgage loans
4



Neutral to Negative:
Remain not focusing on SME loan business
1



Note:  Figure in parentheses is the total number of responding banks.
 AUTONUM 
In response to the claims by SMEs that banks cut their credit facilities during the financial crisis simply because the value of collateral had dropped, and their concerns about the possibility of a further cut in credit facilities if the value of their collateral fell further, banks argued that it was not their general practice to cut credit lines simply because of a fall in collateral value.  The banks revealed that they did cut credit lines for some SMEs subsequent to the crisis.  However, the cuts were across both large and small companies, rather than just concentrating on the SME sector.  Also, the cuts by local banks on average were not as severe as by some foreign banks.  The banks claimed that they only cut the credit lines of those customers whose financial strength or operations had severely deteriorated as a result of the economic downturn.  For financially strong customers, even as their collateral values dropped significantly below the credit limits, their credit facilities were not cut, as the banks valued greatly their relationship with these quality customers.  In fact, according to the banks, the credit facilities which had been cut were in some cases very quickly restored when they recovered from the financial crisis. 

 AUTONUM 
Regarding the impact if the Government’s Special Finance Scheme for SMEs were terminated
, a few banks expressed concerns that there could be significant credit pressure exerted on those SMEs which were currently financed by credit under the Scheme, when the loans expired.  While most of the responding banks claimed that they adopted the same credit assessment criteria when granting loans under the Scheme, they also admitted that the Scheme increased their confidence in granting loans to SMEs.  This suggests that, to the extent that the Government guarantee had been an important factor in the decision making, some of the loans made under the Scheme could have been granted to marginal borrowers.  As some of these marginal borrowers might not be able to recover in such a short time-span after the financial crisis, the prospects for an extension of these credit lines after the Scheme was terminated remained uncertain.

d.
Suggested Ways to Reduce the Gap between Supply of and Demand 
for Bank Credit for SMEs

 AUTONUM 
Against the background of the hindrances to bank lending to SMEs discussed in Section IIIAb, a number of ways to reduce the credit gap were suggested by some of the banks during the meetings:

i)
Credit Reference Agency

 AUTONUM 
A comprehensive study on this issue is being carried out by the HKMA in a separate exercise.  Some preliminary views were collected in this survey.  Six of the eight banks supported the idea, believing that such a system would help banks to obtain the information they needed about potential SME borrowers.  With adequate information, they would be more willing to lend to the sector.  Some banks revealed that they had already been using some commercial credit reference agencies for the assessment of the creditworthiness of their customers.  However, a government-enacted system was considered much more useful, as it would provide information on aggregate bank credit exposures, payment records, and related companies and factories in China. 

ii)
Enhancement of financial and operational information disclosure and 
accounting standards

 AUTONUM 
All banks suggested that SMEs should improve the disclosure of their financial information, track records, etc, and enhance the transparency of their operations, as well as accounting standards (e.g. report inter-party claims and liabilities, and actual profits).

iii)
Availability of market information

 AUTONUM 
A few banks suggested the HKMA collect and disseminate relevant statistical information about aggregate SME lending by banks, so that they could assess how their competitors were doing in this area.  This could help them in developing a fair loan portfolio which would be consistent with market practice.  

iv)
Credit scoring system

 AUTONUM 
Some banks suggested that the use of a credit scoring system
 could be instrumental to reduce the credit gap, as it offered the possibility for a consistent, quick, and cost-effective evaluation of the riskiness of SMEs.  In the US, the application of credit-scoring technologies has begun to increase the attractiveness of small business lending for all lenders, especially for large lenders.  Currently, one responding bank had adopted a credit rating system to help grade its customers’ creditworthiness.  The system is based on the banks’ global experience, and is being refined to reflect local characteristics as the bank gains more experience in lending to Hong Kong’s SMEs.  The bank does not rule out the development of a more sophisticated credit scoring system in due course, when it has collected sufficient information through its involvement in the sector.  Two other banks were in the process of developing similar systems, although they cautioned that it may take several years to develop a reliable system.  Others, however, doubted the usefulness of such a system for assessing corporate loans, as determining factors for this type of lending varied on a case-by-case basis.  They thought that a credit scoring system would be suitable for assessing mortgage loans, credit card lines, personal credits, and other consumer loan facilities, but not for corporate lending.  

b.
from meetings with sme associations

a.
Background of the SME Associations 

 AUTONUM 
Four major SME associations in Hong Kong were visited and their views on SMEs’ financing situation gathered.  These are non-profit making organisations and their combined membership size is around 10,000.  

b.
Financing Situation of SMEs

 AUTONUM 
All associations reported that credit conditions for SMEs had stabilised recently, having gone through a difficult period following cuts in banking facilities in 1998 and the first half of 1999.  However, the credit situation had only improved modestly.  The associations remained doubtful about the prospects for a significant improvement in credit conditions for SMEs in the near term, notwithstanding fierce competition in the mortgage market and abundant liquidity in the banking system.  

 AUTONUM 
All associations thought that the worst of the financial crisis was over. However, one association was concerned that unstable external economic conditions, rising interest rates, and increased competition from other low-cost countries would increase pressure on the financing situation of SMEs.  It also worried that China’s WTO accession might undermine SMEs’ functions as intermediaries between Chinese and foreign parties. 

 AUTONUM 
Regarding China’s customs deposits policy, most associations thought that the impact of this policy on SMEs was not so large as initially expected, although one association contended that it would bring additional financial burden to some SMEs.  It suggested that the Government should reflect SMEs’ concerns to the Mainland authorities. 

c.
Views on Banks’ Lending Policy

 AUTONUM 
There appears to be a general perception among the associations that banks were not enthusiastic in extending credit to SMEs.  All associations thought that banks were too conservative in lending to the sector.  In the view of their members, collateral was almost a must when SMEs borrowed from banks.  They commented that, while banks had increased consumer lending recently as the economy recovered, no significant improvement in banks’ lending to SMEs was witnessed.  

 AUTONUM 
In response to banks’ comments on SMEs’ lack of transparency in financial control and management, the associations argued that if banks considered track records or financial information as important factors for loan decisions, those SMEs in need of finance would strive to meet banks’ requirements.  Instead, the main impediment for SMEs to obtain loans was the demand for collateral.  Furthermore, it was acknowledged that banks might not find it cost-effective to engage in SME loan business.  One association commented that banks’ cautious lending stance to SMEs might also be attributable to their compliance with the HKMA’s guidelines on prudent bank lending.

 AUTONUM 
Concerning financing to new SMEs, all the associations claimed that banks were reluctant to lend to these companies.  They thus had to rely on equity financing.  The associations agreed that the lack of track records made it more difficult for banks to arrive at loan decisions.  But they felt that banks should lend on rigorous assessments of the prospects of these companies.  The associations surmised that banks may lack expertise in granting loans on the basis of business prospects.  They felt that banks should build up such expertise, so that they would not shy away from the SME loan market.

 AUTONUM 
All associations agreed that the Government’s Special Finance Scheme for SMEs had helped increase bank loans to SMEs.  However, they believed that there were a few shortcomings of the Scheme: the loan maturity was too short and amounts too small; the amount should be pegged to the turnover, or ability to repay, of the SMEs; banks should make personal guarantees from the shareholders or directors a must when granting the loans so as to increase the commitment of the borrowers; the possible abuse of the Scheme by the banks which replaced their credit lines with customers by loans from the Scheme.

d.
Suggested Ways to Assist SMEs to Obtain Finance

 AUTONUM 
There were diverse views among the associations on the usefulness of a Credit Reference Agency.  Two associations favoured the establishment of such a system.  They believed that banks would become more confident in lending to SMEs with more information.  Such a system would also prevent banks from lending to weak companies, so that resources could be channelled to better companies.  As the overall risk of SME loans decreased, banks would then become more willing to grant loans to the sector.  On the other hand, one association strongly opposed the setting up of such a system in the near term.  It believed that this system could result in a reduction in loans to SMEs, as the aggregate borrowings, some of which were previously not disclosed to particular banks, would now be made known to all banks.  Although this would help banks better control their lending risk, such a system could threaten the financial situations of some financially weak SMEs.  Another association was also concerned about the loss of privacy of SMEs if such a system is introduced. 

 AUTONUM 
Although the associations felt that banks relied too much on collateral in their lending to SMEs, and doubted if the banks’ reluctance to lend to SMEs was due to inadequate information, they all suggested that the Government should make efforts to educate SMEs about the need of having good financial and operational records, which were essential for obtaining bank financing.

 AUTONUM 
In view of the substantial amount of production plants and properties owned by SMEs in China, an innovative suggestion was made by one association that the Government might consider guaranteeing SMEs loans by charging the companies’ production plants or properties in China as collateral.  In this regard, the Government would have to sort out the related legal and operational issues.  

 AUTONUM 
One association suggested that the HKMA introduce guidelines requiring banks to lend to SMEs.  It thought that banks should not concentrate excessively on mortgage loans, but should diversify their risks through diversifying their loan portfolio.  Regarding banks’ lending to new companies, the associations suggested that the Government should introduce effective policies to encourage venture capitalists to invest in local SMEs.

IV.
Conclusion

 AUTONUM 
The survey results suggest the existence of a gap between the demand for bank credit by SMEs and the supply of funds by banks, in line with general perceptions.  Broadly speaking, SMEs consider that banks are unnecessarily restrictive in the provision of finance to them.  In particular, they are concerned that banks take too little account of the SMEs’ viability and business prospects, and rely too much on the availability of collateral.  The fall in property prices made it difficult for SMEs to obtain adequate bank finance, which in turn restricted SMEs’ operations and growth.

 AUTONUM 
Banks do indeed appear to have adopted a more conservative lending stance toward SMEs than toward large companies.  They justify this, however, by reference to a number of characteristics of the SME loan market, including:  relatively high delinquency rates; inadequate disclosure of financial and other information; low transparency of operations and poor accounting standards; lack of discipline in the use of credit facilities; and the low level of cost-effectiveness of such lending.

 AUTONUM 
Given ample liquidity in the banking system and fierce competition in the mortgage market, market forces seem to have begun to work to direct more credit to the SME sector.  Banks and SMEs were somewhat more sanguine during the March survey about the short-term prospects for an increase in bank credit to SMEs than were the SMEs whose views were collected from the prior survey carried out in late 1999.  In particular, it is encouraging to note that most banks interviewed indicated a neutral to positive attitude in their future lending stance.  The difference may mark some turnaround in the financing situation of SMEs as time passed, although the different composition of the samples may also have had an effect.

 AUTONUM 
However, those factors which cause banks to be cautious in lending to SMEs are unlikely to disappear overnight.  Nevertheless, the changes in attitude and procedures which are taking place on both sides should lead to a steady improvement in banking relationships with SMEs over time.

 AUTONUM 
While there was no complete consensus among the survey respondents on means to relieve the financing situation of SMEs, a number of possible measures were suggested by some of the respondents to help remove the hindrances for bank lending to SMEs and reinforce the work of market forces.  These include:  the setting up of a Credit Reference Agency for SMEs;  the dissemination of information about the SME loan market; further efforts to promote adequate disclosure of financial and other information of SMEs; enhancement of SMEs’ accounting standards; and the development and use of a credit-scoring system in the SME loan market.






� Under the Scheme, the Government guarantees the repayment of banks’ loans to SMEs up to 70% of the loan amounts.  By August 1999, all the funds under the Scheme had been committed.  In October 1999, the Government doubled the amount of loans that could be guaranteed under the Scheme to $5 billion.  On 5 April 2000, the Government announced its decision to terminate the Scheme, with effect from 8 April 2000.





� This question was asked through follow-up telephone interviews with the companies on 12�13 January 2000.  Only 18 companies were successfully contacted and responded to the question.





� Note that the survey was conducted in December 1999.





� Of these 11 companies, nine have bank credit facilities, while one of the other two plans to obtain loans from banks.


� The survey was carried out before the Government announced its decision to terminate the Scheme on 5 April 2000, with effect from 8 April 2000.





� The best lending rate of major banks in Hong Kong was 8.5% in December 1999.


� This question was asked through follow-up telephone interviews with the companies on 12�13 January 2000.  Only 18 companies were successfully contacted and responded to the question.





� The customs deposits policy, which aims at preventing smuggling, took effect on 1 October 1999 and was modified in late December 1999.  Under the new regulations, enterprises engaged in processing trades are classified into four categories: A, B, C and D, according to their record of performance.  Also, importing raw materials are divided into 3 classes, namely prohibited, restricted and allowed (i.e. neither prohibited nor restricted).  Enterprises classified as categories B to D are required to pay deposits in advance to the customs authorities when importing “restricted” raw materials into China.  In May 2000, the regulations were further modified to reduce the deposits required by enterprises ranked as B by half.  Since its launch, this policy has not been fully implemented.  However, once it is strictly implemented, many SMEs might be forced to close down their businesses for liquidity reasons.


� The survey was carried out before the Government announced its decision to terminate the Scheme on 5 April 2000, with effect from 8 April 2000.


� Credit scoring is an automated process by which information about an applicant is used to predict that applicant’s likelihood of repaying a loan.  Credit-scoring models use such information as previous late payments, default on personal loans, or the level of financial reserves, and the financial condition of the business, etc, to generate a credit score, which is a scaled representation of the applicant’s estimated probability of loan default or delinquency.  The experience in the US suggests that, especially when used in the context of originating large numbers of loans, credit-scoring models have been able to predict loan pool performance with considerable accuracy.





