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Abstract—Since the reform of state-owned enterprises, small 

and medium-sized enterprises gradually become the leading 

engine of our national economic growth, but due to the economic 

development of our country is still at the stage of transformation 

with imbalanced credit rationing, imperfect financial system 

and capital market and other issues which have serious impacts 

on the financing procession of small and medium-sized 

enterprises, leading to its limited access to credit resources. 

Under this background, combining with the related theory, this 

paper is based on the reputation and relationships proposed by 

Allen (2005) to study whether the establishment of financial 

relationships can help small and medium-sized enterprises 

obtain stable and adequate credit support or not, so as to ease 

the external financing constraints, and then put forward 

countermeasures and suggestions which can lay the foundation 

for small and medium-sized enterprises’ further development 

and expansion. 

 
Index Terms—Financing constraints, financial relationships, 

small and medium-sized enterprises.  

 

I. INTRODUCTION 

In China, with the deepening reform of economic system, 

small and medium-sized enterprises have become an 

important force to promote the construction of socialist 

market economy, more importantly, they also have played an 

important role in promoting economic prosperity, increasing 

employment and maintaining social stability, but financing 

constraints is becoming an important bottleneck problem 

restricting its development [1]. 

For small and medium-sized enterprises in our country, 

there are mainly two channels of financing: internal financing 

and external financing. Internal financing refers to the process 

to make enterprise internal financing convert into investment 

which is the major source of small and medium-sized 

enterprises’ founds. External financing means the enterprises 

to raise funds mainly through bank loans, issuance of stocks, 

corporate bonds and other ways. However, from the annual 

average data, relying on internal financing solely can’t meet 

all the needs of small and medium-sized enterprises to raise 

money, as a result, they do have to regard sovereignty 

financing and debt financing as the main external financing 

ways. However, listing threshold is too high in our country to 
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make many small and medium-sized enterprises to solve this 

financing dilemma through sovereign capital financing, thus 

they gain funding supporting mainly through the form of 

liability. After 2006, although the reform of state-owned 

enterprises oriented by the four major state-owned banks 

achieved periodic success, which improved the market level 

of domestic banking, but there are still many non-market 

factors exist affecting bank credit decisions because of central 

bank credit control and local government intervention. 

Therefore, under the current financial system, small and 

medium-sized enterprises are vulnerable to bank credit 

discrimination and the cost of financing is too much higher 

which makes it difficult to obtain credit and financing support 

from formal channels, and that is why small and 

medium-sized enterprises are facing serious financing 

difficulties [2]. 

In addition to its own characteristics such as the short-time 

establishment, the dependence and fluctuation of market and 

the difference of credit assurance ability made it difficult to 

obtain outside trust from investors, banks or other factors, the 

financing difficulties of small and medium-sized enterprises 

are also affected by external factors mainly lies in bank credit 

crunch, rising raw material prices and labor costs which lead 

majority of small and medium-sized enterprises to completing 

the primitive accumulation of capital mainly through private 

capital investment. When the development of the small and 

medium-sized enterprises’ development came to a certain 

scale, especially during the period of transition from 

labor-intensive industry to technology-intensive industry, 

external financing is becoming more and more urgent while 

internal financing could not meet all their demand of capital. 

The deeper reason lies in China's economic development is 

the stage of transition, the excessive political interference and 

the imperfect financial system leads to uneven distribution of 

resources, especially for small and medium-sized enterprises, 

as a result, there is no wonder that financing constraints is 

increasingly become a main obstacle to restrict their 

development. 

As an important factor affecting the growth of small and 

medium-sized enterprises, the influence of institutional 

environment has penetrated the whole process of strategic 

management and strategic potential income. Given priority to 

with Allen, some scholars studied, contrasted the formal legal 

system and financial system of China, and the alternative 

mechanism of formal governance mechanism with the 

connection between these systems and China’s economic 

development. As one of the world's largest and fastest 

developing economies, China is an important counterexample 
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in such researches compared with other countries in the aspect 

of legal, institutional, financial and economic development. 

That’s why Allen (2005) put forward the famous theory of 

"China Puzzle", namely, although the legal and financial 

system and institution development in China are not perfect, 

its economic development speed is still keeping fast. More 

importantly, in Chia, the perfection degree of legal and 

financial system applicable to small and medium-sized 

enterprises are far less than state-owned enterprises and listed 

corporations, but its speed of  development is far more 

quickly than the latter two. Under this background, the 

alternative mechanisms and institutions are not only play an 

important role in supporting the development of small and 

medium-sized enterprises, but also become one best substitute 

taking place of the formal governance mechanism and 

financing alternatives, especially the reputation and 

relationships mechanism which is the typical one with more 

and more small and medium-sized enterprises tend to 

establish various relationships(e.g. political connections and 

financial relationships)with government, banks to break 

through both financing constraints and dilemmas at the same 

time [3]. 

With the gradual deepening reform of China's finance, 

politics and other aspects, we truly believe that financial 

relationships is an important part of the reputation and 

relationships mechanism emphasized by Allen. Financial 

relationships refers to hiring executives with a background of 

financial institutions to become a member of the senior 

corporate management, utilizing relationships to transfer “soft 

information” of the business development, acquiring part of 

the synergy value or by taking a stake to forge the personnel 

association, financial association, especially with banks, 

which can help to reduce sensitivity of borrowed capital, ease 

financing constraints, strengthen contacts with financial 

institutions more closely, establish harmonious relationship 

between the shareholders, and help the company to obtain key 

resources in the end.  

 

II. THEORETICAL BACKGROUND 

To some extent, the emergence of alternative mechanism 

can make up for the gap and shortage of formal mechanism, 

help to reduce the information asymmetry and friction of the 

credit market. Embodied in these following areas: 

A. Social Capital Theory 

The leading position of Confucianism in China’s 

traditional culture makes the establishment and application of 

interpersonal relationship attach great importance both in 

daily life and business activities, thus, the relationships is not 

only a kind of resources, but also a kind of social capital and 

an access to resources. From the perspective of credibility and 

integrity, Bian Yanjie and Qiu Haixiong (2000) emphasized 

that every enterprise is not an isolated individual, but a 

network note in the economic field and the ability of 

enterprise to obtain scarce resources through these 

connections which will convert into the social capital of the 

enterprise. There are mainly two ways for social capital to 

influence the allocation of resources: trust mechanism and 

opportunity costs which can help to reduce adverse selection 

along with moral hazard behavior and default risk in order to 

access to scarce resources. Based on this, the economic links 

of enterprises can be summarized three categories as: the 

vertical linkages, the horizontal linkages and social 

connection, including political relationships belongs to 

vertical integration and financial relationships belongs to 

horizontal linkages [4]. 

B. Asymmetric Information Hypothesis 

During the financing process of small and medium-sized 

enterprises, information asymmetry refers to financial 

institutions as the information vulnerable party could not 

determine enterprise’s credit status and repayment capacity 

only through its status and development prospect, let alone 

small and medium-sized enterprises ,triggering a “parsimony 

and caution of credit” phenomenon. Therefore, the higher the 

degree of information asymmetry is, the lower the level of 

credit decision made by small and medium-sized enterprises 

becomes, for instance, high cost and low credit, and thereby 

deepening the financing difficulties of small and 

medium-sized enterprises. Based on this, the relationship 

between Banks and enterprises can be divided into relational 

financing and arm-length financing. The access to 

information of arm-length financing mainly through public 

disclosure which is suitable for the large and mature 

enterprises, while due to the low number of investors of 

relational financing and less “free riding” behavior, investors 

can provide both information screening and subsequent 

supervision at the same time, thus reducing the third party 

qualification verification services. For small and 

medium-sized enterprises, the advantages of relational 

financing includes confidential internal information, 

inter-temporal share and the cost of loans with future earnings 

for initial earnings losses. To measure the relationship 

between banks and enterprises, domestic researchers 

commonly reference seven indexes put forward by Petersen: 

enterprise existing period; the loan term; borrowing 

concentration; the concentration of bank organization; 

whether obtain loans from bank before; whether need other 

services or not; the number of non-bank financial institutions. 

In conclusion, relational financing in mature capital market 

mainly has two characteristics: one is clear and equal property 

right relations, the other one is higher degree of banking 

industry concentration which has the ability to make the loan 

price independently and flexibly. Due to the banking industry 

in our country does lack the conditions above, so it is different 

from a mature capital market. 

C. Credit Rationing Theory 

Lots of scholars defined the credit rationing of financial 

market from different angles. Stightz and Weiss (1981), the 

founders of the credit rationing theory, described credit 

rationing as the way of banks to screen customers is based on 

the risks and benefits, rather than the interest rate pricing 

mechanism which is determined by equilibrium price and 

cost. There are two categories of this specific performance: 

the first kind is to implement credit quota for all customers in 

order to meet part of their credit needs; the second kind is to 

implement different treatment on different customers in the 

financial market which makes only part of the customers’ 
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credit needs can be satisfied. On the basis of the analysis of 

the two kinds of credit model, Stightz and Weiss argued that 

we should focus on reducing interest rate control and 

government intervention, improving the requirements of 

information disclosure and increasing risk management 

measures, only in this way can we promote the efficiency of 

resources allocation. This conclusion has significant 

enlightenment and inspiration to the reform of operating 

mechanism of credit market in china. At present stage of 

China's financial market, the two types of credit rationing may 

coexist: the first type of credit rationing mainly emerged in the 

resources fight between homogeneous enterprises, such as the 

state-owned enterprises would like to apply for credit 

financing to meet their investment needs, and the government 

tends to coordinate credit resources through administrative 

intervention. And the second type of credit rationing is 

relatively common in different property natures of enterprises 

or with different scale. The former mainly due to 

administrative intervention or hidden political guarantee 

which lead to a phenomenon of "credit crunch" while the 

latter maybe due to two companies’ operation stability, social 

capital, asset size, collateral conditions, reputation problems 

caused by information asymmetry degree. As a result, banks 

tend to choose smaller enterprises with small business scale 

and risk to avoid risks [5], [6]. 

D. Reputation Theory 

La Portal (1997) studied the importance of reputation and 

relationships and considered it important in maintaining 

cooperation. Nowadays, modern enterprises are paying more 

and more attention to the importance of reputation. At 

present, the existing reputation theory mainly includes 

reputation transaction theory and reputation information 

theory. Based on the thought of reputation is a kind of assets, 

reputation transaction theory argued that reputation is a 

long-term intangible assets which can be established, invested 

and managed pointing out that as a commitment mechanism, 

reputation capital can effectively avoid the opportunism 

behavior and emphasized the reputation transaction, namely, 

reputation can be traded in any kind of market transactions. 

What is more, corporate reputation value will increase with 

the deepening customers’ cognition of enterprise. Reputation 

information theory considered that specific information are 

formed by virtue of history characteristics and exchanged 

between various stakeholders which can form reputation 

information flow at the same time to limit the information 

asymmetry effectively, improve information transparency 

during the transactions, reduce transaction cost and achieve a 

win-win goal. Of course, we could not ignore that the transfer 

procession of reputation information is not perfect yet due to 

the market failed to identifying all kinds of reputation with 

different quality. Therefore, it is important for enterprises to 

attach importance to the effectiveness problem during 

reputation management [7]. 

 

III. THE WAY OF FINANCIAL RELATIONSHIPS HOW TO 

INFLUENCE SMALL AND MEDIUM-SIZED ENTERPRISES’ 

FINANCING  

At present, with the rapid development of the socialist 

market economy, the continuous improvement of financial 

market produced profound influences on the development of 

private enterprises as follows: the improvement of financial 

market exacerbated the financial competition while providing 

abundant financing resources for private enterprises; it 

promotes the deepening reform of China's banking industry; 

moreover, it can also promote popularization and 

improvement of corporate credit database technology [8]. 

Financial relationships affect small and medium 

enterprises’ credit financing mainly through the relationship 

mechanism, communication mechanism and financial skills 

mechanism with the following ways: 

Firstly, financial relationships can promote the 

accumulation of social capital. The key factor of small and 

medium-sized enterprises success lies in the use of social 

capital to obtain scarce resources and make a reasonable 

distribution. And the way of financial relationships manly 

through the establishment of direct or indirect social network 

which can help to promote the mutual trust of trading, 

increase the supply of corporate funds, reduce the cost of 

default and also to obtain relevant policy support. As Allen 

(2005) study found that, in China, the alternative mechanisms 

such as the social capital can largely make up for the lack of 

protection from legal, financial and other formal mechanisms. 

Secondly, financial relationships can reduce the degree of 

information asymmetry. On the one hand, the establishment of 

financial relationships can help transfer the "soft information" 

of operation and development, improve the degree of 

information symmetry between enterprise and outside 

investors, adjust the pattern of information imbalance, 

constraint the lending moral risks, ensure the reasonable deal, 

push forward the cooperation among organizations and 

reduce transaction costs; On the other hand, the establishment 

of financial relationships will affect financial institutions and 

decision-making, enhance enterprise's credit and reputation, 

solve the information asymmetry between financial 

institutions and enterprises to a certain extent, and create 

innovative financing options with the help of financial 

association to ease the private enterprise financing 

constraints. 

Thirdly, from the point of reputation theory, reputation can 

create wealth. An enterprise owned ample reputation capital 

can not only enable banks to believe that it has the ability to 

perform its debt contract, but also can attract outside investors 

with its reputation advantage. Reputation can bring a certain 

value to enterprise with a high cost. Especially at the start-up 

period, reputation capital was at an unstable place due to 

historical reasons. However, since the 1990s, a large number 

of start-up companies obtain reputation relying on strategic 

alliances or indirect guarantee. Specially, the potential 

security and reputation of private enterprises based on the 

establishment of financial relationships can strengthen the 

confidence from enterprise staff, upstream suppliers and 

outside investors, financial institutions and government in 

private enterprises to increase financial support and alleviate 

financing constraints of private enterprises [9],  [10]. 

Finally, financial relationships can enhance the 

competitiveness of enterprises. The establishment of financial 

relationship is beneficial to reduce investment mistakes, 

optimize the enterprise capital management, create more cash 
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flow for enterprises, thus improve enterprise financing skills 

and broaden the financing channels. 

 

IV. CONCLUSION 

Therefore, if we want to solve the financing dilemma of 

small and medium-sized enterprises, we should start with the 

conception of institutional innovation which is fundamental 

including enterprise internal system, financial institution 

system, government policies and legal system to improve 

financing ability, promote the sustainable development of 

small and medium-sized enterprises. 

1) Improve the financing system to raise more capital 

Small and medium-sized enterprises should establish a 

scientific decision-making mechanism, improve the financing 

system, reduce costs and improve its quality in order to update 

product, improve market competitiveness and internal 

financing ability. 

2) Improve the information disclosure system to alleviate 

financing predicament 

The financing difficulties of small and medium-sized 

enterprises are mainly caused by the information asymmetry, 

the main way of solving this problem is to improve the 

information disclosure system of capital required by the 

market, establish the credit guarantee system. The 

information disclosure system is established on the basis of 

borrowers and enterprise management and committed to 

solving the asymmetric information between the two. Small 

and medium-sized enterprises should gradually improve their 

repayment conditions and ability, credit rating and other 

financing management system especially the information 

disclosure system. 

3) Establish a clear and open property rights system to 

enhance enterprises’ core competitiveness  

The property right reform of small and medium-sized 

enterprises can not only promote the transformation of 

enterprises, increase profits, improve the internal financing 

ability, but also can cause the enterprise financing growth, 

seek direct financing channels, optimize financing structure 

which is beneficial to enhance the enterprise capital strength, 

overcome the unfavorable factors and high asset-liability 

ratio, especially considering the short-term effect. As a result, 

to accelerate the pace of property right reform of small and 

medium-sized enterprises will bring both direct and indirect 

influence on the financing dilemma. 

Although small and medium-sized enterprises have 

established a clear ownership system, the definition of 

property rights between venture members and family 

members is very vague. During the development procession, 

the unclear property rights and self-interest nature of people 

in economic activities seriously influenced the stability and 

development of enterprise. Therefore, we can draw lessons 

from experience in foreign capital market that attract social 

capital through going public and entrepreneurial families only 

obtain certain controlling interest. This open ownership 

structure can improve diversity and liquidity of property 

rights, establish a main body with risk sharing, mutual 

supervision and mutual support of multivariate investment 

and a structure with relatively standard corporate governance. 

B. Establish a Flexible and Effective Financial 

Supervision System, Make the Change for the Management 

System Model and Provide Institutional Channels for Small 

and Medium-Sized Enterprises’ Financing 

1) Innovate financing form and expand financing 

channels for small and medium-sized enterprises 

The innovation of financing form can help disperse and 

reduce the risk from financing parties. Practice has proved 

that asset-based financing is an effective method to reduce the 

risk and solve the financing difficulties of small and 

medium-sized enterprises. Especially when it comes to the 

financing options of small and medium-sized enterprises 

according to their own assets to meet the short-term or 

long-term capital demand, expand financing channels, make 

full use of the enterprise value of the assets. 

2) Innovate the credit operation mechanism and 

management mode to meet small and medium-sized 

enterprises’ financing demand 

Financial institutions can develop a set of credit 

management system and operation mechanism suitable for the 

loan business in accordance with the characteristics of small 

and medium-sized enterprises, and provide strong support for 

their healthy development, what’s more, they can also 

simplify loan procedures, improve work efficiency and 

authorize enterprises’ working capital, bank acceptance, 

credit card business on the direct basis of the system and the 

corresponding inspection regulations. 

3) Innovate the credit mortgage guarantee system and 

method 

According to the status of small and medium-sized 

enterprises’ financing mortgage guarantee system, we 

introduce the floating mortgage, pledge of accounts 

receivable, inventory of mortgage loans to improve the 

relevant business management system, operation procedures 

and its operability. These loans and insurance business can 

not only achieve the innovation of bank mortgage loan 

business and the external security mechanism, but also make 

the chattel mortgage of small and medium-sized enterprises 

more convenient. Therefore, the effective use of enterprise 

mortgage loan resources will lead to a systematic 

improvement. 

4) Change the management system model 

In summary, we can change the management system model 

with the following steps: change the concept step by step to 

place the development of small and medium-sized enterprises 

in an important position; authorize the city-level and 

county-level approval authority of entrusted loans to promote 

the development of small and medium-sized enterprises; 

adjust the practice of credit management to get rid of the "zero 

risk" requirements of credit from small and medium-sized 

enterprises; establish the corresponding constraint and 

incentive mechanism in order to achieve the dual purpose of 

credit risk control and efficiency; establish the effective risk 
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regulation to reach a standard for corporate credit. 

C. The Government Should Speed up the Construction of 

Credit System, Promote the Reform of Capital Market 

Mechanism, and Innovate the Government Management 

System 

1) Innovate credit guarantee system and relevant 

supporting system 

Differences of social credit environment is one of the 

biggest obstacles restricting small and medium-sized 

enterprises’ financing. The purpose of establishing the credit 

guarantee system is to give full institutional guarantee of 

integrity behavior, punish the illegal discreditable behavior 

and increase the violation cost. 

2) Improve capital market system to construct a 

multi-level and multi-form capital market 

Establish a diversified equity market with the purpose of 

providing venture capital for small and medium-sized 

enterprises; establish a multi-level capital market and provide 

investment channels for small and medium-sized enterprises; 

develop the bond market for them to broaden the financing 

channels. 

3) Innovate management system in the view of small and 

medium-sized enterprises 

The government should change the angle of view, foster 

small and medium-sized enterprises’ economic service 

system and provide a community service system which is 

multi-level, multi-channel and multi-function. First of all, we 

should strengthen the macroeconomic regulation and 

governance function of the government and perfect the market 

system to create a better atmosphere for the development of 

small and medium-sized enterprises. Secondly, we should 

earnestly implement the national preferential policies and 

treatment for small and medium enterprises. Finally, make the 

sound economic policies and provide financing, tax, 

technology, information and other kinds of support for small 

and medium-sized enterprises to help the development of d 

scientific decision-making, improve the service efficiency of 

funds, and then solve the financing difficulties. 

To sum up, it is a systematic project to solve the financing 

difficulties of small and medium-sized enterprises with the 

need of multi-pronged and benign interaction. Only in this 

way can we fundamentally solve this problem, provide a good 

institutional environment for the development of small and 

medium-sized enterprises, and then promote the sustained, 

stable economic development of China[11], [12]. 
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