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Abstract

In order to mitigate the adverse selection and moral hazard resulting from the
information asymmetry between financial institutions and borrowers, the financial
institutions often required enough collateral from the borrowers. The inability of
providing enough collateral for the small and medium enterprises (SMEs) creates the
severe problems of financial difficulty and unfavorable financial structure. Due to the
difficulty of raising capital from the financial institutions, the empirical resulis
discover the SMEs highly rely on the borrowing from their owners and further
deteriorate their financial structure and the performance. This paper proposes the
SMEs can improve their financial structure and further improve their performance

through raising equity and long-term debt in stead of short-term debt.

This study proposes the incentive-based financing contract (IBFC) as a vehicle
for the SMEs to overcome this financing problem. The IBFC’s low initial interest
cost mitigates the financial difficulty for the borrower. It also provides the lender
with stronger incentive to assist the borrower to establish adequate accounting
information system to improve business operation and also to provide reliable
financial information reducing information asymmetry. The lender’s risk of offering
lower interest rate and possible loss is compensated with profit sharing and equity

participation, which is indeed a swap of fixed income for equity return.

Keywords: Small and medium enterprises, Financial structure, Incentive-based

financing contract, Financing difficulty
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