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Summary

China is creating an "accelerator state” through a multi-layered system to identify

and fast track the growth of high-tech SMEs in strategic sectors. Certified high-tech
SMEs enjoy unique advantages, most notably privileged access to public and private
financing. An analysis of the “Little Giants” program—a central feature of the accelerator
state—proves that selected firms are indeed benefiting from enhanced financing. The
study also reveals flaws in its selection process. The implications for foreign actors are
significant. The accelerator state aims to replace imports in key value chains, which
poses a direct challenge to foreign firms. The blurred lines between state support and
market forces in the scheme also make it more difficult for foreign governments to track
distortionary practices and enforce fair competition.

This brief is part of a special series organized jointly by the University of
California Institute on Global Conflict and Cooperation (IGCC) and the
Mercator Institute for China Studies (MERICS). This analysis was originally

presented at the Conference on the Chinese National Innovation and

Techno-Industrial Ecosystems in Berlin, September 5-6, 2023.
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Key Findings

« The emergence of an “accelerator state” in « The application of the Little Giants program
China marks a dramatic extension of the in the robotics sector shows
industrial focus of Chinese policymakers its benefits and drawbacks. The system
toward smaller companies. High-tech small is channeling more funding to high-tech
and medium-sized enterprises (SMEs) are SMEs, some of which are advancing self-
being supported to specialize in niche reliance in core technologies. Yet, there
markets, develop domestic alternatives are also signs of weaknesses. The system
to foreign inputs, and reinforce China's relies on the capacity of officials to identify
industrial supply chain. the most promising firms, which could

result in misallocated investments and

« Beijing’s tiered cultivation system combines )

state guidance with market forces. China

has developed a dynamic multi-level « Foreign actors should be prepared for
evaluation and support system, active at challenges in navigating China’s accelerator
the local, provincial and national levels, to state. Foreign manufacturing firms ought
first identify specialized high-tech SMEs and to be aware of the large pool of state-

then fast-track their growth. Government- backed SMEs which could target their
certified high-tech SMEs are labeled as core business. In addition to increased
“Specialized SMEs” or “Little Giants.” competition within China, these SMEs will

be able to leverage their home market

o L2 slgpeil apse SeeiE o cover all advantages to increase their market share

e [HE6E ©F 18 S14Es, Ve GOl abroad. By blurring the lines between
is guiding both public and private actors
to help high-tech SMEs. This means

increased collaboration with public

state support and market forces, Beijing
has made it more difficult for foreign
governments to track distortionary
research institutes and cooperation with practices and enforce fair competition.
large firms. Beijing has also mobilized

financial institutions and is pushing

private investors to direct capital toward

government-certified start-ups and SMEs.
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Introduction: The rise of small firms in
China’s industrial policy

China's industrial policy is undergoing a remarkable
transformation centered on the role of high-tech
small and medium-sized enterprises (SMEs).

These agile companies, specializing in niche
markets, are becoming a new driving force behind
China's self-reliance efforts and industrial supply
chain reinforcement. The ultimate ambition is

not only to excel in the domestic market, but to
compete internationally.

Traditionally, Beijing's industrial policy emphasized
large-scale projects and the nurturing of national
champions. However, China is now evolving into an
“accelerator state”, which champions smaller firms
as well as large companies. Officials are seeking
to smooth the pathway for innovative SMEs in
strategic sectors to develop core technologies and
scale up. In a sense, the government has turned
into a coach for high-tech SMEs. It is conducting
trials and offering support to build up a highly
competitive “Olympic team” of innovators across a
wide range of sectors.

The accelerator state brings together a broad array
of stakeholders, including banks, investors, firms,
and universities, to offer comprehensive support
measures. It embodies the “whole-of-nation”
approach promoted under Xi Jinping, enlisting
SMEs—together with other actors—to advance
national strategic goals.

The Little Giants initiative—arguably the core of
China’s accelerator state system—supports SMEs
in the key industries outlined in the Made in China
2025 plan, such as next generation information
technology (IT), high-end machinery, medical
equipment, and robotics. The initiative also reflects
a hybrid approach combining market forces with
state guidance to nurture a vibrant ecosystem of
entrepreneurial talent.

This analysis uses the robotics sector as a case
study for the implementation of the high-tech SME
cultivation system. The recent Five-Year Plan for
the sector highlighted the need to foster several
internationally competitive firms and incubate
innovative SMEs.! The latter is a new addition

that signifies Beijing's renewed determination to
enhance the capabilities of its indigenous robotics
firms, particularly in the high value-added core
components segment, where foreign firms continue
to dominate.

The accelerator state and Little Giant
robotics firms

1. Cultivating high-tech SMEs: The emergence
of China’s accelerator state program

China has gained a new appreciation of the

role played by private enterprise and small

firms in driving innovation. In emerging sectors
characterized by continuous technological
evolution, SMEs are pivotal actors who experiment
with new technologies, production methods, and
business models. In areas where established
players dominate, SMEs can exploit niche markets
or serve as critical suppliers. While larger firms still
play a central role, Beijing aims to augment the
contributions of smaller enterprises.

Leaderdrive is a prominent example of a high-tech
SME that has developed domestic alternatives to
foreign inputs to reinforce China's industrial chain.
In 2021, Leaderdrive ranked second in terms of
domestic market share for harmonic reducers, a
core component for robots. It has garnered acclaim
from the Chinese Institute of Electronics for its
success in achieving breakthroughs in “bottleneck”
technologies and developing core technologies in
the robotics field.?®

To replicate this model, China has established a
dynamic multi-level evaluation and support system
that operates at the local, provincial, and national
levels to identify and help grow specialized high-
tech SMEs (see Figure 1).#

IGCC « MERICS « March 2024
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FIGURE 1
China's pyramid cultivation system works akin to a sport league

“Little giant” program intends to foster world class small and medium-sized enterprises

TL Promoted to next tier/
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T l 1,000 by 2025 —) New entrant/Drop out
( Status renewed
C —> Little Giants _
— ‘=1 Cultivation targets
T l 10,000 by 2025
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—
—%  Innovative SMEs

1,000,000 by 2025

Source: MIIT, © MERICS

This system categorizes companies as “Innovative To date, provincial authorities have identified
SMEs” and “Specialized SMEs” at the provincial 98,000 “Specialized SMEs,” while national

level, and “Little Giant” firms at the national level. authorities have selected over 12,000 “Little Giants”
Once they have risen to become leading firms in for preferential government support. Furthermore,
a particular product—by which stage, they may no 268 Little Giants firms have been promoted to
longer be an SME—companies can be recognized the level of “Manufacturing Champion”, making

as industry leaders in specific subsectors or up 22 percent of the 1,200 current Manufacturing
“Manufacturing Champions.” Champions.® In the most recent batches of

Manufacturing Champion announcements, almost

Each category of firms adheres to distinct selection 40 percent of companies were drawn from the pool
criteria, with escalating standards for innovation of Little Giants.® Leaderdrive's rapid ascent within
and competitiveness. For instance, "Little Giant" this framework, going from a Little Giant in 2019
status is granted to firms that align with Made in to a Manufacturing Champion in 2020, shows the
China 2025 priority sectors or contribute to China's potential for SMEs to thrive in China's evolving
industrial localization and import substitution industrial landscape.

objectives. Further evaluation factors include
economic performance in terms of revenue and
profit, as well as exports. The status is valid for
three years, meaning firms must stay competitive
to retain their privileged label as a government-
backed enterprise.

IGCC « MERICS « March 2024
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2. The golden ticket: Key support measures for
state-backed SMEs

Certified high-tech SMEs in China enjoy unique
privileges akin to sponsored athletes. Like Olympic
athletes that have access to a state-funded salary
and training facilities, government-backed SMEs
benefit from greater state subsidies, increased
collaboration with universities and research
institutes, and a more favorable intellectual property
(IP) system. The government encourages all state-
connected entities to smooth the development
pathway for high-tech SMEs, exemplary of the
“whole-of-nation” approach (see Figure 2). Officials
are also pushing for larger firms, especially state-
owned enterprises (SOEs), to engage with local
SMEs and incorporate them into their supply chains.

Crucially, policymakers have also redirected the
financial system to channel additional capital
toward innovative SMEs. This marks a noteworthy
departure from the traditional focus on large
state-connected firms, which often disadvantaged
SMEs. Beijing's initiatives include expanded access
to loans, domestic stock market reforms, and
dedicated funds to bolster innovative SMEs.®

A case in point is the substantial support received
by Little Giant robotics firms. A sample of 44
robotics firms selected in the first two batches
benefited from annual financing equivalent to
approximately 13.7 percent of their annual revenue
between 2016 and 2021. This support included
direct subsidies, state-guided equity investments,
and below-market debt.

China's government acts as a patient investor in
early-stage high-tech SMEs, leveraging government
guidance funds and directing state-owned banks

to lend to the firms. Some banks have even
established dedicated high-tech SME departments
in collaboration with government authorities to
facilitate low-interest loans.®

5

Simultaneously, China's recent stock market
reforms were designed to encourage the listing of
innovative SMEs. In 2022, 40 percent of listings
on the Shanghai, Shenzhen, and Beijing stock
exchanges were made by Little Giants® These
listings incentivize private investors to bet early on
such firms in the pursuit of large profits when they
go public.

The surge in listings by government-backed
SMEs demonstrates the effectiveness of China’s
new blend of state capitalism. Despite their
concentration in industrial sectors—which tend
to be capital-intensive, difficult to scale, and thus
requiring more caution from investors—Little
Giants are increasingly viewed as attractive
investment options™

The dangers of ignoring political signals has
become even more clear for investors following
Beijing’s recent tech rectification campaign.? Since
November 2020, China’s largest tech companies
have been under intense government scrutiny for
practices of unfair competition, violations of data
and cybersecurity laws, and misalignment with
Beijing’s interests.

IGCC « MERICS « March 2024
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FIGURE 2
Beijing orchestrates state-connected actors to support high-tech SMEs

Key actors in China's SME support ecosystem and their respective roles
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FIGURE 2, CONTINUED
Beijing orchestrates state-connected actors to support high-tech SMEs

Key actors in China's SME support ecosystem and their respective roles

Practice: The case of Leaderdrive
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3. Deficiencies in the high-tech SME
cultivation system

China's accelerator state is a pivotal force in
promoting high-tech SMEs, but it appears to
suffer from local political interference. Officials
at the municipal and provincial levels employ
detailed selection criteria to identify innovative
SMEs by considering aspects like niche product
focus, growth performance, patent possession,
and research and development (R&D) intensity.
However, close examination of the firms selected
reveals that not all align with the accelerator
program's objectives. Large firms are obtaining
Little Giant status for themselves or their
subsidiaries. The program will only be as effective
as its selection process allows.

Among the sample of 44 Little Giant robotics

firms mentioned above, approximately one-in-

four appear to fall short of selection standards or
contradict program objectives. Two companies
exceed the SME threshold in terms of revenue

and employees, while another two demonstrated
lackluster economic performance. Nine of the 44
companies were fully owned subsidiaries of larger
firms. For instance, Siasun Robot & Automation and
Shanghai STEP Electric Corporation are among
China’s leading robot manufacturers, yet their
subsidiaries were both selected as Little Giant firms.

The Ministry of Industry and Information Technology
(MIIT) allows some exceptions for firms which score
particularly well in some areas but fail in others.” Yet
leniency with selection criteria suggests challenges
in finding enough firms that meet prescribed
benchmarks. It may also indicate that the scheme

is being repurposed to suit local priorities, or that
personal connections are influencing the results.
China’s previous efforts to stimulate high-tech

SME R&D efforts through the Innofund program
have faced similar selection issues.* While the
accelerator state system demonstrates impressive
scope and resource allocation capabilities, it is
susceptible to the misdirection of funds toward less
innovative firms.

IGCC « MERICS « March 2024

Outlook: Increased challenges
for foreign actors

China's accelerator state program, aimed at
nurturing high-tech SMEs, has far-reaching
implications for foreign companies and
governments. First, it threatens the position of
foreign firms in China and abroad. The program
explicitly targets foreign-dominated sectors,

aiming to replace imports in key value chains.

With almost 100,000 Specialized SMEs and more
than 12,000 Little Giants receiving state support,
foreign enterprises need to prepare for heightened
competition. While the program may not deliver
immediate results in all areas, government pressure
to adopt indigenous suppliers will steadily increase
across the board.

The sheltered position of China’s high-tech

SMEs within their enormous home market is a
crucial advantage. Once they scale up domestic
production and invest more in R&D, they are well
placed to tackle foreign markets. Foreign firms do
not have access to this sort of “safe haven.” The
impact will be felt acutely in emerging technologies
where China expects its high-tech SMEs to act

as key innovators and lead market growth, such
as renewable energy, power equipment, medical
technology, and electric vehicles.

Foreign firms need to invest more in innovation

and digitalization to maintain their competitiveness.
The rise of local Chinese companies such as
Leaderdrive, which are acquiring market share

in areas long dominated by foreign companies,
ought to be a wake-up call for foreign firms. While
many foreign companies have enjoyed favorable
positions in China due to specialization and
technological advantages, the tide may quickly turn.

Second, by further blurring the lines between state
support and market forces, Beijing has made it
more difficult to track distortionary practices and
enforce fair competition. Foreign governments
must recognize that many of China’s SMEs now
enjoy the full backing of Chinese industrial policy
and represent a new conduit for market distortions.
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Close exchange between governments and their
businesses operating in China will be necessary to
monitor developments and take remedial action.

In Europe, for instance, institutions like the European
Union (EU)’'s SME Trade Defence Helpdesk monitor
market distortions that disadvantage European SMEs
and take prompt action where needed. The application
of a “government-backed” label to relevant Chinese
high-tech SMEs should be considered by the EU to
fend off subsidized foreign products and entities. EU
ambitions to reform the international trade rulebook
should also consider the challenges posed by China’s
direct and indirect support for high-tech SMEs.

Foreign governments can engage in dialogue to
encourage China to change course. It is important to
make clear that undermining the position of foreign
firms in China in turn both weakens the ties between
China and other advanced economies and sets
relations on a more adversarial footing.

Finally, on the macro level, the extensive and skewed
ambition of China’s accelerator state program could
slow economic growth in China. The broadly defined
scope, which targets a wide range of industrial
sectors, could be overly ambitious as Chinese

firms are unlikely to make significant strides in all
areas. Pursuing ever greater localization will lead

to economic inefficiencies. The sectoral focus also
excludes consumer-oriented service-based industries,
such entertainment and education, which served as
strong drivers of growth in recent decades. Growth-
enhancing innovation may be more likely to come
from areas like gaming, fintech, or e-commerce, but
these are ignored in favor of hard technologies.

The government steerage of capital markets also
harbors risks. Bad investments and misuse of funds
earmarked for high-tech SMEs could further drag
down growth. This can be seen, for instance, in the
flawed process of identifying innovative firms. There
is a risk that due to political distortions, a significant
share of resources will flow into large parent
companies or underperforming firms rather than
promoting the growth of dynamic, independent firms.

That being said, to the degree that funds that would
have otherwise been dedicated to large firms are
now going to SMEs, the new approach could be
considered an improvement. The accelerator state
suggests that efficiency gains could be achieved by
relying more on market forces as well as improving
the technological and commercial parameters for
directing funding.

Conclusion

China is extending its industrial policy
toward small and medium-sized enterprises,
heralding the emergence of an “accelerator
state.” Government support is increasingly
being directed toward high-tech SMEs
that can specialize in niche markets and
localize key industrial supply chains.

To do so, Beijing has created a tiered
cultivation system that blends state
guidance with market forces to address
the holistic needs of SMEs, particularly
by offering preferential access to finance.
The Little Giants program demonstrates
that the preferential treatment given

to SMEs has its drawbacks. While some
high-tech SMEs are advancing self-reliance
in core technologies, others appear to be
gaming the system through connections
with local officials and large industry.

Foreign manufacturing firms should

be aware of the risks posed to their
business by Chinese state-back SMEs.
These firms have developed an unfair
advantage in their home market that can
be leveraged to increase market share
abroad. By creating ambiguities between
state support and market forces, China
has made it more difficult for foreign
governments to track distortionary
practices and enforce fair competition.

IGCC « MERICS . March 2024
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