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FINANCIAL INTEGRATION AND MACROECONOMIC
SUSTAINABILITY: ASECTOR APPROACH TO ACCESS
THE FINANCE AND THE PRE-CRISIS GROWTH MODEL

We analyze the determinants of financial constraints in 18 transition countries in Europe on a dataset
from the enterprise level survey provided by EBRD in four turns from 2002 to 2008. All these countries had
in common the fact that prior to the crisis they had based their growth model on financial integration
(EBRD, 2009). Examining in depth the financing obstacle to business may bring some genuine answers
on financial development and its effects on the growth of the real sector. The main result of the empirical
estimation using the probit methodology is that a higher probability of financial constraint exists for a
manufacturing enterprises in contrast to other industries. Besides an increased probability of facing access
to finance as a very severe business obstacle, the estimation also reveals that manufacturing firms have
more need for loans. In addition, the firms not using bank loans are more prone to state high interest rates
and non-favorable non-price loan terms as reasons for not using external financing. This finding inspired
us to formulate a more general hypothesis on the role of the financial sector in the macroeconomic effects
of the applied development model in transition economies during the period before the crisis. Namely, two
decades of uneven access to finance by manufacturing businesses (producing tradable goods) resulted in
structural imbalances in the real sector that reflected in trade deficit, i.e. the underdeveloped tradable
sector and the overdeveloped non-tradable.
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Introduction
developments, access to finance was naturally eased

thanks to these financial inflows channeled through
banks to households and companies. When banks
are the major lenders to the economy, as is the case
of all transition economies, the level and direction

“The availability and access to finance can be
a crucial influence on the economic entitlements that
economic agents are practically able to secure. This
applies all the way from large enterprises (in which

hundreds of thousands of people may work) to tiny
establishments that rely on microcredit,” (Amartya
Sen, 1999).

The rapid financial development was a power-
ful driver of growth and income convergence in all
European transition economies until the sudden hit
of the global crisis. During the financial expansion
and credit boom, financial inflows were abundant
and the pace of financial “leveraging” of companies
and households was particularly strong. Amidst such
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of real investment crucially depends on the deci-
sions of banks, which projects are to be financed.
The recall of the five main channels through which
the development of the financial system influences
economic growth, help to set the framework of un-
derlying growth effects in the period of rapid finan-
cial development. As summarized by Levine (1997),
economic growth is influenced by the development
of the five different ways. First, financial develop-
ment improves mobilizing and pooling of savings
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in an economy. Secondly, the better supply of infor-
mation will lead to a better allocation of resources.
Thirdly, there will be better incentives for monitor-
ing of investments and implementation of corpo-
rate governance. Fourthly, it will become easier to
trade, diversify and manage risks. Fifthly, transac-
tions concerning goods and services will be faci-
litated. All these advantages of having a sound
financial sector can contribute in two different ways
to a higher per capita economic growth. Firstly,
these advantages will lead to a higher capital stock
(capital accumulation) and secondly they can speed
up technological development. In this perception,
a higher allocative efficiency leads to an increasing
propensity to both save and invest, which stimu-
lates capital accumulation and technological re-
newal. In the end, this will boost economic growth.

The comprehensive enterprise level survey, Bu-
siness Environment and Enterprise Performance
Survey (BEEPS), organized by European Bank
for Reconstruction and Development and World
Bank and conducted in all transition countries in
2008/2009 and previously in 2005 and 2002, offers
a unique opportunity to explore the perception of
enterprises regarding their business environment
including the matter of the financing of their busi-
ness. Summarizing the enterprise level answers
from this survey to the question about their major
business obstacle, the obtained result brings a some-
what puzzling result. Namely, amidst the intensive
financial inflows in the form of foreign lending
directly or through locally present foreign banks,
that had brought the financial intermediation at the
comparable level with developed market eco-
nomies, ‘the access to finance’ represented the sec-
ond largest obstacle for their business activities
(after tax rates), as presented in Table 1.

Financial inclusion, or broad access to financial
services, is usually defined as an absence of price or
non-price barriers in the use of financial services.
Of course, it does not mean that all households and
firms should be able to borrow unlimited amounts at
prime lending rates. Even if banks are competitive
and employed the best financial technology, prices
and interest rates charged and size of loans in the
market economy will necessarily depend on the cre-
ditworthiness of the customer. Improving access then,
means improving the degree to which financial ser-
vices are available to all at a fair price. The specific
feature of credit markets provide that market equi-
librium may not occur even where demand equals
supply.

In their well-known paper, Stiglitz and Weiss
(1981) show that information problems can lead to
credit rationing even in equilibrium. That is because

Table 1. Major business obstacle,
summary for 18 European transition countries
(Bosnia, Bulgaria, Croatia, Czech Republic,
Estonia, FYROM, Hungary, Latvia, Lithuania,
Moldova, Montenegro, Poland, Romania,
Serbia, Slovakia, Slovenia, Ukraine)

Question: «Most Overall list Selected
serious obstacle of 29 countries countries
affecting the
operatgon of this Fre- Percent Fre- Percent
establishment» quency quency
Tax rates 2257 16,14 1176 15,15
Access to finance 1905 | 13,62 992 12,78
Competition from 4471 | 1555 | 905 | 11,66
the informal sector
Political instability | 1323 9,46 892 11,49
Inadequately edu- 11,07 | 950 | g14 | 1049
cated workforce
Corruption 799 5,71 439 5,66
Does not apply 700 5,01 356 4,59
C.rlme, theft and 676 4.83 163 2.10
disorder
Electricity 600 4,29 306 3,94
Don’t know 583 4,17 411 5,30
Other Obstacle 2873 | 20,55 1307 16,84
Total 13983 | 100,00 | 7761,00 | 100,00

Source: BEEPS

banks making loans are concerned not only about
the interest rate that they charge on the loan but also
about the riskiness of the loan. Also, the interest rate
the bank charges may itself affect the riskiness of
the pool of loans, either by attracting high-risk bor-
rowers (adverse selection effect) or by adversely
affecting the actions and incentives of borrowers
(moral hazard effect). Moreover, the price of cre-
dit can also be the barrier. Even when supply and
demand do intersect, the equilibrium price for a loan
(including the fees and minimum requirements)
may be too high, making them unaffordable for a
large proportion of potential borrowers. In this case,
there is no rationing but it still leads to financial
exclusion.

Besides the significance of access to finance for
economic development, the main hypothesis that
we examine in this paper is that the persistent une-
qual access to finance may determine the economic
structure in a way that it can impact the macroeco-
nomic stability. The evidence from Latin America
shows that financial liberalization in the 1990s had
led to changes in trade patterns as the non-tradable
sector had been the privileged recipient of foreign
funds (Fanelli and Keifman, 2002). During economic
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transition in CEE, some sectors were more signifi-
cant receivers of credit fuelled from financial in-
tegration and foreign inflows than others. The last
refers particularly to the real estate and construction
sectors that became important drivers of economic
growth in many countries (Transition report, 2010,
p. 45). That in turn contributed to inflation in asset
prices as the share of construction in total value sig-
nificantly added an increase in almost all transition
countries from 2000 to 2007, while house prices
also surged in correlation with credit growth.

Financial integration, reflected in significant for-
eign direct investment and foreign debt inflows
following the initial financial liberalization, was di-
rectly connected to a widening of the current account
gap as well as to the income convergence of these
economies. With the global financial crisis, the
applied growth model in transition economies that
was based on financial integration and the import of
foreign savings has come under question as, in par-
allel with economic growth, it was responsible for
the accumulation of many macroeconomic vulnera-
bilities. Since the crisis, there is a raising awareness
with economic policy designers on the need to
improve domestic export capacity and competitive-
ness across the region. The problematic in defining
the new sustainable pillars of economic growth in
European transition economies that is coherent with
macroeconomic stability remains a big challenge
for future research as well as finding credible sourc-
es of growth. The main problematic consists in con-
trolling fiscal and current account deficits and pro-
viding sustainable growth.

For a reduction of the current account deficit, the
tradable sector of the economy is particularly impor-
tant — to provide growth through rise in net export.
One of the possible factors behind large underper-
formance of export versus import may be found in a
Dutch disease-like effect. Namely, it was strongly
possible that large financial inflows were contribut-
ing constantly to real appreciation of local curren-
cies in the countries of Emerging Europe before the
crisis. The last could have reflected in the underde-
velopment of tradable goods production contribut-
ing to current account gaps.

The idea of this paper is to examine the financing
obstacle of enterprises across the region of Emerging
Europe. The approach consists of analyzing the access
to finance and other financing terms. The main deter-
minants of access to finance (financing obstacle) are
examined using probit estimation based on data from
the enterprise level survey (BEEPS). It is of primary
interest to determine the firm level characteristics
effect on the degree of the financing obstacle. Partic-
ular attention is placed on the effect of the industry

sector (manufacturing industry versus other indus-
tries) in order to formulate the hypothesis on the
effects of the financing obstacle on the overall eco-
nomic structure and trade deficit. In what follows, we
first we present the data base followed by the estima-
tion methodology and results in section. The discus-
sion of results is given in the last section.

Description of the database. In order to exam-
ine the determinants of a firm’s access to finance
and relationship between access to finance and sec-
tor of activity, we use the enterprise level data from
the Business Environment and Enterprise Perfor-
mance Survey (BEEPS) (Bancel, 1999; Vemimmen,
2000).

The firm level data from BEEPS is combined
with country level macroeconomic and financial sec-
tor data from EBRD, World Bank, and IMF data ba-
sis. These data include per capita GDP, current
account deficit, credit to GDP, EBRD transition
and financial reforms indices, and share of foreign
banks. The aim of use of this kind of country level
data is to obtain additional quality of the access to
finance determinants.

The sample was structured to be representative
for each country with specific quotas in terms of
region, sector and enterprise size using the variable
“Total sales’. The number of firms covered is rough-
ly proportional to the number of firms in the coun-
try, ranging from 260 in Albania to 1592 in Poland.
The survey tried to achieve representativeness in
terms of the size of the firms it surveyed: between
three quarters and nine tenths of the firms surveyed
are “small” (less than 20 workers) and only around
5 % of the firms surveyed are “large” (more than
100 workers). The survey also aimed to achieve rep-
resentativeness in terms of private vs. public firms,
firms with access to foreign product markets, and
firms which receive government subsidies.

For the purpose of our analysis of the credit con-
straint determinants, we base the estimated model
on the three turns of the survey, namely 2002, 2005
and 2008, where the 2008 turn was actually held
during late 2007 and during 2008 and 2009, depend-
ing on the country. Since the content of the ques-
tionnaire in each survey was modified, in order to
test the homogenous set of variables we base the
unbalanced panel data provided by the EBRD that
includes consolidation of the consistent part of the
questionnaire over turns of the survey. Out of 29
transition countries from Europe and Asia, the data-
set is reduced to 18 European transition economies
(Bosnia, Bulgaria, Croatia, Czech Republic, Esto-
nia, FYROM, Hungary, Latvia, Lithuania, Moldo-
va, Montenegro, Poland, Romania, Serbia, Slova-
kia, Slovenia, Ukraine).
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Estimation methodology,
variables definition and results

Both in testing the determinants of the access to
finance as obstacle and in testing the loan demand,
we use the probit estimation technique and estimate
the model of the following form:

Yi=o + BXit AS; +yF; + 8C; + uT; + ¢

with i =1, ..., N where N denotes the number of
firms. Y is the dummy variable constructed to cap-
ture the firm’s financial constraint in the first set
of estimations while in the second part of the
estimations it refers to dummy variables that captu-
re demand for loans. Details on the construction of
dependent variable alternatives are presented in the
next subsection and in the appendix to this paper
(see Table 2). X represents the vector of firm
characteristics that includes size, age, percentage
of sales exported, foreign ownership, government
ownership, variable capturing ISO certification, and
dummy variable for audited financial statements.
The X vector also includes measure of firm per-
formance such as employment growth as well as
market position captured by the pressures from
competition and from customers that are observed

by the firms. S stands for a sector dummy which is
the main variable of interest. F’ represents a vector
of country level characteristics such as financial
development, overall level of credit risk, advan-
cement in banking sector reforms and real GDP
growth. C is the vector of country dummies for 17
(out of 18) countries covered by the survey.
T represents the dummy variable that controls for
the timing of the survey. In that respect, in the
estimation results presented in this study, we use
only the crisis dummy to control for the financial
crisis effect on the overall access to finance re-
sulting from a sudden credit crunch. eis the error
term. The construction of the dependent variables
is presented in Table 2.

Indicators of access to finance. In order to esti-
mate the determinants of financial constraint, we
constructed two alternative indicators: Access to_
finance 1 and Access _to_finance 2 based on the
available data from the survey. We consider both
indicators as good proxies for financial obstacle.
The first has better coverage in terms of time as it is
represented in all turns of the BEEPS survey (17,758
observations), while the second is included only in
last two turns (7,751 observations). The dependent
variable (LHS) Access to_finance I is a dummy,

Table 2. Definitions of dependent variables

Dependent variable name

Definition

Access to finance 1

Question: "Is Access to finance, which includes availability and cost, interest rates, fees and
collateral requirements, No Obstacle, a Minor Obstacle, a Moderate Obstacle, a Major
Obstacle, or a Very Severe Obstacle to the current operations of this establishment?", dummy
variable = 1 for Major Obstacle and Very Severe Obstacle, and =0 for other answers

Access to finance 2

Question: "Which of the following elements of the business environment, if any, currently
represents the biggest obstacle faced by this establishments." Dummy variable = 1 for Access
to finance, and =0 for all other elements answered: Access to land, Business licensing and
permits, Corruption, Courts, Crime, theft and disorder, Customs and trade regulations,
Electricity, Inadequately educated workforce, Labor regulations, Political instability, Practices
of competitors in the informal sector, Tax administration, Tax rates, Transport

Have loan

Dummy =1 if at the time of the survey the establishment have a line of credit or a loan from a
financial institution, =0 if not

No_need loan

Question: "What was the main reason why this establishment did not apply for any line of
credit or loan in /fiscal year preceding the survey/?", Dummy variable =1 for answer "No need
for a loan - establishment has sufficient capital”

Interest rates not
favorable

Question: "What was the main reason why this establishment did not apply for any line of
credit or loan in /fiscal year preceding the survey/?", Dummy variable =1 for answer "Interest
rates are not favorable", =0 for all other answers. Variable covers only the subsample of firms
with answers to this question different from "No need for a loan -- establishment has sufficient
capital"

Not_favourable loan
terms

Question: "What was the main reason why this establishment did not apply for any line of
credit or loan in /fiscal year preceding the survey/?", Dummy variable =1 for answer "Interest
rates are not favorable" or " Collateral requirements are too high" or "Size of loan and maturity
are insufficient", =0 for all other answers. Variable covers only the subsample of firms with
answers to this question different from "No need for a loan -- establishment has sufficient
capital"
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which equals 1 if the firm qualified its degree of the
access to finance obstacle (which includes availa-
bility and cost, interest rates, fees, and collateral
requirements) as a ‘major obstacle’ or a ‘very severe
obstacle’ for the establishment’s current operations.
It equals 0 for the qualifications: ‘no obstacle’, ‘minor
obstacle’, or ‘moderate obstacle’.

We use another alternative dependent variable
for capturing the measure of a firm’s financial con-
straint, Access_to_finance 2. It is constructed from
the question in which the firm manager is asked
about his major obstacle in the business environ-
ment. It equals 1 if, among the various alternative
answers offered as business obstacles, a firm choos-
es ‘access to finance’ as the major one. It equals 0
for any other stated answer from the list.

Indicators of demand for loans. In order to get
more insight into demand for loans, four additional
dependent variables are extracted from the survey.
These are: Have loan, No_need loan, Interest_
rate_not_favorable, and Not favorable loan_terms.
Have loan is a dummy variable that equals 1 if a
company has a loan or credit line in use at the time
of the survey, and 0 otherwise. The following three
dependent variables that we use are derived from
two related questions from the survey. First is “Did
this establishment apply for any line of credit or
loan in the fiscal year preceding the survey?” If a
firm stated that it did not apply for a loan or a line of
credit, than it was asked another question regarding
the main reason for that: « What was the main reason
why this establishment did not apply for any line of
credit or loan in the fiscal year preceding the sur-
vey?». The variable No_need loan is constructed

in a way that it equals 1 if the company stated that
the main reason for not using a loan is that it had no
need to take a loan. The last two variables relate to
the same question but to another two options. The
variable [nterest rate not favorable is a dummy
deducted from the answer that company considers
that interest rates are not favorable. Not_favorable
loan_terms refers to the answer that other loan terms
are not favorable such as maturity, size of loan, and
collateral requirements.

Definition of independent variables. Among
the explanatory variables, our main variable of
interest in this research is the variable Manufactur-
ing. It is a dummy derived from the answers to the
question on the activity sector of the enterprise, as
observed by the interviewer. Since there is often the
discordance between the declared industry sector of
a company and the factual industry sector of its core
operations, we find it more objective to use the
observed sector as more probably corresponding to
the effective business of the surveyed firm. It equals
1 if the firm operates in the manufacturing industry
while all other business sectors are treated as 0.
They include: construction, transport, wholesale
and retail trade, information technology, and hotels
and restaurants. The summarized statistic on the dis-
tribution of dependent variables describing financ-
ing obstacle (Access_to_finance 1 and Access_to_
finance 2) across categories of the industry sector
(variable Manufacturing) depicts more frequent
problems in access to finance within manufactu-
ring businesses than within other industries, Table 3.
All other independent variables are explained in
Table 4.

Table 3. Access to finance obstacle vs. industry, overview of database

Manufacturing Other industries (non- Al sect
business manufacturing) sectors
Definition
Number . Sga:el Number . Sl%a:el Number of . Sl’;a:el
of obs. m (,), b of obs. m (,), - obs. In 1otk
in % in % in %

Access to finance is Major obstacle or 1,613 24 2251 20 3.864 2
Very sever obstacle
Access to finance is Moderate obstacle,
Minor obstacle of Not an obstacle 3,035 76 8,859 80 13,894 78
Total Access to finance_1 6,648 100 11,110 100 17,758 100
Access to finance is the major business 501 15 501 1 1,002 13
obstacle
Acgess to finance is not the major 2,752 85 3.997 89 6,749 g7
business obstacle
Total Access to finance 2 3,253 100 4,498 100 7,751 100

Source: BEEPS
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Table 4. Definition of independent variables

Variable

Definition

Manufacturing_dummy

Dummy variable equals 1 if the firm operates in the manufacturing industry and
equals 0 for services firms

Large than 100

Dummy variable equals 1 for firms with 100 and more employees and 0 for less

Small

Dummy variable equals 1 for firms with 19 and Iess employees

Sales_exported

% share of total sales that is exported

Foreign_capital

Percent of the firm owned by foreign individuals, companies or organizations

State_capital

Percent of the firm owned by Government/State

Overdue_utilities_taxes

Dummy variable assigned a value 1 if the establishment currently have any
payments overdue by more than 90 days for utilities or taxes, zero otherwise

Ln old

Log of the age of operations of the firm

Pressure_domestic_competitors

Dummy assigned 1 if pressure from domestic competitors is affecting the firm’s
decisions to develop new products or services and markets is qualified as very
important or fairly important, zero otherwise

Pressure foreign competitors

Dummy assigned 1 if pressure from foreign competitors is affecting the firm’s
decisions to develop new products or services and markets is qualified as very
important or fairly important, zero otherwise

P ressure_customers

Dummy assigned 1 if pressure from customers is affecting the firm’s decisions
to develop new products or services and markets is qualified as very important
or fairly important, zero otherwise

Audited financial_statements Dummy assigned 1 if

Quality certificate

Dummy assigned 1 if the firm has an internationally-recognized quality
certification, zero otherwise

Employees_growth

Growth rate of the number of employees between previous fiscal year and 3 years
before the previous fiscal year

Crisis_dummy

Dummy variable assigned a value 1 for the time of the interview falling in
2008:q4 and in 2009, 0 otherwise

Ln GDP per capita survey

Logarithm of the respective country per capita GDP in the year preceding the

Ln_nr banks

Logarithm of the number of banks in the respective country

Credit_to GDP

Credit to private sector, in % of GDP

NPL

Non-performin loans, in % of total loan

Foreign banks_share

Share of assets held by foreign banks in total banking sector assets, in %

CA for deficit

Current account balance, in % of GDP. Positive for surplus and negative values

EBRD_banking_reform_4 reform, zero otherwise

Dummy variable assigned 1 for value 4 of EBRD indicator of bankimg sector

Results from the empirical
estimation

Based on the described database, methodology
and constructed variables, we obtain the following
estimation results on determinants of financial con-
straint and we describe some characteristics of de-
mand for loans.

Results for determinants of financial con-
straint. The estimation strategy consists of the fol-
lowing. First we examine the determinants of firm
financial constraint using the variable for financial
constraint. We rerun the regression using two alter-
native dependent variables (Access_to_finance 1
and Access_to_finance 2). The results for the esti-
mation of the variable Access to finance 1 1is

presented in Table 5 and Table 6. Further on, we test
the financial obstacle determinants for the subset of
firms that do not use any loan or line of credit (con-
dition that variable Have loan is equal 0) in order to
get a bit sharper view on the population of firms that
are practical out of the credit market. Parts of these
firms are simply rationed by banks as too risky.
The others do not need external financing while
some of them perceive loan supply as inappropriate
for their needs. By doing this estimation we try to
extract the firm characteristics that increase proba-
bility to face financial obstacle. In that way we may
describe which kind of companies are more likely to
be rationed. We control for all available firm charac-
teristics, as in estimation on full sample. The results
are presented in Table 9.
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Table 5. Probit model: Dependent variable: Access_to_finance_1, marginal effects

Variable ) V) &) @ 5) (6) (W) ®

Manufacturing dummy | 0.032%%* | 0.049%** | 0.050*** | 0.052%** | 0.051*** | 0.051*** | 0.054*** | (.039%***

Large -0.030%** | -0.022** | -0.022*%* | -0.020%* | -0.020** | -0.022%* -0.017 | -0.026%**
Small 0.022%** | (.018** 0.014* 0.014 0.013 0.014* 0.012 0.016*
Sales_exported 0.000%** 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Foreign_capital -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001%**
State_capital 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Overdue_utilities_taxes | 0.148%%* | (.132%k* | (,134%%*% | (.]132%%* | (,136%** | 0.126%%* | 0.113%%* | (.146%**
Ln_old 0.003 0.008 0.005 0.005 0.004 0.003 0.002 0.002
Pressure_domestic

_ competitors 0.025%** | 0.025%** | 0.023%** | (0.023** 0.022%*% | 0.018*** | 0.023** 0.021**

Pressure_foreign 0.040%%*% | 0.043%%% | 0043%%% | 0.042%%% | 0043%%% | 0.042%%% | 0.036*** | 0.045%%+

_competitors

Pressure_customers 0.003 0.002 0.002 0.002 0.002 0.001 0.003 0.000

f;t‘gti;fggrﬂrs‘a“"ial 0.013% | -0.033%%% | 0.035%%% | 0,037%%% | -0.038%** | -0.020%%* | 0,033%% | -0,020%**
Quality _certification 0.005 0.010 0.005 0.005 0.005 0.007 0.007 0.004

Employees_growth -0.020%#% | 0,027%%% | 0,024%% | -0,024%*% | 0,024%%% | 0,027%%% | -0,024%%% | 0,0]9%*
Crises_dummy 0.039%%% | 0026*** | 0.018%* | 0.020%* | 0017%* | 0.018** | 0.019%* | 0.036***
Ln_GDP_per_capita -0.034%**

Foreign_banks_share -0.001***

Credit_to GDP -0.001 %

CAD 20,001 %%+

ERRD bmniin

NPL 0,002

Ln nr banks 0.072%%*
Observations 15,199 14,548 14,541 14,541 14,548 14524 | 13753 14,541

Prob>chi2 0.0000 | 00000 | 00000 | 0.0000 | 00000 | 00000 | 0.0000 | 0.000
pseudo R2 0.05 0.03 0.03 0.03 0.03 0.03 0.02 0.04

*p<0.1; ¥**p <0.05; ***p <0.01.

Table 6. Probit model: Dependent variable: Access_to_finance_2, marginal effects

Variable U] @ ©)] @ ® © ] ®
Manufacturing_dummy | 0.032%** | 0.049%** | 0.050%** | 0.052%** | 0.051**%* | 0.051*** | 0.054*** | (0.039%**
Large -0.030%** | -0.022*%* | -0.022%** -0.020* -0.020%* | -0.022%* -0.017 | -0.026%**
Small 0.022%** 0.018%* 0.014%* 0.014%* 0.013 0.014%* 0.012 0.016*
Sales_exported 0.000** 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Foreign_capital -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001*** | -0.001***
State_capital 0.000 0.000 0.000 0.000 0.000 0.000 0.000 0.000
Overdue_utilities_taxes | 0.148*** | (.132%*%% | (.134*** | (.132%** | (0.136%** | 0.126%** | 0.113%** | (.146***
Ln_old 0.003 0.008 0.005 0.005 0.004 0.003 0.002 0.002

Pressure_domestic

- 0.025%** | 0.025%** | 0.023*** 0.023%* 0.022%** 0.018%** 0.023** 0.021**
_competitors

Pressure_foreign

- 0.040%** | 0.043%*%* | 0.043%*%* | (.042%**% | 0.043%** | 0.042%F* | 0.036%** | 0.045%**
_competitors
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Variable @ @ (©)] @ ®) ©) @ ®)
Pressure_customers 0.003 0.002 0.002 0.002 0.002 0.001 0.003 0.000
Audited financial 0.013% | -0.033%%% | L0,035%H% | 0.037%F | -0.038%% | -0,020%%* | -0,033%%* | 0,029%**
_statements
Quality_certification 0.005 0.010 0.005 0.005 0.005 0.007 0.007 0.004
Employees_growth -0.020%** | -0.027%** | -0.024%** | -0.024%** | -0.024%** | -0.027*** | -0.024%** | -0.019%**
Crises_dummy 0.039*%** | 0.026%** | 0.018%* 0.020** 0.017** 0.018** 0.019** | 0.036***
Ln_GDP_per capita -0.034%***

Foreign banks share -0.001***
Credit_to GDP -0.001***
CAD -0.001***
EBRD_banking 0,072
_reform 4
NPL 0.002%**
Ln nr banks 0.072%**
Observations 15,199 14,548 14,541 14,541 14,548 14,524 13,753 14,541
Prob>chi2 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
pseudo R2 0.05 0.03 0.03 0.03 0.03 0.03 0.02 0.04
*p<0.1; ¥*p<0.05; ***p<0.01.
Table 7. Distribution of observation of ‘Access to finance’ as business obstacle across firms split
by their use of loan financing
Have a loan Do not have a loan Total
Definition Number Share Number Share Number Share
of obs. in Total, % of obs. in Total, % of obs. in Total, %
Access to finance is Major obstacle or Very 1,031 25 726 20 1,757 23
sever obstacle
Access to finance is Moderate obstacle,
Minor obstacle of Not an obstacle 3,074 7 2,824 80 5,898 m
Total Access to finance_1 4,105 100 3,550 100 7,655 100
Access to finance is the major business 648 16 347 10 995 13
obstacle
Access to finance is not the major business 3.457 g4 3,203 90 6.660 g7
obstacle
Total Access to finance 2 4,105 100 3,550 100 7,655 100

Source: BEEPS

By running the probit model, we garner strong
evidence that the fact that an enterprise operates in
the manufacturing industry increases the probability
that the enterprise faces the access to finance in all
specification of the model. The same finding holds
on the sub-sample of firms that do not use any loan
or credit line in the time of the survey after control-
ling for all relevant enterprise characteristics includ-
ing those that control for a firm’s risk and, therefore,

the possibility that it is simply rationed by banks.
It is not likely that the fact that a company operates
in the manufacturing business impacts per se the
risk of the business. The significant coefficient for
Manufacturing in this case may imply that for some
other reason the companies in production of trada-
ble goods are relatively more financially constrained
than firms in other industries, such as services. The
last hypothesis holds only if both manufacturing and
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other industries’ average risk is at a similar level so
that the estimation result is not an outcome of the
fact that banks ration more manufacturing busi-
nesses due to their relatively higher risk than in
other industries. We have however controlled for
all determinants of risk of a firm that are observable
from the available data from the survey.

Other results from the estimation related to con-
trolling the marginal effects of the variables to the
probability that a company faces access to finance
as an obstacle are mostly in line with the intuition.
We arrived at the expected result that small enter-
prises have more difficulties in accessing finance
than medium ones. Similarly, large enterprises are
in a more favorable position than medium and small
ones. The last is in line with the literature on SME
financing such as Beck and Demirguc-Kunt (2006).
The fact that a company exports a larger share of its
sales does not have a significant impact to its access
to finance. Foreign owned companies have less se-
vere financial constraint then domestic ones. State
ownership apparently has no effect on a company’s
access to finance. In the model specifications using
Access to finance I the coefficients with State
capital are not significant, while in models with
Access_to_finance_2 as dependent variable, the
coefficient is positive and significant at 10% or at
5% in some specifications while its value is very
low. This finding is in line with intuition that some
state companies may have easier access to finance
and some others may have it more difficult in com-
parison to private ones. Another intuitively expect-
ed finding is that companies with liquidity problems
(overdue payments of utilities and taxes) would face
higher probability of being financially constrained.

A company’s age has no statistically significant
effect on its access to finance. The fact that a company
had its financial statements audited by an independent
auditor eases its access to finance in models using the
first version of the dependent variable with larger cov-
erage while the alternative version of the dependent
variable is not influenced by the variable Audited
financial _statements. Possession of quality certifi-
cates has no effect on access to finance according to
the estimation results. Employees _growth as a varia-
ble that is a proxy for a firm’s performance has nega-
tive and statistically significant coefficient in models
with the dependent variable Access_to_finance 1,
while coefficients are not significant in any specifica-
tion using Access_to_finance 2 as RHS variable. Mar-
ket pressures that a company faces from competitors,
both domestic and foreign, increases the probability of
a firm’s financial constraint in the model using the first
alternative of the dependent variable while in the sec-
ond alternative it has no statistical significance.

We also control for macroeconomic characteris-
tics as there are 18 countries in the sample with dif-
ferent shapes of their financial systems and econo-
mies. These results have shown that companies in
countries with higher per capita income and a higher
EBRD grade in banking sector reforms and higher
level of credit to GDP (only in models with Access
to_finance_2 as dependent variable) face less prob-
ability to encounter financing obstacles. Firms in
countries with a higher non-performing loans level
face greater financing obstacles. The number of
banks has the opposite sign in two specifications of
the model using alternative proxies for financing
obstacles while the higher level of GDP per capita
reduces the probability that the firm faces financing
obstacles in the model with Access to_finance 1 as
the dependent variable while the coefficient is posi-
tive but not significant in the model with Access to
finance_2 as the dependent variable. Crisis dummy in
some specification had statistically significant and
positive marginal impact on firm-level financial con-
straint probability. We control for country dummies.

Results for determinants of loan demand.
We also test for the characteristics of the probability
that a firm uses a loan or a credit line by running the
probit model using as dependent variable Have
loan and testing for all relevant firm characteristics.
This exercise gives some insight into the shape of
the demand for loans that is financed by banks, i.e.,
that are not constrained on external financing —
loans and credit lines. In order to test the character-
istics of the unconstrained firms which do not appear
in the demand for loans, we run the probit model
estimation using No_need loan as LHS variable.
Additionally, we analyze the determinants of the
probability that a firm declares the price barrier in
access to finance, using Interest rates _not_favora-
ble. Finally, we add another barrier aside from the
price obstacle. We test for other terms of loan sup-
ply that are perceived as not favorable and that
leaves firms out of demand for loans. The dependent
variable relates to the terms of loan supply: ‘loan
size or maturity is insufficient’ and ‘collateral re-
quirements are too high’ translated into dummy
variable Not favorable loan_terms. The results of
the estimation are presented in Table 9.

From the summary of answers on reasons for not
applying for a loan or a credit line, across the va-
riable Manufacturing, presented in Table 8, we
already record the less represented answer that a
firm does not need a loan, with 66.8% for manufac-
turing businesses against the 72.9% of other indus-
tries, on the sample of 6,966 firms from the transi-
tion countries in Europe that did not apply for a loan
in the year prior to the year of the survey.
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Table 8. Distribution of answers on reasons why firm did not apply for a loan or a credit line — by business sector
(manufacturing and other industries)

«What was the main reason why this Manufacturing business Other indfus:rie‘s (non- All sectors
establishment did not apply for any line manufacturing)
of credit or loan in fiscal yea!’r preceding Number Share Number Share Number Share
the year of survey?» of obs. in Total, % of obs. in Total, % of obs. in Total, %

Application procedures for loans or lines
of credit are complicate 135 5.0 203 47 338 4.9
Collateral requirements are too high 142 53 141 33 283 4.1
Did not think it would be approved 69 2.6 96 2.2 165 2.4
Don’t know 60 2.2 103 2.4 163 2.3
Interest rates are not favorable 367 13.7 450 10.5 817 11.7
It is necessary to make informal payments
to get bank loans 24 0.9 12 0.3 36 0.5
No need for a loan - establishment has
sufficient capital 1787 66.8 3126 72.9 4913 70.5
Other 71 2.7 130 3.0 201 2.9
Size of loan or maturity are insufficient 21 0.8 29 0.7 50 0.7
Total 2676 100 4290 100 6 966 100

Source: BEEPS

We find from estimation of the determinants of
variable Have loan (9) strong evidence in support
of the fact that manufacturing firms are more prob-
able borrowers on the existing loans pointing to the
fundamental importance for this industry to have
adequate access to finance in order to develop the
businesses. The same is confirmed from the estima-
tion of the probability that the company does not
need a loan (variable No need loan). Namely, the
firm operating in the manufacturing business is less
likely to ‘need no loan’ as the reason for not having
applied for a loan. This result is statistically signi-
ficant. Moreover, testing the determinants of the
probability that the reason for not having a loan is
because of too high interest rates and unfavorable
loan terms such as maturity, loan size, and collateral
requirement, result in the same line of arguments.
Manufacturing businesses are more likely to face
these obstacles.

Among other results on the impact of explanatory
variables in the models is evidence that small firms are
less likely to use a loan and less likely to need a loan
contributing to the conclusion that the financial system
is set in a way that small firms face more financing
obstacles. Foreign-owned firms are less likely to use a
loan, probably in line with the fact that FDIs have
access to capital from their owners and rely less on
external financing. This result is coherent with the
result on specific reasons for not having applied for a
loan. Namely, foreign firms are more likely to answer
that they need no loan while they are less likely to find
interest rates as too high and other loan terms as not
favorable. This finding corresponds to the hypothesis
that foreign companies are more in a position to get
better loan terms or to take cross-border loans at more
favorable interest rates. The last explanation is also
coherent with the reference to the theoretical model of
Dell’ Ariccia and Marquez (2003).

Table 9. Probit model for determinants of loan demand: marginal effects

) Have_loan No_need_loan Interest_rates_ Not_favorable_
Dependent variable not_favorable loan_terms
Q) @ &) @

Manufacturing_dummy 0.034%%* -0.062*** 0.026%** 0.045%**
Large 0.100%%** 0.035%* -0.020 -0.026*
Small -0.157%** -0.040%*** 0.021** 0.036***
Sales_exported -0.000 0.000 0.000 0.000
Foreign_capital -0.002%%** 0.001*** 0.001 *** 0.001%%**
State capital -0.002%%*%* -0.001* -0.001* 0.000
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) Have_loan No_need_loan Interest_rates_ Not_favorable_
Dependent variable not_favorable loan_terms
€Y} 2 3 @
Overdue_utilities_taxes 0.071%* -0.215%** -0.007 -0.003
Ln old 0.019* -0.008 -0.003 -0.003
Pressure_domestic_ 0.014 -0.016 0.017 0.028
competitors
Pressure_foreign_ 0.010 0.004 -0.020* -0.027%*
competitors
Pressure_customers 0.003 -0.014 0.018 0.021
Audited_financial_ 0.052%% 0.043 %% -0.006 0.013
statements
Quality certification 0.026 0.049%** -0.029%*** -0.043***
Employees_growth 0.101%** 0.036%%** -0.01 -0.014
Crisis_dummy 0.014 -0.025 0.011 0.010
Credit to GDP 0.001%** -0.004*** 0.001%* 0.003#%*%*
Observations 5,948 5,494 5,583 5,583
Prob>chi2 0.0000 0.0000 0.0000 0.0000
pseudo R2 0.10 0.07 0.09 0.08
*p<0.1; **p<0.05; ***p<0.01.
Table 10. Distribution of observations on reasons for not applying
for a loan across the status of existing external debt
«What was the main reason why this Have a loan Do not have a loan Total
establishment did not apply for any line
of credit or loan in fiscal year preceding Number Share in Number Share Number Share
the year of survey?» of obs. Total, % of obs. in Total, % of obs. in Total, %
Applicgtion proced}lres for loans or lines 56 38 167 53 223 4.8
of credit are complicate
Collateral requirements are too high 47 32 152 4.8 199 43
Did not think it would be approved 53 3.6 63 2.0 116 2.5
Don’t know 69 4.7 53 1.7 122 2.6
Interest rates are not favorable 133 9.1 470 14.9 603 13.1
It is necessary to make informal 18 1.2 17 0.5 35 0.8
payments to get bank loans
No ne.ed for a. loan - establishment has 1,001 68.4 2’117 67.3 3,118 67.7
sufficient capital
Other 71 4.8 71 23 142 3.1
Size of loan or maturity are insufficient 16 1.1 34 1.1 50 1.1
Total 1,464 100 3,144 100 4,608 100

Source: BEEPS

Discussion of results, conclusion,

and policy implications

The empirical estimation presented in the previ-
ous section provides strong evidence on the repre-
sentative sample of firms in 18 European transition
countries that manufacturing firms face relatively

more problems in accessing finance for their busi-

nesses than other sectors. The result is robust after
controlling for the firm’s size, owner (state, private

of foreign), transparency (quality of accounting and
possession of quality certificates), pressures from
competition on the local and international markets,
age, ownership, and country-level characteristic of
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the financial system. The same finding is confirmed
on the sub-sample of companies that not use a loan.
By running separate models for determinants of
the probability that a firm uses a bank loan it was
revealed that manufacturing businesses rely more
on bank loans. Further on, by testing the determi-
nants of the likelihood that a firm uses a bank loan,
we obtained the statistically significant result that
manufacturing businesses rely relatively more on
external financing. By testing the reasons for the
absence of demand for loans on the subsample of
firms that did not ask for a loan or a credit line in the
year preceding the survey, the evidence points to the
fact that manufacturing firms are less likely to
answer that they do not need a loan, while they are
more likely to face obstacles in the price of borrow-
ing and in other terms.

How can the finding that manufacturing busi-
nesses face more financial constraint in transition
economies be interpreted? The supply of loans is
determined by the banking sector situation and the
last was critically influenced by inflows of foreign
capital which was relatively cheap during the
observed period (except in late 2008 and 2009, and
we control for that) and of the relatively short-term.
On the other side, local deposits by citizens are also
of relatively short-term. One of possible constraints
may be found in the fact that the supply of loans is
consequently of relatively short maturity. The last
may not match with the financial needs of manufac-
turing businesses (they may need long-term invest-
ment loans). Another — price explanation (as evi-
denced also from empirical estimation) may result
in the following mechanism. The interpretation is
based on the information asymmetry theory. Since
the majority of loans are intermediated by foreign
banks, as uninformed lenders, these banks account
in their cost of capital a certain market risk. The
expected return on investment by an uninformed
foreign investor in emerging markets is closely
related to the sovereign rating of the country. Since
there is no perfect solution to price the risk of an
investment in the economies with underdeveloped
financial markets and scarce information, most of
the recommended models for calculating the expect-
ed return (cost of capital) consist of including the
risk premium for the country risk corresponding to
the sovereign rating. Thus, the overall risk of the
economy is assigned to all potential investments to
businesses in that economy. Moreover, additional
premiums for specific sectors of the economy from
developed markets are usually added to the risk free

interest rate from developed markets (Bancel, 1999;
Vernimmen, 2006).

This risk, preliminarily priced as a high one,
faces some lenders from lower risk businesses (low-
er return rates, and longer periods of return of
investment, such as most of the manufacturing
industry, but probably less risk in terms of long-
term volatility) with discouraging costs of borrow-
ing and leaves them out of the lending market. This
expected return translated into lending interest rates
could induce the well known “lemon problem”
(Akerlof, 1970) on the lending market where less
risky (less profitable) borrowers get out from the
market when they are offered an interest rate on
external financing corresponding to the average
risk. This interest rate is probably unbearable for
enterprises in sectors of activity where periods of
return of investment are longer and returns are low-
er, but more stable and less risky comparing to the
overall country/market risk. It can be the case of
the manufacturing industry in transition countries,
which accounts for the major part of exports at the
same time.

In other words, the overall price of financing
may have been too high for the majority of manu-
facturing businesses. Namely, the manufacturing
businesses are not equally profitable (at least not in
the short run) as the real estate, construction, or
trade businesses (in the period of boom in demand
and consumption) but need a longer perspective for
the development of investment and market for prod-
ucts. Thus, we might have witnessed a ‘lemon prob-
lem’ phenomenon during the financial expansion
period. At the same time the supply of loans was
abundant but given its relatively high price levels,
the ‘good risks’ were out of the market demand as
the interest rate level was unbearable for their busi-
nesses. Those businesses that could estimate by
themselves the burden of loan financing to their
cash flow were ‘good risks’. On the other hand,
more profitable businesses at the time (but more
volatile once the crisis hit) or those unable to esti-
mate their future cash flow once they borrow from a
bank, were on the demand for loans side.

The relative interest rate level was high as a
result of information asymmetry. Namely, by the
rules of the financial markets, once a country is not
in good macroeconomic shape it receives a lower
rating, which implies a spread on the risk free rate.
This spread is lowest for sovereign debt, and builds
on top of that for other businesses and citizens in
that country. Besides a higher interest rate induced
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from the higher country spread, the market power in
some market segments (of less transparent borrow-
ers), may also result in a certain mark-up, i.e. in
higher rates as a result of the market power of banks
versus certain client categories. This last finding is
probably in line with the main hypothesis in the
explanation behind the financial constraint of manu-
facturing businesses.

Translating the last phenomena on the macroe-
conomic scale, this distortion in the lending market
may push uneven growth in sectors with higher re-
turns (able to pay high interest rates). These are more
likely services sectors, which, unlike manufacturing
sectors, do not participate in the overall exports of the
country. In that way, besides pushing growth, this
mechanism also contributes to unsustainable levels
of the current account deficits in these countries,
which, together with high levels of accumulated ex-
ternal debt, create the high external financing needs
of these countries, all three variables being strong
determinants of the country’s risk perception by in-
ternational rating agencies.

One interpretation of these findings is that fi-
nance does matter for growth as an uneven devel-
opment of tradable and non-tradable sectors in
transition economies in the period of large finan-
cial inflows reflected in current account deficits.
We may suppose that at least part of the origin of
these deficits was in uneven access to finance. Fur-
ther investigation of reasons within the access to
finance obstacle is necessary. It may have some-
thing to do with the specific features of financial
intermediation in transition economies during the
credit expansion.

We have brought here some insights that could
generate specific policies aimed at helping the prob-
lem of information asymmetry in pricing the lower
risks in transition economies. If the proposed mech-
anism is in place in transition economies, it opens a
new stream for future research. Moreover, it offers a
valuable path for innovative policies solutions in

transition countries, which could help mitigate the
accumulated macroeconomic imbalances and pro-
vide the environment for future economic develop-
ment based on financial integration at the same time.

One of the possible solutions that naturally emerge
would be the reconsidering of the role of the state in
financial intermediation in these countries. We are all
aware of the benefits of denationalization of the bank-
ing sector in transition economies and the withdrawal
of the state from direct impact on lending through the
monetary policy, as was the case before the transition
was launched. Nevertheless, the idea of the state
action in helping the access to finance of the private
sector in developing countries is not novel or uncon-
sidered. Yet, the recent empirical analysis and discus-
sion papers are rather in favor of some kind of soft
state intervention (“visible hand’) in the form of rules
and regulation that promote, indirectly, the access to
finance opaque in terms of information, but still valu-
able projects (De la Torre, 2007).

The policies should aim to mitigate information
asymmetry, but also to correct for evident market
failures. The inflowing capital maturity is to the
large extent determined by the risk perception, same
as the level of calculated risk spread in the price of
financing. The country risk is in large part deter-
mined by the current account deficit level (higher
deficit result in lower rating and higher spread).
Another important element of rating is a fiscal defi-
cit and political stability. The last create a vicious
cycle of uneven access to finance, expensive finance,
foreign investors’ perception of high country risk
and consequent expensive foreign borrowing and
maturity structure of inflowing capital in favor of
the short-term over the long-term. The exit from the
vicious cycle is in political and institutional stabili-
zation, but also in rebalancing of the economy. Spe-
cial attention should be directed into tradable sector
financing. Further investigation is needed to verify
the last interpretation of results and to design poli-
cies that target the specific market failures.
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Amanaciesuu A., Hasxxeman b.

PIHAHCOBA IHTEI'PAIIIAA TA MAKPOEKOHOMIYHA CTABIJIBHICTb:
CEKTOPAJIBHUI NIJIXIT 0 AHAJI3Y JOCTYIY 10O ®IHAHCYBAHHSA
TA MOZAEJIb ITEPEJIKPU30BOI'O 3POCTAHHA

Y cmammi na ocnosi pezyriomamis onumyseanns nionpuemcms iz 6azu oanux €5PP 3a 2002-2008
POKU NPOAHANIZ08AHO OCHOBHI NEPeuKoOU 015 OMPUMants Qinancyeanns y 18 eeponeiicokux kpainax i3
nepexionor eKoOHOMIKo0. {15 yCix Kpain Xapakmepuum € me, wo y nepeokpu3osuti nepioo 8 0CHo8y c6o-
20 po3eumky 6oHu 3axiadanu ¢ginancosy inmeepayiro (EBPP, 2009). [ubunnuii ananiz nepewkoo 0as
docmyny niOnpueMcms 00 (QIHAHCYBAHHA 3a0e3neuye po3yMIHHA npoyecy (DIHAHCOB020 PO3BUMKY Md
11020 8NIUBY HA eKOHOMIUHE 3POCAHHA Y peanbHomy cekmopi. OCHOBHUMU pe3yTbmamamit eMnipuiHo2o
OYIHIOBAHHS MEMOOOM NPOOIM-MOOENIOBAHHSA € BUCHOBOK, WO OLIbWLI NepeuKoou 0 00Cmyny 00 QiHaH-
COBUX pecypcis iCHYIOmMb OJi NPOMUCTIOB020 CEKMOPA NOPIBHAHO 3 iHwuMU eanysamu. Hedocmynnicmo
Qinancysanus € 8azomoio0 nepenoHor PO3GUMKY NIONPUEMCIEA, 00 MO20 JC NPOMUCIOB] KOMNAHIT
Mmaioms Oinvwii nompebu y kpeoumuux xowmax. [lpuusunamu Hesuxopucmanus gipmamu 6aHKi6CLKUX
NO3UK € BUCOKI 8I0COMKU MA THW HeYiHOBI Hegu2iOHi yMo8u makoeo (inauncysanns. lleti pezyromam nie
8 OCHO8Y 3a2anbHOI 2inomesu Woo0o poni QiHAHCO8020 ceKmopa y MOOeli eKOHOMIYHO20 3POCMAHHI 8
Kpainax i3 nepexioHow eKoHoMikow 8 nepiod 0o kpusu. Cymuicms ii nonsieac 8 momy, wjo 06a oecsamu-
AIMms HePIBHOMIPHO20 00CmYNY 00 (DIHAHCYBAHHA O SUPOOHUYUX NIONPUEMCME (30KpeMa mux, wo
8UpobaAIoOMb Mo8apu 051 MOP2iei) npugeiu 00 CMPYKmMypHux oucoaniancie y peaibHomy cekmopi, saKi
NPOAGUIUCS Y MOP20BOMY Oeqpiyumi, mobmo HedOpO38UHEHOMY TMOP20BETbHOMY MA HAOMIDHOMY Hemop-
208€IbHOMY CEKMOpPax.
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