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Introduction

Micro, small and mediusized enterprises (MSMES) are often praised for their important role as
the drivers of economic activity (e.g., Ayyagai. 2011, Neumarkt al 201, Page and Séderbom,
2012. For instance, Ayyagatial(2011) report th&8MEs (fewer than 250 employees) operating in the
formal sector account for 78%f the employménin low income a@untries (LICs) and 66% in high
income countries (HICs). When micro and informal firms are added to the discussion, the authors found a
much higher labor share for these firms in developing co(@afi@s

However, MSMEs often face external financingt@nts that undermine their growth and
hence potentially limit their welfare impacts (e.g., Aygagh2008 Beck and Demirgtgunt, 2009
and Beclet a].2006) In fact, they rely relatively more on internal funds to finance their activitias where
larger firms can finance relatively more of their business from external sources.

As such, public intervention has been used to alleviate the financing constraints facing MSMES in
both advanced and poor countries. In the develogroeperation contextfinanciasupport and
capacitypuilding policies as regards MSMEs have been designed and implemented mainly through
devel opment fi nance -govemmentalwrganinationsd(NGOB)FHoweyer, thesd n o
interventions raise a number of issaes, main concern being whether the focus on MSMEs is more
welfare enhancing than when policy support is directed to all of the firms operating in the economy. On a
related point, critics often question the extent to which these policieseffeatdeand are in line with
development goals.

This papelhas two broad objectives. First, present the main salient factors that characterize
important aspects of MSMiEcess to external financing esdew the theories underlying their external
financing problems. We distinguish both demand and supply factors underlying external financing
constraints. Second, we discuss policy instruments that have been used by development cooperation
actors aiming tamprove MSME access to external financing. Our particular interest is to document how
well the Belgium Development Cooperation support of MSMESs compares to that prdvigieotHogr
European countrie§rance, Germany, The Netherlands, and Sweden

The paperis structured as follows. Section 1 contains the theoretical background for our analysis.
We begin by defining a number of concepts of fir
theories that have been formulated to explain acaedetoal financing. We distinguish both demand
(firms) and supply (lenders) arguments underlying external financing constraints. Section 2 presents
stylized facts on firmsd access to external fin
on the rationale of public intervention in supporting SMEs with a brief description of the main financial
instruments used for this purpose. Section 4 illustrates how Belgium compares to similar countries in
terms of private sector support in developingtdes. Section 5 discusses the welfare impacts of
MSMEs support, and Section 6 provides concluding remarks and policy considerations.

1. Background: External financing, market imperfections and firm size
1.1. Financing needs and options

1.1.1. The main financing needs
Investments of firms are financed as two types of capital: fixed capital and working capital. Fixed

capitalrefers to durable assets, tangible (e.g., machinery, land, and buildings) or intangible (e.g., software,
R&D, and intellectual property such asmgltef which the use is of a permanent nature. It is essential

150% if the cubff for defining SMEs is set at 100 employees.
4



for the firmbés productive capacity particularly
qguantity of fixed capital is critical for access to external financing. Thitheaggeestion about how
firms finance the staup fixed capital in the first place. We will return to this issue later.

The working capital represents the assets that allow firms to me#grendinancial obligations and
operational costs. It incliedeurrent assets on the balance sheet such as cash, accounts receivable,
inventories and other expenditures related to its operation. Firms make use of working capital for several
purposes including the financing of unexpected expenditures, internmadmignoh wage bills before

the production and the receipt of sales revenue.

In addition to the diffemce in maturity structubetween the two categories of capital, fixed
capital is generally much greater than working capital. As a result, firtlggefpicare on longéerm
financing for fixed capital. Investment in fixed capital is more irreversible and thus more risky for both the
firm and the lender.

1.1.2. Main financing options

Firms have two main financing options: debt financing and equityinfinanaebt contract
allows firms to obtain funding against the promise of timely fixed payments (of the principal and interest)
to the lendet.Equity financindinternally generated or externally raisefdjs to financing contracts
where investors prime cash or other assets to a firm in exchange of a share on its present and all future
profits. The sources of equity finance include a
and relatives, investors (or angels), veoayital, ingstment funds, and retained earnirgsternal
financing consists in raising funds from outside the firm, eitbaghhnew equity or through debt.
Internal financing occurs when firms finance themselves through accumulatetipeafiesiarnings
thef i rsavings)

One key difference between debt financing and equity finartbatgeiguity is bbssabsorbing
instrument. As a result, when a firm incurs losses, dividend payments would be impacted while the terms
of debt contracts still have te honored. In the same line of reasoning, should the firm go bankrupt,
priority of repayment is legally given to invesc
perspective, equity is more risky than debt. On a related point small firoie arskynbecause they
display a greater probability of bankruptcy (e.g., Berryman, 1982 and 1994), so investors will be less willing
to finance them. The capital structure choice (debt versus equity) has been extensively discussed in the
literature, espidly as regards its relevance for a firm's value and investment decisions. Both types of
instruments are used to finance fixed and working capital. However, equity is used more to finance fixed
capital at the early stage. Theoretical arguments aeel¢odf theory, the Modigliani theory, and the
pecking order theory. In a frictionfegsrld, Modigliani and Miller (1958) showed that the market value
of a firm (market value of debt + market value of equity) should be independent of its capigal structu
which implies that the financing sources do not matter for investment decisions. However, the possibility
of having debt interestds tax deductibility and
could alter investment decisionsmBiwould tend to balance the tax advantages of borrowing (interest
tax shield) and the costs of financial distress by increasing their leverage (preferring debt to equity) up to

2 Working capital may also be used to take advantage of immediate oppsuthidigsvesting or buying assets
sold at a discount. See GuesardSchwartz (200,7p7980.
3 Line of credit: firms may borrow up to a limited amount that isepii@ the contract. This gives firms the
flexibility for financing their working capital. Theirfmay not draw the entire amount of the credit line. The
contract requires the firm to repay the principal and the interest. Loan: a simple debt contract based on an agreed
interest rate and repayment schedule Trade credit: An agreement to purchase sgoeidss without an
immediate payment of the bill. The payment is delayed to another date
4No tax distortions, no transaction castmformational issues, perfect competition.
5 For more detailon this term, see Myers (2002)18.
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an optimum point. This traadf theory envisions an optimum capital struatirere the gains and the

costs of mixing debt and equity fully balance (Kraus and Litzenberger, 19&\d\Wajisif 1984). A

firm would generally prefer interogérexternal financingnd for the lattedebttoequity t he oOopec ki
order 6, as termed by Myers and Majl uf (1984) . [
line. Concerning external funding, potemiadstors are aware of the managers' information advantage
about the actual valoéthe irm (relative to it9ook value) and its expected profsthey would tend

to issue stocks when stocks (equity) are overvalued relative to the book value and bonds (debt) if stocks
are undervaluetanagers refrain frosendingsuch d'bad signal" (onht soundness of their firm) to
investorsif they aressuing stockand hence prefessuingdebt. They also avoid the floatation costs
incurred when stocks are issued.

1.2Demand and supply determinants of external finance

One robust empirical fact is that micro and small enterprises (MSES) rely more on their own funds to
finance their activities than do larger firms, which resort more than do smaller firms to external financing
(e.g.Beck & Demirgidkunt, 2009 and Beck a&lt, 2006))Appropriate policies to improve the access of
MSEs to external financing require an understanding of the mechanisms underlying this phenomenon.
This section reviews twooadtheoretical arguments for the justification of this finding: shésflvased
on factors related to the supply of external funds while the second based more on factors affecting the
demand of financing by firms. In addition, we discuss the role of the business environment, which can
affect both the demand and the sufgdyors.

1.2.1 Supply side: information asymmetry issues

In this sectiorwe discusthree factors that constrain shi¥ISME®$access to external finantbe
information asymmetriie credit market structure; ate egal angudicia framework.

a. Information asymmetry and access to finance

One element that restrains banks and MFIs from financing MSMEsgrisblem of information
asymmetryT he ter minology oinformation asymmetryd in
more and bettenformation than do lenders about the quality and riskiness of their projects as well as
about their management skills and their intrinsic incentives for repayment. Consequently, two types of
inefficacies have been observed in financial markets: adeetioa sad the moral hazard.

Adverse selection occurs when lenders, trying to mitigate the issue of asymmetric information take
actions that, unintentionally, lead them to select bad quality projects (more risky and higher probability of
default). Most othe ones of good quality are-eelfluded from financing (Akerlof, 1970). Ideally, if
lenders can perfectly identify good and bad borrowers, they will offer two different contracts each tailored
to the specific riskiness of each category of borroweparticular, they will charge bad borrowers a
higher interest rate and good borrowers a lower interest rate. If lenders cannot distinguish between bad
and good applicants for funding, they may offer a single financial contract with an interesiltdte that w
the average of the two different interest rates that would have been charged when they could distinguish
the two categories of borrowers. Good borrowers facing a relatively higher interest rate may refuse the
contract given their relatively lowisk rlevel whereas their bad counterparts will likely accept such a
contract. As a result, adverse selection generates a number of inefficiencies. For instance, it reduces the
size of the credit market thereby hindering desirable, mutually and socfaisl pevjects to be
financed In the same way, the bad borrowers that end up obtaining access to financing will likely waste
the resources and not be able to make timely repayments. In particular, they may shift to riskier projects
than the ones for whicdhey have obtained financing. They may also behave carelessly in implementing



the projects. Thigeviating behavior afténe credit contrachas been signeis known as the moral
hazard.

Information asymmetry problems are nmpanounced fomicro andsmall firmshecauséhey
display very opaqueaformation (no external wdit, unbalanced or naxistenceof clear financial
statements for mostyhichmalesthe supply sidearier ofsigning a loan contract witketh

A number of coping strategies hagerbdeveloped by borrowers and lenders to mitigate these
inefficiencies. For i nstance, l endersd strategi ¢
rationing (Stiglitz and Weiss, 1981), screening mechanisms (Milde and Riley, 198&rs/&ordec
Steijvers, 2006), collateral requirements, monitoring and incentives compatible debt contracts (Holmstréom
and Tirole, 1997). In the same way good borrowers can sighatkeigree of riskinebg providing
the information needed to enablenders to offer appropriate debt contractgh&ir category of
entrepreneurHowever, for signals to work, they should be accsuéfteiently cheafp produceand
morevaluable for good quality borrowsan forthe pooreiguality ones.

One way tominimize thesénformationcosts is through the centralization of information at
public credit registries awith private credit bureaus. In particular, the presence of private credit bureaus
has beerfound to reduceignificantlythe information asymmgtproblems (Triki and Gajigo, 2013).
However, this institution &bsenin many countriegparticularlyn developing countries. For instance,
the data presented in Figure 1 show that credit bareamarkedilacking in Su$aharan Africa and
South Asia. In particular, there icowerage bgrivate credit bureausrimo st D GD @ soungriasr t ner
(eg. Benin, Chad, Cameroon, Buruadd TheDemocratic Republizf Congq. Moreover, information
coveragés par in a number of these countrieedit registries have only 0.2% information coverage in
The Democratic Republic of Congo and T0¢8Benin). The supply of credit in such an environment is
thusgreatlyexposed to inforation asymmetigsuesand MSME arelikely to be excluded from external
financing Given the important role that private credit bureaus play in access to external financing for all
types of firms, donors should help their partner countries establish these institutions.

Figure 1.Information coverage (2014)
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b. Credit market structure

Bank concentratiomay contribute tostrengthemg MSME®external financing problerhat
there are debates about this relationgfgpdistinguish two theories: the market power hypothesis and
the information hypothesis. Thmarket power theogssumethatwhen concentrian is high banks will
chargerelatively higer interest ratto their customers. As a result, the theory predictantbrat
concentration would imply more credit conssa@arbeValverde et al., 2009Yhe information
hypothesis would imply the opposite relationship i.e. more concentratioa ceglliteconstraist
because banks can internalize the cost in establishing lending relationships with opaque borrowers,
particularly MSME&etersen and Rajd®95) Empirical studies find mixed resufisr instanceRyan
et al. (2013Chong ed. (2013)Beck et al. (2004), ahdve and Peria (201find evidence in support
for the market power theory; whereas Petersen and Rajan, (1994, 1995) af@DEHchenot reject
the information hypothesis.

The data reported in Figure 2 indicate that bank concentration is very high in developing
countries, particularly in S8bharan Africavhere the three largest banks hold more than 70 % of total
assetslf the marketpower hypothesis holds true this figuauld imply that everything else equal,
policies aiming to increase competition in the banking sector will fitBitdESaccess to external
financing in the region.

Figure 2. Thethree largest basksts share (2010)
80
60
40 -

20 H

Percent of total bank assets
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East Europe &  Latin Middle Sub-
Asia & Central America & East&  Saharan
Pacific Asia  Caribbean North Africa
Africa

Source From Mlach#d al (2013),14.

c. Legal and judicial framework for financial intermediaries

The legal and judicial environment as regards contract enforcement, insolvency proceedings and
collateral registries inter alia matter for the supply side as well as for firms. In fact, the stakeholders of a
funding contract have to be protected from abfiske dominant position of the other side, which
requires enforceable laws to resolve disputes should the contracts be violated. In addition, investors
(including private equity and investment funds) and financial intermediaries need to be cdimisced by
of the soundness of their activities and their commitment to honor the contract. Collateral might be
required in the case of debt financing, and there has to be growth potential if investor or equity funds are
to participate in the capitalizationMBMESs. However, these requirements, particularly in the case of
loans, might have a deterring effect. For example, in Benin the required collateral was more than three
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times (310.3%) the loan amount in 20@hother important issue that firms and lenders have to deal
with is the valuation of collateral and, specifically, a clear legal framework for dealing with movable
collateral The movable assets, as opposed to fixed assets (e.g. land andcbusiting) a major
portion of the assets of MS ME s . I n developing
movable assets such as machinery, equjptngpd, inventoriesr receivables (Alvarez de la Campa,
2011). Given that these kinds of assetsféen rejected by lenders as collateral, the legal and regulatory
environment should enable them to be evaluated and used as a guarantee.

1.2.2 The demand side: changing needs and characteristics of firms during their
life-cycle
At different stages of itelcycle, a firm displays different operational characteristics and specific

financial needs (working capital or fixed capital). As such, firms may display capital structures that are
optimum at different points in their lifgcle (e.g., Berger and Ud&B98). Three stages can be
di sti ngui s h-eydle: ingeptian (of starpyngrawvth,landfmaturity. We shall present a broad
analysis of the financial needs and characteristics over the life cycle of(sleetiinmajpnd then
summarizehe hypothesis that uses demand factors to ewglgimicro and small enterpri¢dSES
mostly rehon internal fundinésection h)

b. Changing characteristics and-=ycienanci ng sour c

During the inception stage internal funds are not yet available. Moreover, bankifinaroglty
unavailabldoecause of asymmetric information issues (Section 1.2.1) ama fitaus possess few
tangible assets that can be used as collaterabsidt,astartip firms derive their main financing from
t he e nt rpergomaksavingsraddssupport from friends and relatives. Venture capitalists may also
invest at this stage if they perceive a high potential for growth but this tiseragedgn LICs. This is
where public intervention can play a key role in the support of MBEdEnstance, Belgian Technical
Cooperation (BTC) in Benin subsidizes the initial physical capital foagrautiural enterprises.
However, there is concern abow flelection of the beneficiaries and the incentives such support creates
especially if these subsidies remain permanent in the same region.

The growth stage is characterized by rapid development of the products and services and an
important demand to ssflf. However, the business may face liquidity and woakitgl shortages,
which leads ta need fooverdraft facilities. Hence, firms need substantial funding at thisFatage.
are here more likely to access bank credits readily (thanks to redjbbdstory) and attract venture
capita(VC)? Equity financing is also considered at this stage (both private equity like VC and public stock
offering) mainly to increase capital in order to expand activities. In LICs, VCs are not really attracted to
such businesses due to a lack of innovation and stability (both economic and political). Hence, most such
firms do not really grow properly and remain small businesses. However, it is not clear whether or not
those firms really want to grow or simply wameiain in the market and operate as usual in order to
meet subsistence needs. There are, however, more and more private equity funds supported by
Development Finance Institutions (DFIs) that target SMEs either directly or indirectly sfinamezo
inditutions (MFIs). Some of those funds are: Africinvest (North and West Africa), the Rural Impulse
Fund (RIF) for many regions in LICs, and REGMIFA in middle income countries.

Finally, growth slows down as the firm matures. If there are no new projictscthed rely more
on internal financing as retained earnings are high, which reduces its external financing needs. At this
stage, the owners' preferences are key in choosing the source of funding as the business is assumed tc

® Enterprise sweys (2009).

7 For working capital, in particular, and fixed capital if there are plans to expand.

8 VVenture capitalists usually require a high growth potential from the firm and innovation.
9



have access to a widergauof financing, including the possibility of selling some assets (in particular the
least productive ones). Alternatively, if the firm's profitability and growth are stable, buyouts and
recapitalizations could occur. The shareholders might sell ak @f dogir shares to a venture capitalist,

which could bring additional capital to strengthen the firms' actifFitiedly, i a welfunctioning
domestic stock market exists in the country the
offering (IPO) thereby accessing a new category of investors.

b. Demand-side theoryof internal financing of MSEs

The demandide egument is essentially based on thecylifle theory to explain the differing
financial behavior of MSEs and larger firms (see Weinberg, 1994 for a review of this literature). MSEs are
typically young while their larger counterparts are old. Moreevdedycle argument assumes that the
ability of the manager is an important determinant of productivity and growth. At the early stages of a
venture, this ability is uncertain and low. Over time as the MSE survives and grows, the manager learns
through eperience and his/her ability improves. In this framework, Weinberg (1994) observes that the
demand for investmemt young firms wilincrease iperiods when they perform well, but these are also
times when MSEs have ample internal funds so they diliotéinance their investments internally.
However, the investment requirements of larger firms need not necessarily be related to their current
performance, since their management has matured and have learned through experience. Thus, larger
firms will resort more to external financing to maetr investment requirements.

1.2.3Businessenvironment

In addition to the difficulties in obtaining external financing, MSMEs are confronted with constraints
that determine the overall quality of a busem®asonment Thosefactorsalso matter for a firm to be
run successfullgnd include reliability ofelectricity supply, political stabilgfficient regulatiorand
affordablgaxes. Most of these factors are, however, exogenous to the firms alydbeaimmmoved by
the public sector.

9 Guide to Venture Capital, MPG group/Growth and innovagtidh,
10
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Figure 3:LICs are farth&rsinthe regulatory frontier
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Some measures have been taken to alleviate the degree of complexity and the cost of the regulatory

process for firms. Those costs arise from the number of procedures required and the time needed to fulfil
us

them (faced both by entrepreneurs and banks) lyobefiore the start of a business but also during its

operation and specifically in the event of litigation. The elements involved in proxying the costs incurred
process of setting up a busiegss

Indicators. The indicators provide an overview of how easy it is to start a business, to operate it, and to

during the
resolve issues when things go wrong (insolvency for example)3 gigesean idea about how far (in

percentage points) economies are fromfitleal” business environment frortiéormed by the top
scores in each indicator worldwide. As can be seen from FigglegtiBg a busingss more or less

easy everywhere even in LICs thanks to recent reforms (2012%20@8nted it out in the Dag

Business 2015 repodnse of the reforms consisted of "putting procedures online" (in 109 countries out
of 189 surveyed)having no minimum capital requirements or having redutezi(im 89 countries out

of 189)t andohaving and improving a esep shop for business stag procedurds(in 96 out 189
However oresolving insolvengyin terms of time, costs and outcomes of the procedure) remains a big

issue, particularly in S8haharan AfricéFigure 3)It is worthwhile to have a closer lookhds critical

issue.
According toDoing Business 2i& strength of the insolvency framework can be measured by
assessing whether or not countries have adopted internationally recognized good practices. Four domains

are considered in this framework tbe resolution of insolvency (by the World Bamkd

UNCITRAL);
The commencement of insolvency proceedings in function of the type of procedure adopted

(i)
(liquidation, reorganization, or both).

10The most efficient or best practice frontier is normalized to 100, the worse being 0.
11 For exampleBenin and Senegal have reduced it, Morocco abolished it.
13World Bank's Principles for Effective Insolvency and CQr&btitor Regimes.

12 As inBenin, Burundi, Mali
14 United Nations Commission on International Trade Law's legislative.
11



(ii) The management of the debtor's assets: this might beedtdaraé way that makes it possible or
not for the firm to continue operating and even access new financing.

(iir) The reorganization proceedings: this determines how creditors vote on reorganization plans and
the types of protection afforded to dissentingtorsdi

(iv) Creditor participation in insolvency proceedings: Are they involved in the proceedings, in the sale
of the debtords asset s, etc. ?

On the demand side of the credit market, firms in need of external finance also want to know
whether the standards usedieclare insolvency are soft or not and if there is a possibility of operating as
a going concern during insolvency proceedings or of having access to new financing.

Figure 4 indicates the average index score as a percentage of the best scdres (the bes
insolvency resolution plans) in each category: the higher this average percentage, the better the insolvency
resolution scheme implemented. As can be seen from Figure 4, reorganization proceedings
(reorganization, liquidation, foreclosure, or recepeesid the management of the debtor's assets are
still a clear challenge in Sdharan Africa and South Asia, whégionsencompass the vast majority of
the developing countries. When the most preferred insolvency proceeding is simple liquidation of a
business, engaging in external financing could Alsiarilar deterring argument for lendetke role
and the participatn of the creditor in the process is not clearly ddfirtbd insolvency procedure

Figure 4:Strength of Insolvency framework

Average index score
as % of best score
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OECD Europe & East Asia  Sub-Saharan Latin America Middle East  South Asia
highincome Central Asia & Pacific Africa & Caribbean & North Africa
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Source:DoindBusiness 201300

Following this description of the different constraémxizerienced on both the demand and the
supply side, the next section emphasizes the m
external finance.
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2. Stylized facts about firms' access to finance

This section presents four salient facts that atbere important aspects of the access of
MSMEst o external financing. We discuss each of
situate them with respect to larger firms and firms operating in other-gncomeountries. Unless
otherwisdndicated, the data used in this section come from the World Bank Enterprise Surveys in 132
countries including 30 Low Income Countries (LICs), 88 Middle Income Countries (MICs), and 23 High
Income Countries (HIC#). This dataset contains informationfoms operating in thiBormal sector,
mainly in thenon-agricultural private economy, including the manufacturing and service sectors.

2.1  Access to external finance is a major constraint for firms in LICs

Figure 5 shows the average proportion of firmgdiegs of their size, which report the top ten obstacles

to their development. Panel A of Figure 5 presents the data for LICs, MICs and HICs whereas Panel B
focuses on Fragile States. Clearly, most of the firms perceive access to external financgaag an imp
constraint on their activities. In particular, access to finance is considered the dominant constraint for
firms operating in LICs and MICs (22% and 14%, respectively) and the second major obstacle (14%),
right after taxation (18%), for firm grownttHICs (Panel A of Figure 5). Overall, these data suggest that,

on average, access to external finance is more problematic in poorer than in richer countries. This
observation holds on average both for fragile anttagile states.

The two other impwant challenges for firms in LICs are shortages of electrical power and
political instability. However, according to firms in fragile states, political instability is slightly more
detrimental to their business than the constraint on the supply @itgtestieé section 1.2.3 for a broader
discussion on business environment.

Figure 5 Access to finance as a major constraint to the growth of firms in low income countries

A. Top ten constraints for firm growth in LICs, MICs, and HICs
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Transportation s

MAJOR BUSINESS CONSTRAINTS

Customs and trade regulations s
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PERCENTAGE OF FIRMS PERCEIVING THE CONSTRAINTS

LICs = Middle income countries m High income countries

15The group definition is based on incomedegpbrted byhe World Bankin 2014
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B. Top ten constraints forfirm growth in fragile states

Access to finance I
Political instalbility
Electricity |
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Transportation I
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Source\World Bank enterprise surveg28PB(Gressuntry average proportions of firms)
Fragile statesAfghanistan, Central African Republic, Chad, Dem. Rep. Congo, Eritrea, Liberia
Madagascar, Malawi, Mali, My&tepatl, Sierra Leone, and Togo

2.2 MSMEs have relatively less access to external finance

The top panel of Figure 6 shows that, irrespective of the level of economic development of the
countries, the perceived external financing constraint is on average more pronounced for relatively small
firms, although this effect is less apparent for Hl@gsdata presented in Panels B and C of Figure 6 also
confirms this size effect for firms that have actually gained access to external finance, defined here as
access to loans and credit lines with banks. In LICs, less than 20% of small firms ontairebegyd ob
financing compared to 31% and 42% for medium and large firms, respectively. The pattern is similar for
MICs and HICs with, however, larger proportions of firms having access (e.g., 30% of smaller firms had
access to bank financing in MICs). Megeaas illustrated in Panel D of Figure 6, the sectors of activity
manufacturing as compared to services, exporters as comparegxgoortersd are associated with
better access to external financing. Note that this seems to be closely relatize &ffgw since firms
in manufacture and firms that export tend to be larger than the others. Hence, it stands out that, on
average:

1 the access of firms to external finance improves with the level of economic development, an
observation that is in limath the data presented in Figure 5:

1 irrespective of the level of economic development, however, access to external finance improves
with firm size. Thus the small firmsd extern
and we need a genehadry to explain this phenomenon as we stated in Section 1.2.1.
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Figure 6:External financing and firm size

A. External finance constraints as perceived by firms
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B. Bank financing and firm size
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D. Bank financing and sector o&ctivity
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Source\World Bank Enterprise Survey20A306

2.3 Internal funds are the most used source of financing for firms

Figure 7 reports the different sources of financing used to fund fixed investments (durable assets, tangible
or nontangible)in LICs and MIC& It distinguishes between internal financing, bank finaneing,

equity financing, supplier credit and other sources. One notes that internal resources are the most widely
used among all of the available sources of financing fonfigstirients. On average, more than 70% of
fixedinvestment needs are financed with internal funds. This value is slightly higher for smaller firms,
which seem to rely relatively more on internal funds than do the medium and the larger firms.

Banks are bfar the most widely external financing source for firms in LICs and’MHgsvever,

smaller firms have relatively less access to bank financing, an observation that is in line with the data
presented in Figure 5.B. Small firms rely relatively morewnainfinance. Finally, note the limited

role of equity financing across all firms.

16 The facts presented here hold apply for firms in HIC.
17The same holds true for SME operating in Europe (see European Commission, 2014)
16



Figure 7:Sources of fixed investment financing in low and middle income countries
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We now focus our analysis of internal versus external financing and of its various sources and on the
situation of firms in the 16 of the partner countries preferred bgrnBdiyelopment cooperation.

Figure 8 shows the relative use of the different sources of financing for fixed investment, averaging over
all types of enterprises, in each of the 16 partner countries. The predominant role of internal financing is
confirmed with the average intensity in use above 70%, including many cases where the use is more than
80% (e.g., Benin, Niger, Mali, Mozambique, Dem. Rep. Congo, and Tanzania), which suggests that the
role of external finance in these countries is quite linditedng external financing sources bank credit

is particularly low in some countries (e.g., Benin, Dem. Rep. Congo, Tanzania, Mozambique, and Mali).
The use of informal financing sometimes even surpasses bank financing (e.g., Burundi, Ecuador, RDC
Congo andVlozambique).

Note, however, that access to external financing is relatively more pronounced in some countries (e.g.,
Peru, Ecuador, Burundi and Bolivia) either in the form of greater access to bank financing (e.g., Peru and
Bolivia) or to informal finamyg (Ecuador and Burundi). In line with this observation, firms operating in

Latin American and Caribbean countries have on average better access to external financing than do
others.
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Figure 8:Firms sources of finance by country: the giréduoseasfaaternal funding
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To put these observations in a broader perspectivegiuistagontrast them with the corresponding
situation of firms in developed countries. For instance, according to the 2013 Survey of European SMEs
in 28 EU countries, about 26 % of SMEs rely, on average, on internal fund20l2@Eropean
Commission2013) Moreover, bank financing is the main source of funding fofo4G%em Thus,

SMEs operating in HICs rely relatively much more on external financing in comparison with their
counterparts in LICs and MIQd#oreover a general picture emerges kter@al financing. In particular,

bank financing represents the main external financing source for all SMEs in LICs, MICs and HICs. The
following stylized fact offers some insights about these general facts.

23 MSMEsd external fi naandsupplyfaetorsc | us i ¢

both matter

Figure 9 reports the results of a recent World Bank survey in 120 countries and presents the
reasons why SMEs did not apply for a bank loan. The data are aggregated across groups of countries at
different stages of economa&vdlopment and according to firm size.

The findings can be summarized in the following points.

- First, the data is in line with our earlier observation that firms in LICs have relatively less access to
external financing. In particular, relatively femsfoperating in LICs (25%) apply for bank loans as
compared with their counterparts in MICs and HICs (33%).
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Figure 9:SMES' financial exclusion
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Note: The graph is from GFD refdrop(inancial inclusion, Chap 3, p.117.

- Second, SMEs did not apply for a |l oan either
exclusion from external finance) or because they feel they would not meet or could not afford the
conditions set by the e d i t supplier ( apVolantary \exclusiom is dinegilyd e x ¢
linked to demand factors, such as insufficient growth prospects or limited innovative capacity.
Ol nvoluntary exclusiond6, on t he factorh agpertewedd, c |
by firms (too high interest rates, too complicated loan application procedures, insufficient collateral).

Comparison across the two types of factors and across country groups shows that firms in LICs perceive
supplyrelated factorso be more important as constraints for access to bank loans (44% versus 31%)
whereas the reverse holds true for SMEs in MICs and HICs (28% and 20% versus 40% and 46% for
MICs and HICs, respectively). However, the percentage of SMEs that point to detoendsf the

causes of their exclusion from bank loans is still important (31%). Thus, these data suggest that facilitating
access to bank financing of SMEs in LICs would require improving both -denthsdpplyelated

factors although more emphasisldidne needed on supply factors.

Among the reported motives for oOinvoluntary excl
nonspecified reasons are the most important stgdpted factors for LICs (see Figure 9). A bit
unexpectedlgerhaps, collateral requirements do not seem to play a larger role in LICs than in HICs as a
factor for involuntary exclusiéh.

18 Note that the figures provided Bigure9 about financial exclusion (both voluntary and involuntary) should be
seen as lower bounds for overall financial exclusiontivévatapplication rejectigrare not taken into account
here.
19 In line with the data reported kigure5, the conditional probabilities for LIC firfias being involuntaly
excluded because of application procedures and because of interesOrafearat®.30, respectively against 0.10
and 0.20 for HICs, respectively. The conditional probability of being involuntary excluded because of collateral
requirements is 0.16 in LICs and 0.20 in high income countries.
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This might be due to a relatively greater ease of generation and usage of internal funds and the availability
of diversified surces of external furtds richer countries.

Overall, the stylized facts indicate that small firms, whether operating in poor or rich countries, are more
excluded from external financing than are larger firms, although this feature is more pfonbl@sed

As a result of this exclusion, these firms rely more on internal resources to finance their investment and
working capital, which certainly curtails their development and growth prospectvidieediscussion

also clearlindicats that acess to external finance needs to be analyzed, in function of bothasupply

the demandide factors of the lending contract.

3. Public intervention for improving the access of MSMEs to external financing

3.1 The rationale for public intervention and theole of development cooperation

The general and theoretically #eelhded rationale for public intervention in a market economy rests on

the two concepts of market failure and externalities. Whenever the free functioning of markets distorts
the allocation of resources, there is a case for public intervention to eliminate or correct these distortions
through a mix of subsidies and taxes or by providing the goods or services are not or are insufficiently
supplied by the market. A similar casé exis when t here are oOexternalitie
goods and services. This occurs when the production or consumption activities carry benefits or imposes
costs on other agents than the ones who decided to consume or produce. Publiorini riemt
required to increase the availability of those
otherwise their supply would be suboptimum. Similarly, the government needs to step in to curtail the
supply of goods tainvde seexrtveircneasl iwiitehs 60.ne g a

Both the oOmarket failured and the oOexternaliti
markets, especially those benefiting MSMEs. As to the first argument, there is, indeed, a general failure of
credit markets to appropaly matching between the demand and the supply of funds when information

is asymmetric, as discussed above. Moreover, MSMEs are particularly vulnerable in this respect, for the
reasons explained above, and face many hurdles when attempting to gmirbackes®dit and even

more to bond or equity financing on the open market. Public intervention in credit markets has thus quite
naturally focused on correcting crewrket failures that are detrimental to MSMEs. This has been, and

still is, the caga many advanced countries. The principle of such public interventions has quite naturally
been extended to developing countries, where information asymmetry is particularly high and market
failure severe and where it has been integrated into a broaatesyplported, development strategy.

The second argumedd e x t e @ foraplhblictingedvention to facilitate access for MSMEs to external
financing is that a large part of job creation is achieved by MSMEs. Loosening financing constraints will
lead,it is expected, to more investment, more jobs, higher incomes, better growth prospects and so on to
the benefit of the population at large and not just to the individual firms benefiting from the support
measures.

Public intervention in favour of MSM&#$o help them gain access to external finaddggherefore, a
wellfounded and recognized policy objective and should be supported by development cooperation in
line with its ultimate goal of sustainable economic development in order to allevigte Avover
important caveat, however, is that public intervention needs to remain close to the general principles that

20 OECD's Entrepreneurship at a glapgé2, p. 4344.
21 Note that although the rejection rate of loan applications igengigh, about 5% in OECD countries and
about 16% on average in low income coulfEi@srprise Surveys 200813), access to external fiiragis still
perceived ahe most detrimental obstacle in partidolalICs where bank finaimgis the privileged source for
external finanng
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justify it. It should complement and support the spontaneous provision of credit by the market, not
substitute for tiitonallitt wyhoand betithgr oquadyiaty t o
o0cat al yt i keavailabelordnnovativetsourses of private financing.

The main actors in official development cooperation in this line of development policy are the
Devebpment Financial Institutions (DFIs), which may be bilateral (in which the government is the main
stockholder) or multilateral ones (generally a department of a regional or multilateral development bank).

The support of public donors in order to improseeas of MSMEs to external finance can thoget

the MSMEs themselves atimé domestic financial sector, mostly the banks, which aW#SMED s

primary source of external funds. The support can take the form of providing appropriate technical
assistancand advisory services, of supplying funds directly in the form of grants, loans or capital, and of
setting up and patrticipating in various forms ofshaking mechanisms. We detail below the available
instruments that development cooperation can makefuand explain briefly their characteristics,
advantages and drawbacks. We use here in large measure tHeAGQETd3sification of instruments
(OCDE 2013 b, p. 5; see also EURODAD 2014 242).

3.2 The main financial instruments for fostering access ipate sector funding

We distinguish three mains categories of instruments: grants, debts, and equity investments. A fourth
category can be added: other-migating instruments that combine characteristics of the first three
types. Although quitifferent in nature and addressing different aspects of MSME financing constraints,
these instruments are often used in combination (see also below, Section 4.2.2, in which we illustrate the
instrument mix of several DFIs).

a. Grants

Grants, which are fulbccountable as official development assistance (ODA), are unilateral transfers of
funds in order to improve access by the private sector to external finance in two main ways:

- either by offering technical assistance and support to public policy oriftiattes

fostering better access to financi al internmn
- or by directly improving access conditions and financing costs for selected individual
borrowers.

Technical assistance grantsan be organized at differtavels:

- at the country | evel in order to provide oOopub
improving the legal environment in which credit contracts are designed and executed (e.g., defining
types of acceptable collateral), therebyaddmgethe costs of lenders for monitoring borrowers and
mitigating the noerepayment risk (e.g., efficient insolvency laws and court or other dispute
resolution procedures and adequate consumer/borrower protection laws);

- at the level of the financial secitself, through targeted capacity building programs (bank
accounting and risk management, credit analysis scoring techniques, etc.);

- finally, at the level of the MSME or even individual firms, for example, to increase management
skills and financiatdracy and to help design business plans. Such technical assistance grants are

22\We focushereonyo n 0 mamikent ed 6 p u brd nat ond chit ree o te apdlididesonsetinnea g 6
pursued by local governments. Uraleh agpolicy, financial intermediaries (banks of MFIs)aakedo directa
portion of their credit portfolio to target sectors (¢0QgSMEs or to those in a priority secsugh asgriculture).
Such pticies are obviously beyond the scope of development cooperation interventions. In addition, their record
rarely providesuccesses, mainly because of @atalation inefficiencies, political interference and poor
governance (World Bank, 2014, pp-122)
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especially valuable for countries where the financial infrastructure is minimal and where public
intervention is crucial in setting up new institutions and upgrading thg #xéstoial sector.

Interest rate subsidies(IRS) are grants designed to make the cost of borrowing affordable to the
borrower. Public development funds finance part of the interest cost of specific projects, from
infrastructure projects to miefinarcing. Such IRSs have often béesnd still are in some cages

combined by donors with official development loans (making them eligible for ODA). The current trend

is to combine IR®DA grants withno)ODA | oans t o Oi ncr e ateambuatv er age
of financing made available per euro of ODA for development projects that are deemed critical. IRS
grants makes financing in suidbnding mechanisms more attractive for DFIs and for the private

sector. Examples are the seven current EU bldadiliges that finance infrastructure as well as private

sector support projects (SMEs).

In such blending facilities, grants can take various forms:

- initial investment grants, which cover part ¢

- performance related grangsich as outpthased grants, which are only disbursed if the
beneficiary reaches a specific target;

- specific projedinked technical assistance grants that help finance the design and planning of
complex projecs.

When used to enhance access of SM&gdonal finance, intereate subsidies or other types of direct

grant subsidies blended with a loan need to be handled carefully. Indeed, their very purpose is to provide
loans under belemarket conditions. Although obviously beneficial to otherwdkeded borrowers, an
ill-designed program may ultimately not be very efficient. If subsidization of borrowers is excessive and
not well targeted, subsidized loans will generate unfair competition with unsubsidized financial
intermediation activities. iBting financial intermediaries or potential entrants will be discouraged and
refrain from approaching this segment of clients. Grants must, therefore, be targeted as complementary
to autonomous financial development and not substitute for it. AB®ta be kept in mind that any

type of subsidization can also have undesirable incentive effects on borrowers, who may pursue their own,
selfserving objectives and lead, if unchecked, to financing projects that are too risky or with expected
returns thatare too low relative to the development goals set by donors. Finally, grants have to be
conceived as a transitory instrument in support of a policy of expanding financial access for MSMEs
because of its budgetary costs for the donor and also becaiesstifapngubsidies might lead ultimately

to undesirable distortions wi®hin the beneficiar

b. Debt instruments

Development cooperation can expand MSME financing thnaungtoncessional loanssupplied by

bilateral or multilater@IFI on their own or in partnership with local financial intermediaries, public or
private, or with international privateestor funds. DFI sponsored loans can be channelled directly to
MSMEs to finance firmapecific projectsdifect lending) or, more ffequently, to local financial
intermedi aries (banks or M Felnsd)6, twhhei cfhu ntdhse nisce | tviee
(indirect lending2s).

23Each of these 7 geographically oriented facilities blends budget development financing from EU and member state
budgets with loans or equity given by bilateral or multilateral development finance institutions. See EU (2015):
https://ec.europa.eufgropeaid/policies/innovativnancialinstrumentblending_en
240n theinstruments used in EU blending facilisee Nunez Ferrer et al. (2011), pj2219
25Claessens et al. (2009, p. 28) insist on théonmedicca o0t i me bound exit strategy6o.
26 E.g, by opening credit lines (CL) for MSMi&hich will be especially helpful for firms with frequent liquidity
imbalances.
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DFI |l oans are expected to have a oOcat aBegausec ef f e
DFIl's benefit from their governmentds backing as
techniques and risk management, they are able to finance themselves at low rates for long maturities when
they borrow on international capit mk et s . They are thus able to
MSMEs in developing countries by offering them favourable borrowing terms. Note that these terms are
more favourable because of expected efficiency gains generated by DFI lending andenot aega

explicit interestate subsid)). The O mar ket pricingd of the | oans ¢
markup that guarantees their shareholders a minimum threshold return on capital. Angrketow

pricing of such loans entails the dEknarket distortion, as already noted above as regards-iaterest
subsidies.

The catalytic effect of DFI lending occurs when private intermediaries increase their lending to MSMEs
when they would not otherwise have done so. Projects seen by tletislgsdonot profitable enough

now become Obankabl ebd. The main mechayndicasted t hr ou
lending is organized. In such syndicated loans, a DFI and a local bank or foreign investment fund
participate jointly in a fuimd) program for targeted MSMEs. Private participants benefit from the same
creditor status as the DFI, which is for them a much better status as it implies mudiakesg tie if

they had lent on their own. If these syndicated loans do, intteetinatv funding, i.e., if they do not

just substitute for existing private loans by reorienting MSMESs to this more favourable lending option, the
dbadditionalitydéd goal of DFI l ending wil/ be achi

Many DFlsponsored loans have special charactetigticerganize riskharing between the lender(s)

and borrowerd.ending in local currencyis particularly helpful, often essential, for MSME borrowers.

Given that MSME lending programs are usually funded in a foreign currency, the exchange rate risk has to
be borne by the syndicate of lenders. Witting at fixed interest rates, for long maturitiesthe

interestrate risk is borne not by the borrower but by the lender. The main risk in lendnegijtthisk,

can best be minimized by suitable creditysis and a lending technology that takes the specific
environment into account (possibly inspired by the lending techniques of successful MFIs). Technical
assistance by DFIs can be crucial in this respect (see above). The remaining credit riskedan be sha
between the borrower and the lender through collateral. If traditional collateral (fixed real assets like
buildings and | and) are not available, substitut
allowed}?® Alternatively, leasirand factoring by specialized local firms could in some cases be alternative
ways of funding MSMEs when traditional collateral is lackiésighough probably not currently a
significant policy el ement f or moestinth&eE dltérrsmative s o me
MSME funding techniques (World Bank, 2014, ppl226

Finally and importantly, the share of credit risk borne by private sector participants in MSME lending
programs can be decreased in two ways by the supporting DFI:

- The DFI accepts pnior status as creditor, while leaving the other creditors séthiax status,
implying that they will be first in line for reimbursement by the &&dioh junior loans, also called
osubordinated loan® ( o requdylaaesparfo t h e b r o antezzanaé¢ fmapangy, oafs 0
it standsn betwesanior loans and equity financing (see below) in terms of risk sharing with other

2INot e that there may be some 0himdageemj osyu b(sliidk ee sac cheescsa |

ODA sponsored, techrit assistance) relative to private financial intermediaritmendh ey opass t hr ou

borrowers. See EURODAD (20}.16).

2Machinery, equipment or receivables can & thought o

29 Leasing is &ype of assdiacked lending, as the leasing firat financs equipment or machinery remains the

owner of the asset. The firm pays regularly for its use. A factoring firm buys at a discount the sales receivables of a

firm. Leasing is deemed to be nfaeible than bank credit. Factoring is particularly attractive fothtraspply

clientsthatare creditvorthy but short on liquidity (see Beck and Cull, 2014, p. 21).

30 Senior loans can also be divided into unsecured senior loans dratlesdetenior loans, the latter benefiting

from a guarantee (coll ateral) represented by part of
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creditors. Similarly, convertible loans also share some characteristics with equity as thtbwtare loans
the lender may convert into equity under specified conélitions.

- The DFI issuesredit guarantees(further briefly discussed below) to the benefit of the private
sector lender.

Both modalities thereby enhance the attractiveness of private lendivEs. M\ bank benefiting from

such a favourable credit ridlaring arrangement for part of its exposure to MSMEs will presumably offer
increased access to credit to the targeted clients and reduce the loan charges it applies. Such credit
guarantees, asrpaf the riskmitigating instruments, are actually contingent grants as they will materialize

as ODA grants if the guaranteed loan defaults and the beneficiary of the guarantee calls it in.

C. Equity financing

Another modality for development cooperatmintprove access to external financing for SMEs is to
enter into a firmdés capital by purchasing parts
accepts fullrisk har i ng with the firmds ot her temdectebes as t
lossabsorbing. Access to external financing in the form of risky capital is known to be the most difficult

for SMEs, especially the newer ones, particularly in developing countries where open capital markets are
greatly underdeveloped anteottypes of private equity financing, like venture capitabfanglsstill

rare. As already discussed above, most small businesses can rely for their development only on retained
earnings (if any) and on funds provided by friends, family, or groups of related c8riipaskes.

generally do not meet medium and-tengp financial needs. Equity financing of SMEs by DFls, either
directly (rare) or indirectly (in association with other local or international private investors, through
dedicated mutual funds), is thus most welcome. DFIs provide the fresh funds needed foii th md s
devel opment and, in additi on, give a favourabl e
able to get access to bank financing. As for loans, equity financing can also be designed to favour some
shareholders with respect to thenfrs bankruptcy risk (holders of

ocommoneétodtiacsks;l oss financingb6é, i . e.®. Whetpwei ty i n
theextetftand modal ities of a DFI ds p aicated mutuplrivateo n i n
capital funds, the key point remains the same a

additional private sector financing and not just substitute for it and crowd it out?

d. Risk-mitigating instruments

Developmenfinancial institutions can complement the grants, loans and equity financing they provide to
MSMEs by supplying various types ofmiglgating and riskhanagement products.

31Sege.g,t he European Commi ss i ovhiéhshro®MIE OEGuityaGuaranteeWindéwa c i | it y
organizesupport for subordinated or convertible loans to European SMEs (OCDE, 2013 a, p. 20).

32 Venture capital funds specialize in injecting share capital in high risk but promising innovative businesses at an
ealy stage of operation when the firms still lack creditworthraseiseyhawe no retained earnings and no
marketable assets. Venture funds usually also provide technical support to firms, their incentive being to make them
quickly profitable so as to bdeatw resell their shares with a handsome capital gain.

33SME Finance Policy Guide, 2010.

34 Common stocks share bankruptcy risk equally, once holders of preferred stocks have been compensated.

Preferred stock holders wusually al so bdonotHavetvotifgr om a
rights.

35See Nunez and Behrens (2001 O . Note that a 0°tdstactured Bnandefoeabutatyi ce) i ¢
and indicates the specific (credit) risk class of the
%Any investment in a f igivesndting rgltsrifemnvestreentaergeenaughpitigiveal al s o
the holders of the shares control rights ovadairectt he fi
investments, as opposegpwwtfoionve st ment when contr ol over the firm i
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As already noted above, loan guarantees are a typical and frequently oeusin3tney insure the

private lenders against part of the credit risk they take when financing MSMEs. Projects that were viable
but not bankable (because of asymmetric information and insufficient collateral) can now be funded. To
avoid excessive riskiteg (moral hazard) by private lenders and too weak monitoring of borrowers (thus

decreasing the | attersd incentive to repay), the
so that part of the credit risk remains with lenders. Guarameted¢soaoffered for a féean insurance
premiuméf or whi ch mar ket pricing is the rule for tuv

minimize potential adverse market distortions. For similar reasons, guarantees should only be paid out
only afer all possible recovery actions have been exhausted (World Bank, 2014, p. 122).

Guarantees can be attached to individual loans or to a pool of loans. In the latter case, the guarantee fund
is revolving, it being used for successive eligible loangwitnes benefiting from the guarantee only

when earlier loans have been fully repaid. A recent example (among many) is the CrossRoads Guarantee
Fund set up in 2012 in Uganda (Cornish and Mugova, 2014). Supported by donors (DIFID and EU), it
targetsroad ect or SMEs on the borrowersd side and bank
Risk sharing between the Fund and participating lenders is on a 50/50 % basis. Early reported positive
effects of this Guarantee Fund are the following (CornisMagolva, 2014, pp. +448): financial

institutions have been encouraged to lend to a sector considered as risky; borrowers have seen, given the
reduced risk to the lender, a reduction in requested collateral, which has allowed them to borrow larger
amouns; and the moral hazard has been reduced, thanks to improved diligence in monitoring and
stringent eligibility conditions to the program. Guarantee schemes need to be closely monitored. Even if
no initial disbursements have to be made by the offigiahtguaagency (DFI or other), guarantees are
susceptible to losses just as much as are loans or equity investments.

Note that other types of guarantees, not necessarily directly connected to loans, such as crop insurance,
political risk insurance and fgreiexchange hedging, can be usefully made available or financed (by
grants) by development cooperatidrogether with appropriate technical assistance in risk management
(also grant financed), this will raise risk awareness of SME borrowers andabfiriteamediaries and

help them deal with the respective type of risk they are exposed to. The vulnerability of SMEs as well as
of financial intermediaries can thereby be effectively decreased. Greater financial stability for both
borrowers and lendersndhen be expected to lead to decreases inrigkditemiums, in lower interest

rates and, more broadly, in greater access of SMEs to external financing.

4. Structural aspects of Belgian ODA with respect to private sector financing

First, we documeriow the Belgian Official Development Aid (ODA) is allocated across sectors, how
important it is in terms of support to the private sector, and how it compares with ODA allocations from
other selected European countries. Second, a more specific corapalgsigeof several development

finance institutions (DA% i s provided as they often are a coc
official private sector support. We focus on the portfolio of financial instruments used by these DFIs to
improve acces$o external finance for mieremall and mediwsized Enterprises (MSMESs) in
developing countries.

37EURODAD (2014) estimate that guarantees accounted for 29% of new commitments made by four DFIs (ADB,
DEG, IFC and Proparco) over the 28 2 period (sekection 4.2 below).
38 ECDPM (2014 p. 46)includes these three rislanagement products in the lisbiolstruments for leveraging
private sector finance for developroent
39DFIs are financial institutionisat focuson developing countries and areas where access to finance for ¢éhe privat
sector is limited or laiciy. They are key actors in implemenpinglic supporin banking and financial servides (
officialas well amformal financial intermediaries).
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For this purpose, we use two databases. First, we derive data on the sector of private activity (the
production sector and the economic infrastructure and services fiolQHRECD4° databasefor

the period 2002013 with a particular focus on five dormuntries (Belgium, France, Germany, The
Netherlands and Sweden). Second, we gather information from the Belgian Directorate General of
Development cooperatigpGD) and fr om di fferent DFIs®& annual re

These four countries were chosen because ofsiimdarity to Belgium. In particular, two of these
countries are the same economic size as Bekgnghmost of them are neighbors. Thus their respective
privatesector ODA efforts are comparable.

Finally, we f ocus on t he O pr oduc homic ninfrastractute oandd serdcesd t he

sec®cercuse, as ODA allocation items, these two
development, particularly for private resource mobilization (banking and financial services) and private
sectorde | opment (for exampl e, agriculture and indu:
of ODA support to agriculture and industry whil

ODA support to banking andonfiicnainrcfirad s tsreurcvtiucrees . a |
includes other elements (such as transport and storage, communication, energy) that are likely to facilitate
firmsdé activities.

4.1 Overview of ODA allocation to the private sector: Where does Belgium stand?

Theanalysis in this section relies almost exclusively on th@B@ database. Table 1 summarizes the
information on the two sectors as well across the five countries. The data are in percentages of by the
value of nordebt related OD#& in order to net outhie effect of debt relief from the analysis. Our
discussion will then concentrate on the two ODA allocation categories (the production sector and the
economic infrastructure and services sector) and their spediitegibies that are the most relevant f

the private sector as defined earlier (agriculture, industry, and financial intermediaries and services). For
those two categories combinad pin Table 1), Germany comes out first with an average share of about
26% of its nordebt related ODA overhé period 2002013, followed by Belgium and France
(respectively 17.93% and 17.59% of ODA). Then come The Netherlands and Sweden, which have
allocated respectively 16.48% and 11.51% of theitebbmelated ODA to production and economic
infrastructure rad services over the period. These figures thus imply that the overall Belgian ODA
performance in term of the support to the private sector is in the range of an average country among the
five donors under consideration. In comparison with Sweden, hom@gkrhas a similar economic

size, Belgium allocates relatively more of its ODA to the private sector.

In the following two subsections, @ascribe how ODA support to the private sector has been
implemented in (a) the production sector and (b) the economic infrastructure and services sector. In each
case, we emphasize the ODA efforts directed towards itetegbries relevant for the prevagctor.

40 Development Assistance Comm#B#eCD http://stats.oecd.org/
41 pParticularly The Netherlands and Swelmnce and Germamglatively richer and largban Belgium, caome
seen as benchmarks.
“2This set includee social infrastructure and servicealth, education, water and sanitatieiigh is the largest
component of ODA (about 40% on averagaafrdebt related ODAn all of the selected countriegmmodity
andhumanitarian aid, and budget support. So the two items selected form the database and their components are the
most relevant to owefinition ofprivate sector.
43 Actions relating to delgbnsist mainly in debt forgiveness, debt rescheduling or refinkslosingf the DAC
countries and in particular the countries of interest in this analysis have been irnheli#ghiy Indebted and
Poor Countries (HIPC) prograBelgium, France and Germaity exampleallocated a substantial part of their
total ODA for debt relieélthoughto a different extenton average and over the period 20043 16.6% of total
ODA for Belgium, 21.7% for &nce and 15.6% for Germany against 2.2% for Sweden and 4% for The Netherlands
(Table 1).
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Table 1: ODA allocation in Belgium and some selected countries and sectors

Belgium France Germany Netherlands Sweden
Average Average Average Average
2004 |2013 é\ge(;iggla) 2004 |2013 | (2004 2004 |2013 | (2004 2004 [2013 [(2003  |2004 [2013 |(2004
2013) 2013) 2014) 2013)
In % of non-debt related ODA
a-Production sector 8.16] 11.24 e 2'56) 514 494 (26'2%? 502 5.9 (05'7;‘“; 5.75( 1674 46é98§ 288 8.65 (15;1763;
Agriculture, Forestry, Fishing 6.32] 10.21 773 370 466 4871 356l 377 388 42| 11.05 437 10| 543 3.38
(2.38) (2.14 (0.79) (4.05) (0.95)
Industry, Mining, Construction 1.66] 0.41 (01327) 1.29 0.25 (0194? 1.21] 0.91 (01'54:3) 1.08] 0.44 (00445[; 0.31 2 (01'4233
Trade policies and regulations 0.16 0.64 045 (03 0 004 o9l 039 034 o470 529 214 38 122 11
(0.28) (0.04 (0.17) (1.92) (0.36)
Tourism 0.02| 002 003 504 003 021 503 002 0.06 0 o| 9019 0 0 0
(0.01) (0.34 (0.07) (0.03) (0.002
b-Economic Infrastructures & services | 9.78| 3.09 ( 49'5%;' 8.72| 2476 (%53;2;‘ 2314 30871 42‘7"16; 1474 632 (é%;)‘ 718 431 (069%”)'
Transport & Storage 347 051 2.45 5| 1451 948 a3 218 2.39 ol o018 0471 540 078 1.25
(1.33) (4.34 (1.36) (0.52) (0.6)
Communication 114 05 039 60| 099 029 24l 026 018 53 o001 033 465 013 0.24
(0.32) (0.37 (0.12) (0.32) (0.19)
Energy 041 151 (11;,3313; 179 884 ( Lo 1391 150 ( 413'62) 371 237 (12'4229) 244 094 1'58)
Banking & Financial Services 452 055 531 108 036 1371 353 1147 783 513 099 213 g6 043 0.58
(3.25) (0.91) (2.29) (2.31) (0.21)
) . 0.18 03 2 4.91 217
Business and other services 0.25| 0.02 (0.15) 0.18 0.05 (0.49 2.13 1.9 (0.25) 10.37 2.76 (5.91) 1.06] 2.03 (0.91)
In % of total ODA
a o of tota . . ; . . ’ . . . . . ; . . ’
&b (% of total ODA 1413 14.17 1(2 953 9.76| 2592 (177 o) 2437 3562 (275193 20.28 23.03 16(‘7‘)8 9.94 12.96 1(11 %
*Other non-debt related ODA (% of total 67.24 60.75 58.45 79.34 86.26
DA 64.61 8453 o 606d 613 Goa] 6229 6345 ogs 786d 7667 O3 sl 87.04 )
Actions relating to debt 5126 13 1657 2956 12.72 2166  134] 093 1557 104 03 418] 126 0O 223
ODA-GNI ratio
0.5 0.44 0.36 0.77 0.97
0,
ODA % of GNI 0.41] 045 oon| 04 o041 oom| 028 o038 o o073 o067 gull o078l 10l gue

Source: The data are from the OECD iLibrary database
Note: Figures prarenthesis are standard deviations (average variations around the megepcpenpoded over the 10
*Other neatebt related ODA inclodid mfrastructure and services (health, education, water and sanitation), commoditytamtybusugpuitatian aid, an
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4.1.1 The production sector

Belgium has on average put relatively more effort (9.68elio®DA) in supporting the production

sector of developing countries than the other countries during the2p84dad13 (Table 1 and Figure

10). Observe, however, that this performance is relatively less stable (2.5 percentage points (pp) average
variation (standard deviation) around the mean).

Figure 10:Support to the production sector (% stelvel@iatb@DA)

18

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
e=» oNetherlands =——Germany —<— France Belgium e Sweden
SourceThe data are from the OECD iLibrary database

The four other countriesd ODA average support to
and Sweden to 6.93% for The Netherlands (which also has the largest standard diné@gtieniodf
4.88%).

Going through the subcategories reveals an interesting trend. For instance, within the production sector
and whatever the five donors, the-subbt e gory oagr i cul #(Tabke,l) pfagsrae st r y
dominant role and this iagicularly the case for Belgium (Table 1 and Figure 11).

Figure 11Support to Agriculture (% shardedftmetated ODA)
15

10 o~ /

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
== = Netherlands = Germany ==#— France Belgium e Sweden

SourceThe data are from the OECD iLibrary database

On the other hand, there seems to be no substantial interesbinthel ust r vy, constructi
subsector (less than 2% on average oflabnrelated ODA in all of the countries, with no significant
variation around the means).

44 Within this sukcategoryagriculture represents on averaghare oht least 80% during the period and in all of
the selected countries.
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A decomposition of ODA support to the production sector into its four componermtgidegrin Table

2. Figure 12 illustrates this decomposition for the last three years of the period and allows one to check
whether variations at the (production) sector level (Figure 10) have been accompanied by some ODA
reallocation across ssictors.

Table 2: Alocation of ndebt related ODA within the production s@&04ZinB pverage

Belgium Netherlands Sweden Germany France
Agriculture 79.84 59.03 59.39 67.64
(8.86) (22.28) (7.88) (10.02)
Industry 15.27 6.26 21.19 25.15
(8.47) (5.68) (4.66) (8.90) (19.85)
Trade policies
& regulation 4.53 34.40 19.40 6.09 0.81
(2.12) (25.02) (5.98) (3.06) (1.03)
Tourism 0.36 0.31 0.02 1.12 5.13
(0.15) (0.53) (0.04) (1.11) (10.64)
Total 100 100 100 100 100

Sourc®ECD ilibrary database
Notethestandard deviation over the period is given in parenthesis.

Two main facts emerge from Table 2.

A First, the decomposition of ODA support for the production sector between 2004 and 2013
confirms that agriculture isstrategic sector for the selected donor countries, especially in
Belgium and France. An analysis of Belgian support to the production sector in developing
countries should, therefore, give particular attention to agriculture and specifically to the
instruments used in order to better assess the efficiency of the ODA support to this component.

A Second, for The Netherlands and Sweden, a significant amount of support was channeled to trade
policies and regulatiofdsyhich is much less the case for Belgiumm&wgy and France.

45 Trade policies and rdgtions consistof support for trade facilitation, regional trade agregment
multilateral trade negotiations and trade education or training schemes.
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Figure 12:0DA allocation within the production sector (in %)
100 - =
90 g
80
70
60
50
40
30
20
10
0

2011 2012 2013|2011 2012 2013| 2011 2012 2013 2011 2012 2013 2011 2012 2013

Belgium France Germany Netherlands Sweden

= Agriculture, Forestry, Fishimyindustry, Mining, Constructio= Trade Policies & Regulatio=sTourism

SOUrcevECD iLibrary database

The sectoral ODA allocation for the production sector is provided in Figure 12 for the last three years of
the period. One can nateat, despite the decline in ODA support (as a percentagedadbiaelated

ODA) at the sector |l evel for Belgium in 2012 (Fi
percentage points (pp). However, the ODA support for industryyaready small share in the total,

fell by about half a percentage whereas the relative share of Belgium ODA support to trade policies and
regulations has remained roughly constant over&ifie data also show that, although Belgium and
Sweden have about the same economic size, they differtihey distributeheir ODA supportto the

production secto20112 0 1 3 . I n parti cul arelatively mechl rmanedrade olicks s u p p
and egulations but also the sectors of industry, mining and construction. Finally, France differs from the
other donors in allocating relatively more ODA to tourism.

4.1.2 Economic infrastructure and services

As described in Table 1, this sector encompassesiynaoore economic infrastructure particularly
important for business development (transport, communication, and energy, for example), but it also
includesthesubat egory oObanking and financial servicesbo
the following discussion as it is directly related to private resource mobilization and access to external
financing.

The Belgian nedebt related ODA is relatively less directed over the2@@B4eriod to the economic
infrastructure and services sect&3@. on average) than is the case for the other countries except for
Sweden (6.5%). Germany and France have, indeed, focused relatively more on this sector, with an average
share of about respectively 25% and 16% of thetteimirelated ODA.(Table 1).

46|t is worth pointing out that the suppéot trade policies and regulatiatthough neglected by France
and to adsseextent by Belgium and Germgmgs received particular attention in The Netherlands and
SwedergseeTable 2 For the Netherlands, 63% of #mireODA sectorwasallocated to trade policy in
2011 and about 32in 2013; for Sweden it waespective|y25% and 15%~{gurel?).
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Figure 13:Support Banking and financial services (Yoshziet ireladad ODA)
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SOUrCceDECD iLibrary database

The sukcategory of Table 1, which is the most relevant for supporting SME access to external financing,
is thebanking and financial services item. Belgium has provided relatively more ODA support (5.3% of
nontdebt related ODA on averagéth a standard deviation of 3.25% compared to the other countries
(except Germany, with 7.83% of @bt related ODA and a stiard deviation of 2.29 %). Recently,
however, there has been a significant drop in the Belgian support to banking and financial services: from
9.77% in 2011 to 1.74 % of ndebt related ODA in 2012 (Figure 13) while this is less the case for
Germany (lom 9.48% to 8.47%). In 2013, the proportion of ODA to banking and financial services has
further dropped to 0.55% for Belgium. In Germany, on the contrary there was a 32% rideadifg13

to the highest ODA support (11.47%) to banking and finamcigles for the entire time period and for

all of the countries consider&dill more surprising, Germany channeled 11.47% of itehbrelated

ODA to banking and financial services in 2013, while all of the other countries have devoted less than 1%
to this subsector. While this might be worrying, an alternative explanation may not imply that this sector
has become neglected. In the case of Belgium, and probably in France also, the sharp drop in 2012 might
have been related to changes in the OECD rmtgdramework with a redefinition of ODA implying

that some official flows in support of the private sector would have been included in a new category
(00t her Of-0O0OF forasome FEduotnes aready, although not yet farTalis accounting

change could indeed have shifted a substantial part of the Belgian Development Finance agency (BIO)
the activities of which are presumably recorded in the banking and financial servicesfiarbsector

ODA flows to OOF#8

47This interpretation has yet to be confirmed with OECD services

48 Other official flows are official sector transactions that do not meet the ODA criteria (see DAC2b on
www.stats.@ggdunder the theme developmenithachéh® @kbdisbursements)

i.) Grants to developing countries for representational or essentially commercial purposes;

ii.) Official bilateral transactions intended to promote development but having a grarifdesadnan 25;

iii.) Official bilateral transactions, whatever their grant element, that are primarigcéitpting in purpose. This category
includes by definition export credits extended directly to an aid recipient by an official aggtutiporfofficial direct export
credit®);

iv.) The net acquisition by governments and central monetary institutions of securities issued by multilateral dekslapment ba
market terms;

v.) Subsidies (grants) to the private sector to soften it$arddn as regardsveloping countries

vi.) Funds in support of private investment.
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