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Introduction  
 

Micro, small and medium-sized enterprises (MSMEs) are often praised for their important role as 

the drivers of economic activity (e.g., Ayyagari et al., 2011, Neumark et al., 2011, Page and Söderbom, 

2012). For instance, Ayyagari et al. (2011) report that SMEs (fewer than 250 employees) operating in the 

formal sector account for 78%1 of the employment in low income countries (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 countries (90%).  

However, MSMEs often face external financing constraints that undermine their growth and 

hence potentially limit their welfare impacts (e.g., Ayyagari et al., 2008, Beck and Demirgüç-Kunt, 2009 

and Beck et al., 2006). In fact, they rely relatively more on internal funds to finance their activities whereas 

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 development-cooperation context, financial-support and 

capacity-building policies as regards MSMEs have been designed and implemented mainly through 

development finance institutionsõ (DFIs) and non-governmental organizations (NGOs). However, these 

interventions raise a number of issues, one 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 policies are cost-effective and are in line with 

development goals. 

This paper has two broad objectives. First, we present the main salient factors that characterize 

important aspects of MSME access to external financing and review 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 to improve MSME access to external financing. Our particular interest is to document how 

well the Belgium Development Cooperation support of MSMEs compares to that provided by four other 

European countries: France, Germany, The Netherlands, and Sweden.  

The paper is structured as follows. Section 1 contains the theoretical background for our analysis. 

We begin by defining a number of concepts of firmsõ financial needs and options. We then review various 

theories that have been formulated to explain access to external financing. We distinguish both demand 

(firms) and supply (lenders) arguments underlying external financing constraints. Section 2 presents 

stylized facts on firmsõ access to external financing with a particular focus on MSMEs. Section 3 focuses 

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 developing countries. 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 

capital refers to durable assets, tangible (e.g., machinery, land, and buildings) or intangible (e.g., software, 

R&D, and intellectual property such as patents) of which the use is of a permanent nature. It is essential 

                                                           
1 50% if the cut-off for defining SMEs is set at 100 employees. 



5 

 

for the firmõs productive capacity particularly at the early stage. This may explain why the quality and the 

quantity of fixed capital is critical for access to external financing.  This raises the question about how 

firms finance the start-up fixed capital in the first place. We will return to this issue later.  

The working capital represents the assets that allow firms to meet short-term financial obligations and 

operational costs. It includes current 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, intermediate inputs and wage bills before 

the production and the receipt of sales revenue.2 

In addition to the difference in maturity structure between the two categories of capital, fixed 

capital is generally much greater than working capital. As a result, firms typically rely more on longer-term 

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 equity financing. A debt contract 

allows firms to obtain funding against the promise of timely fixed payments (of the principal and interest) 

to the lender.3 Equity financing (internally generated or externally raised) refers to financing contracts 

where investors provide 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 public stock offering, the ownerõs personal savings, friends 

and relatives, investors (or angels), venture capital, investment funds, and retained earnings.  External 

financing consists in raising funds from outside the firm, either through new equity or through debt.  

Internal financing occurs when firms finance themselves through accumulated profits (retrained earnings, 

the firmsõ savings). 

One key difference between debt financing and equity financing is that equity is a loss-absorbing 

instrument. As a result, when a firm incurs losses, dividend payments would be impacted while the terms 

of debt contracts still have to be honored. In the same line of reasoning, should the firm go bankrupt, 

priority of repayment is legally given to investors in debt instruments. Therefore, from the investorõs 

perspective, equity is more risky than debt. On a related point small firms are more risky because 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, especially 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 are the trade-off theory, the Modigliani theory, and the 

pecking order theory. In a frictionless4 world, 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 capital structure5 

which implies that the financing sources do not matter for investment decisions. However, the possibility 

of having debt interestõs tax deductibility and some financial distress costs of having high leverage ratios 

could alter investment decisions. Firms would 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 opportunities such as investing or buying assets 
sold at a discount. See Guerard and Schwartz (2007), p79-80. 
3 Line of credit: firms may borrow up to a limited amount that is pre-set in the contract.  This gives firms the 
flexibility for financing their working capital. The firm may 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 goods or services without an 
immediate payment of the bill. The payment is delayed to another date. 
4 No tax distortions, no transaction costs or informational issues, perfect competition. 
5 For more details on this term, see Myers (2003) p. 218. 
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an optimum point. This trade-off theory envisions an optimum capital structure where the gains and the 

costs of mixing debt and equity fully balance (Kraus and Litzenberger, 1973, Myers and Majluf, 1984).  A 

firm would generally prefer internal over external financing and for the latter, debt to equity: the òpecking 

orderó, as termed by Myers and Majluf (1984). Internal funds are the least costly, and therefore first in 

line. Concerning external funding, potential investors are aware of the managers' information advantage 

about the actual value of the firm (relative to its book value) and its expected profits. So they would tend 

to issue stocks when stocks (equity) are overvalued relative to the book value and bonds (debt) if stocks 

are undervalued. Managers refrain from sending such a "bad signal" (on the soundness of their firm) to 

investors if they are issuing stocks and hence prefer issuing debt. They also avoid the floatation costs 

incurred when stocks are issued. 

 

1.2 Demand 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 & Demirgüç-Kunt, 2009 and Beck et al., 2006)). Appropriate policies to improve the access of 

MSEs to external financing require an understanding of the mechanisms underlying this phenomenon. 

This section reviews two broad theoretical arguments for the justification of this finding: the first is based 

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 supply factors.  

1.2.1 Supply side: information asymmetry issues 

In this section we discuss three factors that constrain most MSMEsõ access to external finance: the 

information asymmetry; the credit market structure; and the legal and judicial framework. 

a.  Information asymmetry and access to finance 

One element that restrains banks and MFIs from financing MSMEs is the problem of information 

asymmetry. The terminology òinformation asymmetryó in financial contracts refers to borrowers having 

more and better information 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: adverse selection and 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 of the ones of good quality are self-excluded 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 borrowers. In particular, 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 interest rate that will be 

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 lower risk level 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 socially beneficial projects 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 which they have obtained financing. They may also behave carelessly in implementing 



7 

 

the projects. This deviating behavior after the credit contract has been signed is known as the moral 

hazard.  

Information asymmetry problems are more pronounced for micro and small firms because they 

display very opaque information (no external audit, unbalanced or non-existence of clear financial 

statements for most), which makes the supply side warier of signing a loan contract with them. 

 A number of coping strategies have been developed by borrowers and lenders to mitigate these 

inefficiencies. For instance, lendersõ strategies to minimize the selection of bad borrowers include: credit 

rationing (Stiglitz and Weiss, 1981), screening mechanisms (Milde and Riley, 1988, Voordeckers & 

Steijvers, 2006), collateral requirements, monitoring and incentives compatible debt contracts (Holmström 

and Tirole, 1997). In the same way good borrowers can signal their low degree of riskiness by providing 

the information needed to enable lenders to offer appropriate debt contracts to their category of 

entrepreneur. However, for signals to work, they should be accurate, sufficiently cheap to produce, and 

more valuable for good quality borrowers than for the poorer-quality ones.  

One way to minimize these information costs is through the centralization of information at 

public credit registries and with private credit bureaus. In particular, the presence of private credit bureaus 

has been found to reduce significantly the information asymmetry problems (Triki and Gajigo, 2013). 

However, this institution is absent in many countries, particularly in developing countries. For instance, 

the data presented in Figure 1 show that credit bureaus are markedly lacking in Sub-Saharan Africa and 

South Asia. In particular, there is no coverage by private credit bureaus in most DGDõs partnerõs countries 

(e.g. Benin, Chad, Cameroon, Burundi, and The Democratic Republic of Congo). Moreover, information 

coverage is poor in a number of these countries (credit registries have only 0.2% information coverage in 

The Democratic Republic of Congo and 10% for Benin). The supply of credit in such an environment is 

thus greatly exposed to information asymmetry issues, and MSMEs are likely 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) 

 
Notes: Credit scores are based on credit bureau or registry data. Coverage is the number of individuals and firms covered as 
a percentage of adult population. Source: Doing Business 2015, P.74. 
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b. Credit market structure 

Bank concentration may contribute to strengthening MSMEsõ external financing problems but 

there are debates about this relationship. We distinguish two theories: the market power hypothesis and 

the information hypothesis. The market power theory assumes that when concentration is high banks will 

charge relatively higher interest rates to their customers. As a result, the theory predicts that more 

concentration would imply more credit constraints (Carbo-Valverde et al., 2009)). The information 

hypothesis would imply the opposite relationship i.e. more concentration reduces credit constraints 

because banks can internalize the cost in establishing lending relationships with opaque borrowers, 

particularly MSMEs (Petersen and Rajan, 1995). Empirical studies find mixed results. For instance, Ryan 

et al. (2013), Chong et al. (2013); Beck et al. (2004), and Love and Peria (2014) find evidence in support 

for the market power theory; whereas Petersen and Rajan, (1994, 1995) and Fischer (2000) cannot reject 

the information hypothesis.  

The data reported in Figure 2 indicate that bank concentration is very high in developing 

countries, particularly in Sub-Saharan Africa where the three largest banks hold more than 70 % of total 

assets. If the market power hypothesis holds true this figure would imply that, everything else equal, 

policies aiming to increase competition in the banking sector will facilitate MSMEsõ access to external 

financing in the region.  

 

Figure 2: The three largest banks assets share (2010) 

 

                                       Source: From Mlachila et al (2013), p.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 abuse of the 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 convinced by firms 

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 capitalization of MSMEs. 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 2009.6  Another 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 and building) constitute a major 

portion of the assets of MSMEs. In developing countries, 78% of the businessesõ capital stock is in 

movable assets such as machinery, equipment, crops, inventories or receivables (Alvarez de la Campa, 

2011). Given that these kinds of assets are often 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 its life-cycle, 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 life-cycle (e.g., Berger and Udell, 1998).  Three stages can be 

distinguished in a firmõs life-cycle: inception (or start-up), growth, and maturity. We shall present a broad 

analysis of the financial needs and characteristics over the life cycle of the firm (section a) and then 

summarize the hypothesis that uses demand factors to explain why micro and small enterprises (MSEs) 

mostly rely on internal funding (section b). 

b. Changing characteristics and financing sources during a firmõs life-cycle 

During the inception stage internal funds are not yet available. Moreover, bank financing is virtually 

unavailable because of asymmetric information issues (Section 1.2.1) and start-up firms possess few 

tangible assets that can be used as collateral. As a result, start-up firms derive their main financing from 

the entrepreneurõs personal savings and support from friends and relatives. Venture capitalists may also 

invest at this stage if they perceive a high potential for growth but this is rarely the case in LICs. This is 

where public intervention can play a key role in the support of MSMEs. For instance, Belgian Technical 

Cooperation (BTC) in Benin subsidizes the initial physical capital for micro-agricultural enterprises. 

However, there is concern about the selection 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 satisfy. However, the business may face liquidity and working-capital shortages, 

which leads to a need for overdraft facilities. Hence, firms need substantial funding at this stage.7 Firms 

are here more likely to access bank credits readily (thanks to a good credit history) and attract venture 

capital (VC).8 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 want to remain 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 via micro-finance 

institutions (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 projects, the firm could 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 to 

                                                           
6
 Enterprise surveys (2009). 

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

8 Venture capitalists usually require a high growth potential from the firm and innovation. 
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have access to a wider range of 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 all or some of their shares to a venture capitalist, 

which could bring additional capital to strengthen the firms' activities.9 Finally, if a well-functioning 

domestic stock market exists in the country the firm might wish to ògo publicó through an initial public 

offering (IPO) thereby accessing a new category of investors.  

 

b. Demand-side theory of internal financing of MSEs 

The demand-side argument is essentially based on the life-cycle 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. Moreover, the life-cycle 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 experience and his/her ability improves. In this framework, Weinberg (1994) observes that the 

demand for investment in young firms will increase in periods when they perform well, but these are also 

times when MSEs have ample internal funds so they will tend to finance 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 meet their investment requirements.  

 

1.2.3 Business environment 

In addition to the difficulties in obtaining external financing, MSMEs are confronted with constraints 

that determine the overall quality of a business environment.  Those factors also matter for a firm to be 

run successfully and include: reliability of electricity supply, political stability, efficient regulation, and 

affordable taxes. Most of these factors are, however, exogenous to the firms and can only be improved by 

the public sector. 

                                                           
9 Guide to Venture Capital, MPG group/Growth and innovation, p. 3. 
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                   Figure 3: LICs are farthest from the regulatory frontier 

 

                     Notes: figure is from Doing Business 2014, p. 4.  

 

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 

them (faced both by entrepreneurs and banks) not only before 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 

during the process of setting up a business usually summarized by the World Bankõs Doing Business 

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

resolve issues when things go wrong (insolvency for example). Figure 3 gives an idea about how far (in 

percentage points) economies are from the "ideal" business environment frontier10 formed by the top 

scores in each indicator worldwide. As can be seen from Figure 3, òstarting a businessó is more or less 

easy everywhere even in LICs thanks to recent reforms (2012/2013). As pointed it out in the Doing 

Business 2015 report some of the reforms consisted of "putting procedures online" (in 109 countries out 

of 189 surveyed), òhaving no minimum capital requirements or having reduced themó (in 99 countries out 

of 189),11 and òhaving and improving a one-stop shop for business start-up proceduresó (in 96 out 189).12 

However, òresolving insolvencyó (in terms of time, costs and outcomes of the procedure) remains a big 

issue, particularly in Sub-Saharan Africa (Figure 3). It is worthwhile to have a closer look at this critical 

issue. 

 According to Doing Business 2015, the 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 of the resolution of insolvency (by the World Bank13 and 

UNCITRAL14):  

 

(i) The commencement of insolvency proceedings in function of the type of procedure adopted 
(liquidation, reorganization, or both).  

                                                           
10 The most efficient or best practice frontier is normalized to 100, the worse being 0. 
11 For example, Benin and Senegal have reduced it, Morocco abolished it. 
12  As in Benin, Burundi, Mali. 
13 World Bank's Principles for Effective Insolvency and Creditor/Debtor Regimes. 
14 United Nations Commission on International Trade Law's legislative.  
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(ii) The management of the debtor's assets: this might be organized in a way that makes it possible or 
not for the firm to continue operating and even access new financing. 

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

(iv) Creditor participation in insolvency proceedings: Are they involved in the proceedings, in the sale 
of the debtorõs assets, etc.?  

On the demand side of the credit market, firms in need of external finance also want to know 

whether the standards used to declare 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 scores (the best 

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 receivership) and the management of the debtor's assets are 

still a clear challenge in Sub-Saharan Africa and South Asia, which regions encompass the vast majority of 

the developing countries. When the most preferred insolvency proceeding is simple liquidation of a 

business, engaging in external financing could deter. A similar deterring argument for lenders if the role 

and the participation of the creditor in the process is not clearly defined in the insolvency procedure.  

 

                 Figure 4: Strength of  Insolvency framework 

      
Source: Doing Business 2015, p.100. 

 

Following this description of the different constraints experienced on both the demand and the 

supply side, the next section emphasizes the main elements of the data concerning firmsõ access to 

external finance. 
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2. Stylized facts about firms' access to finance  

 This section presents four salient facts that characterize important aspects of the access of 

MSMEs to external financing.  We discuss each of them with particular reference to MSMEõs in LICs and 

situate them with respect to larger firms and firms operating in other income-group countries. Unless 

otherwise indicated, 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 (HICs).15  This dataset contains information on firms operating in the formal sector, 

mainly in the non-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 firms, regardless 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 finance as an important 

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 growth in HICs (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 and non-fragile states.  

 The two other important 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 of electricity; see 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 

 

                                                           
15 The group definition is based on income levels reported by the World Bank in 2014 
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B. Top ten constraints for firm growth in fragile states 

 
Source: World Bank enterprise surveys 2007-2013 (cross-country average proportions of firms) 

Fragile states: Afghanistan, Central African Republic, Chad, Dem. Rep. Congo, Eritrea, Liberia 

Madagascar, Malawi, Mali, Myanmar, Nepal, 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 HICs. The data 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 on average obtain bank 

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). Moreover, as illustrated in Panel D of Figure 6, the sectors of activity ð 

manufacturing as compared to services, exporters as compared to non-exporters ð are associated with 

better access to external financing. Note that this seems to be closely related to the size effect since firms 

in manufacture and firms that export tend to be larger than the others. Hence, it stands out that, on 

average:  

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

¶ irrespective of the level of economic development, however, access to external finance improves 
with firm size. Thus the small firmsõ external financing problem is not limited to poor countries, 
and we need a general theory 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

 

   Source: 2010-14 data from the World Bank Enterprise Surveys (database), http://www.enterprisesurveys.org        

B. Bank financing and firm size 

 

Source: World Bank Enterprise Surveys 2006-2013 

Notes: Data are from the World Bank Enterprise Surveys and have been averaged by firm size and country income groups. 

 

C. Working capital and fixed investment financed externally 

 

 

Source: World Bank enterprise surveys 2006-2013 
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D. Bank financing and sector of activity 

 

Source: World Bank Enterprise Surveys 2006-2013. 

 

 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 non-tangible) in LICs and MICs.16  It distinguishes between internal financing, bank financing, new 

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 for fixed investments. On average, more than 70% of 

fixed-investment 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 by far the most widely external financing source for firms in LICs and MICs.17  However, 

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 more on informal finance.  Finally, note the limited 

role of equity financing across all firms.  

 

                                                           
16 The facts presented here hold apply for firms in HIC. 
17 The same holds true for SME operating in Europe (see European Commission, 2014). 
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Figure 7: Sources of fixed investment financing in low and middle income countries 

 
Source: World Bank Enterprise Surveys 2006-2013. 

Notes: Data are from the World Bank Enterprise Surveys and have been averaged by firm size and sources of financing. 

 

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 by Belgian development 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 limited.  Among 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 and Mozambique).  

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 financing (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 predominance of the use of internal funding 

 
 

Source: World Bank Enterprise Surveys 2006-2013 

Notes: Data are from the World Bank Enterprise Surveys and have been averaged by country and sources of finance. 

 

To put these observations in a broader perspective, it is useful to contrast 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 funds in 2011-2013 (European 

Commission, 2013). Moreover, bank financing is the main source of funding for 40% for them. Thus, 

SMEs operating in HICs rely relatively much more on external financing in comparison with their 

counterparts in LICs and MICs. Moreover, a general picture emerges for external 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. 

 

2.3  MSMEsõ external financing exclusion: demand and supply factors 

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 economic development 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 few firms operating 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  

 

                      Source: 2006-12 data from the Enterprise Surveys (database),  

                       International Finance Corporation and World Bank,  

                       Washington, DC, http://www.enterprisesurveys.org. 

                       Note: The graph is from GFD report 2014 on financial inclusion, Chap 3, p.117. 

 

- Second, SMEs did not apply for a loan either because they do not need a loan (a òvoluntaryó 

exclusion from external finance) or because they feel they would not meet or could not afford the 

conditions set by the credit supplier (an òinvoluntaryó exclusion).18 Voluntary exclusion is directly 

linked to demand factors, such as insufficient growth prospects or limited innovative capacity.  

òInvoluntary exclusionó, on the other hand, clearly points to constraining supply factors, as perceived 

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 

supply-related factors to 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 demand factors as 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 demand- and supply-related 

factors although more emphasis would be needed on supply factors.  

Among the reported motives for òinvoluntary exclusionó, interest rates, application procedures, and other 

non-specified reasons are the most important supply-related factors for LICs (see Figure 9).  A bit 

unexpectedly perhaps, collateral requirements do not seem to play a larger role in LICs than in HICs as a 

factor for involuntary exclusion.19   

                                                           
18 Note that the figures provided on Figure 9 about financial exclusion (both voluntary and involuntary) should be 
seen as lower bounds for overall financial exclusion given that loan-application rejections are not taken into account 
here. 
19 In line with the data reported in Figure 5, the conditional probabilities for LIC firms for being involuntarily 
excluded because of application procedures and because of interest rates are 0.27 and 0.30, 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.  

http://www.enterprisesurveys.org/
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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 sources of external funds20 in richer countries.21   

 

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 pronounced for LICs.  

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 prospects. The previous discussion 

also clearly indicates that access to external finance needs to be analyzed, in function of both supply- and 

the demand-side 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 the role of development cooperation 
 

The general and theoretically well-founded 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 case exists when there are òexternalitiesó in producing or in consuming 

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.  Public intervention is then 

required to increase the availability of those goods or services that have òpositive externalitiesó as 

otherwise their supply would be suboptimum. Similarly, the government needs to step in to curtail the 

supply of goods and services with ònegative externalitiesó. 

Both the òmarket failureó and the òexternalitiesó argument motivate public interventions in credit 

markets, especially those benefiting MSMEs. As to the first argument, there is, indeed, a general failure of 

credit markets to appropriately 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 gain access to bank credit and even 

more to bond or equity financing on the open market.  Public intervention in credit markets has thus quite 

naturally focused on correcting credit-market failures that are detrimental to MSMEs.  This has been, and 

still is, the case in 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 broader, donor-supported, development strategy.  

The second argument ð òexternalityó ð for public intervention 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 MSMEs ð to help them gain access to external financing ð is, therefore, a 

well-founded and recognized policy objective and should be supported by development cooperation in 

line with its ultimate goal of sustainable economic development in order to alleviate poverty. An 

important caveat, however, is that public intervention needs to remain close to the general principles that 

                                                           
20 OECD's Entrepreneurship at a glance 2012, pp. 43-44. 
21 Note that, although the rejection rate of loan applications is not very high, about 5% in OECD countries and 
about 16% on average in low income countries (Enterprise Surveys 2006-2013), access to external financing is still 
perceived as the most detrimental obstacle in particular for LICs where bank financing is the privileged source for 
external financing.  
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justify it. It should complement and support the spontaneous provision of credit by the market, not 

substitute for it.  It should bring òadditionalityó and better quality to MSME financing, i.e., it should play a 

òcatalyticó role, not stifle available or innovative sources of private financing.  

The main actors in official development cooperation in this line of development policy are the 

Development 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 improve access of MSMEs to external finance can target both 

the MSMEs themselves and the domestic financial sector, mostly the banks, which are the MSMEõs 

primary source of external funds. The support can take the form of providing appropriate technical 

assistance and advisory services, of supplying funds directly in the form of grants, loans or capital, and of 

setting up and participating in various forms of risk-sharing mechanisms.  We detail below the available 

instruments that development cooperation can make use of and explain briefly their characteristics, 

advantages and drawbacks. We use here in large measure the OECD-DAC classification of instruments 

(OCDE 2013 b, p. 5; see also EURODAD 2014 p. 42).22 

 

3.2 The main financial instruments for fostering access private sector funding  

We distinguish three mains categories of instruments: grants, debts, and equity investments.  A fourth 

category can be added: other risk-mitigating instruments that combine characteristics of the first three 

types. Although quite different 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 fully accountable 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 or private initiatives 

fostering better access to financial intermediation for a countryõs MSMEs in general,  

- or by directly improving access conditions and financing costs for selected individual 

borrowers.  

Technical assistance grants can be organized at different levels:  

- at the country level in order to provide òpublic goodsó like setting up a public credit registry and 

improving the legal environment in which credit contracts are designed and executed (e.g., defining 

types of acceptable collateral), thereby decreasing the costs of lenders for monitoring borrowers and 

mitigating the non-repayment 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 sector itself, 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 financial literacy and to help design business plans. Such technical assistance grants are 

                                                           
22 We focus here only on òmarket-orientedó public interventions and not on òdirected lendingó policies sometimes 
pursued by local governments.  Under such a policy, financial intermediaries (banks of MFIs) are asked to direct a 
portion of their credit portfolio to target sectors (e.g., to SMEs or to those in a priority sector, such as agriculture).  
Such policies are obviously beyond the scope of development cooperation interventions.  In addition, their record 
rarely provides successes, mainly because of credit-allocation inefficiencies, political interference and poor 
governance (World Bank, 2014, pp. 121-122).  
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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 the existing financial 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 micro-financing. Such IRSs have often been ð and still are in some cases ð 

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

is to combine IRS-ODA grants with non-ODA loans to òincrease leverageó, i.e., to increase the amount 

of financing made available per euro of ODA for development projects that are deemed critical. IRS 

grants makes financing in such blending mechanisms more attractive for DFIs and for the private 

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

sector support projects (SMEs).23  

In such blending facilities, grants can take various forms: 

- initial investment grants, which cover part of the projectõs initial costs; 

- performance related grants, such as output-based grants, which are only disbursed if the 

beneficiary reaches a specific target; 

- specific project-linked technical assistance grants that help finance the design and planning of 

complex projects.24 

When used to enhance access of SMEs to external finance, interest-rate 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 below-market conditions.  Although obviously beneficial to otherwise excluded 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.  Existing 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.  Also, it has to be kept in mind that any 

type of subsidization can also have undesirable incentive effects on borrowers, who may pursue their own, 

self-serving objectives and lead,  if unchecked, to financing projects that are too risky or with expected 

returns that are 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 because long-lasting subsidies might lead ultimately 

to undesirable distortions within the beneficiary countryõs financial system.25 

 

b. Debt instruments 

Development cooperation can expand MSME financing through non-concessional loans supplied by 

bilateral or multilateral DFI on their own or in partnership with local financial intermediaries, public or 

private, or with international private-investor funds.  DFI sponsored loans can be channelled directly to 

MSMEs to finance firm-specific projects (direct lending) or, more frequently, to local financial 

intermediaries (banks or MFIs), which themselves will then òon-lendó the funds to the targeted clients 

(indirect lending26). 

                                                           
23 Each 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.eu/europeaid/policies/innovative-financial-instruments-blending_en 
24 On the instruments used in EU blending facilities, see Nunez Ferrer et al. (2011), pp. 19-22. 
25 Claessens et al. (2009, p. 28) insist on the need to provide a òtime bound exit strategyó. 
26 E.g., by opening credit lines (CL) for MSMEs, which will be especially helpful for firms with frequent liquidity 
imbalances. 
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DFI loans are expected to have a òcatalytic effectó on other potential private lenders to MSMEs. Because 

DFIs benefit from their governmentõs backing as well as from often longstanding experience with lending 

techniques and risk management, they are able to finance themselves at low rates for long maturities when 

they borrow on international capital markets.  They are thus able to òpass throughó this advantage 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 and not because of any 

explicit interest-rate subsidy.27  The òmarket pricingó of the loans also implies that DFIs secure a cost 

mark-up that guarantees their shareholders a minimum threshold return on capital.   Any below-market 

pricing of such loans entails the risk of market distortion, as already noted above as regards interest-rate 

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 them as too risky or not profitable enough 

now become òbankableó. The main mechanism through which this usually occurs is when syndicated 

lending is organized.  In such syndicated loans, a DFI and a local bank or foreign investment fund 

participate jointly in a funding 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 much less risk-taking than if 

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

just substitute for existing private loans by reorienting MSMEs to this more favourable lending option, the 

òadditionalityó goal of DFI lending will be achieved. 

Many DFI-sponsored loans have special characteristics that organize risk-sharing between the lender(s) 

and borrowers. Lending in local currency is 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.  With lending at fixed interest rates, for long maturities, the 

interest-rate risk is borne not by the borrower but by the lender. The main risk in lending, the credit risk, 

can best be minimized by suitable credit analysis 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 risk can be shared 

between the borrower and the lender through collateral.  If traditional collateral (fixed real assets like 

buildings and land) are not available, substitutes may be able to be found in òmovable collateraló (if legally 

allowed).28  Alternatively, leasing and factoring by specialized local firms could in some cases be alternative 

ways of funding MSMEs when traditional collateral is lacking.29  Although probably not currently a 

significant policy element for most DFIõs, some multilateral DFIs have shown interest in these alternative 

MSME funding techniques (World Bank, 2014, pp. 126-128).  

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 a junior status as creditor, while leaving the other creditors with a senior status, 

implying that they will be first in line for reimbursement by the debtor;30 such junior loans, also called 

òsubordinated loansó (or quasi-equity) are part of the broad category of òmezzanine financingó, as 

it stands in between senior loans and equity financing (see below) in terms of risk sharing with other 

                                                           
27 Note that there may be some òhidden subsidiesó because of advantages DFIs may enjoy (like access to òcheapó, 
ODA sponsored, technical assistance) relative to private financial intermediaries and that they òpass throughó to 
borrowers.  See EURODAD (2014, p. 16).  
28 Machinery, equipment or receivables can be thought of as òmovable collateraló (World Bank, 2014, p. 123).  
29 Leasing is a type of asset-backed lending, as the leasing firm that finances 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 more flexible than bank credit.  Factoring is particularly attractive for firms that supply 
clients that are credit worthy but short on liquidity (see Beck and Cull, 2014, p. 21). 
30 Senior loans can also be divided into unsecured senior loans and asset-backed senior loans, the latter benefiting 
from a guarantee (collateral) represented by part of the firmõs asset. 



24 

 

creditors. Similarly, convertible loans also share some characteristics with equity as they are loans that 

the lender may convert into equity under specified conditions.31 

 

- The DFI issues credit guarantees (further briefly discussed below) to the benefit of the private 

sector lender. 

Both modalities thereby enhance the attractiveness of private lending to MSMEs.  A bank benefiting from 

such a favourable credit risk-sharing 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, as part of the risk-mitigating 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 cooperation to improve access to external financing for SMEs is to 

enter into a firmõs capital by purchasing parts of the ownership (shares) of the firm.  In doing this, it 

accepts full risk-sharing with the firmõs other owners as the firmõs capital is by definition intended to be 

loss-absorbing.  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 and other types of private equity financing, like venture capital funds,32 are still 

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 companies.33 These 

generally do not meet medium and long-term financial needs. Equity financing of SMEs by DFIs, 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 for the firmõs 

development and, in addition, give a favourable signal about the firmõs creditworthiness, making it more 

able to get access to bank financing.  As for loans, equity financing can also be designed to favour some 

shareholders with respect to the firmõs bankruptcy risk (holders of òpreferredó versus holders of 

òcommonó stocks;34  òfirst loss financingó, i.e., equity in the highest òrisk trancheó of capital35). Whatever 

the extent36 and modalities of a DFIõs participation in a firmõs risk capital or in dedicated mutual private 

capital funds, the key point remains the same as for loans: does the DFIõs intervention really give rise to 

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

d. Risk-mitigating instruments  

Development financial institutions can complement the grants, loans and equity financing they provide to 

MSMEs by supplying various types of risk-mitigating and risk-management products. 

                                                           
31 See, e.g., the European Commissionõs SME Guarantee Facility, which, through its  òEquity Guarantee Windowó, 
organizes support 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 
early stage of operation when the firms still lack creditworthiness as they have 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 be able to resell their shares with a handsome capital gain. 
33 SME Finance Policy Guide, 2010. 
34 Common stocks share bankruptcy risk equally, once holders of preferred stocks have been compensated. 
Preferred stock holders usually also benefit from a fixed òfirst trancheó dividend.  They usually do not have voting 
rights. 
35 See Nunez and Behrens (2011), p. 20.  Note that a òtrancheó (a slice) is part of the òstructured financeó vocabulary 
and indicates the specific (credit) risk class of the claim (loan or equity) within a firmõs total liabilities. 
36 Any investment in a firmõs common stock capital also gives voting rights. If the investment is large enough, it gives 
the holders of the shares control rights over the firmõs management and strategy. Such investments are called direct 
investments, as opposed to portfolio investment when control over the firm is not the investorõs aim. 



25 

 

As already noted above, loan guarantees are a typical and frequently used instrument.37  They 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 risk taking (moral hazard) by private lenders and too weak monitoring of borrowers (thus 

decreasing the lattersõ incentive to repay), the guarantees do not cover the total amount of the loan made, 

so that part of the credit risk remains with lenders. Guarantees are also offered for a fee ð an insurance 

premium ð for which market pricing is the rule for two reasons: to control lendersõ moral hazard and to 

minimize potential adverse market distortions.  For similar reasons, guarantees should only be paid out 

only after 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 loans with new ones 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 

targets road-sector SMEs on the borrowersõ side and banks and insurance companies on the lendersõ side.  

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 (Cornish and Mugova, 2014, pp. 147-148): 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 

amounts; 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 official guarantor agency (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 foreign exchange hedging, can be usefully made available or financed (by 

grants) by development cooperation.38 Together with appropriate technical assistance in risk management 

(also grant financed), this will raise risk awareness of SME borrowers and of financial intermediaries 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 lenders can then be expected to lead to decreases in credit-risk premiums, 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 document how 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 comparative analysis of several development 

finance institutions (DFIs39) is provided as they often are a countryõs important intervening actor for 

official private sector support. We focus on the portfolio of financial instruments used by these DFIs to 

improve access to external finance for micro- small and medium-sized Enterprises (MSMEs) in 

developing countries. 

 

                                                           
37 EURODAD (2014) estimate that guarantees accounted for 29% of new commitments made by four DFIs (ADB, 
DEG, IFC and Proparco) over the 2008-2012 period (see Section 4.2 below). 
38 ECDPM (2014, p. 46) includes these three risk-management products in the list of òinstruments for leveraging 
private sector finance for developmentó. 
39 DFIs are financial institutions that focus on developing countries and areas where access to finance for the private 
sector is limited or lacking. They are key actors in implementing public support in banking and financial services (for 
official as well as informal 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 from the DAC-OECD40 database for 

the period 2004-2013 with a particular focus on five donor countries (Belgium, France, Germany, The 

Netherlands and Sweden). Second, we gather information from the Belgian Directorate General of 

Development cooperation (DGD) and from different DFIsõ annual reports.  

These four countries were chosen because of their similarity to Belgium. In particular, two of these 

countries are the same economic size as Belgium41 and most of them are neighbors. Thus their respective 

private-sector ODA efforts are comparable.  

Finally, we focus on the òproduction sectoró and the òeconomic infrastructure and services 

sectoró42because, as ODA allocation items, these two sectors are the most relevant to firmsõ activities and 

development, particularly for private resource mobilization (banking and financial services) and private 

sector development (for example, agriculture and industry expansion). The òôproduction sectoró consists 

of ODA support to agriculture and industry while òeconomic infrastructure and servicesó encompasses 

ODA support to banking and financial services. Note that òeconomic infrastructure and servicesó also 

includes other elements (such as transport and storage, communication, energy) that are likely to facilitate 

firmsõ activities. 

 

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

The analysis in this section relies almost exclusively on the DAC-OECD 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 non-debt related ODA43 in order to net out the 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 specific sub-categories that are the most relevant for 

the private sector as defined earlier (agriculture, industry, and financial intermediaries and services). For 

those two categories combined (a + b in Table 1), Germany comes out first with an average share of about 

26% of its non-debt related ODA over the period 2004-2013, 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 their non-debt related ODA to production and economic 

infrastructure and 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, however, which has a similar economic 

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

In the following two subsections, we describe 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 the sub-categories relevant for the private sector.

                                                           
40 Development Assistance Committee-OECD http://stats.oecd.org/. 
41 Particularly The Netherlands and Sweden. France and Germany, relatively richer and larger than Belgium, can be 
seen as benchmarks. 
42

 This set includes the social infrastructure and services (health, education, water and sanitation), which is the largest 
component of ODA (about 40% on average of non-debt related ODA in all of the selected countries), commodity 
and humanitarian aid, and budget support. So the two items selected form the database and their components are the 
most relevant to our definition of private sector. 
43 Actions relating to debt consist mainly in debt forgiveness, debt rescheduling or refinancing. Most of the DAC 
countries and in particular the countries of interest in this analysis have been involved in the Highly Indebted and 
Poor Countries (HIPC) program. Belgium, France and Germany, for example, allocated a substantial part of their 
total ODA for debt relief although to a different extent: on average and over the period 2004-2013, 16.6% of total 
ODA for Belgium, 21.7% for France and 15.6% for Germany against 2.2% for Sweden and 4% for The Netherlands 
(Table 1). 
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Source: The data are from the OECD iLibrary database 

Note:  Figures in parenthesis are standard deviations (average variations around the mean) computed over the 10-year period. 

*Other non-debt related ODA includes social infrastructure and services (health, education, water and sanitation), commodity and humanitarian aid, and budget support. 

 

 

Belgium France Germany Netherlands  Sweden 

2004 2013 
Average 
(2004-2013) 

2004 2013 
Average  
(2004-          
2013) 

2004 2013 
Average  
(2004-
2013) 

2004 2013 
Average 
(2003- 
2014) 

2004 2013 
Average      
(2004- 
2013) 

In %  of non-debt related ODA   

 a-Production sector 8.16 11.28 
   9.6 

(2.45) 
5.14 4.94 

6.08 
  (2.29) 

5.02 5.9 
5.73 

(0.78) 
5.75 16.78 

6.93 
(4.88) 

2.88 8.65 
5.73 

(1.46) 

Agriculture, Forestry, Fishing 6.32 10.21 
7.73 

(2.38) 
3.79 4.66 

4.87 
(2.14) 

3.56 3.77 
3.88 

(0.79) 
4.2 11.05 

4.37 
(4.05) 

2.19 5.43 
3.38 

(0.95) 

Industry, Mining, Construction 1.66 0.41 
1.37 

(0.72) 
1.29 0.25 

0.96 
(1.4) 

1.21 0.91 
1.45 

(0.54) 
1.08 0.44 

0.44 
(0.45) 

0.31 2 
1.24 

(0.43) 

Trade policies and regulations 0.16 0.64 
0.45 

(0.28) 
0.03 0 

0.04 
(0.04) 

0.22 0.39 
0.34 

(0.17) 
0.47 5.29 

2.11 
(1.92) 

0.38 1.22 
1.1 

(0.36) 

Tourism 0.02 0.02 
0.03 

(0.01) 
0.04 0.03 

0.2 
(0.34) 

0.03 0.02 
0.06 

(0.07) 
0 0 

0.015 
(0.03) 

0 0 
0 

(0.002) 

b-Economic Infrastructures & services 9.78 3.09 
9.64 

(4.59) 
8.72 24.76 

15.84 
(7.36) 

23.12 30.87 
24.6 

(4.71) 
14.74 6.32 

10.14 
(5.09) 

7.18 4.31 
6.04 

(0.93) 

Transport & Storage 3.47 0.51 
2.45 

(1.33) 
5 14.51 

9.48 
(4.34) 

3.31 2.18 
2.39 

(1.36) 
0 0.18 

0.47 
(0.52) 

2.42 0.78 
1.25 
(0.6) 

Communication 1.14 0.5 
0.39 

(0.32) 
0.69 0.99 

0.29 
(0.37) 

0.24 0.26 
0.18 

(0.12) 
0.53 0.01 

0.33 
(0.32) 

0.65 0.13 
0.24 

(0.19) 

Energy 0.41 1.51 
1.33 

(1.31) 
1.79 8.84 

4.38 
(4.68) 

13.91 15.05 
12.2 

(4.26) 
3.71 2.37 

2.29 
(1.42) 

2.44 0.94 
1.8 

(0.45) 

Banking & Financial Services 4.52 0.55 
5.3 

(3.25) 
1.05 0.36 

1.37 
(0.91) 

3.53 11.47 
7.83 

(2.29) 
0.13 0.99 

2.13 
(2.31) 

0.61 0.43 
0.58 

(0.21) 

Business and other services 0.25 0.02 
0.18 

(0.15) 
0.18 0.05 

0.3 
(0.49) 

2.13 1.9 
2 

(0.25) 
10.37 2.76 

4.91 
(5.91) 

1.06 2.03 
2.17 

(0.91) 

In % of total ODA 
 

a & b  (% of total ODA) 14.13 14.17 
17.93 
(6.5) 

9.76 25.92 
17.59 
(7.41) 

24.37 35.62 
25.98 
(7.11) 

20.28 23.03 
16.48 

(7) 
9.94 12.96 

11.51 
(1.1) 

*Other non-debt related ODA (% of total 
ODA) 

64.61 84.53 
67.24 
(9.75) 

60.68 61.36 
60.75 
(7.64) 

62.23 63.45 
58.45 
9.74 

78.68 76.67 
79.34 
(6.15) 

88.8 87.04 
86.26 
(2.9) 

Actions relating to debt 21.26 1.3 16.57 29.56 12.72 21.66 13.4 0.93 15.57 1.04 0.3 4.18 1.26 0 2.23 

ODA-GNI ratio    

ODA % of GNI 0.41 0.45 
0.5 

(0.07) 
0.41 0.41 

0.44 
(0.04) 

0.28 0.38 
0.36 

(0.03) 
0.73 0.67 

0.77 
(0.05) 

0.78 1.01 
0.97 

(0.09) 

Table 1: ODA allocation in Belgium and some selected countries and sectors 
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4.1.1 The production sector 

Belgium has on average put relatively more effort (9.6% non-debt ODA) in supporting the production 

sector of developing countries than the other countries during the period 2004-2013 (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 (% share in non-debt related ODA) 

 
Source: The data are from the OECD iLibrary database 

The four other countriesõ ODA average support to the production sector ranges from 5.73% for Germany 

and Sweden to 6.93% for The Netherlands (which also has the largest standard deviation of the period, 

4.88%).  

Going through the subcategories reveals an interesting trend. For instance, within the production sector 

and whatever the five donors, the sub-category òagriculture, forestry and fishingó44 (Table 1) plays a 

dominant role and this is particularly the case for Belgium (Table 1 and Figure 11).  

Figure 11: Support to Agriculture (% share of non-debt related ODA) 

 

Source: The data are from the OECD iLibrary database 

 

On the other hand, there seems to be no substantial interest in the òindustry, construction and miningó 

subsector (less than 2% on average of non-debt related ODA in all of the countries, with no significant 

variation around the means). 

                                                           
44 Within this sub-category, agriculture represents on average a share of at 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 components is provided in 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 sub-sectors.  

 

Table 2:  Allocation of non- debt related ODA within the production sector (in %)-2004-2013 average 

 

 Belgium Netherlands Sweden  Germany  France 

Agriculture 79.84 

(8.86) 

59.03 

(22.28) 

59.39 

(7.88) 

67.64 

(10.02) 

80.61 

(15.18) 

Industry  15.27 
(8.47) 

6.26 
(5.68) 

21.19 
(4.66) 

25.15 
(8.90) 

13.45 
(19.85) 

Trade policies 

& regulation  

 

 4.53 
(2.12) 

 

 34.40 
(25.02) 

 

         19.40 
(5.98) 

 

6.09 
(3.06) 

 

0.81 
(1.03) 

Tourism 0.36 

(0.15) 

0.31 

(0.53) 

0.02 

(0.04) 

1.12 

(1.11) 

5.13 

(10.64) 

Total 100 100 100 100 100 
Source: OECD ilibrary database 

Note: the standard deviation over the period is given in parenthesis. 

 

Two main facts emerge from Table 2. 

Å First, the decomposition of ODA support for the production sector between 2004 and 2013 

confirms that agriculture is a strategic 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. 

 

Å Second, for The Netherlands and Sweden, a significant amount of support was channeled to trade 

policies and regulations,45 which is much less the case for Belgium, Germany and France.  

 

 

 

 

                                                           
45 Trade policies and regulations consist of support for trade facilitation, regional trade agreements, 

multilateral trade negotiations and trade education or training schemes.  
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Figure 12: ODA allocation within the production sector (in %) 

 
Source: OECD 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 note that, despite the decline in ODA support (as a percentage of non-debt related 

ODA) at the sector level for Belgium in 2012 (Figure 12), agricultureõs relative weight has risen by about 4 

percentage points (pp). However, the ODA support for industry, already a very 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 time. 46 The data also show that, although Belgium and 

Sweden have about the same economic size, they differ in how they distribute their ODA support to the 

production sector 2011-2013. In particular, Swedenõs ODA supports relatively much more trade policies 

and regulations 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 encompasses not only some economic infrastructure particularly 

important for business development (transport, communication, and energy, for example), but it also 

includes the sub-category òbanking and financial servicesó to which a particular attention will be given in 

the following discussion as it is directly related to private resource mobilization and access to external 

financing. 

The Belgian non-debt related ODA is relatively less directed over the 2004-2013 period to the economic 

infrastructure and services sector (8.53% 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 their non-debt related ODA.(Table 1).  

 

 

                                                           
46 It is worth pointing out that the support for trade policies and regulation, although neglected by France 

and to a lesser extent by Belgium and Germany, has received particular attention in The Netherlands and 

Sweden (see Table 2). For the Netherlands, 63% of the entire ODA sector was allocated to trade policy in 

2011 and about 32% in 2013; for Sweden it was, respectively, 25% and 15% (Figure 12).  
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Figure 13: Support to Banking and financial services (%share in non-debt related ODA) 

 

 

 

 

 

 

 

 

 

          

Source: OECD iLibrary database 

 

The sub-category of Table 1, which is the most relevant for supporting SME access to external financing, 

is the banking and financial services item. Belgium has provided relatively more ODA support (5.3% of 

non-debt related ODA on average, with a standard deviation of 3.25% compared to the other countries 

(except Germany, with 7.83% of non-debt related ODA and a standard 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 non-debt related ODA in 2012 (Figure 13) while this is less the case for 

Germany (from 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% rise in 2013, leading 

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

all of the countries considered. Still more surprising, Germany channeled 11.47% of its non-debt related 

ODA to banking and financial services in 2013, while all of the other countries have devoted less than 1% 

to this sub-sector. 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 accounting framework with a redefinition of ODA implying 

that some official flows in support of the private sector would have been included in a new category 

(òOther Official Flowsó- OOF) for some countries already, although not yet for all.47 This 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 services subsector, from 

ODA flows to OOF.48   

                                                           
47 This 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.oecd.org under the theme development and the sub-theme OOF disbursements)- 
i.) Grants to developing countries for representational or essentially commercial purposes; 
ii.) Official bilateral transactions intended to promote development but having a grant element of less than 25%; 
iii.) Official bilateral transactions, whatever their grant element, that are primarily export-facilitating in purpose. This category 
includes by definition export credits extended directly to an aid recipient by an official agency or institution (òofficial direct export 
creditsó); 
iv.) The net acquisition by governments and central monetary institutions of securities issued by multilateral development banks at 
market terms; 
v.) Subsidies (grants) to the private sector to soften its credit burden as regards developing countries 
vi.) Funds in support of private investment. 
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