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5. Finance and the real economy

Convergence in living standards requires investment. Finance is not an end in itself. Ultimately, the
purpose of finance is to support economic activity. Investment is necessary for the capital stock of any
given economy to grow. Without investment, the living standards of the economies covered in this
report will not converge to those of advanced economies. The percentage of firmsin the MENA region
that invests in fixed assets is significantly lower than in peer economies. According to Figure 21, only
20% of firms in the average MENA economy invested in fixed assets, compared to 30% in the average
lower-middle-income country, and 36% in the average upper-middle-income country. Palestine and
Tunisia are the only economies with investment rates exceeding the lower-middle-income
benchmark. The low investment rates reflect a marked decline relative to the 2013 wave of the
Enterprise Survey. The decline in investment rates is broad based, with only Palestine seeing an
increase in the share of investing firms. All these observations accord also with the macro data shown
in Section 1, and the results in Betz et al (2021).

Figure 21: Investment in fixed assets Figure 22: Investments and credit constraints
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The latest survey data suggests a very weak relation between access to finance and investment.
Access to finance should support investments and thus accelerate capital accumulation and raise
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potential growth.” However, in the MENA region the share of investing firms among credit-
constrained firms is not significantly lower than that of firms that are not credit constrained, see Figure
22. This is in sharp contrast to peer economies. In the average upper-middle-income country, credit-
constrained firms exhibit a 14p.p. lower propensity to invest than unconstrained firms do.

Regression results also point towards a weakening of the relation between finance and investment
in 2019. Table 7 presents results of Tobit regressions where investment volumes scaled by sales are
regressed on an indicator equal to one if the company is credit-constrained, controlling for a broad
set of firm characteristics as well as country-sector fixed effects. The dependent variable equals zero
for firms that did not invest during the reference period of the survey. The figures suggest that for
MENA countries, in 2019, being credit constrained does not predict the volume of investment.
However in the other countries that participate in the current round of Enterprise Surveys, financial
constraints are strongly associated with investment. The same applies to the MENA countries with
2013 survey data.

Table 7: Investment and financial access

(1) (2) (3)

MENA 19 Other 19 MENA 13
Credit-Constrained 2.12 2477 -4.50™
(1.86) (0.60) (2.24)
Publicly Listed 4.17 -0.05 2.96
(2.80) (1.00) (4.00)
Female CEO 3.43 -0.92 0.22
(3.15) (0.58) (3.80)
CEO Experience [Year] -0.02 0.02 -0.04
(0.08) (0.02) (0.09)
Foreign Ownership -5.65 -2.00™ 0.51
(3.66) (0.89) (3.08)
Certificate -0.62 1.00° 6.90""
(2.32) (0.57) (2.32)
Website 5.51"" 1.09™ -1.68
(1.76) (0.54) (2.02)
Offering Formal Training 0.61 3.20"" 3.72
(2.02) (0.49) (2.29)
Foreign Tech. License 0.48 2.46™" -0.67
(2.89) (0.62) (2.97)
Main Market: Local 0.27 -1.22" -3.71°
(1.88) (0.51) (2.22)
Exporter 0.26 3.16™" -5.23"
(2.44) (0.61) (2.28)
Audited 1.78 0.75 7.64"
(2.02) (0.55) (2.24)
Informal -1.46 2.17 1.57
(2.81) (1.43) (2.75)
log(Age) -1.30 -2.84™ -3.71°"
(1.23) (0.39) (1.09)

7 See, for instance, Levine (2005) for a comprehensive overview of finance and development.
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dokk

log(Size) 12.79"" 5.78 6.02
(3.35) (0.97) (4.13)
log(Size) # log(Size) -1.59"" -0.61°" -0.56
(0.47) (0.13) (0.54)
Country x Sector FE Yes Yes Yes
N 4988 17010 4089

Note: Results from Tobit regressions. The dependent variable is investment scaled by sales for investing firms and zero
otherwise. The sample in Column (2) includes the non-MENA countries of the 2019 Enterprise Survey. The MENA 13
sample in Column (3) consists of the same countries covered in the 2019 round. Standard errors are in parentheses, * p <
0.10, ™ p<0.05, *** p < 0.01

The propensity to invest among firms with an approved loan application has declined. The
regression results shown in Table 7 point towards behavioural change among firms in the MENA
region. Figure 23 provides additional evidence on firms that are not credit-constrained. The
unconstrained firms are composed of firms that an approved loan application and firms that state that
they do not need a loan. Figure 23 documents a strong decline in the propensity to invest among firms
with a successful loan application. In 2013, 56% of MENA firms with an approved loan application
invested in fixed assets. By 2019, this share has shrunk to just 31%, a level well below that of peer
economies. Lebanon records the strongest decline, which reflects the exceptional circumstances of
the country. However, Egypt, Jordan, and Morocco also experience a strong decline in the propensity
to invest among firms with an approved loan application. Figure 24 provides complementary evidence
on the behaviour of firms with no need for a loan. Relative to firms with a successful loan application,
this group displays a much lower propensity to invest. However, Figure 24 also shows that the
propensity to invest has declined among this group of firms as well. The decline to 17% from 29% in
2013 is coming mainly from firms in Lebanon, Morocco, and Tunisia.
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Figure 23: Propensity to invest of firms with an Figure 24: Propensity to invest of firms that
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Non-autarkic firms are more likely to invest than autarkic firms Figure 25 provides an alternative
perspective on the relation between finance and the real economy based on the concept of financial
autarky introduced in the previous section. As Figure 25 shows, financially autarkic firms are less
inclined to invest than non-autarkic firms. This is not surprising, as autarkic firms can only realize
investment opportunities that can be financed from internal sources. In Jordan, for instance, the
propensity to invest among non-autarkic firms is 20p.p. higher than among autarkic firms. Only in
Egypt do autarkic and non-autarkic firms have a similar propensity to invest. Nevertheless, the
investment rates of non-autarkic firms in MENA are still considerably lower than those of non-autarkic
firms in peer regions. Figure 26 compares the propensity to invest of autarkic firms in the 2019 wave
of the Enterprise Survey to the 2013 wave. In the MENA region, autarkic firms became less likely to
invest. This reflects mainly developments in Morocco and Lebanon and is consistent with the pattern
in Figure 24, as the majority of autarkic firms is voluntarily autarkic, and therefore does not need a
loan.
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Figure 25: Investment and financial autarky, 2019 Figure 26: Investment and financial autarky
over time
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In summary, the decline in investment appears to be driven by firms that are not credit constrained.
This pattern lends itself to two interpretations that differ in the role ascribed to interest rates. The
first interpretation emphasizes the importance of interest rates for investment demand. In this view,
the build-up of government debt documented in Section 1 drives up interest rates. In a high interest
rate environment, firms use bank finance mainly to address short-term liquidity needs. The second
interpretation emphasizes obstacles to investment other than finance. High uncertainty, for instance,
is inimical to investment. In the context of the MENA economies, high uncertainty could derive from
political instability that is frequently mentioned as top obstacle to the enterprise by ES respondents
in the region.

The motives for using bank loans depend on the level of interest rates. By reducing the present value
of investments, high interest rates can discourage firms from investing. With high interest rates, only
the firms that have liquidity problems or short-term financing needs would continue to demand a
loan. This makes interest rates a likely reason for changing motives to use external finance. Given the
limited access of the region’s banks to global financial markets, mounting government debt in the last
decade is likely to have crowded out private firms. Therefore, even if domestic economic activity
remained vivid owing to government expenditure, high interest rates may have prevented firms from
undertaking projects that would be feasible under lower loan rates. However, data on loan rates that
firms face is hard to find. Other rates, like yields on government bonds or central bank rates are likely
to be poor proxies for actual loan rates. Nevertheless, ES data give an indirect measure for the level
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of interest rates, which is the share of firms discouraged by the level of interest rates. As Figure 27
shows, the share of firms discouraged by high interest rates has increased relative to the 2013 wave
of the Enterprise Survey.

At the country-survey round level, there is a strong negative relation between the proportion of
firms discouraged by high interest rates and the share of investing firms conditional on having an
approved loan application. This finding is consistent with the hypothesis that interest rates are an
important factor restricting investments for firms able to obtain a loan. Figure 28 is based on averages
at the country-survey wave level, covering the 41 economies that are part of this wave of Enterprise
Surveys and the 2013 wave. The link cannot be estimated at the firm level, as by construction firms
that have an approved loan application cannot be discouraged by high interest rates. In line with the
charts presented above, the MENA countries shifted right along the horizontal axis, reflecting the
increase in firms discouraged by high interest rates. The sharp decline in investment in the MENA
economies results in a downward shift along the vertical axis. The correlation between
discouragement from interest rates and investment conditional on an approved loan application
appears even stronger in the MENA region. The stronger correlation can indicate a higher elasticity of
investment with regard to interest rates, or a third factor driving both variables.

Figure 27: Discouraged by high interest rates Figure 28: Crowding out
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Conjunctional developments during the reference period of the survey do not seem to be the main
or only driver of the decline in investment among firms with access to finance. It is well documented
that reasons for applying for a loan can change dramatically depending on the macroeconomic
conditions. During downturns, for instance, firms are less likely to invest due to higher uncertainty,
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deterioration in expectations and tighter financial conditions. During such periods, rolling over
maturing debt or financing unintended inventories would become the main drivers of loan demand.
When the 2019 ES survey was conducted, the economies of the region, with the exception of Egypt,
grew at rates below historical averages. However, none of them other than Lebanon was in a recession
orin a crisis.

Though high interest rates resulting from the build-up in public debt can account for the decline in
investment, an unfavourable business environment may drive both. Political instability remains the
most frequently cited top obstacle to the enterprise (see Section 1). Political instability can deter
investment by lowering risk-adjusted returns. Put differently, in an environment characterized by high
political instability, entrepreneurs may not be able to reap the rewards of their efforts. Political
instability came out as the top obstacle in the previous wave of the Enterprise Survey, which was
fielded in the aftermath of the Arab Spring, see EBRD et al (2016) for a discussion. With the exception
of Lebanon, it is unlikely that the polities of the region have become more unstable since then.
However, this is not necessary as persistent political instability may lower a country’s growth
trajectory. This in turn makes it more difficult to grow out of the existing public debt stock. At the
same time, governments may feel the need to prioritize current expenditure to support economic
activity. Over time, the debt-to-GDP ratio increases, generating upward pressure on interest rates,
which then crowds out the private sector.

Structural deficiencies of the business environment in MENA include the legacy of a state-led
development model and a playing field tilted in favour of politically connected firms. The decades
after the Second World War were characterized by the rise of populist-authoritarian regimes
(Hinnebusch, 2020; World Bank, 2004). These regimes sought legitimacy by providing socio-economic
benefits to their citizens who in return accepted constraints on political participation. The state
assumed a central role in the economy, not least as employer of last resort. The opportunity costs of
these systems have been laid bare by demographic trends (Malik and Awadallah, 2013). Partial
liberalization and weak institutions favoured politically connected entrepreneurs, who managed to tilt
the business environment in their favour, with adverse consequences for productivity and job creation
(Schiffbauer et al, 2015). When faced with social unrest, governments frequently resorted to
increased social spending to appease their constituents. These factors can explain anaemic economic
performance and the built up of public debt, which eventually further crowds out the private sector.

6. Physical climate risk®

In a warming climate, weather extremes are becoming more likely and severe. In its sixth assessment
report, the IPCC considers it an established fact that greenhouse gas emissions have led to “led to an
increased frequency and/or intensity of some weather and climate extremes since pre-industrial
times”. The IPCC expects these trends to continue as the global average temperatures increase
further. The evidence is not limited to extreme heat but also concerns heavy rainfall, floods, storms
and droughts. To design appropriate adaptation policies®, it is important for policy makers to

8 Results presented in this section are based on the upcoming working paper titled: “How do firms cope with losses from
extreme weather events?”, mimeo
9 See https://www.eea.europa.eu/publications/climate-change-impacts-and-vulnerability-2016 for more details.
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understand how firms respond to losses from extreme weather events, both on the asset and the
liability side of their balance sheet.

A significant share of firms is already suffering losses from extreme weather events. The Enterprise
Surveys do not have data on firms’ exposure to extreme weather events per se. Instead, they focus
on the economic consequences of extreme weather events, thus identifying firms experiencing
monetary losses linked to such extreme events.'® About 7.5% of firms in the MENA region have
experienced monetary losses due to extreme weather events, such as storms, floods, droughts, and
landslides in the three years preceding the interview. Figure 29 also shows that extreme weather
losses exhibit considerable variation across countries, ranging from 1.3% in Egypt to above 12% in
Morocco.

Figure 29: Percentage of firms suffering losses due to extreme weather events by country
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Losses from extreme weather events vary widely across sectors and firm size categories. There is no
clear association between extreme weather losses and firm size (Figure 30). Medium-sized firms are
most likely to report losses from extreme weather (9.6%), followed by small (7.1%) and then large
firms (3.6%). Across sectors, providers of services other than hotels and restaurant are most likely to
suffer losses from extreme weather events (10.2%), followed by construction firms (9.8%).'* On the
other hand, only 4.7% of wholesalers report losses from extreme weather events.

10 On the contrary, there is no available information on the scale of the damage.
11 Calculations based on the total number of firms operating in the same sector.
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Figure 30: Percentage of firms suffering losses due Figure 31: Percentage of firms suffering
to extreme weather events by firm size category  losses due to extreme weather events by
sector
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Firms suffering monetary losses from extreme weather are more likely to invest in physical capital.
Table 8 presents regression results on the relation between losses due to extreme weather events and
firm investments. Columns (1) and (2) are based on the MENA sample, Columns (3) and (4) on the
other economies that are part of the 2019 Enterprise Survey round. Specifically, the table shows a
positive relationship between suffering losses due to severe weather and the probability of increasing
capital expenditure. Firms suffering losses from extreme weather exhibit a 6 percentage point greater
likelihood of investing in fixed assets. The coefficient is similar in magnitude to the one estimated on
the sample of comparator countries. Unlike the coefficient from the benchmark sample, the
coefficient on the MENA region is not significantly different from zero. The coefficient is, however,
economically relevant, as only 20% of MENA firms engaged in capital expenditure during the reference
period of the survey. The positive relation between extreme weather losses and capital expenditure
is not the result of unobserved factors shared by firms of the same size operating in the same sector
of the same economy.? Higher investment activity can reflect attempts to replenish their capital stock
or to protect the firm against future shocks via adaptation investments.

12 The sector-size-country specific parameter, or fixed effects, has been proposed by Degryse et al. (2019) to control for bank
credit demand determinants. Specifically, the size of the firm is small, medium, or large, the firm's sector is either
manufacturing, retail trade, wholesale trade, construction, hotel or restaurant, or provision of services, and the location is
by the county where the firm is located.
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Table 8: Extreme weather losses and investments

(1) () (3) (4)

Fixed Green Fixed Green
MENA MENA Other Other
Extreme weather loss 0.06 0.14™" 0.06"™" 0.11""
[0.05] [0.05] [0.02] [0.02]
Audited 0.04 0.10"*" 0.04™" 0.08™"
[0.03] [0.03] [0.02] [0.02]
Sole proprietorship 0.07" 0.02 -0.03 0.01
[0.03] [0.04] [0.02] [0.02]
Publicly listed 0.17" 0.16" -0.04" -0.03
[0.08] [0.07] [0.03] [0.03]
In partnership 0.10" 0.03 -0.04 0.01
[0.04] [0.04] [0.03] [0.03]
Main market: Local -0.02 0.117*" -0.05"" -0.03"
[0.03] [0.03] [0.02] [0.01]
log(Age) -0.03" -0.03 -0.07™" -0.02"
[0.02] [0.02] [0.01] [0.01]
Have a website 0.117*" 0.13"" 0.06™" 0.07"*"
[0.03] [0.03] [0.02] [0.01]
Female CEO 0.03 0.06 0.00 -0.01
[0.05] [0.06] [0.02] [0.02]
log(CEO Experience [Years]) 0.02 -0.05™ 0.01 0.00
[0.02] [0.03] [0.01] [0.01]
Exporter -0.03 0.09" 0.07™" 0.03"
[0.04] [0.05] [0.02] [0.02]
Pay energy levy -0.16™ 0.09™"
[0.03] [0.02]
Subject to energy standards 0.30™" 0.15™"
[0.06] [0.02]
Manager for climate issues 0.22™ 0.11™
[0.05] [0.02]
Constant 0.02 0.46™" 0.64™" 0.69""
[0.08] [0.10] [0.14] [0.13]
Observations 5228 5228 18968 18968
R-squared 0.20 0.24 0.23 0.24
Industry-size-country FE Yes Yes Yes Yes

Note: This table reports estimates from sample-weighted linear probability models. The regressor of interest is the dummy
variable Extreme weather loss which is equal to one if the firm experienced monetary losses due to extreme weather
events; zero otherwise. In columns 1and 3, the dependent variable is a dummy that is one if the firm purchased
fixed assets in last fiscal year.In column 2 and 4, the dependent variable is a dummy equal to one if the firm
adopted measures that lower the environmental footprint of the company. The sample in columns 1 and 2 is given by the
six MENA economies, in columns 3 and 4 by the non-MENA countries participating in this round of the Enterprise Survey.
Standard errors are shown in parentheses. *p < 0.1, "™ p <0.05, ** p <0.01

Firms suffering losses due to extreme weather replenish are more likely to have adopted
environmentally friendly modes of production. Table 8 shows a positive statistically significant
association between suffering losses due to weather extremes and the likelihood that the firm
adopted measures that reduce the environmental footprint of the company. Firms declaring losses

34



due to weather extremes have on average a 14 percentage point higher likelihood to implement
measures that are climate- or environment-friendly.®> Again, the coefficient is comparable in
magnitude to the one obtained from the benchmark sample. Moreover, the coefficient on the MENA
sample is highly significant at conventional levels. Results are also robust to controlling for those
aspects that are likely to increase the probability of investing in green measures: having a manager
who is directly responsible for climate issues, being subject to energy standards, and being subject to
the payment of levies on the usage of energy.

On the liability side of firms’ balance sheets, the response to extreme weather losses appears
muted. Column (1) of Table 9 shows a positive relationship between extreme weather losses and need
for bank loans. Firms suffering losses due to weather extremes are on average 7 percentage points
more likely to need bank credit. While the size of the coefficient is economically meaningful, it is not
statistically significant. In contrast, firms in the benchmark sample exhibit a 12 percentage point higher
need for bank credit following losses from extreme weather events (see Column 3). Moreover, the
coefficient in the benchmark sample is highly significant statistically. Bank appear to accommodate
credit demand from firms suffering monetary losses due to extreme weather events.* Column (2) of
Table 9 shows no statistically significant association between extreme weather losses and credit
constraints, conditional on needing a loan. The sample applies to the benchmark sample in Column

(4).

Table 9: Extreme weather losses and access to finance

(1) (2) (3) (4)

Need MENA Constrained Need Constrained
MENA Other Other
Extreme weather loss 0.07 0.03 0.12™ -0.05
[0.06] [0.09] [0.02] [0.03]
Observations 5039 1823 18634 8429
R-squared 0.17 0.25 0.18 0.32
Industry-size-country FE Yes Yes Yes Yes

Note: This table reports estimates from sample-weighted linear probability models. The regressor of interest is the dummy
variable Extreme weather loss which is equal to one if the firm experienced monetary losses due to extreme weather
events; zero otherwise. In columns 1and 3, the dependent variable is a dummy that is one if the firm neededa
bank loan. In column 2 and 4, the dependent variable is a dummy equal to one if the firm was credit constrained,
conditional on needing a loan. The sample in columns 1 and 2 is given by the six MENA economies, in columns 3 and 4 by
the non-MENA countries participating in this round of the Enterprise Survey. All columns include firm-level controls
((indicators for exporter status, listed firm, sole proprietorship, in partnership, audited financial accounts, female top
manager, log of firm age, selling main product in the local market, having a website, and the log of manager’s experience),
sector-size-country fixed effects. Omitted category in firm ownership is Limited partnership and Shareholding
company with non-traded shares. Robust standard errors are clustered by Enterprise Survey regions and shown in
parentheses. " p<0.1, " p<0.05, " p<0.01

The muted developments on the liability side of balance sheets comes from firms in high autarky
economies. Table 10 differentiates the results between high autarky economies (Egypt, Jordan, and
Palestine) and low autarky economies (Morocco, Tunisia, and Lebanon). As shown in Column (3), firms
in low autarky economies exhibit an increase in need for loans of 14% that is comparable to that in

13 Adoption of green measures includes heating and cooling improvements, more climate-friendly energy generation on site,
machinery and equipment upgrades, energy management, waste minimization, recycling and, waste management, air
pollution control measures, water management, upgrades of vehicles, improvements to lighting systems, other pollution
control measures.

14 See also Cortés (2014), Koetter, Noth, and Rehbein (2020).
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the benchmark sample. Firms in high autarky economies, on the other hand, display almost no higher
need for loans (see Column (1)).

Table 10: Extreme weather losses and access to finance

(1) (2) (3) (4)

Need Constrained Need Constrained
High autarky High autarky Low autarky Low autarky
Extreme weather loss 0.02 -0.27 0.14" 0.02
[0.11] [0.20] [0.07] [0.10]
Observations 3648 1069 1391 754
R-squared 0.01 0.04 0.03 0.09
Industry-size-country FE Yes Yes Yes Yes

Note: This table reports estimates from sample-weighted linear probability models. The regressor of interest is the dummy
variable Extreme weather loss which is equal to one if the firm experienced monetary losses due to extreme weather
events; zero otherwise. In columns 1and 3, the dependent variable is a dummy that is one if the firm neededa
bank loan. In column 2 and 4, the dependent variable is a dummy equal to one if the firm was credit constrained,
conditional on needing a loan. The sample in columns 1 and 2 is given by the high autarky economies Egypt, Jordan, and
Palestine, in columns 3 and 4 by the low autarky economies Morocco, Tunisia, and Lebanon. All columns include firm-level
controls ((indicators for exporter status, listed firm, sole proprietorship, in partnership, audited financial accounts,
female top manager, log of firm age, selling main product in the local market, having a website, and the log of manager’s
experience), sector-size-country fixed effects. Omitted category in firm ownership is Limited partnership and
Shareholding company with non-traded shares. Robust standard errors are clustered by Enterprise Survey regions and
shown in parentheses. " p < 0.1, ** p <0.05, "™ p < 0.01

In summary, physical climate risk is real. About 7.5% of ES firms in the MENA region have declared
losses due to extreme weather events. They invest in fixed assets and they are more likely to adopt
more climate-friendly production processes, though the evidence is somewhat weaker than in
benchmark economies. Higher investment activity can reflect attempts to replenish the capital stock
or to protect the firm against future shocks via adaptation investments. With regard to finance, the
response to extreme weather losses appears somewhat muted. This comes mainly from firms in high
autarky economies. Whereas firms in low autarky context exhibit an increased need for loans that is
comparable to the benchmark economies, firms in high autarky setting report almost no increase in
need for bank loans.

7. Conclusions and policy implications

Access to finance in the MENA economies covered in this paper has not improved relative to the
previous round of Enterprise Surveys. The share of credit-constrained firms has increased by 14p.p.
compared to 2013 wave of the survey, and exceeds that of peer economies by a small margin. The
vast majority of credit constrained firms is discouraged from applying for a loan. Rejections, on the
other hand are rare. High interest rates and complex application procedures are most frequently cited
as discouraging loan applications. The share of firms discouraged by high interest rates has increased
by 10p.p. relative to the previous survey round.

A high share of firms operates without external finance, i.e. is financially autarkic. At 37%, the share
in the average MENA economy is comparable to peer economies. However, the share of autarkic firms
is much higher in Egypt, Jordan, and Palestine. The majority of autarkic firms is voluntarily autarkic.
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Financial autarky appears to be a response to a difficult operating environment as measured by weak
governance, low GDP per capita and lack of supply of credit.

Physical climate risk is real. About 7.5% of firms in the average MENA country have experienced
monetary losses due to extreme weather events, such as storms, floods, droughts, and landslides in
the three years preceding the interview. Firms suffering monetary losses from extreme weather are
more likely to invest in physical capital. Firms suffering losses from extreme weather are also more
likely to adopt measures that reduce the environmental footprint of the company. On the liability side,
firms located in the low autarky economies Morocco, Tunisia, and Lebanon express greater need for
loans, which does not apply to firms in Egypt, Jordan and Palestine. Conditional on needing a loan,
firms suffering losses from extreme weather are not more likely to be credit constrained.

Investment rates are lower than in peer economies. Low aggregate investment rates are reflected
also in Enterprise Survey data. The share of firms investing in fixed assets has declined relative to the
previous survey round and is now lower than in peer economies. In economic terms, the difference is
substantial. Only 20% of firms in the MENA region have invested in fixed assets over the previous
financial year. As a result, the capital stock grows slowly, which in turn has negative implications for
labour productivity. Low innovation rates compound the problem (Ficarra et al, 2022).

Both macro and micro level data suggest the presence of a crowding out effect. In addition to
financial resources, lending to SMEs requires certain resources, risk-assessment capacity, access to
information on firms, and an appropriate legal framework. However, the region’s banks already enjoy
high returns by financing less risky government bonds, which does not consume bank capital. As
crowding out eases, banks will look for ways to profit from lending to private sector firms and thus
become more eager to develop the required capacity.

In economies with high borrowing costs, fiscal consolidation is the first step to improve access to
finance for private companies. A credible program might open up lending capacity before debt ratios
even start to decline, as risk premiums can decrease quickly. This in turn can boost demand from
foreign investors for domestic and sovereign debt, and also increase the prospects of accessing global
financial markets by the domestic banking system. As it stands, large firms and most importantly SOEs
benefit most from the limited capacity for financial intermediation.

Fiscal consolidation is no substitute for a broader structural reform agenda. The economies have not
yet completed the transition to a business environment conducive to private sector led growth. The
high share of autarkic firms is a symptom of this problem. The results suggest that financial autarky is
aresponse to a difficult operating environment. Moreover, financially autarkic firms are comparatively
unsophisticated along a range of other dimensions. This suggest that supply-side improvements of the
financial system on their own are unlikely to enhance the performance of these companies. The
chapeau report provides policy recommendations for wider business environment reform.
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