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1. Introduction

Numerous studies have discussed 8mall and Medium Entprises (SMESs) are
financially more constrained th#arge firms and are less likely to have access to formal finance.
Until recently, however, there was little cross-coymividence on the extent to which size is a
decisive factor in determining@wth obstacles or access to fican Further, little cross-country
evidence has been accumulated on the policies to overcome SMEs growth obstacles and foster
their access to finance. Recently compiled comsatry firm-level datbases have facilitated
more detailed researché@have enhanced our understandihgolicies to foster SMES’ access
to finance'

Efforts targeted at the SME sector are based on the premises that (i) SMEs are the engine
of economic development, but (i) market and institutional failures impede their growth, thus
justifying government interventions. Despite the growing interest of the development
community in subsidizing SMEs, however, there are skeptical views that question the efficacy of
pro-SME policies. Specifically, many critics stsethe importance of the business environment
facing all firms, large and small. From this perspective, low entry and exit barriers, well-defined
property rights, effective contract enforcement, and firm access to finance characterize a business
environment that is conducive to competition aniglate commercial transactions. Section 2 of
this overview discusses cross-country evidehee shows while theris a robust partial
correlation between the importance of SMEmianufacturing and economic development, there
is no causal impact of SMEs. This does neaamthat SMEs do not deserve policy makers’
attention. Rather, it implies a change in fo@way from size-oriented policies to policies that

improve the playing field betwedimms of different sizes.

! Some of this research was presented at a recent conference at the World Bank in Washington D.C. See
http://www.worldbank.org/researchiffjects/sme_conference.htm for conference agenda and papers.



Section 3 discusses recent cross-countiyesce on the growth constraints faced by
SMEs and the role of financial and institutional development to overcome these constraints. We
review evidence that financing obstacles are more growth-constraining for small firms and they
prevent all firms from reaching their optimal size. This is also reflected in financing patterns:
small firms finance a smaller share of their investment and working capital with formal financial
sources than large firms. We conclude #a@stion with a historical comparison between
developing countries today andetNorth Atlantic core in the f9century and a discussion on
the extent to which ethnic networks in Sub-Saharan Africa replace formal financial markets.
Section 4 discusses the importance of financial market structure for easing SMES’ access
to finance and specific financing tools to oca@me small firms’ finacing constraints.
Traditionally, relationship banking and thus giresence of small banks have been considered
the characteristics of an SME-conducive finansyastem. The introduction of transaction-based
SME financing tools, such as factoring amddit scoring, however, has underlined the

advantages of large banks in providing finate small opaque firm&ection 5 concludes.

2. SMEs, business environment and growth

Efforts targeted at the SME sector are often based on the premises that (i) SMEs are the
engine of growth, but (ii) market imperfections and institutional weaknesses impede their
growth. Skeptics question the efficacy of thadicy and point to empirical evidence either in
favor of large firms or of a size-blind policpproach (see Biggs, 2002 for an overview). While
many country-level and microeconomic studiegenassessed the importance of SMEs in the
economic development and indluslization process (Snodgrseand Biggs, 1996), Beck,

Demirguc-Kunt and Levine (200pprovide the first cross-country evidence on the links



between SMEs, economic growth, and povetigvadtion, using a new database compiled by
Ayyagari, Beck and Demirguc-Kunt (2003).

Cross-country regressions of GDP peritzagrowth on SMEs share in manufacturing
employment show a strong positive relatiopstver the 1990s, even after controlling for an
array of other country characteristics that caroantfor differences in growth across countries.
Instrumental variable regressions that exgicontrol for reverse causation and simultaneity
bias, however, erode the significance of tHati@nship between SMEs and economic growth.
The regressions do not necessarily leadeéactinclusion that SMEs do not foster economic
growth. Rather, they fail to reject confidgnthe hypothesis that SMEs do not exert a causal
impact on GDP per capita growth. This findingansistent with the view that a large SME
sector is a characteristic of fast-growing ecorm@nbut not a cause of their rapid growth. Beck,
Demirguc-Kunt and Levine (2005also do not find any evidence for any association of a large
SME sector with faster income growth of the lowest income quintile and faster rates of poverty
reduction.

While to our best knowledge there is no rdhress-country evidence on the relationship
between the business environment and econonomtgr industry-level, firm level and survey
evidence consistently show a positive association of a competitive business environment with
entry, entrepreneurship and investment.

Klapper, Laeven and Rajan (2006) shoat thne channel through which the business
environment affects economic development isethiiey of new firms. Usig firm-level data for
Western and Eastern Europe, they find that engyladions, measured as the cost of registering
a firm, hamper the creation of new firms, whidgulations fostering property right protection

and access to finance enhance entry. Furtinereffect of depressed entry shows up in lower



productivity: value added per enogkee in natural “high entry” industries grows more slowly in
countries with more onerous regulations on enfrlye paper also suggests that in some cases a
poor business environment may affect the perfocaaf the SME sectdbecause restrictions

and market imperfections dampen competition and slow firm growth. A comparison of Italy and
U.K. illustrates this effect. In Italy, whesntry costs are 20 percent of GNP as opposed to 1.4
percent of GNP in U.K., there are many smathB yet slower growth. The problem in Italy is
that the SME sector has many old and inefficfents compared to its UK counterpart. Indeed,
firms start out larger in Italy, but grow more slgwo that firms in the U.K. are about twice as
large by age ten (Figure 1). These results are very complementary to the findings of Beck,
Demirguc-Kunt and Levine (200band may provide one explanation why a large SME size is
unlikely to be associated with faster growth, isatf the large SME sector is a reflection of low
entry and turnover of firms.

Firms are not only more likely to enter iountries with better access to external finance
and better investor protection, they are also nlikedy to incorporate than to maintain the legal
form of proprietorships (Demirguc-Kunt, Lovend Maksimovic, this issue). Using firm-level
survey data for 52 countries, Demirguc-Kuhbve and Maksimovic show that one of the
reasons for this variation in the likelihood of ingorating is the fact thamcorporated firms face
lower obstacles to their growth in countries whitter developed financial sectors and efficient
legal systems, strong shareholder and credigbitsj low regulatory burdens and corporate taxes
and efficient bankruptcy processes. Corporatieort fewer financing, legal and regulatory
obstacles than unincorporatednfs and this advantage is gmyatin countries with more
developed institutions and favorable business enuients. Further, they find some evidence of

higher growth of incorporated businessesaartdries with good financiand legal institutions.



Using survey data from interviews wigmtrepreneurs and nontsgpreneurs in seven
cities across Russia, Djankov et al. (2004) proWgither evidence for the importance of the
business environment for the decision of becomingrarepreneur. They find that in addition to
many personal characteristics the perception of corruption and government officials’ attitude
towards entrepreneurship affects the decisidretmme an entrepreneur. Similarly, Johnson et
al. (2002) find that entrepreneurs in transitionrecoies are more likely teeinvest their profits
if they feel more secure about property tighotection in their country, while Cull and Xu
(2005) find that Chinese entrepreneurs are moreyliketeinvest their profits if they are more
confident in the system of property rights prat@t and have easier access to credit, with this
effect being stronger for small firms.

Are different dimensions of the businessieonment equally important? Using firm
level survey data on the business envirorinaernoss 80 countries, Ayyagari, Demirguc-Kunt
and Maksimovic (2005) investigate the impactaotess to finance, property right protection,
provision of infrastructure, inefficient regulati and taxation, and broader governance features
such as corruption, macroeconomic and polittability on firm growth. They show that
finance, crime and political instability are the only obstacles that have a direct impact on firm
growth and finance is the most robust one among those.

Together, these results suggest that it is important to have a competitive business
environment that allows for the entry ofmeand innovative entrepreneurs resulting in the
Schumpeterian process of “creative destruction” rather than simply having a large SME sector,
which might be characterized by a large number of small enterprises that are neither able to grow

nor to exit. Indeed, a large, but stagnantESdéctor may be a by-product of a poor business



environment itself. Furthermore, the existing evidence suggests that access to finance plays a
very important role in the ovdtdusiness environment, potentially constraining both firm entry

and growth.

3. Constraintsfaced by SMEs. impact on firm size, access to finance and growth

While the previous section has shown thatight be difficult to justify the focus on
SMEs on grounds of economic development and ppadeviation, they account for a larger
share of enterprises and “SMEs are the emergingtprsector in poor countries, and thus form
the base for private sector-led growth”(Hall, 2001). Ayyagari, Beck and Demirguc-Kunt
(2003) show that employment in SMEs, defiras enterprises with up to 250 employees,
constitutes over 60% of total emgment in manufacturing in many countries (Figure 2).
Further, financial and institutional deficiencies might prevent SMEs from growing to their
optimal size and thus explain the lack ofeampirical causal link between SMEs and economic
development. Thus, it is cruti® understand obstacles to SMBperation and growth and how
they vary with country factors.

Both in the developing and developed wiasall firms have éen found to have less
access to external finance and to be moretcaingd in their operation and growth (Berger and
Udell, 1998; Galindo and Schan&d#li, 2003). Recent ass-country firm-level surveys have
enabled researchers to not only explore firm-d#ifees within specific countries, but also to
compare firms across countriegddink differences to country characteristics such as financial
and institutional development. The World Business Environment Survey (WBES) is a unique

firm-level survey conducted in 1999 and 2000dwer 10,000 in more than 80 countries. First,

2 Ayyagari, Beck and Demirguc-Kunt (2003) find some, but not conclusive evidence that a more competitive
business environment is associated with a larger SME sector.



this database provides infortita on the obstacles as perea by the firms and allows
researchers to relate these obstacles t@akfoton growth. Secondhe database contains
information on a broad cross-section of différypes of firms, including a large number of

small and medium-size enterpsséirms of different ownershiand organizational structute.

3.1. Financing constraints, access to finance and growth: theimportance of size

Firms in the WBES were asked to réitancing and other obstacles, such as
infrastructure, crime, macroeconomic instabiéityd corruption in terms of their impact on the
operation and growth of the firm. Schiffer and We(2001) show that small firms consistently
report higher growth obstacles than mediune-sizlarge firms. Beck, Demirguc-Kunt, Laeven
and Maksimovic (2006) show that size, age anderyghip are the most reliable predictors of
firms’ financing obstacles. The authors find tblter, larger and foreign-owned firms report
lower financing obstacles. The relationshipmad only statistically but also economically
significant. The probability that a small fidmsts financing as a major obstacle (as opposed to
moderate, minor or no obstacle) is 39% coraddo 36% for medium-size firms and 32% for
large firms. The higher financing obstacleattemall firms report match not only anecdotal
evidence from both developed and developing cowmtiiey also confirm theory’s predictions.
In a world with fixed transaction costs and information asymmetries, small firms with demand
for smaller loans face higher transaction costs and face higher risk premiums since they are
typically more opaque andVmless collateral to offer.

Not surprisingly, the data also show thatall firms finance a smaller share of their

investment with formal sources of exterfiahnce (Beck, Demirguc-Kunt and Maksimovic,

3 40% of the enterprises in the sample are small (tess50 employees) and 40% are medium-sized (between 50
and 500 employees).



2004). As shown in Figure 3, small firmadince on average 13 percentage points less of
investment with bank finance compared to large firms. While there are no significant differences
in the case of lease finance, larger firms finance a greater share of investment with equity and —
perhaps surprisingly — with development finattzan small firms. On the other hand, smaller
firms finance a larger share of investmerttvnformal sources of finance, such as
moneylenders or family and friends.

Do the higher financing obstacles that smathg report actually constrain their growth or
do they find ways around these obstacles@kBDemirguc-Kunt and Maksimovic (2005) find
that the higher obstacles faced by smaller firms indeed translate into slower growth. As shown in
Figure 4, small firms’ financing obstacles hamnost twice the effect on annual growth that
large firms’ financing obstacle®. The difference is even stronger in the case of growth
constraints related tog¢Hegal system and to corruption, weiemall firms suffer more than three
times as much in the form of slower growth as large firms. Small firms thus do not only report
facing higher growth obstacles, these highetasibss are also more constraining for their

operation and growth than in the ca$enedium-size and large firms.

3.2. Financing constraints, accessto finance and growth: theimportance of institutions

The newly available cross-coupfirm-level surveys do not only allow researchers to
assess the differences in finargcronstraints and patterns acrbess of different sizes, but
also to explore the effect of differentljpees on these differences. Beck, Demirguc-Kunt,
Laeven and Maksimovic (2006) show that instdotl development, broadtefined, is the most
significant country characteristic that can explcross-country varian in firms’ financing
obstacles, even after controlling fcross-country income per capuariation. Firms in countries

with higher levels of institutional development report significantly lower financing obstacles



than firms in countries with less developesiitutions. The positive effect of financial and
institutional development can also be observed in the use of external finance. Better protection of
property rights increases external financing of small firms significantly more than it does for

large firms, particularly due to the diffeteal impact it has on banknd supplier finance (Beck,
Demirguc-Kunt and Maksimovic, 2004).

Combining firm-level data with indicators of national policies and institutions also helps
researchers assess the causes for the missilatie phenomenon observed in many developing
countries. For example, Sleaegen and Goedhuys (2002) show that smaller firms grow
relatively faster in Germany than in Cotewtvire, while the opposite holds for large firms.

What drives these differences in the growtiesaof small and largi&@ms in developed and
developing countries?

Two papers using different methodologieggragation levels andatasets show the
extent to which financial andstitutional underdevelopment help explain the phenomenon of the
missing middle for broad cross-country samspldsing the WBES, Beck, Demirguc-Kunt and
Maksimovic (2005) show that the effect of gtbvobstacles on firm growth is smaller in
countries with better-developed fimaal and legal systems. And even more, it is the small firms
that stand to gain most from financial and institutional development. The effect of financial and
legal development on thewstraints-growth relationship is sifjoantly stronger for small firms
than for large firms. Financial and institutional development thus helps close the gap between
small and large firms. Using cross-industry,ssr@ountry data for 44 countries and 36 industries
in the manufacturing sector, Beck, Deguic-Kunt, Laeven and Levine (2002How that
financial development exerésdisproportionately large positive effect on the growth of

industries that are technologically more depehdarsmall firms. Their results suggest that the
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furniture industry (an industry with many smfains) should grow 1.4% per annum faster than
the spinning industry (an industry with relativéé small firms) in Canda (a country with a
well developed financlasystem) than in India (which hadaav level of financial development).
Since the average industry growth rate in tham@a is 3.4%, this is a relatively large effect.
Thus, small firms not only suffer more from merlkrictions such as transaction costs and
information asymmetries than large firms — asdssed above — but thewarket frictions have
a disproportionately larger eift on small firms in countriasith less developed institutions.

The constraining effet of financial and institutionalnderdevelopment also shows up in
a distorted size distribution. Kumdrajan and Zingales (1999) find that the average size of firms
in human capital-intensive and R&D intensindustries is larger inountries with better
property rights and patentgiection. Similarly, Beck, DemirguKunt and Maksimovic (this
issue) show in a cross country sample that large firms, i.e. firms that are most likely to be able to
choose the boundaries of the firm are largeroantries with better-deloped financial and
legal systems. Using a sample of largestdi$itens across 44 countries, they show that firms
are larger in countries with higher levelsRyfvate Credit to GDP, a standard measure of
financial intermediary development. They fialdo evidence — although less robust — that firms
are larger in countries with more rapid jodi conflict resolution mechanisms and better
property right protection. These results sugtestagency problems between outside investors
and corporate insiders keep firms smalleraardries with weak legand financial systems.
While focusing on large firms, they conjecture tthas finding is relevant for the universe of
enterprises and might render programs to foster SME growth ineffective and even
counterproductive in countries witleak financial and legal sgshs, as small firms may choose

to stay small rather than grow.
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Similarly, using data across Mexican stateseven and Woodruff (2004) show that legal
system efficiency is positively assated with firm size, an effethat is strongest in sectors
where proprietorships dominate. This suggests that more effective legal systems increase
investment by firm owners by reducing the idiogwtic risk proprietors face. The finding of a
positive association between financial and legaelopment and firm size has important
implications for SME-promotion policies. If ihe absence of well-developed institutions, it is
optimal for firms to stay small, efforts to probte growth of SMEs cannot be expected to be
successful, unless institutional shortcomings are addressed first.

How do financing patterns of SMEs in tgtiadeveloping economies compare with the
financing patterns of SMEs in yesterday’'s depeng economies? Cull, Davis, Lamoreaux, and
Rosenthal (this issue) explore a new anglhédebate on financingatterns of SMEs by
analyzing the financial resources available to SMEs in the core North Atlantic economies during
the 19" and early 28 centuries. They find that the main institutions associated with modern
finance —banks and securities markets- weraariginal significance to SMEs, but an impressive
variety of local institutions emerged to supply theeds.  These intermediaries ranged from
notaries in France that in the absence of rgadifilable information took a broker function in
obtaining financing for SMESs to the cooperatmevement in Germanynd other countries that
focused on local SME lending. Most of thesstitutions were daand driven and were
established through private initiative. While governments played little role in creating these
institutions, they allowed their emergence through a generally permissive regulatory
environment. While focusing on the"8entury, their findings offer some lessons for today’s
policy makers in developing countries: prowiglithe necessary contractual and informational

frameworks for financial institutions to prosper and the incentives for informal enterprises to
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convert into formal ones can help establigh¢bnditions for the necessary institutions to
emerge.

In developing countries, fimege from friends and family play a much more significant
role than industrialized countries. More gefigr&MES in many developing countries get
around market failures and lack of formal ingtdos by creating private governance systems in
the form of long-term business relationships éight, ethnically-based, business networks.
However, there is variation in access to smetworks across ethnic groups as discussed by
Biggs and Shah (this issue). Indian entrepren@ugsst Africa, Lebanese firms in West Africa
and European enterprises in Southern Affacen business networkshose members lend to
each other, provide personal references anel teassactions with an informal contract
enforcement system based on reputation. &hesworks help overcome the problems of
asymmetric information and weak formal contrasforcement systems. Advantages of networks
even extend to new entrants who start out twice as large in terms of assets as new entrants
outside the ethnic networks agdt immediate access to suppliezdit without having to build
up a reputation and relationships (Biggs and Shah). While networks with private institutional
support systems help their members overconrfieidecies in their economies’ institutional
environment, they have a disninatory effect on non-membersw can effectively be excluded
from market exchanges. This has not only negatpercussions for equity, but also provides

for a static pattern of business eanfge, with little competition and innovation.
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4. Beyond financial and institutional development: market structure and innovative
lending tools

Results reported so far show a strong economic effect of financial and institutional
development on easing SMESs’ financing constsaand on increasing their access to formal
sources of external financ&ut what are the policies that drive SME-friendly financial and
institutional development? What can policy makeéo, both in the short- and in medium- to
long-term, to ease SMESs’ financing constraintd emprove their access to external financing,
thus leveling the playing field?

Credit availability to enterprises, but es@ilgi to SMES, depends on the infrastructure
that supports financialdansactions, including the legal systand the information environment.
Commercial laws that effectively assign and protect property rights and their efficient
enforcement are crucial for financial transaes. This includes the laws, regulations and
institutions to create, register and enforce caiddtend an effective bankruptcy system. Firms
in countries with more effective and m@eaptable legal systemesport lower financing
obstacles (Beck, Demirguc-Kunt and Levine, 200&t) the effect of financial and legal
obstacles on growth is lower in countries vioitter developed legal systems, especially for
small firms (Beck, Demirguc-Kurand Maksimovic, 2005). A raglly expanding literature has
shown the positive effect that credit information sharing has on the credit availability to SMEs
(Pagano and Jappelli, 1993; Miller, 2003; Lared Mylenko, 2003). Since the mid-1990s, the
use of information from these bureaus and of proprietary information from financial institutions
for small business credit scorihgs become popular in the UgBd other developed economies.
This technique relies mostly on information on ¢lwener rather than the small firm itself and can

significantly reduce transaction costs of loaogassing. Frame, Padhi and Wosley (2004) show
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that the use of credit-scoring techniques haseimsed small business lending by banks in the
U.S.

Depending on the legal and information eamiment in their respective country, financial
institutions around the world have developed dpet@chniques to lend temall, opaque firms
with little or no collateral. While relationship lending — lending decisions based on soft
information and long-termelationships between lender and bereo - has long been seen as the
major lending technology benefiting SMEs, thst decades have seen the rise of new
transaction lending technologies — based on mdodmation - that have found ways around the
constraints that opaqueness and lackppfapriate collateral pose for SME lendihdhis had
led to a change in paradigm concerning SMiiaRce (Berger and Udell, this issue). While
small and local banks have been seen as tteeigstitutions providing finance to small and
opaque firms, building on their long-term rdaships, technology and scale economies have
given large institutions the opportunity serve small-scale customers.

Several techniques providieaanatives to relationshipneling for SMEs. Asset-based
lending and leasing are both lending technicoessed on the underlying asset as the primary
source of repayment (Berger and Udell, thise3siLeasing is mostly for equipment, while
asset-based lending is also used for accaestsvable and inventoryWhile asset-based
lending uses the underlying asset as collatdrallender — lessor — owns the equipment in a
leasing relationship and rents it to the lesbeerOwer). While assdiased lending relies on a
sophisticated and efficient ldgaystem — which might be the reason why it has a significant

presence in only four countries -, leasing doss #&®, since the ownership of the asset passes to

* Voordecker (this issue) analyzes the relationshipésen relationship, the legal organization of borrowers,
competition and the likelihood of collateral as part of the loan agreement. Non-incorporated firms are more likely to
have collateral as part of their loan agreement and firms are more likely to pledge collateral to their main bank, but
less likely to do so if they have a choice between several competing banks.
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the financier. Leasing can albave tax advantages if lessoiddessee face different marginal
tax rates (International kance Corporation, 2000).

Factoring involves the purchase of accouat®ivable by a financier, known as the
factor. Strictly speaking, factoring is thus adending technique, which makes it especially
attractive in countries with wed&gal systems. It also does not rely on information about the
“borrower”, but rather on the obligor, which kes it an attractive financing instrument for
relatively opaque SMEs. Reverfactoring relies even less on informational infrastructure, as
the factor enters into an agreement with a large company to finance accounts receivable from its
small suppliers. Klapper (this issue) illustrates ithportance of factoring for firm financing in
many developing countries and discusses the pbkeaaf the Nafin reverse factoring program in
Mexico, where a government institution provides an internet-based market infrastructure to
facilitate on-line factoring seices to SME suppliers.

Finally, the banking market structure and regulatory policies influencing this market
structure can have an important impact on the availability of SME financing, as well as
influencing the new technologiessdussed above (Berger and Udglis issue). While a large
share of small banks does not necessarily resuibre external financing available to small
firms, financial systems dominated by governm@nhed banks seem less effective in providing
credit to SMEs. The entry of foreign banks, ondtieer hand, is mostly associated with greater
SME credit availability (ClarkeCull, Martinez Peria and Sanchez, 2003). For example, foreign
banks can bring the necessary know-howsade to introduce new transaction lending
techniques. By competing wittbomestic banks for large corporate clients, they can force
domestic banks to go down market to cadeBMEs (de Haas and Naaborg, 2005). There are

mixed results concerning the effect of bank concentration and competitiveness on the availability
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of SME financing (Berger, Demirguc-Kunt, Le and Haubrich, 2004). However, the market
structure can have important repercussions forasteand non-interest clygr that SMEs have to

pay as Heffernan (this issue) shows forlthebanking market. Her findings suggest the

presence of a complex oligopoRolicies directed at improvirtpe availability of information

and making it easier for smélusinesses to change banks/accowduld reduce inertia in the

banking sector, which in turn, should impe competition among financial institutions.

Competition can also have important implications for how much collateral firms have to provide,
as Voordecker (this issue) shows for a sianap borrowers of a large Belgian bank. As

borrowers have access to more competitor banks, the probability of having to pledge collateral or

personal guarantees decreases.

5. Conclusions

This article summarizes recent empirical research which shows that access to finance is
an important growth constraint for SMEs, thatfcial and legal institutions play an important
role in relaxing this constraint, and thahovative financing instrunmés can help facilitate
SMESs’ access to finance even in the absenegetifdeveloped institutions. The research has a
number of important policy implications.

The research summarized here suggests that a competitive business environment, of
which access to finance is Bnportant componentatilitates entry, exit and growth of firms
and is therefore essential for the developihpeocess. A focus on improving the business
environment for all firms is more important theimply trying to promote a large SME sector

which might be characterized by a langumber of small but stagnant firms.
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Although SMEs constitute a significant parttofal employment in many countries, one
of the reasons they may not be able to contritueeonomic growth is because they face greater
growth obstacles. Indeed, compared to langed] SMEs are more constrained by different
obstacles, and limited access to finance is an important one of these. Research suggests
improving legal and financial institutions helps all deserving firms access finance and grow, but
the effect is greatest on smaller firms. Botimflevel and industry-level studies suggest that
small firms do relatively better compared togka firms in countries with better-developed
institutions.

Furthermore, we see that in the absenogeadf developed finanal markets and legal
systems, it is difficult for firms to grow tiheir optimal size sinceutside investors cannot
prevent appropriation by corporate insiders, limiting firm size. This is important for SME-
promotion strategies, since if it is optimal for firms to stay small when the business environment
has weaknesses, subsidizing SMEs may be atrif&tctive, but at worst, counterproductive.

The literature suggests that a focus on improving the institutions and the overall business
environment is probably the most effective vadiyelaxing the growth constraints SMEs face
and facilitate their to contribwin to economic growth. However, institution building is a long
term process and in the intarinnovative lending technologies kigbromise, providing market-
friendly ways of relaxing the constraints SMEsda Factoring is an example of a technology
that is particularly promising in the absence of developed institutions, as it relies on them to a
lesser extent. Others, such asdit-scoring and leasing can alsouseful and be more effective
with development of institutions over time. A contestable financial system makes it more likely
that such technologies will be adopted moredigpwwith foreign banks playing an important

role in facilitating this procgs, whereas public banks haweeh less useful in the past.
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The research summarized in this article is only the first step on a long term research
agenda. Much more analysis, particularlynggime-series variatin, microeconomic data, and
country case studies, is neede@xplore in more detail the polés and financing tools that can
help SMEs overcome financing corants and expand their access to external finance. In this
context, it seems especially relevant to focus on institutions that are important for SMEs’ access
to finance. Going along with institution-building, however, the search has to be continued for

financing tools that can worround institutional deficiencies.
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Figurel. Italy vs. U.K.: Firm Sizeat Entry and Over Time

This graph shows the average value added for firms at entry and over time in Italy and
the U.K. Source: Klapper, Rajan and Laeven (forthcoming).
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Figure 2: Thelmportance of SMEs across Countries

This graph shows the share of SMEs in manufacturing across countries if 250 employees
are chosen as the cut-off to define an SN#durce: Ayaagari, Beck and Demirguc-Kunt
(2003)
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Figure 3: Financing Patter ns across Firms of Different Sizes

This graph shows the predicted share of stivent financed with bank, equity, lease,
supplier, development bank and informal finabgei) small, (i) medium-size, and (iii)
large firms, from a regression of the respective financing share on size dummies and
other firm and country characteristiceusce: Beck, Demirguc-Kunt and Maksimovic
(2004).
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Figure4: Theeffect of financing obstacles on firms of different sizes

This graph shows the effect of financinggdéand corruption obstacles on firm growth
and is based on a regression of firm growrithe respective growth obstacle, interacted
with dummy variables for small, medium-siand large firms, and controlling for other
firm and country characteristic Source: Beck, Demirguctiit and Maksimovic (2005).

Growth constraints across firms of different

sizes
0.0%
2.0% Fi ing r Co ion| |
~4.0% @ Small
-6.0% ®m Medium
-8.0% O Large
-10.0%
-12.0%

24



