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1. Introduction

Does financial development stimulate economic growth or is there a reverse relationship? And what role do legal institutions, if any, play in this finance-growth nexus? Although such questions are interesting from a broader economic perspective, they are of particular relevance for the transition economies in Central and Eastern Europe (CEE), as these are still in the process of creating a financial and legal system based on the principles of a capitalist market economy. This survey will therefore focus on these former communist countries and investigate what the current economic literature has to say about the interlinkages between financial development, legal institutions and economic growth in this region.

The treatment of the "older" literature on the relationship between finance and growth will be relatively brief and will serve primarily as an introduction to a more recent strand of literature. This so-called legal view presents the effectiveness of the legal system as an important determinant of financial development and through that economic growth. It has made an important contribution to our understanding of the way in which financial systems can contribute to economic welfare and is of special interest to the countries in transition. The survey is structured as follows. In section 2 I briefly discuss how financial development can, and cannot, stimulate economic growth. I also introduce the core premises of the mentioned legal view literature. In section 3 I then discuss the theoretical and empirical literature focusing specifically on the law-finance-growth nexus in CEE. The concept of soft budget constraints will prove to be essential in this discussion.  Finally, section 4 finally concludes and describes some topics for further research.

2. Finance, growth and the legal system

2.1 Finance and growth

The emergence of a well functioning financial system can have several positive effects on real economic development.
 There exists an extensive theoretical literature on this subject (e.g. Schumpeter, 1934; Drake, 1980; De Lange, 1992; Fry, 1995) of which a detailed review is beyond the scope of this paper. I therefore rely on a concise overview as given by Levine (1997). In his view, financial markets and intermediaries can, by reducing information and transaction costs, influence economic growth in five different ways.  Firstly, more savings will be mobilised. Secondly, the better supply of information will lead to a better allocation of resources. Thirdly, there will be better opportunities for monitoring managers. Fourthly, it will become easier to trade, hedge, diversify and combine risks. And fifthly, transactions concerning goods and services will be facilitated. All these advantages of a sound financial sector can, according to Levine, contribute in two different ways to a higher per capita economic growth: through a higher capital stock (capital accumulation) and through the speeding up of technological development. In this perception, a higher allocative efficiency leads to an increasing propensity to both save and invest, which stimulates capital accumulation and technological renewal. In the end, this will boost economic growth.

It can be questioned to what extent increased savings actually lead to higher economic growth in the long-run, as Levine (1997) argues. The theoretical influence of financial development on long-term economic growth appears to depend on the choice of a particular growth model. In a neo-classical growth model, for instance, economic growth turns out to be independent of the savings rate in the long run. But even if the savings rate would influence economic growth in the long run, as is the case in endogenous growth models, this influence does not have to be positive in nature. The development of the financial system can for example lead to lower precautionary savings and thereby restrict economic growth (Jappelli and Pagano, 1994). Also, even if one would find a positive link between financial development and economic growth, this does not have to be a causal one. It is also possible that there is reverse causality, in which higher economic growth (also) leads to a better financial system. A well-known proponent of this reverse causality is Robinson (1979) who claims that “where enterprise leads, finance follows”. All in all, economic theory provides numerous leads pointing to a link between financial system development and economic growth. However, a positive and causal relationship is from a theoretical viewpoint not self-evident, but depends among other things on the choice of a particular growth model and the way in which the qualitative and quantitative improvement of the financial system influences the savings rate. Therefore, in the end, the question of the relationship between financial development and economic growth remains an empirical one.

2.2
The legal view

Our understanding of the (empirical) relationship between financial and economic development has received considerable impetus during recent years by the so-called legal view literature. This strand of literature poses that the effectiveness of the legal system determines the level and quality of financial services, provided by both banks and markets (important contributions are La-Porta, Lopez-de-Silanes, Shleifer and Vishny - henceforth LLSV - 1997; 1998; 1999; 2000). The debate about the relative merits of bank-based versus market-based financial systems is rather pointless within a legal view framework, which states that it is the legal rights of both debt and equity providers that promote economic growth by stimulating financial development.
 In essence, the legal view predicts that the component of financial development that can be explained by the legal institutional structure is a much better predictor of economic performance than the financial structure, i.e. the relative importance of banks vs. financial markets. The seminal article by LLSV (1998) describes the underlying framework of the legal view. The main theme is that small outside providers of funds will only be willing to put their money in firms, - whether as shareholders or as creditors - if they can be relatively sure that the firm management (the "insiders") uses their money in their best interest. Shares give their owners the right to vote for the directors of companies and debt entitles creditors to repossess collateral when the company fails to make the promised payments. These rights, which are attached to shares and debt contracts, should ensure that providers of equity or loans have the power to extract from managers the returns on their investments. However, the effectiveness of such rights strongly depends on the legal system of a country. In some countries, outside investors may have better legal protection from "bad" managers than in other countries and in some countries existing laws may be better enforced than in others. Since the protection investors receive determines their readiness to finance firms, corporate finance may depend critically on these legal rules and their enforcement. In that way, a country's legal system may influence economic growth by means of acting upon the financial system.

At the end of  the 1990s the legal view stimulated a tide of new empirical research focussing on the importance of legal institutions for financial system development and economic growth.
 Levine (1998) focuses on the relationship between the legal environment, banks and economic growth. He shows that the component of banking development that is related to the legal institutions and legal origin is positively associated with economic development in a cross-section of countries. Since legal origin can be thought of as an exogenous characteristic - countries having typically obtained their legal system through occupation or colonisation (LLSV, 1998) - the relationship from legally defined financial development to economic growth can indeed be regarded as a causal one. More specifically, Levine (1998) shows that countries with good creditor protection have better developed banks than countries that lack enforceable creditor rights. Levine, Loayza and Beck (2000) show that countries with particular legal origins tend to create particular types of laws, regulations and enforcement mechanisms. Such institutional arrangements have a positive influence on the functioning of financial intermediaries, which in turn has a positive causal influence on economic growth. In a subsequent article Beck, Levine and Loayza (2000) go deeper into this relationship, by examining the (causal) link between financial development and the sources of growth. The authors conclude that financial intermediaries exert a large, positive influence on total factor productivity growth, which feeds through to overall GDP growth.
 However, the long-run links between financial intermediation and other sources of economic growth (physical capital growth and private savings) are tenuous. These conclusions are in line with work as early as that of Schumpeter (1934) who stresses the role of banks in improving the allocation of savings (as opposed to the rate of savings), thereby stimulating total factor productivity growth. Additionally, Levine (2000) shows that there is no empirical support for either the market-based or the bank-based view. Cross-country differences in financial structure do not help in explaining international growth differences. However, the results do show that better-developed financial systems positively influence economic growth and that the legal system plays a leading role in determining the level and the quality of such growth-promoting financial services.

Based on the above discussed empirical research, broad consensus has emerged that there is a significant relationship between the development of the financial system and long-term economic growth.
 Using country, industry and firm level data, it is shown that the legally determined part of financial development influences economic growth. Also it is shown that financial structure as such is unimportant in determining growth. Furthermore, financial development seems to specifically influence the possibilities of external financing by new firms and firms that are heavily dependent on external financing more generally. Economic growth may then be stimulated because of the fact that the financing of such (new) firms raises the efficiency of the overall resource allocation.

3. Finance, growth and the legal system in transition economies

3.1
Introduction

One would expect that the link between financial and economic development in the former socialist countries of CEE shows some peculiarities. First of all, there is the fact that in these countries the general level of both financial and economic development is still relatively low. Secondly, a unique feature of these countries is that they have experienced (and indeed are still experiencing) an unprecedented period of institutional change. The end of the era of state socialism and absolute power of the communist party marked the beginning of a transitional period of reform towards a market economy. During socialist times, financial markets were almost completely absent and banks were no more than passive instruments of the government to allocate funds to firms. Generally, banks were specialised on a geographical or functional basis and together with the central bank they made up a monobank system. Additionally, savings were collected from the public by means of a savings bank. Commercial and risk-based lending standards were unknown as the government budget guaranteed a payback of practically all loans. This resulted in a situation in which enterprises that demanded a roll-over of their bank loans, or asked for additional funds, usually received such funds indeed. These soft budget constraints were one of the most important causes of the huge inefficiencies in the state owned enterprises. During the early years of transition, two-tier banking structures were created, in which the state-owned commercial banks were cut loose from the central bank. In a later phase, many of these state-owned banks were restructured and privatised and new private banks were allowed to emerge. During this second phase, the role of foreign banks in CEE began to increase as well.
 Even though privatising large parts of the banking sector has in some countries created a situation in which banks could potentially start to assume their role as the driving force of the economy, only few banks have until now actually started doing so. As a result, the total amount of credit to the private sector as a percentage of GDP is still low in CEE compared to Western Economies.
 One reason is that many banks still choose to invest a large proportion of their funds in government bonds and other relatively risk free assets instead of taking well thought through commercial risks. Apparently, some conditions necessary for the well functioning of the banking sector have not, or only partly, been met. At the beginning of the transition period, the general feeling was that a market based economy could be established rather quickly. However, the accompanying incentive structures that go with such a market economy, such as the goal of profit maximisation and a commercial evaluation of risk and return, proved to have worn off during state socialism. The original optimism about the restructuring of the CEE financial system therefore soon turned into the notion that the transition process would take a considerable amount of time. After more than a decade, it is still continuing, as many of the former socialist countries are now preparing for accession to the European Union. In the remainder of this section, I will first pay attention to the importance of institutional change in CEE and the important concept of soft budget constraints. After that, I provide an overview of the empirical research with regard to the links between law, finance and growth in CEE.

3.2
Institutional deficiencies during transition

Standard neo-classical economic theory provides few departure points for analysing the significance of financial sector development for economic growth. Indeed, when full rationality and the tendency for a general equilibrium are taken as given, it even becomes difficult to explain the mere existence of financial intermediaries. Only when the standard assumptions of neo-classical economics are to some extent adapted, e.g. by assuming asymmetric information or introducing bounded rationality, both the existence and the importance of the financial system can be better judged on a theoretical basis. Moreover, when considering the importance of financial development for transitional economies in particular it may be clear that the departure from the standard neo-classical assumptions is even greater. Transition is characterised by large scale institutional change, and although it is well-known that such changes are paramount in explaining the financial and economic developments in transition economies, the theoretical equipment of standard neo-classical economics seems of little use here. Generally, institutions are regarded as the “rules of the game” in an economy, both formal (laws and regulation) and informal (such as conventions), which influence the economic incentives of individuals (North, 1990). In an uncertain economic environment, institutions can reduce such uncertainty as well as the accompanying transaction costs. Well functioning institutions can consequently make economic transactions more efficient, raise the overall level of trust in a society and, in doing so, ultimately stimulate the economic development of a country. In contrast, as Van Ees and Garretsen (1994) point out, competitive general equilibrium theory regards institutions merely as constraints upon the behaviour of (fully rational) agents. Since co-ordination is assumed to be dealt with by a Walrasian auctioneer, (changes in) institutions other than this fictitious auctioneer become meaningless. Indeed, by assuming the existence of this neo-classical deus ex machina the theoretical distinction between a market economy and a centrally planned economy becomes meaningless (see also Hayek, 1949).


When attempting to explain the role of financial markets and intermediaries in transition economies, the existence of informational asymmetries and institutional changes should be taken into account explicitly. In doing so, microeconomic incentives, and in particular distortions in such incentives, gain importance. During the early stages of transition, the old formal institutions of the communist era were dismantled relatively quickly. However, putting into place new institutions proved to be considerably harder, leading in many countries to an “institutional vacuum” (Raiser, 1997). Especially informal institutions, such as conventions amongst households, enterprises and banks, adapted only very gradually to the new economic circumstances. This is especially important for those countries that were, or still are, planning to adopt the formal institutions of another (group of) country(ies). Copying formal institutions, such as business laws and bank regulation, may be rather straight forward. However, the actual bringing into practice of such newly acquired formal institutions may prove considerably more difficult. Often, new laws on the book are simply ignored or the enforcement of the new laws is very weak. The interaction between formal and informal institutions is then suboptimal. In many transition economies, such institutional deficiencies lead to or aggravated some distortions in the financial system. Van Ees and Garretsen (1994, p. 7) enumerate three such financial distortions that are important when trying to understand the role of the financial sector in transition economies. First of all, there is the existence of soft budget constraints (SBCs) and the lack of effective bankruptcy laws. Secondly, imperfect privatisation and its adverse effect on implementing harder budget constraints can be mentioned. Thirdly, because of path-dependency, the initial conditions of CEE-countries matter by influencing the behaviour of current agents. In the following I will elaborate a bit more on the theoretical concept of soft budget constraints as this form of microeconomic distortion has received the most attention in both the theoretical and empirical literature on financial and economic development in CEE.

3.3
Soft budget constraints
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Figure 1. Soft budget constraints according to Berglof and Roland (1998)

For a proper understanding of incentive problems and the related financial distortions in former socialist economies, the theoretical concept of SBCs is indispensable.
 The term was first used by Kornai (1980) when describing the bailing out of loss-making firms by socialist governments with paternalistic objectives. Such paternalism refers to the fact that socialist governments, or for that matter all governments, may not make financing decisions on the basis of financial criteria only, when deciding on financing / subsidising certain firms or industries, but may also pursue other objectives such as low overall unemployment. In this paper I use the following definition of SBCs, given by Mitchell (2000): “A firm has a soft budget constraint if it has negative expected net present value but receives financing; or if a financial decision of a creditor or the government following default allows the firm to continue in operation although its assets would yield a greater return in an alternative use.” It is important to note that the fact that firms are loss-making or have large debts in arrears is not evidence of SBCs in itself: as long as banks, trade creditors, or the state are not rescuing the firms with fresh capital, these firms will still experience hard budget constraints (Schaffer, 1998). Mitchell (2000) gives a taxonomy for classifying SBC models into two broad categories. The first category treats SBCs as dynamic commitment problems due to sunk costs. In this case, SBCs lead to ex ante (i.e. prior to default) inefficiencies, for instance because banks cannot adequately distinguish between firms with positive and negative net present value. In contrast, the refinancing of banks can be regarded as ex post efficient, since the original loan is sunk. The second category relates to SBC-models of creditor passivity, in which creditors passively roll over their loans in default, rather than to actively pursue their claims. Reasons for this behaviour are, among others, that banks try to hide their own financial difficulties or that they believe that they will ultimately be rescued (Perotti, 1998).  In this category of models, banks’ behaviour is ex post inefficient, while the decision to finance a firm is ex ante efficient.


Berglöf and Roland (1998), elaborating on Dewatripont and Maskin (1995), provide a simple, yet elucidating formalisation of the concept of SBCs, which is graphically represented in figure 1. In their model, SBCs represent a dynamic or sequential commitment problem in which it is ex post optimal for a creditor to bail out a borrower (instead of liquidating) because the funds that are already invested must be regarded as sunk costs  (this model therefore belongs to Mitchell’s first category). When creditors have a lack of credible commitment to liquidate, this will lead to moral hazard behaviour on the borrowers’ side. The firm expects to be refinanced and therefore has a soft budget constraint. Suppose first of all that in a two-period game, the government of a transition economy lends directly to firms. There are firms with "good" and with "bad" projects, respectively in proportion ( and (1-(). The government has no information about the quality of the projects and lends the firms the start-up costs of 1 monetary unit. At the end of period 1, the good projects will yield a return to the government of Rg and deliver private benefits of Bg > 0 to the firm's management. Poor projects can yield the same return, but only if the firm management exerts high effort (effort being a binary choice between "high" and "low"). If the management exerts low effort, yield will be zero. In that case the government will have to make a decision between liquidating the project, thereby receiving the liquidation value L
, or refinance the loan with an additional monetary unit. Government will then get a gross return equal to Rp at the end of period 2, while the firm gets a private benefit of Bp. It is assumed that the government is "paternalistic", in the sense that it maximises the net returns to investment plus the private benefits of firms, which can be thought of as proxying for the amount of employment in firms. Now, when will firms in this game have a SBC and therefore exert low effort? This will be the case if:

 (1)
Rp + Bp -1 > L and Bp > Bg
According to (1) SBCs will exist when refinancing is ex post more attractive for the government than liquidating and when at the same time the private benefits for the firm are higher in case of low effort and subsequent refinancing than in the case of exerting high effort. In this case the refinancing of poor projects is inefficient when Rp + Bp < 2.

SBCs can not only emerge when the government finances firms directly, but also when a commercial banking system has already been created, as is the case in many transition countries. The only difference is that commercial banks do not take into account the private benefits of the firms in their own utility function.
 Using the same framework, it can be shown that firms will have SBCs if:

(2)
Rp-1 > L and Bp > Bg

If the first condition is met, it is ex post optimal for a bank to refinance instead of liquidating the project. Although the project is inefficient ex ante, it should be remembered that the initial costs of investments are already sunk when the bank has to make a decision about whether or not to refinance. Firms know this and will therefore exert low effort when their private benefits in case of refinancing exceed the benefits in case they would have exerted high effort in period 1. When the bank would be able to credibly commit itself to liquidating poor projects, firms would always exert high effort.

Berglöf and Roland (1998) extend the above basic model, and in doing so show that banks will find it more difficult to commit credibly to a liquidation strategy when interactions between firms due to trade arrears of insolvent firms may lead to spill-overs to healthy firms. In that case the liquidation may adversely affect the bank itself. Also, Perotti (1998) shows that enterprises will extend trade credit to doubtful firms, when there is an overall expectation that the government will not tolerate a high rate of insolvency and will accordingly provide a collective bail-out in the end. The resulting abundant availability of trade credit may then in turn prevent firms from restructuring. Perotti (1993), using a model of value-maximising banks with large portfolio's of bad debts, also shows that banks have a perverse incentive to finance current (state-owned) debtors because of the potential repayment of former debts. Perotti argues that such behaviour adversely effects financial stability as the portfolio's of banks get more and more concentrated, while at the same time economic growth is hampered due to the fact that the expansion of relatively efficient firms is delayed. SBCs for SOEs can thus persist and hinder the process of Schumpeterian creative destruction even when the banking system is privatised and banks want to maximise their profits. Raiser (1997, p. 25) adds that SBCs can amplify the institutional void in transition economies. This is the case since SBCs will lead managers of state-owned enterprises to invest in their political networks rather than new customer networks. This will in turn increase transaction costs for managers who are willing to undertake behavioural adjustments.

Berglöf and Roland (1997), using a similar model as described above, show that SBCs and credit crunches can coexist when banks tend to refinance old projects and at the same time withhold finance from new firms. This will be the case when the proportion of good new projects (() is relatively low and the difference in returns between good projects and the refinancing of poor projects is small. Banks will then favour the "sure" investment of refinancing existing loans above the funding of risky new projects. In this way, a situation can arise in which ex ante inefficient project keep receiving finance and new “good” projects face a credit crunch simultaneously. In what way could now be prevented that even privatised banks in CEE keep being stuck in a vicious circle of inefficient credit granting, which makes them put a break on economic development instead of contributing to it? The above stylised description of SBCs offers two important starting-points, that again stress the importance of institutions:

1
Screening

Banks can try to make ex ante a better distinction between good and bad projects. By way of investing in screening-technology and by better training their staff, the information asymmetry between banks and projects that need financing can be reduced. In this way, more and more bad projects will not get a loan in the first place and relatively many good projects will become a part of the banks’ credit portfolio. At the same time, banks will be less inclined to roll-over loans to bad projects since they now have more attractive alternatives. The probability that a bank will stop financing a bad project, but will instead liquidate it, therefore increases. Managers of enterprises will know this and will start to act accordingly, i.e. start to work harder or not even ask for financing of bad projects. An improved screening will then lead to an endogenous hardening of the firms’ budget constraints, since banks can more credibly commit not to refinance.
 It is plausible that during the transition period the average quality of banks’ screening has increased. Firstly, the privatisation of the state banks has lead to less state support of the banks, i.e. the budget constraints of the banks themselves have become harder. This is especially the case in those countries that have sold important parts of their banking sector to foreign strategic investors, which will be less state influenced. Also, banks that have come into foreign hands will probably have less incestuous relationships between the bank management and (former) state enterprises. However, the quality of the screening process, to a large extent dependent on the quality of the human capital that is present in a bank, cannot be totally updated in short notice. This is the case since a good screening of local companies is the combined result of both the used screening technologies and methods on the one hand and in-depth knowledge of the local business environment and a commercial attitude of the bank staff at the other. Foreign banks that enter CEE, but local privatised banks as well, can in principle rapidly improve their screening by importing or copying state of the art foreign screening methodologies. However, such methodologies need to be combined with the above mentioned knowledge of the local enterprises and  be used by staff with a commercial attitude towards the process of granting loans. The improving of more informal institutions such as the attitude of the banks’ staff can take quite a long time, so that the results of better screening will show up with a considerable lag only. The above partly explains why the amount of Czech loans to the private sector has been declining for some years, as it turns out that the local bank staff has shown to be extremely risk averse, even in the former state banks that have been bought by foreign strategic investors (The Economist, 2001).

2
Increasing the liquidation values of collateral

According to the above, the transfer of lending activities from the government to, newly created or foreign, commercial banks can, but does not have to, harden budget constraints. The endogenous hardening of firms’ budget constraints through improved screening may be a lengthy process, and SBCs may consequently endure even when the banking system has been reformed. Commitment problems for banks in transition countries may especially remain severe since the collateral value of firms (and therefore the liquidation value L) is often extremely small. Even when collateral is available, L might be low because legally claiming this collateral might be costly and time-consuming due to institutional deficiencies like inadequate investor protection. When L would be higher, say due to improved liquidation procedures, banks can more credibly threaten to liquidate bad projects. Again, as was the case with better screening, firms’ management will start to work harder or will stop asking loans for bad projects altogether. In principle, banks could increase L by simply demanding more collateral when deciding whether to finance a particular project or not. Yet, even then liquidation of once financed projects may turn out to be an unattractive option. This will be the case if the legal possibilities for a bank to liquidate collateral after a bankruptcy are too limited, e.g. because they have a subordinated position as a creditor. But also when their legal guarantees are in themselves sufficient, the actual liquidation value of collateral may turn out low. An important reason for this can be that the enforcement of bankruptcy law in reality is insufficient, leading to situations in which creditors have to go through lengthy and costly legal procedures to be able to liquidate the collateral they are entitled to. In those cases, the net present value of the option to liquidate a bad project may turn out to be lower than the option of refinancing such a project. In that case, firms keep profiting from SBCs and keep bad projects receiving loans. At the same time, the credit supply to new and ex ante profitable firms may be cut off, further deteriorating the allocative efficiency of the banks’ activities.

Inadequate legal institutions and weak enforcement of such institutions can by means of supporting and maintaining SBCs, slow down the financial and real economic development of a country, even when state influence in the banks’ credit supply has been reduced considerably. Institutions that enhance the credibility of liquidation by banks, can therefore be regarded as important preconditions for hardening firms’ budget constraints in transition economies. In the end, such improved microeconomic incentives may ameliorate the efficiency of the macroeconomic resource allocation, thereby stimulating economic growth. This goes for both formal institutions, such as enforceable bankruptcy laws, and more informal institutions, such as a commercial attitude of banking staff and the willingness and ability of the judicial force to actually implement and use newly passed legislation. As was mentioned earlier, the legal view stresses the importance of such institutional and legal protection arrangements in promoting growth. SBCs can therefore be seen as an important transmission channel through which an underdeveloped legal system can adversely effect financial and economic development. When SBCs persist, loans will be directed to mostly inefficient and highly leveraged state-owned enterprises (SOEs), resulting in an inefficient allocation of resources. Yet, even after privatisation and/or restructuring a bank-based financial system may still confront transition countries with significant allocative inefficiencies.

3.4
Finance, growth and law during transition: empirical results

During the last decade, empirical research into the financial system in transition economies has been characterised by different approaches. Many empirical studies focus on the question whether SBCs are or have been present during the transition process in a certain country. Hersch, Kemme and Netter (1997), for example, using micro-level data from a survey amongst medium-sized Hungarian firms, estimate logit regressions to capture the extent to which firm managers perceived difficulties in obtaining bank loans. They conclude that managers who had been members of the former communist nomenclatura had the lowest probability of perceived difficulty in getting a loan, at least suggesting the existence of SBCs for this particular group of firm managers. However, the ease of obtaining loans for former nomenclatura members could very well be the result of their better education or the fact that their firms are better credit risks, since they were able to "cherry-pick" during the privatisation process.

Budina et al (2000) use a different approach to estimate the importance of SBCs. Their estimation method is based on testing the dependence of Bulgarian firms on external financing for investment. This method in effect estimates how much reality deviates from the Modigliani and Miller-theorem (Modigliani and Miller, 1958) which poses that in perfect capital markets the firms capital structure is irrelevant and firms are indifferent between internal and external financing. However, asymmetric information may lead, at least for certain firms, to a difference between the internal and external finance premium. Using this approach, the empirical research by Budina et al (2000) shows that on the whole Bulgarian firms were liquidity constrained during the sample period (1993-1995), which would be expected taking into account the underdeveloped capital market. However, heavily indebted firms and firms with a negative cash flow turned out not to be liquidity constrained. Although in Western economies, such insignificant liquidity constraints would be interpreted as a low level of asymmetric information problems, in the case of highly indebted firms in transition economies such an interpretation is less plausible. The authors conclude that the absence of an external finance premium in this particular case must be interpreted as reflecting the presence of SBCs.

Finally, Frydman et al (2000) apply a rather direct method of estimating SBCs. The authors, using data on small and medium-sized enterprises in the Czech Republic, Hungary and Poland, estimate a firm's creditworthiness as its probability of default. This probability is assumed to depend on two variables: the firm's ability to pay (proxied by revenue growth), and the firms willingness to pay (proxied by the firm's ownership type). The results of the study show that SOEs did both have a lower ability and a lower willingness to repay, especially with regard to bank and tax credit. Furthermore, the authors presume a firm's willingness to repay as partly stemming from the "hardness" or "softness" of the creditor's treatment.
 The softness of creditors is then estimated by regressing the level of arrears on both total revenues and the government type of the firms. Assuming that closing credit lines, instead of raising interest rates, was the main method of creditors to ration credit, the level of arrears that certain firms were allowed to run up provide an indication of the creditor's potential contribution to the firm's unwillingness to repay. The empirical results show that the unwillingness of SOEs to repay was in part due to the fact that state-creditors favoured SOEs by applying softer credit terms, thereby decreasing these firms' willingness to pay. On the one hand, such SBCs could be the result of "old boy networks" or political influence on credit policies, but on the other hand state-creditors might just as well have behaved more rationally, by basing their decisions on expectations that SOEs would start to perform better after privatisation. In both cases, however, the softness of state creditors lead to a declining willingness of SOEs to repay their debts. The authors therefore stress the importance of the simultaneous hardening of budget constraints and privatising/restructuring state-owned firms.

Schaffer (1998) points to some general pitfalls in measuring SBCs. Most important is the fact that many firms in transition economies base their profit- and loss-accounts on historical cost accounting, which can potentially lead to large inflation biases. Furthermore, it is difficult to make a distinction between SBCs and "normal" subsidies that are part of the price system. Also, loss-making firms that receive financing do not provide any proof of SBCs since such firms may be expected to return to profitability in the near future. Also, they might be economically loss-making because of a high debt burden, while the firm is generating enough cash-flow to service its (new) debt. According to Schaffer (1998), only when a firm is highly indebted and making losses because of that and this firm has a negative operational profit, the possibility of a non-paternalistic creditor which is rescuing the firm because of its positive operation profit can be ruled out. Even then, the existence of SBCs is not clear, since the firm could very well survive for a long time by running down inventories and cash deposits, without obtaining new cash form creditors. In his paper, Schaffer (1998) concludes that overdue trade credit has typically not been a source of SBCs in transition economies: firms apply hard budget constraints to each other. Also, the evidence regarding SBCs applied by banks seems to be rather weak: large and growing stocks of bad debts do not provide convincing proof of actual net financing from banks to firms. Instead, tax arrears are identified by Schaffer as being the most important form of SBCs in transition economies.

Berglöf and Roland (1997) already showed that the simultaneous hardening of budget constraints (credit crunch) for new firms and the persistence of SBCs for current clients is theoretically possible. Empirical indications of credit crunches in post-socialist transitional economies should therefore not be regarded as providing proof that SBCs are insignificant. Two empirical articles that point to the hardening of budget constraints during the early stages of transition are Calvo and Coricelli (1993) and Dittus (1994). In the former paper, the authors show that it cannot be ruled out that the sharp output contraction in Poland in the early transition period was partly the result of a credit contraction. Interestingly, the authors conclude that in Poland, where data availability is relatively good, inter-enterprise credit behaved differently post-reform than it did pre-reform. Whereas pre-reform bank credit and inter-enterprise credit normally moved in opposite directions, these variables tended to be positively correlated after the reform. Inter-enterprise credit reinforced rather than cushioned the contraction in bank credit, confirming the results by Schaffer (1998). The article by Dittus (1994) argues that bank behaviour in Hungary, Poland and former Czechoslovakia did change significantly in 1992 due to both improved bank regulation and supervision and the (resulting) appearance of substantial bad loan portfolios. On the whole, enterprises paid banks more in interest than they received in loans, pointing to a hardening of budget constraints. The article furthermore confirms the earlier mentioned empirical results that inter-enterprise debt did not grow as a reaction to tighter bank credit.

It is interesting to note that both the literature on SBCs in CEE and the literature on credit crunches in these countries point to the importance of the limited capacity of banks in evaluating risks in a market-oriented environment. Although many formal institutions such as the legal system and financial supervision have been updated relatively fast, informal institutions such as the attitude of bank employees concerning commercial lending criteria, have evolved only very slowly. This makes clear that the SBCs of existing, often large state-owned enterprises, and the low credit supply for new enterprises can essentially be traced back to the same underlying and poorly functioning informal institutions. Because of the lack of financial skills, knowledge and a commercial attitude, funds are channelled to existing (state-owned) clients, often with higher credit risks, while new firms are excluded from finance. Such misallocation of scarce resources may hinder the establishment of new small-scale private firms, which is often deemed necessary for generating sustainable economic growth. This contention seems to be empirically supported, at least for the case of Bulgaria, by Claessens and Peters (1997) and the aforementioned paper by Budina et al (2000). In the first paper, the authors show that small SOEs have been forced to adapt to the new economic reality since banks have been applying harder budget constraints. However, a sample of large loss-making state-owned enterprises, notably in the electricity and coal sectors, makes up for the bulk of the operational losses in Bulgarian firms. The loss-making of such firms was persistent in that their past loss-making helped to predict current loss-making, reflecting the adverse effects of SBCs on these firms' incentives to restructure. In the end, the small group of loss-making SOEs has effectively crowded out the profitable public and private firms, affecting both economic growth and the health of the banking sector negatively in doing so. The paper by Budina et al (2000) adds additional insight into the relevance of SBCs in Bulgaria, by showing that especially state-owned banks provided credit to the loss-making SOEs. The implicit prospect of refinancing and the fact that collateral was often not present or could not be liquidated by banks, stimulated moral hazard behaviour by large SOEs. 

The Berglöf and Roland (1998) model shows that low collateral value of current clients, often still state-owned, softens their budget constraints since banks will tend to refinance their projects instead of financing new and more risky firms. Pawlowska and Mullineux (1999) provide survey results indicating that banks, when financing Polish SMEs (over)relied on collateral. Because of their limited capabilities in judging the uncertain cash flows of new firms, Polish banks were willing to finance only when collateral was abundant. Kowalski and Janc (1999) add that the resulting very high interest rates lead to a situation in which Polish start-up firms were effectively cut off from external finance and therefore had to rely on own savings to start a business. This may be all the more harmful, as it is generally assumed that credit to the SME-sector is of special importance for stimulating economic development. Carlin and Richthofen (1995) claim for instance that the success of the East German integration with the West partly depends on the growth of the SMEs and the availability of external financing for this sector. Interestingly, Pawlowska and Mullineux (1999), on the basis of their empirical results, and Berglöf and Roland (1997), on the basis of their theoretical model, derive very similar policy recommendations, although from a different point of view. According to Berglöf and Roland, the government could, in the absence of assets that can be collateralised, provide partial loan guarantees. In that way, liquidation values will increase and banks' threat to liquidate will become more credible. The authors stress that loan guarantees will harden the budget constraints of already financed firms. Pawlowska and Mullineux also recommend a system of loan guarantees. They point to the fact that banks' limited know-how inhibits them from making loans to (new) SMEs, a sector which in their view is essential in stimulating economic growth. These authors thus stress the fact that loan guarantees will soften the budget constraints of new firms. At the same time one should not forget that the use of (partial) loan guarantees may hamper the development of a completely market based financial system (Wagner and Iakova, 2001). In particular, loan guarantees can incite moral hazard and, through that, further disturb banks’ incentives. Also, loan guarantees may  prove to be less needed now that foreign banks have been operating in many CEE countries for some time. Since the first foreign banks set foot in this market, competition has increased considerably in the market segment that focuses on the large (inter)national corporate customers. As a result, banks are now gradually shifting the focus of their strategy more towards granting credit to smaller enterprises and even the household sector.

It can be stated that both the theoretical and empirical literature has paid much attention to the distortionary effects of SBCs. Government and bank behaviour that lead to SBCs for certain categories of firms threaten the financial and economic development in CEE, as they distort an efficient economic allocation and at the same time weaken the financial sector. However, both theoretical and empirical literature has pointed at a possible solution for the persistence of SBCs: adequate collateral. When banks can credibly commit to liquidate loss-making firms, firms’ budget constraints will harden. However, the pledging of collateral by firms may be insufficient to tighten budget constraints. This will only be the case if the legal system sufficiently protects creditors, most importantly banks, in order to make their threat to liquidate loss-making firms credible. This is one of the ways in which the legal framework - both laws and their enforcement -  can stimulate economic growth through the development of the financial system.

In the case of CEE, the protection of creditor rights would therefore seem an important way to harden firms’ budget constraints and make the allocative function of financial intermediaries more efficient. However, empirical research into the relationship between the legal system and financial (and ultimately economic) development in this region is, to date, rather scarce. Brunetti, Kisunko and Weder (1997a; 1997b; 1997c) show that there does not seem to be a robust relationship between a “credibility measurement” of the institutional environment and growth, when controlling for inflation.
 For more recent periods, however, institutional credibility is better correlated with economic growth, leading the authors to the conclusion that institutional factors become more important for economic growth in transition economies when most of the macroeconomic instability related to the initial transition shock(s) is over. Johnson et al (1999), however, find that weak property rights did matter during the early stages of the transition process, since they limited the reinvestment of profits in start-up manufacturing firms. Especially during the early stages of transition, retained earnings appear to have been enough to finance the investments managers wanted to make. But with insecure property rights managers were not willing to do so since they estimated that there was a high chance that their returns would be captured by bureaucrats or lost in commercial disputes. Johnson et al (1999) therefore conclude that financial institutions only start to matter when property rights are perceived to be secure.
 Neyapti and Dincer (2001) pay special attention to the quality of the legal frameworks for bank regulation and supervision in transition economies. They find a positive relationship between such regulation and supervision and economic growth. In many studies, the quality of institutions is reflected in an objective measure of the legal protection of shareholders and creditors, based on a more or less detailed comparison of the national laws. In other studies, such as Moers (2002) subjective measures are used, based on surveys of local entrepreneurs or of international experts, that rate the legal quality of different countries. Moers (2002), covering 25 transition economies, shows on the basis of such subjective measures that the quality of the institutional environment in transition economies is important for their economic development.
 More specifically for the Russian case, this study indicates that active restructuring of enterprises is stimulated by adequate institutions.

Pistor, Raiser and Gelfer (2000) pay more explicit attention to the link between legal characteristics of transition economies and the development of their financial sectors. In their article they broaden the research methodology as first applied by LLSV (1998) to include legal change in the protection of shareholder and creditor rights in transition economies. The authors show that the legal protection of creditors and shareholders in CEE has improved considerably during the recent years, leading to a situation in 1998 in which the protection of both creditors and shareholders in the average transition country was notably better than the world-wide average (see also Weder, 2001). The same research shows nevertheless that the enforcement of the new laws still leaves much to be desired. It takes, for instance, still a considerable number of years for banks to be able to liquidate collateral, even when formal bankruptcy laws have been updated and improved. The lacking enforcement of bankruptcy and other business laws, keeps banks from granting new loans and therefore ultimately puts a brake on many in itself productive investments. Not surprisingly then, the results of Pistor, Raiser and Gelfer (2000) show that the quality of the enforcement of laws has significantly more influence on the size of the financial markets and financial intermediaries than has the quality of the laws in the books. Only when laws are actually enforced, banks and shareholders will be inclined to put their money into the private sector. The authors conclude that laws in the books cannot substitute for weak law enforcement. In doing so, they provide an important contribution to our understanding of why exactly the transition process is longer and more difficult than many expected at the beginning of this period. Simply copying Western-style financial laws, often under high political pressure, proves insufficient for guaranteeing the development of a local financial sector.

4. Conclusions and topics for further research

This paper provides a concise overview of the most important economic literature in the field of the so-called finance-growth nexus, with a special emphasis on the transition economies in Central- and Eastern Europe. Since the beginning of the transition process the financial sector in this region has developed itself considerably. Monobank systems were restructured into two-tier systems in which several state banks operated separately from the central bank. At first, these newly created state banks groaned under the burden of huge amounts of bad loans they had inherited from the communist era. After dealing with these bad loans – some countries choose a central solution, others opted for a more decentralised approach – the most important state banks have been privatised and subsequently sold to foreign strategic investors. Yet, one should keep in mind that the pace of reforming the financial systems differs considerably between different countries. Whereas in Poland and the Czech Republic almost all large banks are now in foreign hands, foreign ownership of bank assets in Slovenia is still very low. However, also in those countries that have made the most progress in restructuring their banking systems until now, banks have not yet been able to fully contribute to economic development, as might be expected on the basis of the economic literature as has been discussed in this paper. Empirical evidence broadly confirms the positive role financial development can have for economic growth. In recent studies, this result is further detailed by showing that especially the part of financial development that can be explained by the legal system of a certain country is decisive for future growth. It is the legal structure and the accompanying (enforcement of the) rights of creditors and investors, that influences growth rather than the question how market- or bank-based a certain financial system is. More specifically, (legally determined) financial development seems to promote growth especially by raising the efficiency of resource allocation. This empirical result underlines the importance of research into the role banks play in CEE and especially into the relevance of SBCs. Ideally, one would expect that the privatisation of large parts of the banking system and the growing influence of foreign banks would have quickly improved the allocation of financial funds over the CEE enterprises. This would also have quickened the much needed restructuring of the CEE business sectors. Nevertheless, the experiences until know have showed that privatising, although important, is in itself not enough for improving the functioning of the local banking systems. A well working institutional environment for the privatised banks has proven to be a necessary condition as well. Without an adequate institutional infrastructure banks’ incentives will stay disturbed, even after privatisation and macroeconomic stabilisation. One can think of a defective bankruptcy law, lacking accounting standards, ineffective financial supervision and regulation and slow and sometimes corrupt jurisdiction. In CEE the insufficient quality of institutions that belong to a market economy has manifested itself in the continuing presence of SBCs for many (formerly) state-owned enterprises combined with credit rationing of small and medium sized private enterprises. This, in turn, has delayed the necessary restructuring of the state industry and the emergence of a new services sector. During the last few years formal institutions have been upgraded remarkably fast is some countries, notably those which are most likely amongst those to first access the European Union. In principle, this has improved the working environment of many financial institutions. However, such “paper” improvements turn out to have little effect as long as more informal institutions, such as the day to day enforcement of the new laws and the general rejection of corrupt practises, have not yet reached the level of an average market economy. The transition process has not ended yet. In order to gain insight into the role banks have played and still are playing at this moment, more empirical research is needed. A promising avenue for further empirical work may be to expand the legal view literature, in order to be able to assess the importance of (changes in) legal systems for financial development and economic growth in CEE. Most recent research has focused on the direct (macro)link between institutions and economic growth. It would be interesting to look closer at the role of the financial system as a transmission channel between legal institutional variables and the growth of the economy. An important research question would then be why the level of financial intermediation in CEE is still considerably lower than in most of the Western market economies. At the microlevel, the role of deficient institutions in credit rationing behaviour by banks might prove to be a fruitful starting point. At the same time, more attention could be paid to the influence of informal institutions, such as the level of trust and other societal norms. The largest challenge here would be to find adequate operational variables that can sufficiently measure such informal institution.

References

Allen, F. (1993) Stock Markets and Resource Allocation. In C. Mayer and X. Vives (ed.), 
Capital Markets and Financial Intermediation (pp. 81-100). Cambridge University 
Press.

Allen, F. and Gale, D. (2000) Comparing Financial Systems. Cambridge, MA: MIT Press.
Beck, T. and Levine, R. (2000) External Dependence and Industry Growth. Does Financial 
Structure Matter? Conference on Financial Structure and Economic Development. 
Washington, D.C.

Beck, T., Levine, R. and Loayza, N. (2000) Finance and the Sources of Growth. Journal of 
Financial Economics 58, 261-300.

Berglöf, E. and Roland, G. (1997) Soft Budget Constraints and Credit Crunches in Financial 
Transition. European Economic Review 41, 807-817.

— (1998) Soft Budget Constraints and Banking in Transition Economies. Journal of Com
parative Economics 26, 18-40.

Brunetti, A., Kisunko, G. and Weder, B. (1997a) Institutional Obstacles to Doing Business: 
Region-by-Region Results from a Worldwide Survey of the Private Sector. World Bank 
Policy Research Papers 1759.

— (1997b) Credibility of Rules and Economic Growth: Evidence from a Worldwide Survey of 
the Private Sector. World Bank Policy Research Papers 1760.

· (1997c) Institutions in Transition: Reliability of Rules and Economic Performance in Former Socialist Countries. World Bank Policy Research Working Papers 1809.

Buch, C.M. (1997) Opening up for Foreign Banks; How Central and Eastern Europe Can Be
nefit. Economics of Transition 5, 339-366.

Budina, N., Garretsen, H. and Jong, E.D. (2000) Liquidity Constraints and Investment in Tran
sition Economies. The Case of Bulgaria. Economics of Transition 8, 453-475.

Calvo, G.A. and Coricelli, F. (1993) Output Collapse in Eastern Europe. The Role of Credit. 
IMF Staff Reports 40, 32-52.

Cardim De Carvalho, F.J. (2000) New Competitive Strategies of Foreign Banks in Large 
Emerging Economies: The Case of Brazil. Banca Nazionale del Lavoro Quarterly Re
view 213, 135-169.

Carlin, W. and Richthofen, P. (1995) Finance, Economic Development and the Transition: The 
East German Case. Economics of Transition 3, 169-195.

Claessens, S., Demirgüç-Kunt, A. and Huizinga, H. (2001) How Does Foreign Entry Affect 
Domestic Banking Markets? Journal of Banking & Finance 25, 891-911.

Claessens, S. and Peters, R.K. (1997) State Enterprise Performance and Soft Budget Con
straints: The Case of Bulgaria. Economics of Transition 5, 305-322.

Coricelli, F. (1996) Finance and Growth in Economies in Transition. European Economic Re
view 40, 645-653.

Dages, B.G., Goldberg, L. and Kinney, D. (2000) Foreign and Domestic Bank Participation in 
Emerging Markets: Lessons from Mexico and Argentina. Federal Reserve Bank of New 
York Economic Policy Review September, 17-36.

Demirgüç-Kunt, A., Levine, R. and Min, H.-G. (1998) Opening to Foreign Banks: Issues of 
Stability, Efficiency, and Growth. In Proceedings Bank of Korea Conference on the 
Implications of Globalization of World Financial Markets (pp. 83-105).

Demirgüç-Kunt, A. and Maksimovic, V. (2000) Funding Growth in Bank-Based and Market-
Based Financial Systems: Evidence from Firm Level Data. Washington, D.C.

Dewatripont, M. and Maskin, E. (1995) Credit and Efficiency in Centralized and Decentralized 
Economies. The Review of Economic Studies 62, 541-555.

Dittus, P. (1994) Bank Reform and Behavior in Central Europe. Journal of comparative eco
nomics 19, 335-361.

Drake, P.J. (1980) Money, Finance and Development. Oxford: Martin Robertson.

Economist, the (2001) The banks that don't lend, 89-90.

Ees, H.V. and Garretsen, H. (1994) The Theoretical Foundation of the Reforms in Eastern 
Europe: Big Bang Versus Gradualism and the Limitations of Neo-Classical Theory. 
Economic Systems 18, 1-13.

European Bank for Reconstruction and Development (1999) Transition report 1999. Ten 
years of transition, London.

Fry, M.J. (1995) Money, Interest, and Banking in Economic Development. Baltimore and 
London: The John Hopkins University Press.

Frydman, R., Gray, C., Hessel, M. and Rapaczynski, A. (2000) The Limits of Discipline: Own
ership and Hard Budget Constraints in the Transition Economies. C.V. Starr Center for 
Applied Economics Economic Research Reports 02.

Havrylyshhyn, O. and R. v. Rooden (2000) Institutions Matter in Transition, but so do Poli
cies, IMF Working Paper.

Hayek, F.A. (1949) Individualism and Economic Order. London.

Hersch, P., Kemme, D. and Netter, J. (1997) Access to Bank Loans in a Transition Economy: 
The Case of Hungary. Journal of Comparative Economics 24, 79-89.

Jappelli, T. and Pagano, M. (1994) Saving, Growth, and Liquidity Constraints. The Quarterly 
Journal of Economics 109, 83-109.

Johnson, S., Mcmillan, J. and Woodruff, C. (1999) Property Rights, Finance, and Entrepre
neurship. European Bank for Reconstruction and Development Working Papers, 43.

Kornai, J. (1980) Economics of Shortage. New York: North-Holland.

Kowalski, T. and Janc, A. (1999) Financial Contracts and Relations in the Small and Medium-
Sized Enterprise Sector in Poland. In A. W. Mullineux and C. J. Green (ed.), Economic 
Performance and Financial Sector Reform in Central and Eastern Europe. Capital 
Flows, Bank and Enterprise Restructuring: Edward Elgar.

Lange, de, L. (1992) Essays on the Theory of Financial Intermediation. PhD-thesis, Amster
dam: University of Amsterdam.

La-Porta, R., F. Lopez-De-Silanes, A. Shleifer and R.W. Vishny (1997) Legal Determinants of External Finance. The Journal of Finance LII, 1131-1150.

· (1998) Law and Finance. Journal of Political Economy 106, 1113-1155.

· (1999) The Quality of Government. Journal of Law, Economics, and Organization 15, 
222-279.

· (2000) Investor protection and corporate governance,' Journal of Financial Economics, 
58,  3-27.

Lensink, B. W., L. J. R. Scholtens and E. Sterken (2001). Financiële ontwikkeling en econo
mische groei. Een overzicht van de theoretische en empirische literatuur, Groningen, 
Wolters-Noordhoff.

Levine, R. (1997) Financial Development and Economic Growth: Views and Agenda. Journal 
of Economic Literature XXXV, 688-726.

— (1998) The Legal Environment, Banks, and Long-Run Economic Growth. Journal of 
Money, Credit, and Banking 30, 596-613.

— (2000) Bank-Based or Market-Based Financial Systems: Which Is Better? Conference on 
Financial Structure and Economic Development, Washington, D.C.

Levine, R., Loayza, N. and Beck, T. (2000) Financial Intermediation and Growth: Causality 
and Causes. Journal of Monetary Economics 46, 31-77.

Maskin, E. and Xu, C. (2001) Soft Budget Constraint Theories. From Centralisation to the 
Market. Economics of Transition 9, 1-27.

Mishkin, F.S. (1995) The Economics of Money, Banking, and Financial Markets. New York: 
HarperCollins College Publishers.

Mitchell, J. (2000) Theories of Soft Budget Constraints and the Analysis of Banking Crises. 
Economics of Transition 8, 59-100.

Modigliani, F. and Miller, M.H. (1958) The Cost of Capital, Corporation Finance and the The
ory of Investment. The American Economic Review 48, 261-297.

Moers, L. (2002) Institutions, Economic Performance and Transition, PhD-thesis, Amster
dam: Universiteit of Amsterdam / Tinbergen Institute.

Neyapti, B. and N. Dincer (2001) Measuring the Quality of Bank Regulation and Supervision 
and its Macroeconomic Effects - An Application to Transition Economies, Working 
Paper (Bilkent University).

North, D. (1990) Institutions, institutional change and economic performance, Cambridge: 
Cambridge University Press.

Pawlowska, A.E. and Mullineux, A. (1999) Financing Small and Medium-Sized Enterprises in 
Poland, 1989-1994: An Empirical Investigation of Credit Rationing. In A. W. Mul
lineux and C. J. Green (ed.), Economic Performance and Financial Sector Reform 
in Central and Eastern Europe. Capital Flows, Bank and Enterprise Restruc
turing Edward Elgar.

Peek, J. and Rosengren, E.S. (2000) Implications of the Globalization of the Banking Sector: 
The Latin American Experience. New England Economic Review, 45-63.

Perotti, E.C. (1993) Bank Lending in Transition Economies. Journal of Banking and Finance 
17, 1021-1032.

Perotti, E.C. (1998) Inertial Credit and Opportunistic Arrears in Transition. European Eco
nomic Review 42, 1703-1725.

Pistor, K., Raiser, M. and Gelfer, S. (2000) Law and Finance in Transition Economies. Eco
nomics of Transition 8, 325-68.

Raiser, M. (1997) Soft Budget Constraints and the Fate of Economic Reforms in Transition 
Economies and Developing Countries. Kiel: Kieler Studien Institut für Weltwirtschaft 
(University of Kiel).

Robinson, J. (1979) The Generalisation of the General Theory, and Other Essays, New York: 
St. Martin’s Press.

Samuelson, P.A. and Nordhaus, W.D. (1989) Economics. Singapore: McGraw Hill.

Schaffer, M.E. (1998) Do Firms in Transition Economies Have Soft Budget Constraints? A 
Reconsideration of Concepts and Evidence. Journal of Comparative Economics 26, 8
0-103.

Schumpeter, J. (1934) The Theory of Economic Development. Cambridge, MA: Harvard Uni
versity Press.

Wagner, N. and D. Iakova (2001) Financial Sector Evolution in the Central European Econo
mies: Challenges in Supporting Macroeconomic Stability and Sustainable Growth,' IMF 
Working Paper.

Weder, B. (2001) Institutional Reform in Transition Economies: How Far Have They Come?, 
IMF Working Paper.

Worldbank (2001) Finance for Growth: Policy Choices in a Volatile World, Washington, 
D.C., World Bank / Oxford University Press.



















































� EMBED Word.Picture.8  ���














� I define the financial system of an economy as the whole of the available financial funds, the financial intermediaries and the financial markets, and financial intermediation as the process of indirect finance whereby financial intermediaries link lender-savers and borrower-spenders (Mishkin, 1995, p. 33). Furthermore, financial development is broadly defined as the amount of financial services, provided by both financial markets and financial intermediaries, relative to the size of a particular economy.


� Arguments which are frequently used in this debate can for instance be found in Allen (1993); Allen and Gale (2000) and Levine (2000).


� Apart from the evidence discussed here, further corroboration of the legal view can for instance be found in Demirgüç-Kunt and Maksimovic (2000), using firm level data, and in Beck and Levine (2000), using industry level data. The latter show that it is not the growth in the average size of establishments but rather the increasing number of new establishments that is the main channel through which the legal determinants of financial development influence industry growth.


� Total factor productivity is an index of productivity that measures total output per unit of input. The growth of total factor productivity is often taken as an index of the rate of technological progress (Samuelson and Nordhaus, 1989).


� See also Worldbank (2001).


� Although the literature on foreign bank penetration in CEE is still limited, an important exception being Buch (1997), there exists a growing literature on the role foreign banks play in other regions, see for instance Demirgüç-Kunt et al (1998), Cardim de Carvalho (2000), Dages et al (2000), Peek and Rosengren (2000), and Claessens et al (2001).


� In the most developed market economies this percentage lies above 70%, with upward outliers such as Germany, the United Kingdom and the Netherlands with percentages of over 100% (Lensink et al., 2001). In contrast, in many CEE countries this percentage lies somewhere between 10% and 40% (EBRD, 2000).


� Maskin and Xu (2001) provide an excellent survey on soft budget constraint theories.


� In that case firm management receives nothing.


� Schaffer (1998) notes that SBC-models like in Berglöf and Roland (1998) differ from the original SBC-concept of Kornai (1980) in that the financing decision by lenders is based on profit-maximising objectives, while Kornai's paternalistic lenders provide funds to loss-making firms without expecting to be paid back. In other words: Kornai's paternalistic government would also finance a firm when it already knew ex ante that this firm would be loss-making, while the typical bank in Berglöf and Roland's framework would not do this.


� Berglöf and Roland (1997) remark that this conclusion can be become less clear and even reversed if there are large economies of scope between (ex ante) screening and monitoring (which takes place during the loan period). In that case, monitoring may increase the relative profitability of refinancing, thereby softening firms' budget constraints. The reduced credibility not to refinance which would be the result of increased monitoring, may even prompt banks to (rationally) remain passive instead of starting to monitor more vigorously.	


� (Expectations about) creditors' behaviour can thus influence the firm's willingness to repay. This empirical interpretation is somewhat deviant from the theoretical Berglöf and Roland (1998) model in which firms' expectations about creditor "softness" reduce their effort and thus, in the end, their ability to repay.


� Coricelli (1996) even finds that Polish loss-making firms used tax arrears to repay bank credit.


� This credibility measurement is based on private sector surveys asking local entrepreneurs how credible they thought the quality of certain institutions was. More specifically, the following categories were discerned: the predictability of changes in laws and policies, the reliability of law enforcement, the impact of discretionary and corrupt bureaucracies and the danger of policy reversals due to changes in governments. 


� It is interesting to note that this paper corroborates the legal view in an unusual way. While in most of the legal view literature the legal system is important because it influences the availability of external finance, the paper by Johnson et al (1999) connects the legal view with the availability of internal finance and the demand for external funds. More specifically, the authors conclude that a lack of secure property rights does not lead to a lower supply of external funds, but to a lower demand of external funds, since managers have little incentive to invest. Also, they prefer to use the available internally generated funds first.


� This finding corroborates the results of Havrylyshyn and Van Rooden (2000) who find that adequate institutions have a significant positive effect on economic growth.
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