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Abstract

Ukraine is an emerging economy thiaas been steadily increasing its foreign banks presence in
recent years and is likely texperiencea new wave of entrieas the world recovers from the
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exogenous shock in the form of the Orange Revolution differed depending on foreign banks
presence. Our findings suggest that foreign bapilesence have on average been associated with a
lower cost of capital, an accelerated debt growth and sales growth for all Ukrainian firtimsugti
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1 Introduction

Recent years have been marked by an active entry of banks from the developed Western countries
into Eastern European emerging economies. The expansion to the East has been a way for these
banks to gain greater market shares and to take advantageaof/ trades i.e. borrowing at near
zero interest rates in the mature markets to-lend at higher interest rates in the riskier growing
markets (Micu (2007)). The strategy of these banks has reportedly been one of an aggressive loan
expansion in order to quickl exploit new market opportunities (Duenwald, Gueorguiev, and
{ OKIF SOKGSNI 0nvnnpood ! FGSNI GKS 2yasSi 2F GKS FTAyl
GKS o0SySTAaiaéd 27T (K SqbNaueinglargeicledityossasyon ApsffarmifgS NJ & | &
loans.

Looking at Eastern European countries hosting foreign banks, one can argue that they have
also experienced both upsides and downsides of foreign banks entry. On the one hand, foreign banks
have provided additional capital that these couas badly need to keep growing. On the other hand,
foreign banks entry may have made these countries vulnerable to the financial crisis, by contributing
to their credit boom (Aslund (2009)) and by increasing their exposure to the-boodsr contagioh
(Sokes (2008)).

¢CKS | 6 NBYSaSRPSFRE0 KyALal deNBg 22 T FT2NBAIYy o6 yla S
makers in developing countries with an increasing foreign banks presence in order to make
competent decisions. Ukraine is an example of such a coufitry.presence of foreign banks there
has grown substantially during the recent years, from 12 percent in 2002 to 37 percent in 2009 in
GSN)a 2F F2NBAIYy o6lyl1aQ FaasSid ak(Road). ldopnnectios o y | 7
gAlK | 1 Nessioyts & WTOOegislative miime into effect in May 200&hat expands
F2NBAIY o6l yl1aQ 2L NILdzyAdASa?diisnpa& daslfod fiol dkén G KSA N
delayed by the financial crisis. However, as the economic situation improvegyn banks are likely
G2 NBadzyrS GKSANI aAy@rairzyéeé 2F GKS !'INIAYALY YI
forecast and the pliancy of domestic banks weakened by the crisis.

One way for the Ukrainian poligpakers to receive annderstanding of the implications of
the increasing foreign banks presence is by studying the experience of other countries, and,
fortunately, there is a considerable body of work, including camstry research, dedicated to the

effects of financial irdgration and foreign banks entry on their host countries. Howefaiowing

! As exemplified by th&wedish SEB and Swedbank.

% According to Stokes (2008), crdssrder contagion is a risk that an adverse shock to the banking systems of

the countries where parent banks are located could spillover on the host economies.

®This legislative bill removed tfiel y 2y 2LISYyAy3d 2F F2NBAIY o6lyl1aQ oNIyOK
2.2,p8.



Agénor (2001) it can be argued thati KS FI OG0 GKIF G | O2yOf dzaA2y K2fF
group of countries cannot be construed as supportive evidence for any partguthget of countries
2 NJ O2 ddgréoMek, &sdis pointed out b@iannetti and Ongena (200@nd discussed further in
Section 3 of this workthe evidence across different countries is conflictitig.is important,
therefore, that policyY  { SNEQ RBOHANRAY RSR 2y (GKS R2YSaliAO NE
impact. Our examination of the publicly available resources has revealed several Ukrainian studies
dealing with foreign banks present&Ve have, however, not come across any empirical study of
how thecredit access or performance of Ukrainian firms has been influenced by foreign banks. There
is an urgent need for such a study in order to understand whether foreign banks presence
contributes to sustainable economic growth in Ukraine by providing laagdrcheaper credits to the
most productive Ukrainian firms. In this thesis we make an attempt to bring some clarity into this
guestion.

On the basis of a unique sample which includes financial performance data for thousands of
Ukrainian firms and inforntaéon about the geographical distribution of domestic and foreign banks in
this country, we study how foreign banks presence has affected the credit access and growth of
Ukrainian firms in the period from 2002 to 2007. We put the miercel firm data in r&ation to the
LINS&ASyOS 2F F2NBAIYy o6lyla Ay (GKS NBIAZ2Y HKSNB 7
02ZNNRgAYy3d O02a0Ga4 YR INRgUK NBaLRyR (2 GKS OKIy3
make conclusions about the impact of foreign bad 2y ! { NI AYAlFY FANNX&AQ LIS
d0dzRéAy3a F2NBAIYy o6Flyl1aQ 3ISYSNIf AYLI OGS ¢S |faz
ALISOAFAOLEEE Fylfel$S K2g F2NBAIY oFlyla KIFESBS AyTi
of economicRS @St 2 LIYSy ié¢ o6 & SELINBRuatgRo6)KsmallsGefims y R 58
Moreover, we bring to light a new aspect of foreign banks presence that has not been addressed by
previous research, namely, the interaction between foreign banks and théé¢ ho® 2 dzy i NBE Q& LJ2f A
L2asS GKS ljdzSaidArzy 2F 6KSGKSNI G4KS AyTFfdsSyOoS 27 |
differs depending on foreign banks presence. This brings an additional degree of innovativeness to
our thesis.

Our study has advantagdrom the methodological perspective, too. As distinct from cross
country studies where countries with very different financial characteristics and institutional
environments are pooled together in one sample, we perform a thseres crossection data
NBEaSINOK gAGKAY GKS alyvyS O2dzyiNE SELX 2A0GAy3a (KS
gre ¢S YAOGAILGS GKS NARal 2F 2YAGOUSR dzy20aSNBSR

* For example, Serdyuk (2004), Tsaruk (2008), Kushnir (2008).
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samples as regions within the same country can safelyadsmimed to differ less between one
another than different countries.

The thesis is structured in the following way. Section 2 contains an overview of the
Ukrainian banking system and describes the process of foreign banks entry in Ukraine. Section 3
proceads with an outline of the views established in theory and empirical research on the foreign
olyl1aQ STFFSOU 2y K2al O2dzyiNASad Ly {SOUGA2Yy n ¢
foreign banks in Ukraine with the support of previous reseaB#rctions 5 and 6 are dedicated to the
description of the data sources and methodology. The empirical results of our research are reported
and commented in Section 7. We summarize our findings and suggest topics for further research in

the two final secns.

2 Background

2.1 Banking system in Ukraine

The Ukrainian banking system is a ttigr structure consisting of the National Bank of Ukraine (NBU)
and commercial banks of various types and forms of ownership. The NBU is the country's central
bank and pursues two goals: ensuring stability of the national currency and supervising the activity of
commercial banks (Zelenyuk and Dushkevich (2006)).

The range of commercial banks activities includes: holding deposits of enterprises,
institutions and households, lending to companies and households, investments in securities,
formation of cash balance and reserves, as well as other assets, cash handlipgyment servicing
of the economy, foreign exchange operations and other services to individuals and companies (NBU
(2009). Most of the banks are universal and a few are specialized in certain activities (e.g., savings,
investment, mortgage, clearinggtc.) banks. About 80 percent of all the banks are joint stock
commercial banks and 20 percent are limited liability partnerships (Zelenyuk and Dushkevich (2006)).

As of May 2009, the number of active banks in Ukraine was T88. majority of banks are
small or very small and function as-6bl f t SR a L3201 Si olyl1aéz AdPSd | & ¢
of enterprise groups.

The environment in the industry is quite competitive: no bank has a dominant position in

most spheres of operation and has to competéth many rivals for market share. Herfindahl

® See Figure 1 in Appendix 11.5.



Hirschman index (HHIjor the Ukrainian banking industry has consistently been low for many years
about 400 points, which is similar to the level of concentration in the UK, France, and Italy while
better than in Spain, Austria, Sweden and many other countries (Zelenyuk and Dushkevich (2006)). At
the time of writing there are only two 100 percent stat&vned banks; Oshchadbank ("The Savings
Bank") and the Ukreximbank ("The Explonport Bank™). Their combed asseshare in 2007 was 8
percentwhich is a rather healthy indicator for a transition economy.

The ownership structure of many banks is often difficult to detect because the ownership
Oy 2FG4Sy 0SS afl@SNBR¢ 2N &L#n@asi(FR608). ( KNR dz3K &S¢

The evolution of the Ukrainian banking system can be summarized in terms of the index of
banking sector reforntonstructed by the European Bank for Reconstruction and Development
EBRD.The index started off from the level of 1191989 and had been raised 4 times until it reached
its current level of 3.9

The first index improvement took place in 1995 (the index was increased from 1.0 to 2.0)
when the Ukrainian government and the NBU introduced a number of measures in orsiabttize
the economy and to tighten the bank regulation. Until then, the country suffered from a pronounced
recession and a raging hyperinflation reaching as high as 1p@&@@ntin a year (Barisitz (2006)).
The liberalized bank licensing and lenient bank regulation led to the appearance of hundreds of
commercial bank& Their primary profit sources were gains from hyperinflation and from currency
arbitrage (Barisit{2006). In 2094 the NBU and the government embarked on a reform program
which included strengthening of banking regulations, improving the operating environment by
implementing a fast national electronic payment system, tightening of monetary policy, introducing a
national currency, the hryvnia (Zelenyuk and Dushkevich (2006)). These measures reduced the

hyperinflation and interest rate spreads which made it unprofitable for banks to speculate on

® HHI is asommonly accepted measure of market concentration. It iswdated by squaring the market share

of each firm competing in a market, and then summing the resulting numbers. The HHI number can range
from close tozero t010,000.The U.S. Department of Justice considers a market with a result of less than 1,000
to bea competitive marketplacéhttp://www.justice.gov/atr/public/testimony/hhi.htm).

" See Figure 2 in Appendix 11.5 for comparison.

® The EBRD index evaluates banking reform progress by the following ctherlderalization of interest rates

and of thecredit allocation process, the volume of lending to the private sector, private ownership in the
banking sector, the level of competition between banks, bank solvency, the establishment of a framework for
regulation and prudential supervision. The measuesinscale for the indicators ranges from 1 to 4+, where 1
represents little or no change from a rigid centrally planned economy and 4+ represents the standards of an
industrialized market econom{EBRD)Figure 3 in Appendix 11.5 demonstrates how the ingalue has
developed for Ukraine.

° The index 3.0mplies sibstantial progress in establishment of bank solvency and of a framework for
prudertial supervision and regulatiorull interest rate liberalization with little prefererdl access to cheap
refinancing significant lending to private enterprises and significant presence of private banks

®The number of credit institutions in Ukraine multiplied from about a dozen in 1990 to 133 in 1992 and 230 in
1995(Barisitz (2006)).



inflation and currency exchange. Also, the tightened prudential reguiatiand the increased
minimum capital requirements led to leveling off of the number of banks (Barisitz (2006)).

In 2002 the index was raised again to 2.33. This ramdd havestimulated by the
enactment of the new Lawi h Banks and Bankiagvhich becane effective in January 2001t
AaSNWSR (2 adNBy3GKSy GKS b. | Qa &adzZLlSNDAA2NE LR2gS
banks, raised minimum capital requirements, streamlined licensing procedures and defined and
SEGSYRSR (KS b .ehabliiating olziicfiglahidy dbanks.ATHfe lidiidation of the badly
performing banks became facilitated by the establishment of the Fund for Guarantee of Deposits of
bl GdzNF f t SNBR2Yya AY {SLIWGSYOSN) wnnm HKAOK KIFR |
confidence (Barisitz (2006)).

These measures combined with the economic rebound, which happened in 1999 after a
decade of contraction, and a further decline of inflation changed the incentives for commercial banks
and encouraged them to perform the bankipgmary function of channeling private deposits into
loans. The following years were therefore marked by a strong growth of commercial bank credit
which averaged 46 percent until 2005 and reached incredible 72 and 80 percent in 2006 ard 2007.
¢ KS fhard gfdhe crédit expansion has been financed by deposit growth. At the same time,
banks have also been acquiring growing foreign liabilities.

The increase in household loans was especially striking. Their share in total loans grew from
4 percent in Jarary 2001 to 34 percent in January 2008. Auto and mortgage loans as well as credit
card lending have begun to multiply. As a result of the hryvnia appreciation pressures and lower
interest rates on foreign currency loans, a growing proportion of all crédite been denominated
in foreign currency (Barisitz (2006)).

The increasing volume of lending to the private sector was probably one of the factors that
stimulated the most recent raises of the EBRD banking reform indicator. In 2005 the index reached
2.67 and in 2006 3.0 mark. Another imparit factor could have been th®range Revolutiorfin
Decenber 2004" The revolution improved the longrm perspectives for the democratic stability
and the reform implementation. President Yuschenko and his governmentodstrated the
willingness of a deeper integration into European political and economic structures and world

economy by applying for membership in the World Trade Organizdfion.

YeKS 2NRAIAYHYL  FoyRhyl y1Ay3é g1 & LI &AASR Ay wmddm 06 %St S
'2 Galculated on the basis of the data reported by the NBU

“Thea h N} y3S wS@2fdziazyé A& (GKS ylIYS 2F (GKS S@Syia I NBc
2004. Thanks ta massive protest of the Ukrainian public to the electoral fraud, the vote results were revoked

and the revote resulted into a victory of Victor Yuschertk@sidentVictor Yuschenkand his governmenivas

at that time perceived as focused on demdirardues reforms and integration with international community

 Transition Report 2005, EBRD.



Although the increase in lending has been proved to have a positive effect on economic
growth (Levine (2003)), the credit boom combined with the persisting weaknesses of the Ukrainian
banking system have made it vulnerable to macroeconomic shocks and casdi The largest
problems identified in the Ukrainian banks on the eve of the financial crisis were insufficient buildup
of capital and provisions to keep pace with credit expansion, poor asset diversification due to the
lack of investment opportunitiescredit risk exposure through foreign currency loans extended to
unhedged borrowers, widespread connected lending, low profitability in the banking sector,

unsatisfactory corporate governance and risk management capacities (Barisitz (2006)).

2.2 Foreign banks presence

The increase in the presence of foreign capital in the Ukrainian banking industry seems to follow a
AAYAE NI LI GOGSNY (2 GKS ZYi@. foteilgi Badks HageReaded tofh& S 9. v
improvement of the macroeconomic and rdgtory environment in Ukraine when they made their
entry decisions.

It can be seen that that there have been two periods in the Ukrainian banking development
with a sharp increase of foreign bank entriedirst, in 1995 to 1996, and, second, in the years
following 2005.

The number of banks with a foreign sh¥rmcreased from 1 to 6 in 1995 and then doubled
to 12 in 1996. This entry was most likely stimulated by serious attempts by the government to
stabilize the economy and introduce tighter bank regulation.

Despite the progress in the banking sector in 2Q002, the number of foreign entries
remained practically unchmed until the surge in 2005. One reason for this standstill is offered by
Zelenyuk and Dushkevich (2006).September 200Ukraine was included y G KS aof F O1 f A
Financial Action Task Force (FATF), as a country that had not cooperated with FATF and failed to
enact antimoney laundering legislation that met international standarlscording taZelenyuk and
Dushkevich (2006}his eventpt OSR | ao6f | O1 alLlRdé 2y (GKS aSO0G2NHa
entrance of foreign banks. Ukraine was removed from this list after enacting a new law on measures
against moneytaundering in February 2004.

However foreignbanksentry did notpickup until after the uncertainty about the outcome
of the Orange Revolutiorwas resolved Barisitz (2006) speculates that foreign investors were

attracted by the expectation of pdasve longterm effects of this event

'® See Figure 3 and Figure 4 in Appendix 11.5 for comparison.
“I''g ahy .l yla | gefnes albghk witf Breignapitatas aiank where a foreignvestor
owns at least 1@ercentof the total share capital



A hitherto unobserved surge in the foreigpank presence happened in Ukraibeginning with the
year 2005 A wave of acquisitions of Ukrainian banks by large foreign banks took place, including the
takeover of 93.5 percent of Aval Bank by the Austrian Raiffeisen International in 2005, the sale of
85.42 percent of Ukrsotsbank to Italian investors (Banca Intesa) in, 20®6cquisition of a 51
percent stake in Ukrsibbank by the Frerwdised BNP Paribas in 200the Swedish SEB made two
acquisitions in Ukraine. In January 2005 it acquired 94 pemfeatsmall bank Agio, ranked 57th by
assets in 2005, and increased its share in the bank to 98 percent in July 2006. In December 2007 it
also acquired an around 97 percent stake of another small lggRkctorial Bank, ranked 70th by
assets in 2007. Swedblka acquired TAS Kommerzbamakked 23d by assets iuly 2007Overall, the
number of banks which are at least partly owned by foreign investors has almost tripled between
2004 and 2008. In May 2009 the share of foreign ownership in the Ukrainian barddtay s
amounted to about 37.2 percent as compared to 11.3 percent in 2004.

Academic researcimas demonstrated thateform measures as well as political freedom
might have a positive effeain foreign bank entry (Lensink and de Haan (200&p.have made a
curious observation thaih the year2005following the presidential electionoreign bankseemed
to have a slight preference for opening their offices in the regions where the majdnitgters were
in favor ofthe candidate that was peeived as more democratic and progressiv&he correlation
between the prgortion of voters for the demaatic candidate and the growth in foreign banks
presencein 20042005in a regionis 55.6 percent. Tik correlationdisappearsthough when it is
calcuated a longer period such &9042006 or 20042007.

Other factorgthat attractedforeign strategic investonsere according tdarisitz (2006) the
size and rich expansion potential of the Ukrainian market as well as its proximity to the European
Unionnal ye& 2F (GKS o6lyl1aQ F2NBA3IYy 26ySNBE I NB R2YAO
parents have encouraged their subsidiaries to pursue aggressive loan portfolio expansion to gain
market share and improve consolidated results (Duenwald, Gueorguievcduadter (2005))The
investors have thus been lured by the relatively low level of competition and the generous profit
prospects offered by Ukraine.

Despite the dynamic increase of the foreign asset proportion in Ukrainian banking, it has
not reached theasset proportions that are usual in the new EU meratmuntries®

hyS 2F (GKS NBlFrazya F2N G§KS NBfFGiABSte Y2RSai
long-standing ban on opening foreign bahkancheqalso observed in Russi@arisitz (2006))Unti

" See Figure 5 in Appendix 11.5.
'8 See Figure 6 in Appendix 11.5.
!9 See Figure 7 in Appendix 11.5 for comparison.



May 2008 foreign banks could only conduct business in Ukraine through two types of establishments:
representative officeandsubsidiaries.

Representative offices are the most limited form of foreign banks involvement in a host
country. Their main scopis to collect data and intelligence. They are not authorized to carry out key
banking functions such as deposit taking or lending and are often prohibited from engaging in any
profit-making activities (IER (2004)). In contrast to them, subsidiaries anthes are allowed to
participate in both retail and wholesale lending and deposit taking. The difference between these
forms is that while subsidiaries are staatbne entities with their own capital and as such can only
borrow on the basis of their owragpital, branches are integral parts of the parent bank and act as a
legal and functional extension of the foreign head office. As a result of their legal incorporation,
ONI yOKSa OFy 02NNRBg 2y (GKS ol aira 2 7Fonie asidof LI NBy (
the regulatory capital in the host country (IER (2004)). Setting up branches is therefore an
advantageous way for foreign banks to enter a new market as it reduces registratiiaed
paperwork, enables to avoid the excessive insight & thf 2 O f | dzi K2NAGASA Ay (2
FyR (2 adzoadl yaAl f ftakingland lshding axtivities. 0 | Y1 Qa4 RSLI2 & A

The amendment to the Ukrainian legislation that permits foreign banks to set up their
branches in Ukraine was enacted in Novemberc200l y R OF YS AyiG2 SFFSOG Ay
' YSYRYSyGa G2 GKS [Fg ahy .Fyla YR . FY{AYy3IEEOH,
was finally approved because it was a necessary condition for Ukraine to become a member of WTO
(Shpyh (2006)).

3 Theories and empirical evidence on the effects of foreign banks

entry

During recent years the question of foreign bank entry has been treated quite extensively in
academic literature. Two competing perspectives have been formed. The proponents of foreign
banks argue that foreign banks have a positive impact on the econotn#&sthey enter. The
2R AaAYy3d GASs Aa GKFG GKS STFFSOGa 2F F2NBAIY o
credit. Both perspectives are based on sound theoretical argumentation. Moreover, the empirical
studies, that have been performed tedt them, produce support fahe both standpoints.

The arguments in favor of foreign banks revolve around several considerations. One is that
the foreign entry induces competition. In many developing countries inefficient domestic banks and a
lack of conpetition among lenders result in high borrowing costs and limited financial access for

many firms (Gormley (2007)). By increasing competition in host countries foreign bank penetration

8



YFE® StAYAYlI (S GaSEOSaaAr@Sé LINE T Alided mdrkats, 2hérably 6 SR &
lowering the cost of investment.

Foreign banks may also help to mitigate problems of crony lending and related lending.
Crony lendingpccurs when a firm uses its political connections to have government officials influence
lending decisions of financial institutions. Governments can influence banks in several ways,
AyOf dzZRAY 3 tS3AAaftFdA2yY NBIAdA I GA2y S RANBOG adzair
(directly or indirectly). Firms can also be affiliated with bahitsowning their shares, having the
FANXVaAaQ SYLX 28SSa 2y o6lyl1aQ o02FNRa 2F RANBOG2NAEZ
loans, the behavior known aglated lending(Chiu and Joh (2004)). In many developing countries,
domestic banks areften engaged in crony and related lending (Laeven (2001), La Porta-despez
Silanes and Zamarripa (2003)). As a consequence, established companies owneetbgngetked
individuals receive funding even if they are inefficient, while firms with naeotions face credit
restrictions even if they are potentially hightyofitable (Giannetti and Ongena (2007)). Foreign
banks, with fewer local affiliations, may therefore be more inclined to fund promising projects, rather
than only those projects of wetlonnected or stateowned firms (Giannetti and Ongena (2007)).

Another consideration is the presumed high efficiency of foreign banks in the performance
of financial functions such as allocation of resources, mobilization of savings, risk diversification
(Levine (1997)). It is believed that as a result of their more advanced competence and technologies in
collecting and processing information on a wide array of enterprises, managers, and economic
conditions, they can be better than domestic banks at sebgctihe most promising firms and
managers and in this way allocate resources more efficiently. They can also perform better at
mobilizing savings because they have better reputations, are larger in size and have larger capital to
fall back on than domestibanks Savers might therefore feel more comfortable with entrusting
them their savings. Foreign banks might also provide better risk diversification thanks to a greater
geographical outreach and ensure a higher return by investing in riskierrétigin innovative
projects (Levine (1997)).

A third important consideration is that foreign banks presence may have spillover effects on
the domestic banking industry. The latter can benefit by adopting the technologies of foreign banks
(Lensink and Hermes (2004)Jhe presence of foreign banks can also improve the quality and
availability of financial services in the host country, stimulate the development of the domestic bank
supervisory and legal framework (Agénor (2001)) and encourage the development of dagdieng
agencies (Levine (1997)). Last but not least, foreign banks have lower cost of capital than domestic
oFbyla IyR I00Saa G2 AYOGSNYylFraGaA2ylrt OFLAGEE YIFNJ S
international capital, either directly or ingictly through parent banks, and reduce volatility in capital

flows thus contributing to the stability of the domestic financial system (Agénor (2001)).

9



A number of empirical studies provide support for these analytical arguments. Clarke, Cull,
and Soledd Martinez Peria (2001) use a survey of over 4,000 enterprises in 38 developing and
OGN yardAzy SO2y2YASas (G2 aiddzRRée sKSGKSNI 02NNERGSN
to longterm credit are positively associated with the presence of fordigmks. Overall, their
SYLANROFE NBadzZ G6a aGNRy3Ife& &adzZlLR2 NI GKS | aaSNIA2y
to credit. Enterprises in countries with high levels of foreign bank penetration tended to rate interest
rates and access to lorigrm loans as lesser constraints on enterprise operations and growth than
enterprises in countries with less foreign penetration. Gianetti and Ongena (2007) confirm this result
in their analysis of firms in transition countries. Using ac80ntry sample oboth developed and
developing countries, Claessens, Demirffiint, and Huizinga (1998) estimate how foreign bank
entry, measured as the change in the percentage of banks operating in a host country that are
foreignowned, affects the operations of domestbanks. They find that foreign banks reduce the
profitability of domestic banks, and there is some evidence that theintrest income and overall
expenses of domestic banks are also negatively affected by foreign entry. The authors interpret the
results to mean that foreign bank entry leads to greater efficiency in the domestic banking system.

Despite the theoretical arguments and empirical evidence in favor of foreign banks, there
exist opposing views as to the effects of foreign banks entry. Theses\are based on empirical
aidzRASa (KIFG KI@S RSY2yaldNrGSR GKFG az2y$S FANNAQ
foreign banks presence, that foreign banks may limit themselvesdamskimming and that they
may adversely affect both domeastanks and the firms that rely upon them.

These adverse effects are often attributed to the presence of information asymmetry
between a lender and a borrower. A lender may rely on two types of information when making
decision about granting a credhard informationandsoft information Hard information is credible
YR Llzof AOte& GSNAFAIFIOGES AYyF2NNIGA2YS &dzOK & |
government guarantees. Soft information is information that cannot be easily publicly vebified
GKANR LI NIeéz F2N SEFYLX ST | f2Fly 2FFAOSNN& &dz 2.
(2003)). As is argued by Stein (2002), organizations with more hierarchical structures are more likely
to rely on hard information as opposed toatfler organizations. The reason is that flatter
organizations have better control and information on their managers, and thus can afford to give
them more discretion. This discretion allows the managers to use soft information such as subjective
evaluatiors, which managers in hierarchical organizations are not allowed to use.

Foreign banks are usually large and hierarchical organizations and, in accordance with the
above, may rely more on hard information than on soft information in assessing the cretfiitmgss
of firms. The predominant or even exclusive use of hard information may also be prompted by far

greater information asymmetry that foreign banks encounter in less developed countries than in
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their home countries. This greater asymmetry stems, o& dime hand, from the differences in the
market and regulatory environment, culture and language, and, on the other hand, from
inadequately enforced accounting standards, unreliable accounting information due to corruption
and tax evasion, undeveloped credating system which are often typical for developing countries
(Clarke, Cull, Soledad Martinez Peria, and Sanchez (2002), Detragiache, Gupta, and Tressel (2006),
Gormley (2008)). Under such conditions, foreign banks would lend predominantly to hard
information borrowers, i.e. safer and more transparent customers, such as multinational
corporations, large domestic firms, or the government (Detragiache, Gupta, and Tressel (2006)). At
the same time, the sealled informationally opaque firms that include sifems, young firms and

firms with lacking collateral will find it difficult to receive credits from foreign banks, even if they are
high-performing firms. Private domestic banks on the other hand can afford to rely more on soft
information because of #ir flatter organizational structure. If foreign competition forces some small
domestic banks to exit the market, the supply of credit to informationally opaque small businesses
may decline (Clarke, Cull, Soledad Martinez Peria, and Sanchez (2002)).

Gormky (2008) offers a theoretical model that explains how foreign banks entry may lead
to the reduction of credit access for higéturn firms in the presence of information asymmetry. He
assumes that foreign lenders have a higher cost of acquiring informéten domestic lenders but
at the same time they have a lower cost of funds than domestic lenders. lmattiingementthe
following can be observed. Before the entry by foreign banks domestic lenders may find it more
profitable to pool all firms togetherrather than invest in theexpensivescreening technology.
Gormley (2008) points out thathis pooling equilibriumoover-funds lowreturn firms and under
funds highreturn firmst. He alsoindicates that this lending pattern is typical for emerging
economies. The entrance of foreign lenders mggetthis pooling equilibriumAsforeign lenders
have a lower cost of fund$hey can invest int@creering costsandlend tohighreturn firms able of
profitably investing large capitaAssuming that ONBS Sy Ay 3 O2aida | NB FAESREZ
marginal cost of fundenables them to offer alower lending rate than domestic lenders to these
high-return firms, even when foreign lenders have g screeningosts In this way, foreign banks
can attract the best performingfirms in the market, the behavior that has been nameagam
skimming Crearrskimming reduces the quality of firms being pooled by domestic lenders, which
may remove the possiblity of a pooling equilibrium for the remaining firms, in which domestic
lendersretain a competitive advantage. if is too costlyto differentiate the remaining higkreturn
firms from the lowreturn firms, domestic lenders may exit the marketmpletelythus reducing the
credit access of these higkturn firms. The segmentation of the credit market following foreign

entry has therefore the potential to reduce credit access for many firms.
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Gormley (2007) also produces empirical results in supportofidory. He uses firdevel
financial data and the data on the geographical location of new foreign bank entries during the 1990s
in India to estimate the effect of foreign bank entry on domestic credit access. He finds that the most
profitable 10percentof firms located neanew foreign bank offices received larger loans, but, on
average, firms were 7.6 percent points less likely to have atiemg loan of any size following the
entry of a foreign bank. He also explores the question of whether the dseren overall credit for
many firms was associated with a decline in sales or an increase in bankruptcy rates for firms located
near a new foreign bank. However, he finds little evidence to indicate this. Instead, the negative
impact on overall bank creddappears to be mitigated by a switch to other forms of borrowing, for
example, financial loans from other firms.

I NIXy3aS 2F 20KSNJ NBaSIFNOKSNE LINPJARS &dzLJLi2 N
5SGNI AAl OKSS DdzLIil = |y R bankéIeritry I8ablsxd a sWuatRrsWwhendseftn n ¢ 0
information borrowers have to pay such high interest rates that they may no longer borrow. The
crosscountry study that Detragiache, Gupta, and Tressel (2006) perform shows that credit markets
are shallower in @untries with a larger foreign bank presence and credit growth is slower in
countries with a larger initial foreign bank presence. Berger, Klapper, and Udell (2001) find that small
businesses in Argentina are less likely than larger ones to receive atityfaven large banks or from
foreign banks. According to Brown and Rueda Maurer (2005) large firms have benefited from foreign
bank presence while small firms have not. Gianetti and Ongena (2007) report that while foreign
lending stimulates growth in firrsales, assets, and use of financial debt, the effect is dampened for
small firms.

Berger, Klapper, and Udell (2001) argues, however, that as long as domestic banks continue
to lend to more opaque but profitable customers, there should be no welfare dm&sforeign bank
entry may simply result in a welfaimproving segmentation of the market. Even if foreign banks
F20dza 2y &aSSNIAFEA GIRKASINKE ¢ Odza i 2YSNB ofF NHSSY LINRT
benefit small borrowers if competition fdarge customers forces some domestic banks to seek new
market niches such as providing credit to SMEs. Consistent with this, Bonin and Abel (2000) find that
as foreign penetration increased in Hungary some smaller domestic banks sought new market areas.
Smilarly, in a survey of banks from 78 countries, Jenkins (2000) finds that 44 percent of those banks
that lent to small and micro enterprises indicated that changed market conditions and increased
competition in lending to large and mediusized enterprise were the two most important reasons
for doing so. The conclusion is, as Detragiache, Gupta, and Tressel (2006) put it, that foreign bank
lending becomes a concern only if foreign banks force domestic banks out of the market in which
case more opaque firem may become credit constrained, aggregate credit may decline, and

profitable investment opportunities may be lost.
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4 Hypothesis development

As the theoretical discussion demonstrates, there are no atearpredictions as to what effect
foreign banks entry would have on the host country. It is not necessarily a drawback of the research
but rather an indicator of the complexity and ambiguitytloé foreign banks influence.

The first and the most obvious question to pose when studying the effect of foreign banks
2y VINIAYALFY FANXAZI A& K2g FT2NBAIY olyla SyiNe
accordance with the previous rearch, there are several arguments why a positive effect should be
observed. First, foreign banks have to compete with the existing financial services providers
(domestic banks and other financial institutions) for local customers. New customers can be
attNI OG0 SR gAGK fFNHSNJI f2Frya 2NJ 0SGGSNI 02NNRGAY 3
and lower cost of funds allows them to offer those (Agénor (2001), Gormley (ZDi@rke, Cull, and
Soledad Martinez Peria2Q01)). The increased competitian the banking industry forces also

domestic banks to reduce their credit rates. This leads us to the formulation of the first hypothesis:

Hypothesis I: Aarger presence of foreign banks is expected to be associated with a higher amount

of debt and lowercredit rates for all firms.

The information asymmetry incorporating theories by Gormley (2008) and Detragiache,
Gupta, and Tressel (2006) and the empirical studies by Giannetti and Ongena (2007) and Gormley
(2007) have drawn our attention to the fatttat foreign banks effect may be not uniformly positive.
Foreign banks have been found to avoid lending to informationally opaque firms such as small firms,
young firms or firms with little collateral (Berger, Klapper, and Udell (2001), Brown and Rueda
Maurer (2005), Detragiache, Gupta, and Tressel (2006), Giannetti and Ongena (2007)). At the same
GAYSZ GKSAN (SyRSyOe G2 O02yOSyiN}XGS 2y GKS d4&aKA
profitability firms) has been observed (Detragiache, Gupta, ands€&te2006, Gormley (2007)). With

support of these studies we develop our second hypothesis:

Hypothesis Il: The top performing firms and large firms in Ukraine are expected to show a larger
increase in the amount of debt and lower credit rates with a largeresence of foreign banks. The
amount of debt of small firms, young firms and firms with smaller collateral is expected to be
negatively related to the foreign bank presence while the opposite is expected to hold for such
FANXYAQ ONBRAGO NIriGSao
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We will, however, bear in mind the point made by Berger, Klapper, and Udell (2001) and
Detragiache, Gupta, and Tressel (2006) that the effect of foreign banks entry on lending to
informationally opaque firms depends on how smaller domestic banks have been inftbbgpdbe
competition from foreign banks. If domestic banks were forced out of the market, then the adverse
effect on informationally opaque firms is going to be visible. If they stay in the market and just
change their focus from large firms to small anslyg firms, the observed effect can be quite
opposite ¢ the credit rates and access to credit of informationally opaque firms could actually
improve with a larger foreign bank presence.

LT ¢S laadzyS GKIG F2NBAIY ol y {técredit; we cany ONB | &
FAdZNIHKSNJ F NBdzS GKFG F2NBA3IYy olyla OFy FFFSOG TFAN
GKSNBFT2NBE FANYQa FoAfAdGe (G2 SELIYR FYR 3ANBSOD ¢
growth® should be consistent with tfeNJ STFFSOUG 2y FANNX&AQ I 00Saa G2 O
if Hypothesis | holds and foreign banks presence indeed leads to the decreased cost of debt and
increased amount of credit for all firms, foreign banks presence should also be associatead with
KAIKSNI INRPgGK F2NJ Fff FANYADP hy GKS 20G§KSNJ KI yF
(expanded) by a higher foreign banks presence, their growth rates should also be negatively
(positively) related to an increased foreign banks presence. Edr ¥ LI SSYBR&KA IKNY¥ & aKz2
demonstrate a higher growth while informationally opaque firms should demonstrate a lower

growth as foreign banks presence increases. Our third and fourth hypotheses can be summarized as:

| L2 G KSAA A& LLLY sstodredit hdfehsest (HeNvage) withGaQaBger foreign bank

presence, they should also exhibit a higher (lower) growth.

This straightforward relationship may, however, be influenced by the fact that foreign
banks presence and firm growth may be conmegicin more than a single way. Firstly, as it is argued
above, foreign banks may increase credit to local firms and spur their growth in this way. Secondly,
foreign banks may increase the efficiency of domestic banks by competing with them and through
spillover effects (Levine (1997), Agénor (2001), Claesdeamirgi¢-Kunt, and Huizinga (1998),
Lensink and Hermes (2004As a result, the growth of a firm can be positively correlated with
foreign banks presence not because it receives more loans from foligks but because it can
borrow more from domestic banks located in the same region. Thirdly, foreign banks might stimulate

demand for products of domestic firms by providing consumer loans. For example, a study of

Ph2GS GKIG AYy TFdzidNB GSEG (KS LK NdedifetchangedbNyY 3INB G KE |
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Bulgarian banks has found that foreiganks tend to be more active and stable providers of real

estate and household loans than domestic banks (Evren Damar (2008)). If foreign banks in Ukraine
were more active in consumer lending than domestic banks, we could observe a positive correlation
between foreign banks presence and firm growth without the increased access to credit for firms.
CKAA | aadzYLJiA2y Adz K29gSOSNE y2G adzLlJL2NISR o0& (fF
consumer loans for the period of 2005 to 268 7During this peod, foreign banks in Ukraine had
consistently a higher ratio of corporate loans to total loans than domestic banks. These three ways of
interaction between foreign banks presence and firm growth may be overlapping and prevent us

from drawing strong conchions about the observed relation between foreign bank presence and

firm growth.

The research on the effects of foreign bank entry also includes studies that examine the
F2NBAIY olylaQ AyFtdzsSyOS 2y GKS | 0Af Aclishock®& F (KS
Foreign banks are believed to contribute to a smaller volatility of financial flows in times of financial
crises and mitigate the problems of lacking liquidity (Agénor (2001)). For example, Goldberg, Dages,
and Kinney (2000) concluded that durittte 1994¢ 1995 Mexican crisis foreign banks exhibited
stronger loan growth than all domestawned banks, with lower associated volatility, and hereby
contributed to greater stability in the amount of credit allocated by the overall financial system. We
0StASPS GKIG F2NBA3IAY olylaQ o0SKFE@A2NI Oy ©6S RAT
times of a substantial political shock. In this thesis we attempt to study whether the presence of
foreign banks has affected the response of Ukrainian fitanthe political shock in the form of the
tumultuous presidential election in OctoberDecember 2004. Our belief about the existence of such
an effect is based on the studiespaflitical patronageand crony lendint.

Political patronagecan take many forms. Examples of it can be fhretection and
assistance by a politician to a selected fionthe distribution of public funds by the ruling politicians
and political parties in such a way so that to win votes in the ensuing electiomsrewiard their
supporters in the previous electiongraser, Zhang and Derashid (2005), Micaral Zaidi (2003)).

Miguel and Zaidi (2003) analyze the presence of patronage in the distribution of public educational
spending in Ghana and find that adminisira S RAaGNAROGAa GKIF G GKS NHzZ Ay
elections receive significantly more public school funding. Political patronage can also be observed in
banking (Baum et al (2008)). Banks and politicians may render mutual favors to each other. Bank
seek political connections because they can help them overcome many obstacles and improve the

conditions for doing business. In return for their services politicians seek political rents which might

! The amounts of consumer and corporate lending are reported starting with the year 2005 and are available
2y GKS b.!Qa ¢SocaridsSo
*2The concept otrony lendindhas been described in Sectiop@ 8-9.
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take the form of belowmarketrate loans for the firm®wned or patronized by politicians (Baum et
al (2008)). The problem of crony lending is especially acutelationship basedapitalismé® which
Ukraine is a good example of due to a huge overlapping of business and politics in this country (Baum
et al (2008)).

With support of these arguments and evidence it is not totally unreasonable to suggest that
the Ukrainian regions thatad a majority voten favor of the elected presidentllied region$’) in
the 2004 Presidential elections could have receivedar@dr allotment of public funds than the
NEIA2ya GKFG adzldl2 NI SR G Ke ha8 & Riabiits Wte taiNfezkde8 y (0 Q &
president The political allies of the elected president may have channeled these funds through
politically-connectedbanks. It could further be suggested that the firms located in these regions may
have obtained larger loans or better lending terms through crony lending. Banks may have provided
more loans or better terms to politicalgonnected firms located in theseegions in pursuit of

political favors. The fourth hypothesis that we put forward is the following:

Hypothesis IV: Firms iallied regions are likely to exhibit higher growth, larger levels of debt and

lower credit costs than firms imon-allied regiors.

Many domestic banks in Ukraine are part of business groups that are influential not only in
business but also in politics (Baum et al (2008)). Thiddadsus tospeculatethat domestic banks in
Ukraine may be morafflicted with problems otrony lendingand political patronagehan foreign
banks Because ofhis presumably greatanvolvement into! { NJ pojfitiSsQo@mestic banksnight
have exhibiteda tendency to allocat comparatively more funds to firms in allied regions than to
firms in nonallied regions tier the 2004 Presidential elections. This mightits turn,haveresulted
into an outflow of funds from nosallied regions in favor of allied regioasid, hence, mighhave
affected negatively the credit access and growth of firmson-allied regions.

It is logical to assume thabrfeign bankanight have counteracted this trend because they
were more likely tokeep onallocating creditbased on rational expectatiarof firm performanceas
opposed tothe political affiliation of the region whera firm is located We suggest, therefore, that
the outflow of fundsandii KS yS3IF GAGS STFSOUH 2y shoultidadietbee® NS R A i
less noticeable in the neallied regions with a larger foreigrabks presenceThis brings us to our

fifth and final hypothesis:

3 A term borrowed from Fraserhang andDerashid (2005) where it was used in relation to Malaysia. The term

is used for countries where there exist strong links between politics and business and political patronage is
wide spread.

24 A term borrowed from Carvalho (2009
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Hypothesis V: Firms that are located in then-allied regions with a larger presence of foreign
banks should receivenore credit andlower credit rates than firms in thenon-allied regionswith a

smaller foreign banks presence.

5 Data sources and sample characteristics

The data that we have used in our analysis can be divided into four groups: thievehannual data

on the performance of Ukrainian firms, the baldvel annual data onhie geographical distribution

of bank offices, the banlevel annual data on bank ownership and the annual data on the
development and demographics in Ukrainian regions. All the four groups include observations from

2002 to 2007. This period has been chodased on a number of considerations. One reason has

been to ensure data comparability. The years before 2002 had to be excluded because of the
accounting reform that took place in Ukraine in 2000 and made the corporate financial reports
produced before 2801 KIF NR G2 O2YLI NB G2 GK2&aS LINRRdJzOSR |
CAYFYOALFf wWSLRNIAY3A AYy ! I{NIAYSE omMpppoOd ! y2{iKS]
most recent available data. With respect to the banking industry, this period waaatbezed by

the structural stability untypical for the Ukrainian banking industry with no bankruptcies of large
olyla 2N o6A3a OKFy3aSa Ay o6lyl1aQ YIFIN]SG akKlINBaod ¢
this period suitable for other studies tliia focus on banking (Baum et al (2008)je prolific entry of

foreign strategic investors makes it interesting for us from the perspective of studying the dynamic

changes in the banking industry and the economy at large that might be related to this event.

5.1 Firm specific data

The firm speific data has been extracted from the databaRaslanawhich is part of the larger
databaseOrbisavailable fromBureau van Dijk Publishinghedata on Ukrainian firms is provided to

Bureau van Dijlby Creditreform Ukraine, a subsidiary of an internatiboredit risk management

firm which offers credit reports, debt ratings and market research. The use of a single source in
respect of the firrdevel data ensures a homogenous standard for information gathering and
presentation. The use of Ukrainian infastion resources, for example, the online resources of the

State Statistics Committee of Ukraine has been precluded by the fact that corporate tax and financial
NELR2NIAa FNB y20 Lzt AO AYTF2NNIGAZ2Y AY | UNRYYS O]
(1992)).
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A firm that has been selected for the sample should have corresponded to a number of
criteria: (1) it should have been active, (2) its date of incorporation and location should have been
identified; (3) it should have been classified as raustry company (not a banking or insurance
O2YLI yeosx 6n0 AlG aK2ddZ R y20 KI@S 06SSy OflFaaAirFas
YSAGKSNI aK2dzZ R AGa 26ySN KIS 0SSy ARSYGAFASR |
should have beeivailable for at least two consecutive years, (6) it should have employed at least 5
people, (7) its revenue should have been at least $ 5 thousand for the most recent reported year and
different from zerofor the year preceding the most recent reportedaye(8) it should have paid at
least$ 100 in interest payments during the most recent reported year, (9) it should have had a
positive equity capital in all reported years.

By employing these criteria we have attempted to achieve several objectives. e
trying to include the greatest possible number of firms into our sample, we have decided to set
downward limits on their size of minimum 5 employees and on their revenues of minimum $ 5
thousand. This has been done to exclude the firms that wbeldoo small to qualify for a bank loan
and, also, to diminish the number of the-6bl f £ S-RIF &2 Yy BANNXAa Ay 2dzNJ &l YLX S
are set up to perform a single transaction and are liquidated or just kept dormant afterwards.
Secondly, we havenly selected the firms that have made interest payments in order to focus on
firms that already have a relation with a bank or a financial company. Thirdly, we have excluded all
firms that we have identified as run by the state or regional government.sd fiems finance their
operations, expansion and capital expenditure mostly with government subsidies and are much less
dependent on the accesw or the cost of bank loans than private firms. Their presence can,
therefore, introduce the irregularities ithe relation between the firm performance and the access
and cost of finance that can be hard to explain.

Firms that match our criteria represent roughly 1.67 percent of the firm population
available inOrbisand 0.44percentof the total number of firmgegistered in Ukraine according to
official statistic> The most important reason to why so few firms have been selected has been the
absence of the date of incorporation. The fact that the number of observations included in the
sample varies results iatan unbalanced panel. Some of the firm observations could have dropped
from the sample due to varusreasons. One of the reasons is thatbisdeletes the information
about a firm if this firm has not been operational for the latest five years. Theveuship bias that
could have resulted from this is, however, limited because our sample includes firm data for the

most recent 5Syear period.

% See Tableih the Appendix 11.2.
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In general, it should be noted that the financial data on Ukrainian firms should be regarded
with caution, espeailly the reported profits, the value of fixed assets on the balance sheet and the

number of employees. The most reliable data is, to our opinion, firm sales and firm age.

5.2 Regional data

We have acquired the regidevel data from the statistical reports published by the State Statistics
Committee of UkraindRegions of UkrainéState Statistics Committee of Ukraine (2005) and (2008)).

The Committee started to issue these reports in thery2@04. They are not available online and can

2yte 0SS LIJz2NOKF&ASR RANBOGfe& Ay GKS {dGrasS {ardarad
statistics is reported are not consistent for all types of data. Some statistics goes as far back as 1990
while other is available only starting with the most recent years. The information that we have
200FAYSR FNRBY (KSAaS NBLRNIa AyOfdzRSR NBIA2yaQ LIk
population employed in industry to total working population in the regend proportion of fixed

assets in industry to total fixed assets in the region.

5.3 Bank data

To achieve the objectives of our research we have required information of two kinds: information
about bank offices in Ukrainian regions and information atbmnk ownership.

The information about bank offices has been collected from the website of the NBU. The
website provides access to a database where information can be found about offices of each
currently active Ukrainian bank. All in all, the databasetains information about 26,320 bank
offices. Their great quantity is explained by the great number of banks in Ukraine and by the
inclusion of offices of different types into the database: head offices, branches, local offices, foreign
exchange officesF 2 NSA Iy oFyl1aQ NBLINBaSyidlidAz2ya Ay | 1 NI A\
abroad.

Although the information provided by the database is rather detailed, it gives very few
opportunities for sorting, systematization and aggregation of the data. For pbearthere is no way
of retrieving the aggregate number of bank offices in a specific region or the number of offices of a
specific bank in the whole country. To enable these features, we had to perform additional
processing of the data. It included thera@rsion of the data into Excel format and the breakdown of
the bank offices unique identification numbers into parts in order to enable the systematization of

the data. We have namely made an observation that theOdof f SR aAYyGSNY I €&
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identification numbers consist of a range of identification numbers. The first six to eight digits stand

for the bank number. Then, there are two digits standing for the geographical location of a bank
office and one digit more for the type of a bank office. Thdirg of the data according to these
identification numbers has enabled us to handle it with greater ease and to perform operations such

as sorting, systematization, aggregation and search according to different criteria that were
impossible to perform eadr. The data on bank offices was also translated from the Ukrainian
language into the English language. The final stage of the data processing was the exclusion of some
GelSa 2F olyl 2FFAOSa FNRY (KS &l YLlLXeBtatianFia NSA Iy
PY{NFAYS FYR PINITAYALY o0Fyl1aQ NBLINBaSyidalidAazya Ay
extend loans to Ukrainian companies and are, thus, irrelevant in the estimation of the effect of
foreign banks presence on lending to Ukrainiiams and their growth. The aggregated figures on the

number of offices of banks in Ukraine, calculated on the basis of the sample we have collected, are
shown in Table ih Appendix 11.2

The information on ownership in Ukraine is very obscure andaid ko rely on even if it
originates from registration and licensing authoritf83.0 obtain as complete information as possible
and to increase its reliability we have resorted to multiple sources. We have alsecbexdeed the
information provided by tk different sources.

We have mostly relied upon two resources: an Acrobat Refideon the NBU website
containing information on owners of some selected banks Bodeau van DiR& R Hephyrl a S
providing information on mergers and acquisitions. Tkason for the need to complement the
information from the NBU has been that the file only covered the currently active banks and the
most recent owners of banks without specifying the previous owners and left out the information on
some of the banks. Ashas been mentioned above ir&ion 2, the Ukrainian banking industry was
marked by a broad wave of acquisitions in 2005 to 2007. Many of the deals where the acquiring
companies were foreign were reported in tdephyrdatabase.

If no information about Bnk ownership was found in either of these resources, we have
aSI NOKSR FT2NJ AYTF2NXIGA2Y 2y (KS NBaLSOGABS otyl
studies by other researchet§Some of very small banks had to be excluded from the sampleadue t
the absence of information about them in any form. This should not have influenced our results
because these banks had extremely low capitalizations and were unlikely to lend actively to

companies.

°A concern over the unavailability of bank ownership information was expressed, for example, by Krylova
(2009).
*" For exampleBaumet al (2008).
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The further processing of the bank data included thetchieng of the data on bank offices
GAGK GKS RFEGF 2y o6ly]l 26yYSNEBKAL® . SOFdzaS GKS b.
bank offices of only currently active banks, the banks that have been liquidated before the present
date were not included inhe sample. This introduces a certain degree of survivorship bias in our
sample. On the other hand, there is a valid reason to disregard this problem, namely, that there was
no bankruptcies of large banks in the studied period which would substantiadlgt affe figures in
our sample if they were not accounted for. The number of banks was actually constantly growing in
this period (from 157 to 175 of active banks as reported by the NBU). This period has actually been
used in other studies of the Ukrainidoanking system on the same grounds (Baum &R@a08). It
should be noted, however, that the banks that have been acquired by other banks and changed their
names have been accounted for in our data.

The examination of numbers in Table Il in Appendix2 18hows that there are
discrepancies between the figures that we have obtained as a result of our research and the figures
reported by the NBU and the EBRD. It is also noticeable that the figures reported by the EBRD, for
example, on the number of foreigpwned banks in the country also differ from the ones reported by
the NBU. These discrepancies of our data with the information reported by the authorities are
natural because the underlying data used for the estimation of the aggregated figures repgrted b
the NBU are not disclosed to the public. The discrepancies with the figures reported by the EBRD
demonstrate that even international organization with far greater resources than ours do not have
GKS AYTF2NXIGA2y O2NNBaALRYRAYy3I G2 (GKS b.!Qa RIGId

After we completed the collection of the data on bank offices and bank ownership, we

matched this data in order to calculate the regional foreign bank presence indicators.

6 Methodology

6.1 Variables Description

6.1.1 Firm level variables

Dependent variables

Ly GKA& &addzRe ¢S SadAYlLdS GKS STFFSOG 2F TFT2NBA Iy

LISNF2NXIFyOSd CANXVEAQ F00Saa (i PebidexitRahdintelest RaBeE LING & a

Changewhile firm performance is defined in terms $&lesGrowth.
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We define Debt Growthsimilar to Gianetti and Ongena(2007)?® As inputs for this
Sljdzt tA2Yy 6S KI @S o-CG&NNRzER yEA H 0 AFAANKNAOSA VI2WR  FAN
Orbis.The averag®ebt Growthacross regions and time is 6.6 pent which means that holding a
FANVQa FaasSia O2yaidlyd GKS FTANNVQa fSOSNIF IS NRA!
observe an obvious rising trend during the study period. To limit the impact of outliers all
observations below 1 and above 99rpentiles were excluded from the sample. The observations

with a debt growth ofzerowere also excluded. This has left us with a total of 17,230 observations in

the sample??
¢2 FLIWINRPEAYIFGS FANXYAQ AYGISNBA&G NI GSEditgS KI O
NFGS LIAR o6& F FANXY RdNAY3I + OSNIIFAY &SIk NJ Sljdz f:

on its P/L statement for the current year to the nouarrent liabilities reported on its balance sheet
for the previous year. Thinterest Rate Rangeis calculated as an absolute change in the credit
rates®

The averagénterest Rate Changduring 2002 to 2007 was 1.67 percent with a falling trend
over time3! Similar to the other reported averages, this average is equally weighted across firms. Ou
mode of estimation of the credit rates has produced a high quantity of extreme observations. In
order to eliminate them we have implemented a eft on observations that have over 100 percent
interest rate change over one year.

As in Giannetti and Onga (2007), we calculat8ales Growtlas a natural logarithm of firm
sales reported by a firm for the current year divided by firms sales reported for the previousyear
The average sales growth in the sample is 22 percent across firms and fithere is also an
obvious increasing, though volatile, trend. To limit the impact of outliers, all observations below 1

and above 99 percentiles were excluded which have produced a sample of 25,160 obseffations.

Independent variables

The firm charactertics like size, age, collateral and profitability that we control for in our analysis
FNBE GeLAOrffte dz&ASR Ay SYLANAROIf &aGdzRASEa GNBAY3
such studies ar#lichaelas, Francis, and Panikk®899),Booth etal (2001) to name only a few. They

have also been widely used in studying the mileneel effect of the foreign bank entry (Giannetti and

8 See Appendix 11.1.

* See Table IV in Appendix 11.2.
% See Appendix 11.1.

%l See TableM in Appendix 11.2.
% See Appendix 11.1.

% See Table IV in Appendix 11.2.
** Ibid.
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Ongena (2007), Brown and Rueda Maurer (2005), Gormley (2007)). The rationale for usang the
characteristics is growled in capital structure theories.

In capital structure theories firm size and age are proxies for the informational opaqueness
of firms and thus influence their ability to borrow. We useaturalf 2 3+ NAGKY 2F | FA N
employeegto express firmsize (the variabl&irm Sizg The logarithmic form is used to adjust for the
positive skewness of datdhe variableAgeis used as a control variable in both its actual, i.e. as an
absolute number of years that a firm has been in operation, and quexdi@tm. The quadratic form
is employed to control for the second derivative effect of diminishing growth over time. As we want
to specifically examine the effect of foreign banks on small firms, we have also created a dummy
variableSmallSizethat equalsl if a firm has fewer than 50 employéés

Capital structure theories also assume that collateral helps overcome the problems of
adverse selection and moral hazard. Firms that possess fixed assets with a high collateral value are
therefore expected to hay easier access to external finance and a higher level of debt in their capital
structure relative to firms with lower levels of collateralizable asseétsclfaelas, Francis, and
Panikko® Mtpppo 0 @ 2 S S@GI f dzr §S FAN)a&Q theirdived dsse@ totordal 2 FF SN
assets ratio and naming this variabBollateral The averageCollateralis 0.48 across firms and
years®® The average annual value 6bllateralacross firms falls over the study period which might
be explained by the increase the number of firms operating in sectors where low fixed assets are
required such as some kiadf service industries.

t NPFAGFOAETAGE A& TYy2GKSNJ FANXY OKIFNF OGSNRAGA
choice, as is implied by the peckiogler hypothesisNlichaelas, Francis, and Panikkb899),Booth
et al (2001)). In general, it holds that highly profitable firms will be more inclined to finance their
growth by using retained earnings while less profitable firms will be forced to rasdebt financing
or external equity. For all the firms where the relevant data is available we caldR@@#evhich is a
ratio2 ¥ | F A NI Qaas$ets and usé iPasmedsarre af grafitatility. We use EBIT instead of
profit after tax becausew& | y i G2 SaidAYFGS | FANYQa LINPFAGF OAC
The averag®OAis 7.75 percent across firms and yed®®Athat is so low does not seem reasonable
considering the fact that the average interest rate is 30.6 percefihe exphnation might lie in
9 aGSNYy 9daNRLISIY FANXYAQ (SyRSyoOe G2 dzyRSNBmGIGS
therefore be also viewed as firms with high transparency since they actually report the profit they

earn.

% According to international convention a firm is classified as small if it has fewer than 50 employees (Brown
and Rueda Maurer (2005)).

% See Table IV in Appendix 11.2.

¥ Ibid.
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To check for the presence ofeamskimming we have also created a specific dummy
variableHigh ROAvhich takes the value of 1 if a firm has been among the top 10 percent of firms in
its subsector in terms of profitability. We have selected high proilitgbfirms separately in each
sector to avoid the prevalence of observations from one particular highly profitable sector in our
alF YLX S® . Fyla INB tA1Ste G2 S@Fftda G6S FANYAQ | 0A
ESIFNAR® ¢KIFiQa ¢gK& Al gafdini® asdigEyoprofiteble if the@ hatezha@dA O f
high profitability consistently over the sample period. This option has, however, been discarded
because there are few firms in our sample with financial reports available for the whole study period.

We havenstead selected firms based on the next best optigheir profitability with a one year lag.
6.1.2 Regional variables

Financial system variables

Our study will examine if the variation in firm performance or financial indicators can to some extent
depend on the varying presence of foreign banks in the regions where the firms are located. This
implies that we need an indicator of foreign banks presefor every region in Ukraine for the whole

study period. As such indicator we have chosen to use a measure which we have constructed
ourselves and calleBoreign Bank IndefeB Index This index is calculated as a ratio of the number

of foreign bank dfces in a region to the total number of bank offices in a region weighted by the

average assets per office of individual banks. The average asset weight of a bank office is calculated

by taking the total assets ofidndividual bank and dividing theby tKk A & o6 y1 Qa G2dl t  y d2
offices. We assume, therefore, an equal share of the total assets for every bank office. The following

equation was used in the calculation:

Bl @B 66 QU NG o x @R 600 Q o @GR 660600

@i (xR Ocx QO = BL, 62 Q000N 0o 01 (B 6 GE Qg 60 Q. CTRD (1)

where @i 'XW 6 20Oy, is an indictor of foreign banks presence in a specific region at time
@R 66 Q)" XXX, is the number of offices of a foreign bank in this region at time
"@I'CKR O’ 66E'R, is the total assets of a foreign bank #me t, 6¢EQ) "XXKD ¢, is the
number of offices of a bank (either foreign or domestic) in a specific region at tiiedi 6 xR,
is the total assets of a bank (either foreign or domestic) at ttraad 6 ¢ Q0 (XXX} - is the total
number of offices of a bank (either foreign or domesaétiimet.

FB Indexcan take any value betweereroand 100 percentZerorepresents no foreign

bank offices in a region and 100 percent represents no domestic ffinkin a region. The average
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FB Indexacross regions and years is 9.40 percent with a standard deviation of 13.19 p€rasrthe
numbers in Table VII in Appendix 11.2 demonstrate, there is a clear rising trend of the vRBable
Indexacross all regias during the study period.

This measure of foreign banks presence has been chosen on the basis of considerations of
data availability and validity. Previous studies that have estimated the effect of foreign banks
presence on economies of host countriessd@deen predominantly crossountry. As an indicator of
foreign banks presence in a given country many of them have used the share of banking sector assets
controlled by banks with foreign ownership (Clarke, Cull, Soledad Martinez Peria (2001), Brown and
Rueda Maurer (2005), Detragiache, Gupta, and Tressel (2006)) alternatively the ratio of loans
extended by foreign banks to total bank loans (Giannetti and Ongena (2007)). Considering that we
are studying the foreign banks effect on corporate borrowing,duld certainly be most rewarding
to follow the example of Giannetti and Ongena (2007) and construct a measure similar to theirs but
on a regional level. However, the available data does not give us this opportunity=Brrelesthat
we have constructed isimilar to the ratio of foreign banks assets to total banking assets where the
2FFTAOS 2F SOSNE oly]l OSAGKSNI F2NBA3IYy 2N R2YSadA
G240t aasSia RAGARSR o0& GKS (2 lthat onédaib@fidg is2 F G KA
assumed to have at its disposal. The FB Index does not substantially deviate from a simple
unweighted proportion of foreign bank offices to total bank offices. The correlation between these
two measures is 97.36 percefit.

To contol for the overall development of the banking sector on the regional level we use a
measure which is calculated as the number of bank offices per 1000 people populating a region
(Banks on 100®opulation.*® Banks on 100®Populationhas an average of 0.#6and exhibits a
rising trend from 2002 to 200%.As it could be expecte®anks on 1000 Populati@md FB Indexare
positively correlated at 17.47 percefitThe increase of foreign bank presence in a region can lead to
the increase in the number of banKfioes, given that this increase is achieved by opening of new

foreign bank offices and ndty acquiring of existing domestic banks.

Political alliance
As a proxy for thelegree ofpolitical alliance of a region we use the proportion of voters who were in

favor of the elected president in the 2004 Presidential elections and name this varikbdetion

% See Table VI in Appendix 11.2.
% See Table X in Appendix 11.2.
*°See Appendix 11.1.

*1 See Table IV in Appendix 11.2.
*2 See Table V in Appendix 11.2.
3 See Table X in Appendix 11.2.
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Results The data for the construction of the variable has been retrieved fleeiJkrainian National
Information Agenc@&ebsite(Ukrinform(2004))

Control variables

A firm access to credit and especially performance may depend to a varying degree on its

3S23INI LKAOIE f20FdA2yd ¢KS OKIF NI Olighifichng forAi©9a 2 F

operation are numerous and include, for example, political, legal and institutional environment,
macroeconomic climate, infrastructural development, demographics etc. The influence of these
factors is often hard to observe directly andtierefore difficult to control for. The fact that we
perform our study within the same country eliminates the need to control for some variables such as
political, legal and institutional environment because it is uniform nationwide. However, Ukrainian
regions differ from each other in other respects such as infrastructure development, prevailing
sectors, demographics and political preferences, which means that these differences must be
accounted for in the analysis. Though we primarily do it by employgggpnal dummy variables in

our regressions we have felt the need to include a number of additional régiah variables for
various reasons.

hyS @IFINARFOoES GKFEG ¢S A yi@énmizR& CdpifaThislE Fdng v I §
considering the effect tis factor might have ofrB Indexand Sales GrowthA comparatively high
income per capita can stimulate foreign banks to enter a region. The correlation betweame per
CapitaandFB Indess in fact 39.69 percerif. This is a classical hen and egg peabivhenwe camot
establish which way the caugtg effect goes, or even if it igresent. However, what we can do in
order to avoid thatFB Indexvould act as a proxy folncome per Capitas to includelncome per
Capitaas a separate variable in our regsions.

This variableean also have a positive effect on firm performance. We use income per capita
instead of gross regional product because the population of a region does not enjoy all the benefits
from the goods and services produced in this regkar. example, the shareholders and creditors of
firms in a region can be located outside this region or even outside the country.

Different regions have also developed differently in terms of industrialization. The regions
such as Donetska, Zaporizka dbwipropetrovska have historically a higher proportion of industrial
production and a higher proportion of people employed in industry than other regions. To control for
these disparities we use two variablegroportion of employees employed in industrg total

employed population of the region and proportion of fixed assets in industry to total fixed assets of

* See Table X in Appendix 11.2.
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the region. We use these variables in combination with regional dummy variables to capture a time

changing effect that might be present due to trepid development of economy in Ukraine.
6.1.3 Dummy control variables

We employ two sets of dummy control variables in our tests.

First, there are 24 dummy variables representing different Ukrainian regions (25 regions all
in all). Ukrainian regionadtatistics is usually reported for 27 regions because Kiev city is reported
separately from Kievska region and Sevastopol city is reported separately from KrymskdTéggon.
have merged the data for Kiev city and Kievska region as well as the datadsidpel and Krymska
region since any company in Kievska region can have access to banking services in Kiev while the
same holds for Sevastopol city and Krymska region.

We have also created 53 dummy variables for different sectors (54 sectors all ifhall).
sectors are classified according to the UK standard industrial classification of economic activities or
UK SIC codes. We have combined firms that have the same first two digits in the Sii@ifewode

to create larger subclasses.

6.2. Method

In our regression analysis we make an assumption that the variation in the dependent variables
(Debt Growth, Interest Rate Changed Sales Growthdan be explainetly means of a range of firm
level variables, regiotevel variables and the general countiyde time trend. Our assumed basic

population model is therefore the following:

Gao=To+T1 ' @ICKR SCREQVONY o+71 ;g +T 38 g+ T s+ 0y (2

wherey is a firm characteristic for a firmlocated in regiorr in time t, Foreign Bank Indeis our
measure for foreign banks presence in regidn yeart, J—-g, is a matrix of control variables on firm
level,44 o 1s a matrix of control variable on regional level, @dre countrywide time effects.

Since we cannot observe the whole population of Ukrainian firms and do not know the
whole range of control variables in the real population model, we have to choose an estimation
method that will help us correct for the estimation bias and unobserved effdat we are likely to

encounter.

> See Table VIl in the Appendix 11.2
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The problem of omitted variables can be solved by using a-Bfedts (FE) model if the
effect of these omitted variables is timavariant. We have constructed two groups of FE models.

In the first group of models & make an assumption that the performance of firms is
affected by an unobserved effect on regisactor level which we can control for by creating a fixed
effects model with interaction terms between region and sector dummy variables. As we proceed,
we cal this model regiorsector FE model. We assume that the firms belonging to the same region
aSO02N) INRPdzL) KI @S y2 dzy20aSNIBSR 2YAGGSR RAFTTFSNB
accounting for regiorsector affiliation can depend on different facto which we assume are
randomly distributed among firms within each regisactor group. In this model we approach our
data as pooled on regiesector level that gives us an advantage of having more observations per
group. This approach also rimes welltwthe work by Rajan and Zingales (1998) where they view
firms belonging to each sector as members of the same group.

In the second group of models we relax the assumption of random performance of
individual firms after accounting for the regisector undserved effect and control for a fixed effect
on firm level instead. This other group of models is called the firm FE models. Except for the level of
controlling for the fixed effect, these models are completely identical. The purpose of creating two
different fixed effects models is to see if the results that we get from using both of them will be
consistent with each other. If both the models produce similar results, they will be viewed as
especially strong. Antest for the significance of the fixed effts dummy variables and interaction
terms has shown that FE estimation is indeed preferred to OLS. The Hausman test points also in
favour of using an FE mod&l

There are a number of other problems that our data and method of estimation poses for us
whichwe have tried to resolve by employing different econometric techniques.

One problem is that in regression models like ours, wHera-level dependent variables
are regressed on regidevel explanatory variables, regression errors within groups (incase,
within groups of firms sharing the same location) can be correlated (Mo(it®86). We adjust for
this correlation by employing a cluster procedure on region level available in STATA which is similar
to the procedure suggested by Moulton (1986).

Another problem is posed by the fact that our measure of foreign banks preserfde
Index- is most probably nostrictly exogenousThe past firm growth in a region may have affected
the past and current presence of foreign banks in this region, whidis imrn may have influenced
the current firm growth. This situation is generally referred taeaglogeneityproblem and implies a

circular or mutual influence between the dependant variable and explanatory variables (Wooldridge

*®The test results are not reported and available on request from authors.
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(2003). The endogeneity pblem can be solved by adding a lagged dependent variable as an
explanatory variable to the regression. However, the estimates of an FE model with a lagged
dependent variable are not consistent (Nickel (1981), Angrist and Pischke (2009)) which means that
we cannot use lagged dependent variables in our FE models. Following the work of Detragiache,
Gupta, and Tressel (2006), we will try to reduce endogeneity problem by using leggledatory
variables instead. The fact that the dependent variable is regess lagged explanatory variables
also brings a higher degree of causality to our study.

Another problem that we correct for is heteroscedasticity by running regressions using the
robust option. We also make sure that the time series of all our dependarihbles are stationary
by checking them for unit root. To be precise, however, we have to admit that, givea firat is a
going concern, firmgrowth, debt growth in proportion to assets ardal interest rate are mean
reverting processes and as sistiouldbe considered trend stationary.

To summarize, we will analyze our unbalanced pooled sample by using two groups of
models: regiorsector FE model and firm FE model. Both groups of models include lagged
explanatory variables and dummy variables feass. They are robust and error terms are clustered

on the region level. The base estimation model is both cestbe following:

Wg 0 =
Tiei +11@1CKR 66 TOND o+ 1 ,0 M +1 30" W, +1 4In CANECKLD g+
"OK0 b1 i ' (e )Xo s O Q 662 Q 6 XK
B Oii A o0 O i gy DENOUBEE | 4 1000 PENOATEE | ¢ 3)
T Qd HECED © ODid & "X + T "COMD Bi i O A o "BEEL +
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In order to achieve our objective of observing the effect of foreign banks presence on firms
with different characteristics, we have created a complementary model which, besides the base
model, includesnteraction terms between the variablEB Indexand Small Sizelummy, High ROA
dummy as well as the variabl€ollateral, Ageind Election ResultsTheSmall Sizeummy andHigh
ROAdummy have also been added as separate variables in order to examinérhoperformance
and credit access are generally affected by the fact that a firm belongs to the category of small firms
or high profitability firms. On the basis of this first complementary model, we have also created a
second complementary model where weave added the interaction terms between the variable
Banks on 1000 Populatioand Small Sizedummy, High ROAdummy as well as the variables

Collateral, Ageand Election ResultsThe second complementary model has been constructed in
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order to check if the effect dFB Indexs significant after accounting for the general trend of bank
infrastructure development in a region.

It should be noted that the value of the varialif#éection Resultsas been set aterofor all
observations ofifm performance before the year 2005. In this way, haveensural that the effect
of this variable on firm performance is only measunedhe period after the Orange Revolution had
taken place.

We have, therefore, three estimation models for each tydeF& regression: the base
model and two complementary models with fixed effects on reggentor level, and the base model
and two complementary models with fixed effects on firm level. All these six models have been used
on our sample in respect of allrdke dependent variabledDebt Growth Interest Rate Changand

Sales Growth.

7 Empirical findings

7.1 Explanatory power of firm -level variables

¢tKS NBfFGA2Y 0SG6SSy FANXYaAaQ OFLAGEE &GNHzOG dzNB |

such as age, size, profitability and the value of collateral, on the other hand, is not the focus of this

study. We have nevertheless examined the coeffitseof our firmlevel variables in order to see how

PYINFAYALFY FANNVAQ O0SKIFGPGAZ2NI RAFFSNARA RSLISYRAYy3I 2y
The regressions wittDebt Growthas the dependent variable have produced several

interesting resulty’. The coefficient in front of the variabRgeis significant and negativeA firm that

is one year younger than another firm increases its debt in proportion to assets by, on average, 1.2

percentage points more, holding all the other factors constant. d¥ggest that this relationship can

be explained bylder firm Sy RSy O& inzerm3 dfRssetsifithesbaols edlityto-debt

ratio stays constant, thenl ¥ Addlit"<h@uld also grow at a slower pace with aglee second

derivative impact ofAge on Debt Growth expressed in terms oBSquared Ageis positive and

significant, leading us tthe conclusion lhat evenif age has a negative impact on debt growth, the

negative impact is diminishings the firm gets olderFirm Sizehas a negative and sigficant

coefficient. This indicates thaadger firms do not grow their debt as fast in proportionate terms as

smaller firms.Collateralhas also been found to havenggativerelationship withDebt Growth This

result is opposite to what capital structurtheory predicts. It is also difficult to explain without

exploring it further.

*" See Table XIV in Appendix 11.3, regressions (1) and (4).
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These firmevel variables have also been used in regressions ®atles Growthas the
dependent variabl€. Thecoefficientof Ageis negative and significant. This is in linéwhe general
theory of diminishing growth as firm grows old&quared Agés positive and significanEirm Size
has a negative andignificant coefficient which implies quite reasonably that the largdirm, the
slower it grows. This coefficient ikighly significant irboth regionsector and firm FE regressions.
Surprisingly enougiprofitability seems to have negative impact on firm growth. One would expect
that profitable firms would grow faster than less profitablehe reason could be the unge profits
reported by some firmsThe firms that have low profitability couloe both low profitable firmsand
high profitable firms that are successfully hiding their profiisom Table V in the Appendix reporting
F@SNF3ASa F2NJ ! {NFAYALY FANNVAQ RAFTFSNBY G LISNF2NY
exhibit massive growth consistently from 2002 until 2007, there is no such consistency in the
profitability averagesThe low quality of profitability figures could thus have produced this unusual
result.

To summarize, the effect of the firm age and size on the increase in debt and the firm
growth is quite logical and predictable. The older and larger a firm is, the siogews its debt in
proportion to assets and its turnover. It is surprising, on the other hand, that Ukrainian firms exhibit a
smaller increase in debt in proportionate terms, the larger their collateral ratio is. This result is quite
difficult toexpld y & A& GKS RSGSOGSR yS3ardagsS NBtrdA2yak

sales growth.

7.2 Discussion of results with respect to our hypotheses

Hypothesis |
In Hypothesis | we have stated our expectation about the positive impact of fobeigks presence
on corporate borrowing in terms of the lower credit rates and the possibility for firms to receive
larger loans.
The regressions witbebt Growthas the dependent variable do not give us evidence either

in support or against of this stateent*

. The coefficient of the variableB Indexs not significant in
both the regionsector and the firm FE regression. On the other hand, the negative and significant
coefficient in front of FB Indexin the FE regressions with the dependent variabiterest Rate
Changedemonstrates that foreign banks are associated with lower credit rates for all*firs

increase in FB Index by Owtould lead to, on averagea decrease of the borrowingate by

*® SeeTableXIllin Appendix 11.3, regressions (1) and (4)
* SeeTableXIVin Appendix 11.3, regressions (1) and (4).
* SeeTableXVin Appendix 11.3regressions (1) and (4).
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approximately 0.9 percentage poirg according to the regiesector FE regression resultEhe
interest rate change estimated by the firm FE regression is rather close to the -‘sptor
regression result and amounts &pproximately 06 percentage pointskor a firm doing business in a
region with no foreign banks versus a firm whé&® Index is 0,3he difference in borroing costs
could be as high ak.8 percentage pointsThese resultare in line withthe assumption that foreign
banks havelower cost ¢ capital and can thus afford to compete with domestic banks by providing
cheaper loans which drives dowime overall cost of capital in the region where they are present.

The regression results raise, however, the question of why we do not observeraasec
2F RSod Ay (GKS NBIA2ya gAGK || KAIKSNI F2NBA3Y
borrowing costs. An explanation can be that Ukraine has experienced a situation that Berger,
Klapper, and Udell (2001) and Detragiache, Gupta, and Tr&43@6) warn about when smaller
domestic banks are driven out of the market by competition from foreign banks. Domestic banks are
considered to be less efficient in terms of overhead costs and, moreover, are also assumed to have a
higher cost of capital.ese factors might have made it difficult for them to survive the competition
with foreign banks in the corporate credit market. The lower credit rates thanks to a larger foreign
olyla LINBaSyOS IyR R2YSa0GA0 ol y & dfecS.EOh the dbe dzf R
KIyREZ R2YSadGAO0 olylaQ OtASydGa 0O2dxZ R KI @S aSSy
could have increased their borrowing thanks to lower interest rates. Because these two effects could
have negated each otheruo resuls havefailed to show any impact of foreign banks presence on

the availability ofcredit.

Hypothesis I
Our second hypothesis suggests that foreign banks exhibit a tendency to -skéamming and to
avoid lending to informationally opaque firms.

The presence of creanskimming behavior on the part of foreign banks is likely to be
demonstrated by an increased access to credit for Juigifitability and large firms as the presence
of foreign banks increases.

Contrary to what is expected, the regisector FE regression shows a negative and
significant relationship between debt growth of highofitability firmsand foreign banks presente
The debt growth for 10 percent of the Ukrainian highest profitability firms is, according to our
results, positive withon average, 3 to 5 percent of their assets. However, this increase is reduced by
1.5¢mdT LISNOSY G NBf I UFB ddeindrenses by B.4 b ode dénmmddBdira | &

FE model the coefficient of the interaction term between hgbfitability firms andFB Indexs,

*1 SeeTable XVin Appendix 11.3, regressions (2) and (3).
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although still negative, no longer significitThere is no evidence either that foreign banks
influence highlJNB FA G 6 A f A G &% Fi&, NdéfaRe, MORpassibledFargieSaséd on our
data that foreign lanks have any effect on the availability of credit to Rggybfitability firms.

The coefficient in front of thénteraction term betweerthe variableLarge Sizdummyand
FB Indexs positive and significant in the regigector FE regression witbebt Gowth as dependent
variable, meaning that large firms increase their loans, on average, more than smaller firms with the
increase in foreign banks presence. The associated increase is rather low, @&Bpercent of a
FANN Q& | &aSsia FEndekisy 0.°°yOnd sfidhIN&memBer, hoyever, that because this

AYONBFAS Aa Ay LINBLERNIA2Y 2F | FANYQa FaaSia

coefficient also loses its significance in the firm FE regreSsibne regressions witlnterest Rateas

the dependent variable do not show either that there is some effect of foreign banks presence on
f I NHS FA N &QThud, 2alhdugh2we suBdesi tentatively that foreign banks might treat
preferentially Ukrainian large firms, our tests dot give consistent support for this conclusion.

While we have expected that some groups of firms will benefit from foreign banks

LINBaSyOSs ¢S KI@S Ffaz2 aSid F2NIK F LINRPLRAaAAGAZ2Y

either stay the sam or diminish with a larger foreign banks presence.

Our regressions witlbebt Growthas the dependent variable have not shown that foreign
banks have any effect on the credit of small firms. The coefficient estimating the interaction between
FB Indexand Small Sizedummy variable is not significatit It should be noted, however, that foreign
banks presence seems to have benefited small firms in terms of their borrowing®cafith an
increase inFB Indexof 0.1 the credit rate of small firms has been gsited to drop on average by
1.96 ¢ 2.2 percentage points holding all the other variables constant. The decrease estimated by the
firm FE regression is even larger andre significant; 3.11 to 3.27percentage points. The regien
sector and firm FE regre8siy & NBAY T2 NOS SI OK 2GKSNXNa NBadz Ga
the opposite from what we have expectedwo possible explanations can lggven One is
straightforward ¢ it might be that foreign banks lend to small firras more attractiverates than
domestic banksAnother explanation ithat foreign banks crowd out domestic banks from lending to
more transparent larger companies, forcing them to focus momnethe small firm segment. This
creates more competition ithe small firm loans segent and drives down the cost of capital for

small firms.The reason why we do not observe the same situation in the large firm segment might be

°2 SeeTable XVin Appendix 11.3regressions (5) and (6).
*3 SeeTableXVin Appendix 11.3regressions (2), (3), (5) and (6).
* SeeTable XVin Appendix 11.3regressions (2) and (3).
°° SeeTable XVin Appendix 11.3regressions (5) and (6).
°° SeeTableXVin Appendix 11.3egressions (2), (3), (5) and (6).
*" See TablelXin Appendix 11.3regressions (2), (3), (5) and (6).
°8 SeeTableXVin Appendix 11.3egressions (2), (3), (5) and (6).
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GKIG R2YS&aGAO otyla FTAYR AlG KFENRSNI G2 02YLISGS (K
GKdza | 3INBFGSNI oAt AGe (2 SEGSYR tIFINHS ft2Fyas |y

=N
(0p))

like financial markets.

To check whetherforeif ol y1a | FFSO0 TFTANNAQ fioMdgdivai RA T T
have used the interaction term betwedfB Indexand the variableAge The coefficients in front of
this interaction term are not significant in eith&ebt Growthor Interest Rate Changesgressions.
We therefore make the conclusion that foreign banks presence has no effect on credit access for
young firms.

The situation is different for the interaction term betwedfB Indexand another firm
characteristicg Collateral Its coefficient isignificant inthe firm FEmodel withInterest RateChange
as the dependent variablé Ukrainiarfirms that canpledgecollateral havea lower cost of capitas
the number of foreign offices increas@ the region. For example, with an increaseF& Inéx by
0.1 a firm with a collateral ratio of 70 percent has, on average, had an interest rate decrease that was
0.78¢ 1.14 percentage points larger than the interest rate decrease of a firm with a collateral ratio of
30 percent. This implies that foreigmitks might have tried to attract high collateral firms with lower
credit rates. Similar to the situation with small firms, however, the cheapening of borrowing costs
seems not to be associated with an increase in the amount of borrowing as the coeffaighte
respectiveinteraction term inDebt Growttregression is not significafit

The results of our regressions do not allow us to argue that foreign banks in Ukraine engage
in creamskimming behavior. There is a hint of evidence that foreign banks might find large firms and
firms with a high collateral value attractive. It is alsoemassting that instead of the expected
discrimination against small firms, what we observe is actually that foreign banks presence seems to
O2y iNARodzGS (2 avYlIftf FANXYaAQ | 0O0Saa G2 OKSIFLISNI 2t

Hypothesis IlI

Ly 2dzNJ G§KANR Ke LJ (K §rawthishodldbe gelstéd toFaelll banks dtdseince hA NJIY & €
GKS aryYS$S ¢gFe& a GKSANI I O0Saa (G2 ONBRAUD® !'a TF2NE
credit through lower credit rates and/or larger loans, these firms should exhibit higher growth than

firms with the same characteristics in other regions where foreign banks presence is not as high. The
opposite should be true for firms that experience a deterioration of their access to credit as foreign

banks presence increases. The regression modelsSaigs Growthas the dependent variable have

been used to test these predictions.

% SeeTableXVin Appendix 11.3egressions (5) and (6).
% SeeTableXIVin Appendix 11.3regressions (2), (3), (5) and (6).
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Foreign banks presence has indeed been associated with a higher growth of firms during
the study period". A 0.1 change iRB Indexmplies an average difference of 2.pércertage points
in the firm growth. It means that a firm located in a region with FB Index of 0.1 would on average
outperform by 2.27percentage points a firm with the same characteristics located in a region with
no foreign banks. It is quite a substantidfelience. The explanation of this effect could lie in the fact
that foreign bank presencedrives down the cost of capitalfor all firm$? It means hat more
projects with positive NPV are available for firmsegions with higher foreign banks presendaiei
enables them to achievieigher growth.

{AYAT NI 02 GKS F2NBA3IY olyla STFFSOU 2y FANXaA
effect on growth of different groups of firms. The firm growth of 4e@rforming firms seems to be
boosted by largerforeign banks presené®& An increase irFB Indexof 0.1 leads to an average
increase in firm growth of around 1.Bercentage points for such firms. As our regression results
demonstraté*, the debt growth of higkperforming firms might be dampened or at ktanot affected
by larger foreign banks presence. The observed increase in firm growth fgretégrming firms
seems, therefore, not to depend on the increased lending. We have also noticed that the significance
of the coefficients follows the same pattein Sales Growthiegressions as it does Debt Growth
regressions: while they are significant in the regsmttor FE regressions, they are not significant in
the more demanding firm FE regressions. This makes us, as in the case wipioffiigiility fA NJY & Q
debt growth, incapable of drawing strong conclusions in respect of foreign banks effect on these
FTANNVAQ altSa ANRGGKOD

The situation is also intriguing with the effect of foreign banks on small firms. The
interaction term betweenSmall Sizelummy varable andFB Indexhas a negative andignificant
coefficient in the firm FE model while it is not significant but still negative in the resgiotor FE
modef®. The coefficient in the firm FE model implibst asFB Indexncreasesy 0.1 the growth of
a small firm woulddecreaseon average by percentage pointslt has previously been showhat
foreign bank presences associated with a decrease in tbest of capital for small firms. Logically, a
lower cost of debt would expand the iuerse of podive NPV projects for theopulation of small
firms, enhancing their growth potential. This is not what we observe here. A possible explanation
could be a larger number of small firms in the regions with higher foreign banks presence arel, hen

higher competition among them. So even if we see correlation, it does not prove causality.

®1 SeeTableXlllin Appendix 11.3egressions (1) and (4).
%2 SeeTableXVin Appendix 11.3egressions (1) and (4).
%3 seeTableXlllin Appendix 11.3egressions (2) and (3).
% SeeTableXIVin Appendix 11.3regressions (2) and (3).
% See Table Xit Appendix 11.3regressions (2), (3), (5) and (6).
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We have previously reported that a highesllateral ratiois associated with bower cost of
debt®. In our regressions witBales Growtlas the dependent varide we observe that firms with a
higher collaterakatio also demonstrate a higher growth with an increase of the number of foreign
bank office§’. The coefficients in front of thimteraction termbetween Collateraland FB Indeare
highly significant andgsitive in both types of FE models we employ. We observe that a firm with a
collateral ratio of 70 percent exhibits, on average, a growth rate whidh7gercentage poirg
higher than a firm with a collateral ratio of 30 percentR Indexn the regionincreases by 0.1. This
positive effect of foreign banks on growth corresponds to our expectations.

We do not observe any particular effect of foreign banks on sales growth of large firms,
although we have found before that foreign banks might contribitehigher borrowing by large
firms®® ¢KS 6aSyO0S 2F || NBtlIiA2yakKAL 6SiG6SSy y Ay
is not strange in this case. Because of many alternative sources and uses of funds in a large firm, the
effect of foreignbah 4 Q FAY I yOAy 3 2y FANN 3INBSIGK Aa y20 I a
and medium firms.

¢2 &dzY dzlJz 2dzNJ SELISOGF A2y GKFEG F2NBA3IY ol y)
Ay GKS alyS gle& Fa Al Aa N&IEHhasif6uRd pargal stippddlindhe OK Iy
Ukrainian data. The firms in the regions with higher foreign banks presence have been found to
decrease their borrowing costs and, at the same time, grow more. This could be an indication of a
connection between forgn banks presence and firm growth. The results in respect of different
groups of firms such as higiofitable firms, large firms and small firms are not consistent with our
hypothesis. On the other hand, additional evidence in support of our belief igided by the
relationship between foreign banks presence, firm collateral ratio and growth. Foreign banks seem to
increase credit access of firms with higher collateral by offering them cheaper loans and, in this way,

contribute to their growth.

Hypothesis Nand V

Our fourth hypothesis predicts that the allied status of the region where a firm is located has a
LR2AAGAGS STFSOG 2y GKAaA FANNMQA INRBGGKSEZ RSodG AN
that a higher presence of foreign bkes willdampen the negative effect of the neallied status of a

region on the performance of firms in this region.

% See Tabl&XIVin Appendix 11.3regression (5) and (6).

%" See TablXIllin Appendix 11.3regressions (2), (3), (4) and (5).

% See TablXIVin Appendix 11.3regressions (2) and (3r results related to debt and TabMll, regressions
(2), (3), (5) and (6), for regslrelated to sales growth.
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2KIFG ¢S KIFI@S F2dzyR Aa GKIFG GKSNBDebt&Growty RSSR |
YR | NlEd stadugfcdéwing the Prelential election®’. If we assume a 50 percentage
points difference between the voting majority and the voting minority in a region (for example, the
voting majority is 70 percent of votes and the voting minority is 20 percent of votes), then the firms
that are located in regions with a voting majority incredgbeir debt after the Orange Revolution
by, on average 1.4 percentage points in proportion to their assets more than the firms in regions
with a voting minority. Our tests have not detected any tielaship betweenthe degree of political
allianceand the growth of firms or the cost of defBit

We do not observe eitherthat ¥ A NgéredliQaccess or growth rates within a group of
regions sharing the same degree of political alliance would diffepending on foreign barsk
presence in these regiofis We cannot, therefore, argue with support of our data and tests that
domestic bank$iave a higher propensity thawrieign bankdo adjust their credit allocation after the

political status of a region.

7.3 Robustness check

As we have mentioned in Section 6.2, our method of measuring the effect of financial development
Ay GSNXY& 2F F2NBAIY olyla LINBaSyOS 2y FTANNXAQ 3INJ
Following the example of Detragiache, Gupta, and Tressébj2We have used lagged explanatory
variables in our regressions to remedy this problem. A more effective and acknowledged tool for
eliminating the endogeneity problem in the analysis of the effect of finance on growth has been
suggested by Rajan and Zahes (1998). In their article they make a proposition that if financial
development indeed has effect on growth than firms in industries that are more dependent on
external finance should grow more than firms less dependent on external finance if theolevel
financial development increases. They test this proposition empirically by looking at the growth of
firms in industry sectors that have different sensitivity to availability of external finance across
countries that have different levels of financiawklopment. The results of their empirical test allow
them to arrive to the conclusion that financial development may be one of the necessary conditions
to enable growth. Thus, their research builds causality between growth and development of financial
sygem.

While our primary methodology has shown that the growth of firms in Ukraine and foreign
oFbyla LINBaSyOS IINBE O2NNBfFiSRE ¢S FLWIXe&e whkealy |-

% See Tabl&XIVin Appendix 11.3regressions (1) and (3).
© See Tabl&Xllland XVin Appendix 11.3regressions (1) and (3).
" See TablelX, XIV, XVin Appendix 11.3regressions (2), (3), (5) and (6).
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verify that there is a causal relation between foreign banks gmes and firm growth. We expect
that our proxy for financial developmenEB Indexwill still be positive and significant after adjusting
for external finance sensitivity (or, as it is called by Rajan and Zingales {3&83jal &ependence

in which cae we can argue that foreign banks presence indeed contributes to the growth we
observe.

2S5 YSIadNBE aSO02NBRQ NBtFIGABS RSLISYRSyOS 2y 1
(2007)7? Similar to their work, we also demean all the variables inSatesGrowthregression using
sectoryear and regiorsector variable interactions. This is done in order to mitigate the specific time
trends within each sector and region. The estimation method of simple OLS regression with robust
standard errors and clustergnon region level is used.

We find that firms in finance dependent sectors grow more than firms in less finance
dependent sectors with an increase in foreign bank preséh@is means that after controlling for
financial dependence of the industry sectbat a firm belongs to, financial development in the form
of foreign bank presence might been one of the causes of firm growth. The results we observe here
correspond to the conclusions made Bgjanand Zingales (199&nd Giannettiand Ongengd2007)
and validate the results of our previo&ales Growthegression. Our findings should nevertheless be
viewed with caution, keeping in mind that thEB Indexthat we see as a proxy for financial
development in a region could be a proxy for another dynamicgss present in regional economies
at that time.

Another test that we perform is based on the presumption that our results can be sensitive
to the data from the Ukrainian capital city Kyiv. Kyiv is a kind of outlier because the presence of
foreign bankghere is much greater than in all the other regions. We remove the data on Kyiv from
the sample to check how our results would change. With respect to the dependent varidikes
Growth and Interest Rate Changthe results are largely unaffected. The fogents of FB Index
retain their significance in line with our initial results. However, in regressions with the dependent
variable Debt Growth FB Indexbecomes positive and significafftForeign banks presence could
KFE®3S KFR I ai NP yebSonantts il fedlabsi other yhanTKyiWbBecagse firms in Kyiv
were less credit constrained while firms in other regions were in greater need of funds and their
finance needs were better met with foreign banks entry. To explore if this interpretation lisctor
further research with more detailed data is required.

Similar to Gormley (2007), we also examine how our results are affected if we lag our main

variable of interestFB Indextwo years from the original date instead of one like in our initial

2 The data on sectorriancial dependence has been graciously provided by Mariassunta Giannetti.
3 SeeTableXVI in Appendix 11.4, regression (1)
" See TablXVIII in Appendix 11.4, regression (4).
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regressions’” The two years laggeBB IndeXoses significance in regressions with the dependent
variablesSales Growth, Interest Rate Change, Debt Growth exclusive Kyiv. fHg®test reinforces
our view thatFB Indexcarries in itself important informatioffior the period we examine, and the
significant results in regressions wilales Growth, Interest Rate Chanaged Debt Growthexclusive
Kyiv regiorare not likely to be a product of unintended data mining.

We further check how our results are influencédve remove the data on foreign banks
presence for the year 2007 fromour sampld. y G KA & &SI NJ GKS YRBandexy2 i A O
occurred. When the 2007 data is excluded, the coefficientSsBindexbecome not significant. This
implies that the vaation in FB Indexbetween 2006 and 2007 and during 2007 between different
regions is the most important for the explanatory power of FB Index.

The robustness tests that we have performed provide an additional support for our
hypothesis that increasinfNS A 3y ol yl1a LINBaSyOS KIFa oSSy 2yS
higher growth. However, these tests have also made us aware that a more detailed study is required
to eliminate the risk that foreign banks presence can be a proxy for some other dypaociess
AYyFEdzSYyOAy3a I NITAYALFY FANNVAQ LISNF2NXYIYyOS |yR (KL

without accounting for extreme observations.

8 Conclusions

The primary purpose of this thesis has been to study what effect the growing presence of foreign
olyla Ay !INIrAYS KFa KIFIR 2y (GKA&a O2dzyiNEQa SO2y.
has required collecting and processing of a substantial dataple combining financial reports of
Ukrainian firms, geographical distribution of bank offices, bank ownership, and regional economic
and demographic indicators in the period from 2002 to 2007. The analysis of this data sample has
been performed by meanof regressions that have been designed to give adequate answers to the
guestions we have posed and to eliminate the pitfalls of econometric estimations that could have
distorted our results.

The general conclusion of our analysis is that the incredsir@ign banks presence has
been beneficial for Ukrainian firms. We have observed that higher foreign banks presence is
associated with a lower cost of capital for all firms. In regressions where we have excluded the
extreme observations from Kyiv regiomrdéign bank presence has also been shown to lead to an

accelerated debt growth for all firms. Our tests have also demonstrated a positive correlation

®The regression results are not reported and available on request fromuthors.
®The regression results are not reported and available on request from authors.
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between foreign bank presence and growth of firms. By using an estimation technique based on the
concept d financial dependence, we have also proved that this correlation is likely to imply causality.

Our predictions about the effect of foreign banks presence on different types of firms have
mostly been developed on the basis of information asymmetry theoriie line with these theories,
we have expected that foreign banks would treat preferentially-pgpforming, large and high
collateral firms, and shun small and young firms. The evidence we have received has been somewhat
mixed. The most consistent ol$&@ | G A2y a KIF @S 06SSy Ylrdali& Foreige dziT T A
banks seem to increase credit access to firms with a higher proportion of fixed &s$etsl assets
by offering them cheaper loans. There is also weak evidence that foreign banks miglaceties to
larger loans for large firms. These results support the proposition that foreign banks would focus on
lending to the least risky firms in Ukraine, i.e. large firms with a high collateral value. At the same
time, the results vth regard to topperforming firms have been confusingad debt growth of these
firms has been found to decrease or at least not to be affected by higher foreign banks presence,
which directly contradicts our expectation. At the same time, a higher foreign bank presence has
been demonstrated to contribute to a higher sales growth of these firms. A surprising finding has
been made in respect of small firms where our analysis has showratteagn banks presence leads
G2 GKS&S FTANNYAQ AYLINRISR toflOfsapial ofitBese@ifnS is, loiSthe) 2 | v
other hand, not associated with higher growth. The conclusion here istiratesults essentially give
very weak support to the information asymmetry based theories, and in the case of small firms even
directly ontradict them. Although we have suggested some possible explanations of these results,
there is a need of more idepth analysis in order to uncover the reasons underlying these findings.

A few recent studies dedicated to political patronaged the appeaent overlapping of
business and politics in Ukraine have also prompted us to pose the question of how political events
AYFEdzZSyOS FANXYAQ LISNF2NXI YOS YR 6KSGKSNI GKA& A
F2NBAIY ot ylaQ LIinLidd@&kyLIDnithe2bdsis bfysuclli €Bcepts lag/ folitical
patronage and crony lending we have developed propositions about the effect of a political shock on
ONBRAG | OO0OS&aa IyR ANRgGK 2F FTANNYa Ay FffmsSR NBI
of such a shock. We have exploited the fact that a major political event, the Orange Revolution, took
place in Ukraine within our sample period to test these propositions. Our tests have shown some
support for the expectation that allied regions mighteive more benefits than neallied regions
TNRY GKS NHA Ay3I StAadSe 'd GKS alry$S GavysSs (kKSe KI
was different from domestic banks behavior under the conditions of this event. We believe,
however, that a mog adequate and detailed data sample and additional tests could have uncovered

more interesting results in this respect.
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Our findings about the generally positive impact of foreign banks presence on Ukrainian
FANVAQ LISNF2NXYI yOS & dedyand denefitiffor the reriewed Mntgrisity yof S O2 y 2
F2NBAIYy SyYyidNRSa G2 ! I NFXAYS Ay O02yySOilAz2y 6AGK
recovers from the financial crisis. We want to stress, however, that in order to understand the
implications of an exnsive foreign banks entry, our study should be complemented with more
specific micrdevel research within our study area, i.e. the interaction between foreign banks and
FANXaAZ YR gAGKAY FR2IFOSyd I NBlFa adzOke tothe F2NBA

financial crisis.

9 Future research topics

Future research can continue on the path of examining rievel data to analyze the impact of
foreign banks presence. In particular, it would be interesting to have more specifidefieh
information on the debt composition, maturities, interest ratesd debt originators. In this way the
channels through which foreign banks affect firms can be tracked more accurately. A study with a
more detailed data sample could also clarify the peculiar results that we have observed in respect of
foreign banks effet on the credit access and growth of tpperforming firms and small firms.
Another question that could be of interest is to analyze whether our results hold true
RdzZNAY 3 GKS LISNA2R 2F GKS FAYIFIYOAlf ONREAZYWE { AyC
LISNA2R Ay (KS SO2y2Yés 20GKSNJ NBaSINOK GKFG ¢2 dz

give a more balanced view on foreign banks role across macroeconomic cycles.
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11 Appendix

11.1 Variable definition

Variable Groups
Variable Names Definition

Dependent firm variables

Firm sales "
Sales Growth G (M ™Y, 1)
Debt / Assets - (0¢€e (:DI i 'Q(‘)(‘i(ﬁh:')'ﬁﬁmdi Ol i Qi)

0 €€ abil . 0AAT, 0£¢ abii EodGaaD, |
Debt Growth VAT,

0ii Dy ¢

Interest rate ("®Q QA ONGLN ‘A o UEE i | 'R O HGIAID )
Interest Rate Change (G Q 01 CBQ  "®3AQ A OI 6OQ 1)

Independent firm variables

Firm employees "aa 'Qa NeEuXXd
Firm Size e (dxx ‘Qa NeEXXd )
Age " W@
Squared Age (e r Ao NE
Collateral AN T Dy /011Dy 4
Return on Assets (ROA) CO'0Y 1/ OIi' g ¢

Independent region financial

variables

Total Bank offices " OCBICE Q8 XKD

Foreign bank offices @1 o " "CXKK

tF)’roporti.on offoreign offices to total (@i om CEt O8O o ¢ oBCEE OO N
ank offices in the region

FB Index See formula (2)

Bank offices per 1000 population

in the region (¥ DGR Q8 XX o/ EROATEE ;) x 1000

Independent region control

variables

Income per capita ('O 6 'Q/ DENOLDEE )

Proportion of population employed in o €1 TR'MENOIDEE @ i EDWEE "8I d «,
production industry D0 £1 TR MENOXDEE

Proportion of fixed assets in the G0 ' " i £ Do eE VI 4

industry " OO QXN |

?ggg 'zﬁo‘c rail track of general use on Variable taken from Regions of Ukraine statistical yearbd

gﬁﬁ%ol:n?otor roads of general use Variable taken from Regions of Ukraine statistical yearbd
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11.2 Data description

Table I.Comparison of our sample of firm observations to figures reported by Ukrainian State
Statistics Committee and Orbis.

Total nr
Number of firms 2002 2003 2004 2005 2006 2007  of firm obs
Total registered firms in
Ukraine as reported by
State Statistics Committee 889 330 935578 981 054 1 023 396 1 070 705 1 133 200 6 033 263

Orbis 225302 232128 265592 290476 297916 274235 1585649
Sample 3293 3846 4363 4769 5 057 5187 26 515
Sample prop. to Orbis 1.46% 1.66% 1.64% 1.64% 1.70% 1.89% 1.67%
Sample prop. teotal

registeredfirms 0.37% 0.41% 0.44% 0.47% 0.47% 0.468% 0.44%

Source: State Statistics Committee of Ukraine and Orbis.

Table Il. Aggregated figures on bank offices in Ukraine.
2002 2003 2004 2005 2006 2007

Nr ofdomestic bank offices 10065 11381 13127 14863 14488 16850
Nr of Russian bank offices 18 28 34 36 199 289
Nr of foreign bank offices (except for

Russian bank offices) 210 334 464 623 3176 4341
Total nr of bank offices 10293 11743 13625 15522 17863 21480

Source: combined data sample collected by authors.

Tale Illl. Summary of the data ondnks in Ukraine from 2002 to 2007.

2002 2003 2004 2005 2006 2007

Nr of domestic banks* 115 120 125 131 127 127
Nr of Russian banks* 5 5 5 6 10 11
Nr of foreign banks (except for Russian banks)* 9 9 9 10 15 28
Total nr of banks* 129 134 139 147 152 166
Nr of registered banks as reported by the NBU 182 179 181 186 193 198
Nr of active banks as reported by the NBU 157 158 160 165 170 175
Nr ofbanks in the process of liquidation as reported |

the NBU 24 20 20 20 19 19

Nr of banks with foreign capital as reported by the NI 20 19 19 23 35 a7

Nr of banks with 100 percent foreign capital as
reported by the NBU 7 7 7 9 13 17
Nr of foreign ownedanks reported by EBRD 15 19 19 23 27 40

* stands for the numbers obtained by the authors
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Table IV. Descriptive statistics.

S stands for sources, which include, Orbis/Bureau van Dijk(O), Central Bank of Ukraine (B) and Regional
Statistics published by Statistical Central Bureau of Ukrairlgéé&ands for units, where (m$) stands for Million

US dollars, ($) US dollars, (%) petaga. Mean (SD)stands for the arithmetic average (standard deviation).
Obsis the maximum available observation in the period 2002 to 2007 used in the regression.

Variable Groups

Variable Names S U Mean SD 25%  50% 75% Obs
Dependent firm variables

Sales t O m$ 108.00 678.86 5.65 15.22 48.77 25160
Sales Growth O % 21.99% 38.59% 0.37% 19.12% 39.46% 25 160
Debt / Assets O % 12.08% 16.66% 0.47% 4.43% 17.59% 17 230
Debt Growth O % 6.58% 19.03% -1.10% 0.23% 7.64% 17 230
Interest rate O % 30.60% 64.87% 7.10% 14.68% 30.83% 9 988
Interest Rate Change O % 1.67% 26.00% -5.06% 0.82% 8.70% 9 988
Independent firm variables

Firm Employees o - 478 1724 115 213 402 25 160
Firm Size o - 5.37 1.12 4.74 5.36 6.00 25 160
Age o - 732 332 486 7.36 9.73 25 160
Squared Age o - 64.61 71.64 23.62 54.17 94.67 25 160
Collateral O % 048 024 029 049 0.66 25 157,
Return on Assets (ROA) O % 7.75% 11.39% 0.92% 5.59% 12.81% 25 157
Independent region financial variables

Bank offices B - 1018.64 873.92 387.00 651.00 1381.00 25 160
Foreign bank offices B - 112.19 204.30 14.00 47.00 100.00 25 160
Proportion of foreign offices to total bank| g o, g 9505 9.930%6 2.70% 4.80% 13.25% 25 160
officesin the region

FB Index B % 9.40% 13.19% 1.11% 2.02% 16.81% 25 160
Bank offices per 1000 population B/S - 046 037 024 0.32 0.49 25 160
Independent region control variables

Income per capita S $ 1666 1003 894 1538 2097 25160
Proportion of population employed in | o, 19 4605 6,820 14.17% 17.51% 22.02% 25 160
production industry

Proportion of fixed assets in the industry [S %  32.92% 12.30% 22.27% 31.09% 44.15% 25 160,
Eri?s'ty of rail track of generaluse on 100 o . 3556 1742 29.00 36.00 48.00 25 160
Density of motor roads of general use on g 55451 4250 250.00 291.00 301.00 25 160)

1000 knf
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Table V Country trends inthe dependent variables and regiotevel explanatory variables.
Levelstands for over which level variable variekstands for units, where (m$) stands for million US dollars, ($) US dollars, (%) percentage.
Mean (SD}tands for the arithmetic average (standard deviatigbhsstands for number of observations used in the regressions each year.

Variable Level U 2002 2003 2004 2005 2006 2007
Mean ons| M ops| MEI  ops| MeaN opg| Mean gpg| Mean o
Sales Fim — m$ (559.5452) 3089 (3781;;2) 3603 (§$i§636) 4141 (égg.gtz)) 4508 (%}12281) 4851 (égj.szag) 4968
Sales Growth Firm % (‘11(1)4112) 3089 é;;é) 3603 (33_975) 4141 (12;23) 4508 (égg;) 4851 (:23223) 4968
Debt / Assets Firm % (194_2913) 2073 (195'?553) 2371 (1(5)?33) 2762 éé;i) 3088 (ﬁgi) 3377 (1222) 3559
Debt Growth Firm % (1::;2) 2073 (146'.7181) 2371 (146.7211) 2762 (1%.7056) 3088 (28(').3436) 3377 (292'%727) 3559
Interest rate Firm % (23?)?)) 1052 (32(5)2) 1204 (géii) 1486 (421312) 1771 (:;gg:;) 2132 (igié) 2343
Interest Rate Change Firm % (2:37"1911) 1052 (217"5319) 1204 (217'?260) 1486 (216524 2) 1771 (215')'3:?5) 2132 (213',.350) 2343
Firm Employees Firm - (fgfz) 3089 (55619) 3603 (fssfs) 4141 (146517 )y 4508 (1475246) 4851 (1443;6) 4968
Age Firm - (2"‘2‘;) 3089 (g';g) 3603 (623'.573?) 4141 (73'_4174) 4508 23;45) 4851 (2:33'.?32) 4968
Collateral Firm % (g;g;) 3089 (Lzlg:i?é) 3603 (‘2‘;:;2) 4141 (Lzlg:éi) 4508 (2223613) 4851 4(‘;'40)6 4968
Return on Assets (ROA) Firm % (fi.2952) 3089 (fi?;s) 3603 (171'_159) 4141 (fl'_5546) 4508 (181'§330) 4851 (17(')?543) 4968
Bank branches per 1000 population Region - (g'ig) 3089 (?)gg) 3603 (833) 4141 (82) 4508 ((())22) 4851 (ggg) 4968
Population Income per capita (unweighted) Region $ (zé% 3089 (%i) 3603 (1315166) 4141 (1578215) 4508 (270535) 4851 (ﬁg% 4968
Propr. of population employed in production indust Region % (2609313) 3089 1(23)9 3603 (2:9132) 4141 1(22;3 4508 (168558) 4851 (é87i) 4968
Proportion of fixed assets in the industry Region % 3131285) 3089 &gg) 3603 ég;g) 4141 (:322) 4508 (ﬂﬁ) 4851 é;ég) 4968
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Table VIForeign bank offices and total bank offices per region.
F/T stands for the proportion of foreign offices in the regidiff stands for the number of foreign officaBoff stands for the total number of bank offices in the region.

Region 2002 2003 2004 2005 2006 2007

F/IT Foff Boff F/IT  Foff Boff F/IT  Foff Boff F/IT  Foff Boff FIT Foff Boff FIT Foff Boff
Cherkaska 0.00% 0 559 0.68% 4 586| 1.15% 7 611 2.07% 13 627 956% 63 659 11.84% 85 718
Chernigivska 0.26% 1 383| 0.73% 3 409 1.39% 6 433 3.36% 16 476| 10.22% 52 509 10.55% 61 578
Chernivitska 0.00% O 239 0.78% 2 255 2.23% 6 269 3.79% 11 290| 1553% 50 322 16.71% 60 359
Dnipropetrovska 4.06% 23 566 5.07% 33 651| 5.24% 46 878| 5.41% 53 980| 17.43% 201 1153| 19.99% 276 1381
Donetska 195% 20 1026| 3.02% 34 1127| 3.53% 44 1247| 2.56% 35 1369| 9.65% 147 1523| 11.74% 205 1746
IvanoFrankivska 1.15% 3 261 1.82% 5 275 3.10% 10 323| 3.92% 14 357| 20.00% 84 420| 29.41% 145 493
Kharkivska 3.56% 25 703| 3.26% 28 860| 3.16% 34 1076| 3.57% 53 1485| 56.40% 1062 1883| 53.34% 1126 2111
Khersonska 144% 3 208| 4.33% 10 231| 480% 13 271 6.56% 20 305| 19.06% 69 362| 21.71% 94 433
Khmelnitska 0.00% O 250 0.70% 2 286| 2.53% 8 316| 3.65% 12 329| 16.02% 62 387 16.09% 70 435
Kirovogradska 3.86% 8 207] 8.81% 20 227| 855% 20 234| 8.49% 22 259| 20.85% 59 283| 19.40% 65 335
Krymska+Sevastopol| 0.57% 3 528| 1.02% 6 590/ 0.75% 7 931] 1.83% 19 1036| 10.53% 118 1121| 13.51% 192 1421
Kyivska+Kyiv 2.45% 37 1509| 3.35% 61 1820| 4.71% 100 2125 5.17% 126 2435 12.59% 365 2899| 19.84% 752 3790
Luganska 1.96% 8 409| 2.29% 10 437| 2.74% 13 474 2.29% 12 523| 10.26% 60 585 13.67% 98 717
Lvivska 3.12% 18 577 456% 29 636 529% 38 718| 6.52% 51 782| 19.18% 168 876| 23.94% 248 1036
Mikolaivska 1.97% 7 355 2.72% 11 404| 3.24% 14 432 3.41% 16 469| 15.34% 79 515| 18.84% 110 584
Odeska 4.43% 23 519 5.06% 29 573| 539%% 34 631 456% 36 789 12.64% 114 902 19.19% 226 1178
Poltavska 0.25% 1 404 1.77% 8 451| 1.97% 10 507 1.98% 11 555| 12.46% 80 642 14.61% 110 753
Rivnenska 0.48% 1 207 1.78% 4 225( 2.81% 7 249 4.10% 11 268| 17.26% 53 307| 17.63% 61 346
Sumska 6.49% 17 262| 6.57% 19 289| 6.36% 21 330| 7.69% 28 364| 16.46% 66 401| 17.94% 82 457
Ternopilska 6.57% 9 137| 8.16% 12 147|10.49% 17 162 11.80% 21 178 30.35% 61 201 31.25% 75 240
Vinnitska 6.92% 9 130 4.53% 14 309 497% 17 342| 7.16% 27 377| 20.83% 9O0 432 22.20% 115 518
Volynska 218% 5 229 253% 6 237| 3.80% 10 263| 5.88% 17 289| 23.66% 75 317| 26.01% 97 373
Zakarpatska 1.80% 5 278 2.77% 8 289| 2.83% 9 318 3.75% 14 373| 13.33% 58 435| 17.97% 92 512
Zaporiska 0.62% 2 325| 0.81% 3 370| 1.49% 6 404 3.16% 15 475| 12.14% 68 560 13.90% 99 712
Zhitomirska 0.00% 0 206 0.45% 1 221| 0.40% 1 251 2.08% 6 288| 22.47% 71 316| 23.82% 86 361
Total 2.18% 228 10477 3.04% 362 11905 3.61% 498 13795 4.20% 659 15678 18.74% 3375 18010 21.45% 4630 21587
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Table VIIForeign Bank Index per region.

Region 2002 2003 2004 2005 2006 2007

Cherkaska 0.00% 0.29% 0.50% 1.12% 13.11% 12.35%
Chernigivska 0.10% 0.34% 0.71% 2.02% 17.41% 15.74%
Chernivitska 0.00% 0.30% 0.87% 1.79% 20.10% 18.56%
Dnipropetrovska 1.09% 1.68% 1.64% 2.01% 18.73% 17.55%
Donetska 0.65% 0.98% 1.16% 1.02% 10.97% 11.41%
IvanoFrankivska 0.38% 0.74% 1.25% 1.93% 22.90% 22.39%
Kharkivska 1.72% 1.90% 1.78% 1.43% 72.97% 70.12%
Khersonska 0.31% 1.50% 1.60% 2.66% 22.41% 20.97%
Khmelnitska 0.00% 0.27% 0.95% 1.63% 18.28% 17.16%
Kirovogradska 0.00% 0.08% 0.13% 0.91% 16.80% 15.69%
Krymska+Sevastopol 0.00% 0.30% 0.87% 1.79% 20.10% 18.56%
Kyivska+Kyiv 0.78% 1.22% 1.68% 2.21% 16.19% 16.81%
Luganska 0.80% 1.02% 1.23% 1.32% 16.09% 16.49%
Lvivska 1.11% 1.97% 2.35% 3.61% 20.70% 20.15%
Mikolaivska 0.65% 1.02% 1.25% 1.70% 19.52% 19.50%
Odeska 0.96% 1.47% 1.86% 2.23% 20.49% 19.17%
Poltavska 0.10% 0.86% 0.90% 1.08% 21.40% 19.45%
Rivnenska 0.15% 0.69% 1.05% 1.83% 20.93% 19.89%
Sumska 2.24% 2.83% 2.72% 3.84% 21.33% 20.87%
Ternopilska 1.86% 2.99% 3.62% 4.99% 33.31% 30.46%
Vinnitska 2.04% 1.90% 2.04% 3.32% 23.29% 22.37%
Volynska 0.60% 0.88% 1.41% 2.41% 24.83% 23.76%
Zakarpatska 0.22% 0.27% 0.54% 1.46% 17.06% 14.85%
Zaporiska 0.60% 1.12% 1.10% 1.83% 17.18% 16.58%
Zhitomirska 0.00% 0.22% 0.17% 0.81% 26.34% 24.25%
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Table VIIINumber of firm observations peregion.

Region 2002 2003 2004 2005 2006 2007
Cherkaska 96 109 124 136 144 146
Chernihivska 100 118 115 124 127 130
Chernivetska 33 41 44 53 64 60
Crimea, Autonomous Republic * 101 114 126 137 146 140
Dnipropetrovska 220 270 209 342 376 394
Donetska 244 280 336 353 364 390
Ivano-Frankivska 43 45 61 76 80 82
Kharkivska 193 235 285 305 324 326
Khersonska 45 54 69 78 87 92
Khmelnytska 74 94 108 125 131 129
Kirovohradska 69 78 95 103 113 109
Kyivska * 154 181 212 219 232 240
Luhanska 108 127 135 133 143 155
Lvivska 167 185 217 238 270 269
Mykolayivska 80 79 104 113 116 110
Odeska 137 169 193 220 240 256
Poltavska 158 183 201 216 214 214
Rivnenska 63 77 86 93 100 101
Sumska 84 93 104 112 118 116
Ternopilska 51 67 72 87 91 20
Vinnytska 133 152 174 171 193 210
Volynska 85 103 111 123 127 126
Zakarpatska 34 44 53 57 64 69
Zaporizka 147 171 181 191 197 196
Zhytomyrska 102 119 109 113 123 123
Kyiv * 348 392 492 559 634 659
Sevastopol * 20 23 25 31 33 36
Total 3089 3603 4041 4508 4851 4968

*Do note that the data on bank offices for Kiev and Kievska oblast, as well as for Sevastopol and Crim
Autonomous Republic, are merged in all our regressions.
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Table IX. Number of firm observationger Standard Industrial Classification (SIC) division code.

Ageis the average age of the companies in an industry diamepis the average number of employees in a firm within an industry diaissthe number of companies in an
industry class.

Division Industry class 2002 2003 2004 2005 2006 2007
Age Emp N [Age Emp N |Age Emp N |Age Emp N |Age Emp N |Age Emp N

A Agriculture, Forestry, Fishing 4,76 952 952|573 323 1064|6.41 285 1178| 7.18 263 1247| 7.89 255 1292(8.72 226 1284
B Mining 509 53 53|5.95 2092 57(6.72 1993 60| 7.54 2090 59( 8.20 1732 73| 9.47 1654 75
C Construction 580 164 164|6.65 367 183|7.46 381 226(8.06 378 255/8.46 359 295(/9.37 362 339
E Manufactoring 5.48 1194 1194]|6.22 768 1365(6.88 722 1533| 7.55 667 1654| 8.33 657 1778 9.16 623 1799
E Transportation & Utility 514 85 151(6.20 279 183|6.82 302 207|(7.62 314 230/8.41 307 250(9.29 299 252

Electricity, gas, steam* 568 35 35/6.30 3218 39|7.03 3240 42| 7.79 3128 441 8.32 3063 431 9.25 2816 44

F&G Wholesale Trade & Retail Trade 5.35 456 456|5.97 158 547|6.57 157 657|7.20 189 740|7.74 223 801|8.57 260 852
Finance, Insurance, Aivkal Estate [5.14 30 5715.93 233 63|6.68 202 73|7.71 232 82(8.16 272 841 8.90 322 85

I Services 565 26 108[6.53 328 129(7.51 290 153|7.75 350 184|8.30 360 187(9.35 345 206
Total 3170 3630 4129 4495 4803 4936
Total Average 524 823 6.06 523 6.74 487 7.44 464 8.12 460 8.97 441

Source: SIC codes, Orbis database.
* ThesubgroupElectricity, Gas, Steaiw listed separatelipecause itleviates substantially in terms of the average number of employees pdrdimthe wholegroupE, Transportation and

Utility.



Table X. Correlation table for the sample used in the regressions Bittes Growthas the dependent variable.

1) 2) 3) 4) 5) 6) 7) 8) 9) 100 11) 12
1) Sales Growth 1
-0.1076

2) Age Kkk 1
3) Squared Age '0;9358 0'3}11 1
4) Lagged Firm Size -0,'(}*2 60 0'*{358 0',8592 1
5) Lagged Income per Capita 0;8}78 0;3;?54 0;];1374 _0;(3?61 1
6) Lagged Banks on 1000 population 0'*2346 0;2104 0;8?26 '0;(3?54 0'3379 1
1 Laggd Clatr ogsez o106 g 0zmme 1 00
5 Laanearon ogar g 00 aga 0o ogkn oz

Lagged proportion of 0.0539 0.1520 0.1378 -0.0438 0.3485 0.1218 -0.0849
9) ) . . 0.01 1

forelgn banks In the reglon *k% *k% *k*% *k*% *k*% *k*% *k%
10 Lagp e oSS 0701 1535 00 O;I 0L OUTL oy 0T
11) Proportion of employed in industry in the region 0'*2336 _0;9570 _0;9534 0'*2150 _0;}976 _0;3919 _0;9511 0.0096 _0;9584 'O;ff 36 1
12) Proportion of fixed assets in industry in the regic -0.0014 09*1 04 0.0026 0'*];}63 _0;‘1970 —0:(213 0'(1122 -0.0153 _0;1981 _O;}P 9 O.*7*§70 1

* significant at 10%; ** significant at 5%; *** significant at 1%
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Table XI. Correlation table for the sample used in the regressions Wigt Growthas the dependent variable.

1) 2) 3) 4) 5) 6) 7) 8) 9) 100 11) 12
1) Debt Growth 1
-0.0406
2) Age Kkk 1
3) Squarel Age '0;9*2 67 0'3969 1
4) Lagged Firm Size '0,'(9*791 0'*%315 0'*2?71 1
5) Laggedncome per Capita 0'*2?92 0'*{?38 0'*%357 -0;8567 1
6) Laggedanks on 1000 population 0.21170 0;8355 0'3168 _0;9?34 0.3315 1
-0.0702 0.0986 0.0727 0.2277 -0.1098 -0.0347
7) Lagge(to”ateral *%k% *%k% *%k% *%k% *%k% *%k% 1
8) LaggeROA 00244 -0.0086 -0.0010 -00789 00709 00482 02337
Laggedproportion of 0.0489 0.1446 0.1681 -0.0575 0.3233 0.1251 -0.0854
9) . ! . 00139 1
forelgn banks In the reglon *k*%k *k*% *k*% *k*% *k*% *k*% *k*%
1) Leggcs i 005 0651 01005 0087 60 0L 00D gy 0T
11) Proportion of employed in industry in the region -0.0186 _0;95’ 28 _0;95’ 18 O;EOS _0;}*135 _0,'39 2 _0;95 52 0.0148 _0;9*7 30 _0;9,? 6 1
12) Proportion of fixed assets in industry in the regi 'O,ff 89 0;8305 0.0186 0'*1332 _O;i? 83 _O;ff 50 0.0026 -0.0083 _O,'j*l 64 _O,'i*l 50 0;7593 1

* significant at 10%; ** significant at 5%; *** significant at 1%
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Table XlICorrelation table for the sample used in the regressions witherest Rate Changas the dependent variable.

1) 2) 3) 4) 5) 6) 7) 8) 9) 10) 1)  12)

1) Interest Rate Change 1
2) Age 0.0229 1
3) Squared Age 00193 02709
4) Lagged Firm Size -0.0173 0'*2?92 0;&324 1
5) Lagged Income per Capita -0.0095 0'*{?00 0'*%823 -0;85 58 1
6) Lagged Banks on 1000 population -0.0048 0',8?63 0;8570 '0;9,?57 0.3319 1
7) Lagged Collateral 0.0015 00009 00442 0.1557 -0.0982 44115
5 Laanearon oooss 00098 008 g oo 00 oz
9) Lagged prop0|_”t|on of _ -0.0077 0.1419 0.1622 -0.0612 0.3325 0.1161 -0.0910 0.0108 1

foreign banks in the region ok ok ok ok rx rx
10) Lagged Fentlex 0005 A0 O3S %0 03058 05712 000 oooss 001 1
11) Proportion of employed in industry in the region -0.0025 _0;9513 _0;9309 0'*1362 _0;}*1 09 _0;3934 _0;9503 0;2393 _0;9*744 _0;9,?88 1
12) Proportion of fixed assets in industry in the regic -0.0061  0.02  0.0227 0'*%351 _0;5’}22 _O;iZSS -0.0085 0.004 _0;1*126 _0;1*121 0;7,308 1

* significant at 10%; ** significant at 5%; *** significant at 1%
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11.3 Regression results

Table XIIl. Regression results for the dependant variabdes Growth

Regionsector Firm
(1) (2) (3) (4) (5) (6)
Age -0.019 -0.02 -0.017 1.99 2.04 2.02
(-6.94***  (-6.88)***  (-5.97)*** (1.17) (1.18 (2.17)
Squared Age 0.0006 0.0006 0.0007 0.0006 0.0002 0.0006
(6.49**  (7.2)***  (9.33*** (1.80)* (0.72) (123
Lagged Firm Size -0.017 -0.026 -0.026 -0.16 -0.163 -0.155
(-5.42)"* (-6.32***  (-5.27)** | (-9.04*** (-8.24)***  (-7.19)***
Lagged Income per Capita 0.006 0.007 0.008 0.021 0.024 0.028
(0.37 (051 (047) (1.69 (1.8%)* (1.89*
Lagged Banks dr000 population (201086)31 (2020351 (00054§ (01%6])1 (01056; (83;)
Lagged Collateral 0.014 -0.006 -0.024 0.065 0.051 0.037
(0.92) (-0.35) (-0.99) (1.95)* (1.59 (0.74)
Lagged ROA -0.085 -0.116 -0.119 -0.6 -0.643 -0.64
(-3.26** (-2.95)***  (-3.02)*** | (-9.5)*** (-8.46)***  (-8.43***
Lagged FB Index 0.23 0.148 0.141 0.224 0.090 0.062
(8.35)***  (2.089** (2.01)* | (6.82)*** (0.89) (0.55)
Election Results 0.013 0.026 0.010 0.004 0.020 0.012
(0.5 (0.93 (0.28 (0.14) (0.72 (0.30
Proportion of employed in production 0.345 0.40 0.43 0.54 0.60 0.58
industry (0.79 (0.83) (0.89 (1.12 (1.26) (1.15)
Proportion of fixed assets in production| -0.036 -0.042 -0.050 -0.048 -0.059 -0.055
industry (-0.19 (-0.24) (-0.29 (-0.32) (-0.39) (-0.36
Lagged Small Size dummy (3042)‘5* (203%‘)",1 (01%33? (%%1;
o o o
Laggel Small Size dummy * Lagged FB -0.15 -0.145 -0.21 -0.19
Index (-1.55) (-1.54) (-1.95)* (-1.73)*
Lagged Large Size dummy * Lagged F} 0.05 0.054 -0.015 0.025
Index 1.13 (1.00 (-0.33) (042
Lagged High ROA dummy * Lagged FB 0.183 0.175 0.07 0.049
Index (2.72** (2.58** 0.73 (0.50
Lagged Collateral * Lagged FB Index (3?(')%%2* (2 82)9*7* (2'3'51* (22';421)2**
Age * Lagged FB Index ?00405 (000909? ?10215 ?f;;;
Election Results*Lagged Fdex (8£) (gég) (851) (853
Small Size dummy * Lagged Banks on -0.009 -0.030
1000 population (-0.40) (-0.58)
Large Size dummy * Lagged Banks on -0.0006 _0('_05
1000 population (-0.04 1.95)*
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HighROA dummy * Lagged Banks on 0.018 0.4
1000 population (1.70) (12.59
Collateral * Lagged Banks on 1000 0.043 0.038
population (1.89) (0.5)
Age * Lagged Banks on 1000 populatio (304%(5* (010117‘;'
Elections Resultd*agged number of bar 0.40 0.024
offices per 1000 of population (0.83 (0.49)
Sectordummies No No No No No No
Region dummies No No No No No No
Year dummies Yes Yes Yes Yes Yes Yes
Observations 18295 18295 18295 18295 18295 18295
Rsquared 0.080 0.0822 0.0827 0.4126 0.4136 0.4138
Regionsector fixed effects Yes Yes Yes

Firmfixed effects Yes Yes Yes

Robust t statistics in brackets

* significant at 10%; ** significant at 5%; *** significant at 1%
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Table XIV. Regression results for the dependant varidbébt Growth

Regionsector Firm
(1) (2) (3) (4) (5) (6)

Age -0.012 -0.012 -0.009 0.79 081 0.785
(-2.82)**  (-2.72)** (-2.39)** (1.75)* (1.78)* (1.70)*

Squared Age 0.0005 0.0005 0.0005 0.0005 0.0003 0.0002

(2.31)** (217)** (2.26)** (1.97* (1.1) (0.65

Lagged Firm Size -0.0005 -0.002 -0.004 -0.01 -0.013 -0.01
(-0.78) (-0.89 (-1.19 (-1.88* (-2.09* (-1.64*

Lagged Income per Capita 0.00L 0.0004 0.004 -0.0016 -0.003 -0.0@
(0.23 (0.10 1.33 (-0.39 (-0.57 (-0.45)

Lagged Banks on 1000 population (00%%? ( %070 1? (2%37)5** (fggi ((1)321’1* ((2)4113)

Lagged Collateral -0.027 -0.021 -0.033 -0.132 -0.13 -0.16
(-1.95)* (-1.45) (-2.08)** | (-5.18*** (-4.9L)** (-5.28***

Lagged ROA 0.004 -0.04 -0.041 0.084 0.033 0.032

(0.13) (-1.11) (-1.19 (2.45** (0.92 (0.90

Lagged FB Index -0.015 0.032 -0.004 0.01 -0.046 -0.025
(-0.14) (0.71 (-0.09 (0.79 (-0.90) (-0.44)

Election Results 0.020 0.021 0.026 0.030 0.029 0.027
(2.56)** (2.10** (2.1)** | (4.59** (367)***  (2.67)**

Proportion of employed in production 0.004 0.081 0.04 0.01 0.002 0.011
industry (0.66) (0.58) 0.29 (0.08) (0.02 (0.08

Proportion of fixed assets in production| -0.097 -0.096 -0.098 -0.1 -0.1 -0.11
industry (-2.00* (-1.92)* (-2.05)* | (-2.02* (-1.98)* (-2.09)*
Lagged Small Size dummy (000207;’ ?Oof:g (882) (%0317?
Lagged High ROA dummy Gone (a1t oo (@sne
Laggel Small Size dummy * Lagged FB -0.004 0.003 0.087 0.095
Index (-0.09) (0.05) (0.98 (0.99

Lagged Large Size dummy * Lagged F} 0.065 0.056 0.05 0.06
Index (1.97* (2.00)* (1.25) (1.33)
Lagged High ROA dummy * Lagged FB -0.166 -0.145 -0.085 -0.081
Index (-4.17)***  (-3.56)*** (-1.19 (-1.17)
Lagged Collateral * Lagged FB Index (0115%2) (0115186; (%0213)7 (%0558?
g agged 5 0o e 0% oo o
Election Results*LaggeB Index (%%%L (%%%?’ ?00219? ?0021&9
Small size dummy * Lagged Banks on -0.028 -0.013
1000 population (-1.33 (-0.42
Large size dummy * Lagged Banks on 0.008 -0.016
1000 population (1.13) (-1.74
HighROA dummy * Lagged Banks on -0.047 -0.009
1000 population (-3.60)*** (-0.42
Collateral * Lagged Banks on 1000 0.027 0.081
population (0.99 (1.42)
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Age * Lagged Banks on 1000 populatio (6032)2?* ?O%%;l
ElectionsResults* Lagged Banks on 10( -0.004 0.002
population (-0.32 (0.19)
Sectordummies Yes Yes Yes No No No
Region dummies Yes Yes Yes No No No
Year dummies Yes Yes Yes Yes Yes Yes
Observations 12945 12945 12945 12945 12945 12945
R-squared 0.1057 0.1075 0.1097 0.4880 0.4888 0.4890
Regionsector fixed effects Yes Yes Yes

Firm fixed effects Yes Yes Yes

Robust t statistics in brackets

* significant at 10%; ** significant at 5%; *** significant at 1%
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