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 In this research paper we have investigated the key factors which make it easier for 
non-financial firms to arrange financing from commercial banks. We have collected 
the data from the year 2001 to 2011 from 220 non-financial firms in Pakistan. 
We have used two measures of firm-bank relationship. First, if a non-financial 
firm has a board of director who is at the same time board of director of a 
commercial bank. Second, if a commercial bank has an equity stake in a non-
financial firm. After using Fixed Effect model we have found that firm-bank 
relationships always matter for arranging bank loan for non-financial firms in 
Pakistan. 
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1. Introduction 
Over the time commercial banks maintain the relationship with non-
financial firms either through interconnecting directorship or as a 
shareholder (Overfelt et al., 2009). Non-financial firms which maintain 
good relationships with commercial banks are probably considered as 
less financially constrained (Ongena and Smith). They have also 
mentioned that repeatedly communications between non-financial 
firms and commercial banks enhance the monitoring by the 
commercial banks, which results in availability of bank loan. Diamond 
(1984) suggested that in order to avoid the free rider problem and to 
reduce the monitoring cost, it is better to hand over the monitoring to 
financial intermediary. It has been observed that in most industrialized 
countries, commercial banks remained more active to influence in the 
matter of non-financial firms and in their financing (Cameron, 1967; 
Carosso, 1970; Kurgan, 1997; Rajan and Zingales, 2003; Fohlin, 2006).  
Kurgan, (1991) has investigated the role of finance and financer, on 
Belgian firms and find out that from 1840 to 1914 commercial banks 
have a significant impact on Belgian firms. 
Good relationships of non-financial firms with commercial banks, 
either in interbank directorship or in shape of bank equity stake, is an 
indication of creditworthiness to capital market (Carosso, 1970; 
DeLong 1991; Ramirez 1995; Franks 2006). After analyzing the data 
of Belgian firms, Deloof et al., (2007) have mentioned that, those non-
financial firms have announced more dividends which have a bank 
director in their Board of Directors (BOD). Many researchers 
(Petersen and Rajan, 1994; Petersen and Rajan, 1995; Berger and 
Udell, 1995; Cole, 1998; Elsas and Krahnen, 1998; Harhoff and 
Korting, 1998a; Harhoff and Korting, 1998b) have mentioned that in 
order to negotiate credit terms and in order to arrange bank financing, 
small firms must maintain good relationship with banks. 
A large number of studies have been reported that good relationships 
with commercial bank either in shape of equity stake or banker 
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interactions reduce the credit constraints. As DeLong (1991) has 
mentioned that having a J. P. Morgan associated director would lead 
to increase in firm value. Moreover, Ramirez, (1995) has mentioned 
that those firms which were associated with J. P. Morgan were less 
credit constrained. To get rid of financial constraints it is necessary for 
non-financial firms to maintain good relations with commercial banks. 
Smith, (19987) and Becht and Ramirez (2003) have investigated bank-
firm relationships in Germany. They revealed that affiliation with 
universal bank have decreased the credit constraints of coal-mining 
firms in Germany. After analyzing the relationship between universal 
banks and firm value in Belgium, Overfelt et al., (2009) have found 
similar results. In line with the previous literature we have made 
following hypotheses. 
H1: bank loan is available to those non-financial firms which have a bank’s board 
of director in their board of directors. 
H2: bank loan is available to those non-financial firms in which a commercial 
bank has an equity stake. 
Remainder of the study is organized as follows. Data and 
methodology section describes the sample selected for the study, 
preliminary data analysis and econometric methodology. Results and 
discussion section contains the results obtained. Finally, conclusion of 
the study has been presented. 
 
2. Data and Methodology 
We have used annual data from 2001 to 2011 to find out the factors 
that determine the level of bank loan availability. The State Bank of 
Pakistan published yearly detailed information about financial 
statements of listed non-financial firms. Data on selected variables 
have been collected form Financial Statement Analysis (FSA) and 
Balance Sheet Analysis (BSA) published by The State Bank of 
Pakistan. 
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Good relationships with commercial banks have been considered as a 
signal of availability of bank loan. To measure the relationship 
between bank loan availability and bank relationships we have used 
three independent variables namely, BR1, BR2 and BR3. Bank 
relationship1 (BR1) is a dummy variable which is used to measure 
whether a bank’s director is the member of board of directors (BOD) 
of a non-financial firm. We measure BR1 by placing one for those 
firms which have bank director in their BOD otherwise zero. In our 
sample, there are 35 no-financial firms which manifest this 
relationship. 
Bank relationship 2 (BR2) is another variable which is used to measure 
the relationship between commercial banks and non-financial firms. 
BR2 is a dummy variable which is calculated as 1 for those non-
financial firms whose shares have been purchased by a commercial 
bank and zero otherwise. In our sample, there are 48 non-financial 
firms in which commercial banks have an equity stake. Bank 
relationship 3 (BR3) is a variable that indicates those firms which have 
the properties of BR1 and BR2. 
Size is natural log of total assets. Sales growth (SG) measured by 
dividing the difference of current and last year sales with last year 
sales. The control variables, Net Income (NI), Fixed Assets (FA) and 
Inventory (INV) are divided by total assets. Table 1 is used to report 
the correlation among variables. According to Table 1, neither variable 
have a higher correlation with other variables. 
Results of Pearson correlation test indicates that bank loan availability 
is positively correlated with net income size. It has also been observed 
that bank loan is negatively correlated with the variables, fixed assets, 
inventory and sales growth. Net income is positively correlated with 
inventory and size and negatively correlated with fixed assets and sales 
growth. Fixed assets is negatively correlated with inventory and 
positively correlated with size and sales growth. Inventory has a 
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negative correlation with size but positive with sales growth. Size is 
negatively correlated with sales growth. 

Table  1 
Correlation matrix 

 Bank 
Loan 

Net 
Income 

Fixed 
Asset 

Inventory Size Sales 
Growth 

Bank 
Loan 

1.0000      

Net 
Income 

0.0612 1.0000     

Fixed 
Asset 

-0.0085 -0.1020 1.0000    

Inventory -0.2287 0.0062 -0.5444 1.0000   

Size 0.0679 0.1198 0.0010 -0.1957 1.0000  

Sales 
Growth 

-0.0749 -0.0489 0.0309 0.0013 -0.0852 1.0000 

Source: Data collected for the study. 

 
There are three different methods available for estimating linear panel 
models. First, Pooled Ordinary Least Square (POLS), second, fixed 
Effect method (FE) and third, random Effect method (RE). POLS 
can be modeled as 

Yit = α + βXit + εit.       (1) 

Fixed Effect model assumes that each group differs in its constant 
terms. Similarly, Fixed Effect model can be modeled as  
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 Yit = αi + βXit + εit.       (2) 

Third model, Random Effect Model, assumes that each group differs 
in its error term. Random Effect model can be modeled as 

Yit = αi + βXit + (Vi + εit).      (3) 

Standard F-statistics is used to decide about which model should be 
used between Fixed Effect and POLS. As our F-statistic is bigger than 
F-critical so, we will reject our null hypothesis of POLS. To 
differentiate between Fixed Effect and Random Effect models, we 
have used Hausman test. Large value of H-statistic and significance of 
p-value indicate that Random Effect model is not appropriate in this 
situation. So, our final model is Fixed Effect that is based on the 
assumption that each group differs in its constant term. We can model 
our final equations for estimation as 

BLit = αi + β1BR1i + β2BR2i + β3BR3i + β4NIit + β5FAit + β6INVit + 
β7Sizeit + β8SGit + εit.       (4) 

Where, 
BL = the amount bank loan available to a non-financial firm 
BR1 = is a dummy variable which is measured by placing one for 
those firms which have a bank director in their BOD otherwise zero. 
BR2 = bank relationship 2 is a dummy variable which is calculated as 
1 for those non-financial firms whose shares have been purchased by a 
commercial bank and zero otherwise. 
BR3 = Bank relationship 3 is a variable that indicates those firms 
which have the properties of BR1 and BR2. 
NI = is the ratio of net income and total assets 
FA = calculated as fixed assets divided by total assets 
INV = is the ratio of total inventory and total assets 
Size = is natural log of total assets 
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Sales Growth = sales of the current year minus sales of the previous 
year divided by sales of the previous year. 
 
3. Results and Discussion 
Table 2 reports the information regarding factors that determine the 
level of bank loan availability. Column 1-3 shows the results of 
estimated equations where we have used a proxy for bank loan 
availability as a dependent variable. Column 1 reports the results of the 
estimated equation in which bank relationship 1 is a variable of 
interest. Column 2 reports the results of the estimated equation in 
which we have used bank relationship 2 as a variable of interest. 
Column 3 reports the results of the estimated equation in which bank 
relationship 3 performs the role of a variable of interest. Net income, 
fixed assets, inventory, size and sales growth are other explanatory and 
control variables.  
We have found that if a non-financial firm has a bank member in their 
board of directors then availability of bank loan is 13 percent more 
than other firms who do not maintain such relationship. Another 
relationship that is more pronounced in column 1 is larger firm in size 
is more capable to get bank loan as compare to small firms. As size 
has a positive and significant relationship with bank loan availability. 
In column 2 positive and significant sign of coefficient of BR2 is 
indicating that those non-financial firms in which a bank has an equity 
stake can get 6 percent more loan than other non-financial firms. 
Positive and significant sign of coefficient of firm size is indicating 
that as compare to small firms large firms in Pakistan are more 
proficient to get bank loan. In column 3 positive sign of BR3 is 
indicating that non-financial firms in Pakistan which have a bank 
director in their board of directors and a bank has an equity stake have 
61 percent more opportunities to attain bank loan as compare to other 
firms in the economy. 
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Table  2 
Determinants of bank loan availability 

 1 2 3 

Bank relationship 1 
(BR1) 

12.5666*** 
(1.5312) 

  

Bank relationship 2 
(BR2) 

 0.6475 
(1.2322) 

 

Bank relationship 3 
(BR3) 

  61.2992*** 
(3.5674) 

Net income (NI) -8.7137*** 
(3.3676) 

-6.8337** 
(3.4362) 

-7.6445** 
(3.4324) 

Fixed assets (FA) -11.6659*** 
(2.8822) 

-13.3462*** 
(2.9438) 

-12.4851*** 
(2.9423) 

Inventory (INV) -21.2740*** 
(4.2549) 

-26.7958*** 
(4.3202) 

-24.7486*** 
(4.3316) 

Size 9.7475*** 
(0.3536) 

10.7104*** 
(0.3455) 

10.4282*** 
(0.3515) 

Sales growth (SG) -0.4081 
(0.5325) 

-0.3900 
(0.5446) 

-0.3945 
(0.5426) 

Constant -58.2524*** 
(3.5241) 

-62.2179*** 
(3.5695) 

-61.2992*** 
(3.5674) 

Adjusted R-square 0.4679 0.4437 0.4477 
Source: Data collected for the study. Standard errors are reported in parentheses. 
*** and ** are showing the significance at 1% and 5% level of significance 
respectively. 

 
It can also be observed from column 1-3 that net income and fixed 
assets have negative and significant relationship with availability of 
bank loan. Retained earnings are the part of net income which has 
been left over after distributing income among stockholders. Positive 
retained earnings are the major source of firms to finance its projects. 
It means availability of retained earnings or net income diminishes the 
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need for bank loan. The estimates of inventory variable suggest that 
the availability of bank loan encourages non-financial firms to enhance 
their sales and make them able to reduce inventory costs. We have 
observed a negative and significant relation between bank loan 
availability and inventory variables. 
 
4. Conclusion 

Bank loan is considered as a back bone for non-financial firms. Bank 
loan availability is one of the most prominent problems of non-
financial firms. Previous research on bank loan is silent on factors 
which determine the level of bank loan. Unique set of variables like 
Bank Relationship 1, and Bank Relationship 2 have been used in this 
study to analyze the relationship between bank loan availability and 
relationship with commercial banks. It was hypothesized that good 
relationships with commercial banks makes non-financial firms less 
vulnerable against financial constraints. We have found that non-
financial firms maintain long term relationships with commercial 
banks by including a bank director in firm’s BOD. Various 
commercial banks are always interested to invest in financial markets. 
Maintaining relationships in form of buying stocks of a non-financial 
firm has been captured in variable name Bank Relationship 2. Due to 
data limitations we are not able to find out the factors which 
determine the bank loan availability for non-listed non-financial firms. 
For future directions it is suggested that non-listed firms are also part 
of an economy so researchers should consider them in further 
analysis. 
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