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ABSTRACT

Demand Side Analysis of Microlending Markets in Germany*

In developing and transition economies, microlending has become an effective instrument for
providing micro businesses with the necessary financial resources to launch operations. In
the industrialized countries, with their highly developed banking systems, however, there has
been ongoing debate on the question of whether an uncovered demand for microlending
services exists. The present pilot study explores customer preferences for microlending
products in Germany. Among the interviewed business owners, 15% reported revolving
funding needs and an interest in microloans. We find that potential recipients of microloan
products are retail business owners, foreign business owners, and persons who had
previously received private loans. Furthermore, financial products should feature rapid
access to short-term loans.
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1. Introduction

Self-employment has become a buzzword in Europeeonagic policy. In
Germany, for instance, the number of self-emplogedsons has risen from 3.0 to
4.2 million in the last 15 years (see Piorkowskyl d&tfeil3ig, 2008). It is further
estimated that every year up to 500,000 peoplétstair own business, most of them
as micro entrepreneurs with no further employea$ small amounts of capital,
usually below €25,000. Access to sufficient capttalstart operations or further
develop their activities is a difficulty faced byany of these businesses not only in
Germany but also in other European countries (Earaheter, 2005).

To explain why businesses face such problems whmesaing finance, the
asymmetric information approach (see e.g. Hillied &brahimo, 1993) identifies two
main reasons on the supply side: (1) micro busesesssually cannot provide
collateral. As a result, they are unable to sigheir creditworthiness, and banks are
unable to assess the credit risk. (2) Owners ofethausinesses tend to take out
relatively small loan amounts. The fixed costs @&nging such loans tend to eat up
more than the profits from interest payments. Tioeeg institutional lenders using
standard credit technologies consider loans togitmap as unprofitable.

Evidence from developing, emerging and transitioonemies, however, has shown
that lending in this market segment can be a m@ioft business if appropriate
technologies - known as microlending - are usedm@déariz de Aghion and

Morduch, 2005). Microloans have a technical and ethawdological component.

From a technical point of view, they are sizechatlbwest possible level. In Western
European countries, any loan below €25,000 is densd as microloan. From a
methodological point of view, as Armendariz de Aghand Morduch [2000] put it,

“documentary evidence tends to be de-emphasizetiveelto standard banking
practices and local character assessment gainsr@ooe.”

Recently, attempts have been made to use thesaotegies in industrialized
countries. First successes of microlending appremdn Western Europe were
reported by a French and a British microfinancditunson (MFI), namely ADIE
founded in 1988, and Street UK founded in 1999 @Gk, 2006; CDFA, 2006).
Based on these experiences the EU commission cstartgint action to support
microfinance institutions in Europe” (JASMINE), approach which should enable
MFIs to get technical support and to use subsiodigbe European Investment Fund
as revolving capital for building regional micradimce funds. With the JASMINE
initiative the EU commission emphasizes the impar¢aof microfinance approaches
as one instrument to realize the targets develapdlde so called Lisbon strategy.
Applying JASMINE to national institutions could,etfefore, become a prerequisite



to expand the number of microloans serving thenfired needs of small and micro
entrepreneurs.

Given this decision it is crucial to analyze thegmtial demand for microloans in
countries like Germany. This becomes even more itapb as there is a large
number of initiatives similar to ADIE which were stity financed with public funds,
but never got off the ground. Their failure, thouglannot be explained by low
repayment rates. Instead, these initiatives crgateducts that took in particular care
of the supply side problems in this loan segmerst.aAconsequence, entrepreneurs
simply failed to apply for funding. A second shooming of these approaches was
that the restrictions imposed for the use of pullids made it nearly impossible for
the MFIs to develop products focused on their tiamggrkets.

Such experiences give reason to reconsider if MRtild concentrate only on the
supply side by designing microloans which mitigggeblems of information
asymmetries, or also on the demand side througtiuptse responding to customers’
preferences. Woller (2002) advocates a radicat shifFIs’ policies, moving away
from a ‘product-driven’ microfinance culture andigig priority to customer needs.
However, to date, only little is known about cusesnpreferences. By using a
relatively small but unique German data set, oyrepaims to close this research
gap. We analyze the funding needs of micro busesesse describe the intended use
of funds acquired by the business owners, andifgiehe financial sources typically
used by entrepreneurs to cover their financial seBg focusing on business owners
who financed their first three years’ operationsotiygh loans, we reveal which
businesses prefer microloans, and identify the yrbéeatures that serve best their
needs. Thus, based on our pilot study we providérst assessment of the
microlending market in Germany which can also seasea role model for larger
studies or for the analysis of similar markets iesférn European Countries.

The paper is organized as follows. Section 2 resigwevious theoretical and
empirical research results and outlines our rebeagenda. Sections 3 and 4 describe
the data and present the empirical analysis. Iri@@e& we provide a conclusion
showing that microfinance in Germany (and otherteresEuropean countries) will
only be (more) successful if the peculiarities oft) the supply and the demand side
of a microlending market will be adequately addeess



2. Previous Research
2.1 Microlending Theory

In his review paper, Morduch (1999) demonstratesy wiicro businesses are
excluded from access to credit markets and why af@nding is apt to solve this

problem. While finance theory generally posits thhtfirms have equal access to
financial markets and that all share similar comipet positions (van Auken and

Neeley, 1996), micro businesses - when compardarger businesses - face more
difficulties or are even excluded from access &aitrmarkets.

A considerable body of theoretical literature dealth the idea that asymmetric
information is the main reason of these specifiiadilties (Jaffee and Russel, 1976;
Besanko and Thakor, 1987a, 1987b). This idea mwstsvo assumptions about the
lack of financial capital observed among micro hasses: (1) Lenders cannot
distinguish between high and low-risk borrowers] g@otential borrowers are short
of standard collateral which is why they cannotilgasgnal their own risk-taking
behavior leading from the lender’s point of viewth@ typical problems of adverse
selection and moral hazard (cf. e.g. Morduch, 19@9)Given that persons running
micro businesses mostly ask for very small loaressiat is not feasible in the
traditional banking system to substitute the migssignal by additional screening
and monitoring efforts. As a consequence, creditaisoned where the amount
lenders are willing to offer is limited, or where lender is willing to make any loans
to this kind of borrowers (Stiglitz and Weiss, 1981

These problems can be addressed by implementinglemncing technologies into
the lending process: Financial statement analysmbmed with collateral in the
form of inventory and accounts receivable (being tipical banking practice in
small business finance, for more details see BeagdrUdell, 2003) is substituted by
an assessment of various factors: the applicant’'sparsonality traits, ii)
entrepreneurial abilities and iii) entrepreneukiawledge. The information gathered
is then evaluated based on a credit scoring metbggo

The asymmetric information approach also has immpbas for the demand side of

loan markets. According to the pecking order the@viyers, 1984), businesses

adhere to a hierarchy of financing sources wheeapést funds are used first. As
costs are also determined by the information prablef each capital source, Myers
and Majluf (1984) expect that internal funds - oweapital and cash flow - are the

cheapest financial source for business ownergvi@tl by funds and loans provided

from family members and friends. If further funderh external sources are needed,
loans from banks are preferred to external priegpgity such as venture capital (see
Myers, 1984, or Scherr et al., 1993).



Concluding, the asymmetric information approachpsto explain behavior of both
sides of microfinance markets, according to whiahis face adverse selection and
moral hazard problems, while business owners apmeda®d to prefer internal
financing when available and debt over equity weternal financing is required.

2.2 Empirical Evidence on Financial Sources of Mia Businesses

Having shown that microlending is more than justdiag very small amounts of
money to business owners, this subsection presentsmpirical overview on self-
employment, the financial means which are typicabgd by self-employed and on
financing constraints in Germany. Technically spegkmicroloans are loans with a
short term maturity (a maximum of 2-3 years) andnlcsizes below €25,000.
Businesses considered eligible for such a loan &rpemicro businesses where the
business owner is a solo-entrepreneur or employsmoe than 5 persons in the
business and has a turnover below €1 million par3y©ne may expect, however,
that persons who are interested into these kindkaris are typically business
owners with a yearly turnover of less than €100,000

Against this background, the German MSME sectae (tfcro, small andmedium
sizedenterprises) comprises of 4.2 million businesse20d7. Around 90% of them
have a yearly turnover of less than €1m, 70% omtloé less than €100,000, and
56% are run by solo-entrepreneurs (see PiorkowskiyFdeil3ig, 2008 and Wallau,
2006). In recent years, the average year-to-yeasivall rate of all businesses has
been 92.5% (Constant and Zimmermann, 2005). Théauof start-ups was around
500,000 over the last years, with a relativelyrsgrdrop to 425,000 in 2007 (see IfM
Bonn, 2008). It is estimated that every second firas created out of unemployment
(Caliendo and Kritikos, 2007).

According to the MSME-panel of the German state-®edvbank KfW, 75% of all
MSME did not use any external financing (Kf\W 200Very similar numbers were
reported by Kohn and Spengler (2008) and in a ntargjer and representative study
by Caliendo and Kritikos (2007). Further information the business owners who
made use of external financing, is reported in Kiie/—panel (KfW 2007). They
found that in almost all cases those 25% who needeztnal funds preferred loans
and overdraft§. Venture capital plays a negligible role. In evegcond case, loan
volumes were below €25,000 meaning that around d8#l existing MSMES in

® It is important to note that there is no commofinion. The above definition resembles to the
German Institute for Small Business Research (Ifdhi. In the EU a micro-business is defined as a
business with not more than 10 persons and a terrafdess than €2 Million. For an overview of
definitions and data, see also the European Mitaoite Network (EMN), 2006.

® Using the US data, Bitler, Robb and Wolken (20@ijealed similar evidence that commercial
banks are the dominant source of financial serva¢éese kinds of businesses while Harhoff and
Kdrting (1998) found out that lending is typicaligavily concentrated on one or two financing
institutions in the MSME segment.
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Germany operate with loan sizes below €25,000. Wewehese data give no clue
whether business owners faced any financing cangdra

Little is known about the alternatives of borrowicapital below €25,000. Inside and
outside the formal banking system micro businessiersy have some funding
alternatives that are well documented. KfW offeesesal loan products aimed at
small and micro businesses in their start-up phadaximum maturities vary
between five and ten years, and maximum loan amsaanige between €10,000 and
€50,000. According to Evers and Lahn (2007), aldos®0 loans up to €25,000 have
been extended by KfW in 2006. These are microlaanyg in terms of their size,
though; the applied methods resemble those usedniail business loans and not
those presented in section 2.1.

Outside the formal banking system there are abOutlifierent regional or local
MFIs, of which more than 10 jointed the network toe German Microfinance
Institute (DMI) which was found in 2004 and startgzkrations in 2005 (see Kreuz,
2006). All of them apply to a certain extent miemdling methods as described
above. Another 2,000 loans were actually approwethbse 30 institutions in 2006
(Evers and Lahn, 2007)This indicates that there is a substantial gapvéen
businesses operating with loans below €25,000 (haf8% of all entrepreneurs or
around 500,000 businesses if the methods of extpo employed in the KW
panel are correct) and those businesses whichfimareced with microloans.

Thus, there must be other sources of loans whielused by micro business owners
in this sector. There are three more options: FiB#rger and Udell (1998)
emphasize the importance of private loans for seigment. Second, banks might
also be willing to offer business loans below €28,0or, third, business loans are
replaced by consumer loans (for first evidencehanlatter suggestion, cf. Kneiding
and Kritikos, 2007). However, the above mentionathdgive no information on
these sources.

Last but not least we have to focus on the questibather micro businesses are
facing financial constraints. Such constraints rhaye two aspects, namely higher
efforts for capital acquisition (compared to largeompanies) and complete
exclusion from access to loans. There are sevardles analyzing whether credit
rationing is an economically significant phenomendfor instance, in a
Eurobarometer (2005) survey investigating MSME tice within the European
Union, it was found that German owners of microibesses seem to face greater
hurdles in accessing loans compared to their EampeounterpartsWhen
evaluating the quality of bank services in termsaisultancy, sector-specific know-

" To compare these numbers with the two most promikE=Is in Western Europe, ADIE in France
financed in 2006 about 7,500 borrowers, while $tt#€ made about 2,000 loans.
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how, general knowledge and expertise, and the W8lilyaof the loan offers to
customer needs, German banks fared below aver&gee Earlier studies (Egeln et
al., 1997; Winker, 1999; and Audretsch and Elst@@)2) found that smaller firms
face more problems while acquiring capital thagéarfirms®

2.3 Research Agenda

The following major questions will be addressedhis article: To what extent are
there institutions financing businesses with loaeow €25,000? Is there further
empirical evidence on financing constraints in Gamgn and is there demand for
microloans beyond the observed financing volumeawdre the product preferences
of micro businesses and which variables are ablelecribe target groups for
microloans?

To analyze these questions, we collected demaradsth containing information
(a) on the financing patterns of micro business erarfalso in comparison to small
businesses), (b) on their actual financing soueses (c) on their attitudes towards
typical microlending products.

As we examine the sources of capital availablehtse businessewge are able to
give further evidence to what extent micro busiesss

- have investments below €25,000,
- face problems when trying to access loan volum&siab€25,000,
- are excluded from access to finance.

Based on these results, we compare in a seconthstepspondents with preferences
for microloans with those respondents who wereimerested in microloans, taking
into account various characteristics such as pusvexperiences with banks, product
preferences, and funding patterns (i.e., the ansoaintapital needed each year). This
enables us to identify the typical characteristitpotential microfinance clients and
to describe the product features appropriate teease the demand for microloans.

Our approach has several advantages. First, oarsgaicontains also information on
failed businesses so that we are able to mitigateiv®r bias. Second, we do not
only observe the static results of financial dexisi but are also able to make a
comparative static analysis revealing the effopisliaants faced until a loan contract
was realized, thus giving further information onaincing problems. Third, among
all observed business owners we identify those wiauld be interested in
microloans enabling us to distinguish them fromeotbusiness owners.

8 As was highlighted by Block et al. (2008) someéhafse studies may suffer from a survivor bias as
only successful firms were in the data sets whalked firms were underrepresented.
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3. Sample description
3.1 Overview of descriptive statistics

Our data is derived from a survey that providesnmiation on the sources of finance
of different business owners during their firsteliryears of operations. The survey
was conducted between mid-October and December 200fHe form of 213
telephone interviews with people who had becomeeprgneurs during the past five
years. Survey participants were randomly seleateah fvarious client lists provided
by German start-up centers in the provinces of élessl Bavaria. The lists were
comprised of clients who had taken part in coaclaimg seminars held between 2000
and 2003 and who were then preparing to launchr tbein business. Thus,
comparing to most previous studies this data set dre advantage and one
disadvantage. On the one side, it does not faceiraver bias as it contains
successful as well as failed business owners. @rother side, we cannot exclude
that there are problems of inverse causality andebéctivity as the persons we
surveyed participated in coaching and semifars.

The interviews were held using a standardized ouestire which we had
developed on the basis of 34 non-standardized pafsoterviews with micro
business owners, as well as through a focus groopiasing seven participants. The
majority of the questions were closed-ended whichbed respondents to answer
unambiguously. When necessary, the interviewer gddgional explanations.

The questionnaire was designed to collect a wiadgeaof information and was
divided into two main parts. The first containedestions pertaining to funding
patterns and sources of capital during the finstdtlyears of business operations. The
second part dealt with possible funding problemsoantered and interest of
respondents in microlending schemes. We intervieaed person per firm (the
owner-entrepreneur), and in the case of team-rampeaies, only the main person in
charge. An important advantage of our data seth# we were able to avoid
hypothetical answers. At the time of the intervieall, respondents were able to
provide a retrospective view of funding issues siatl of them had been either
active in the market for three to five years olefdiduring this time span.

- insert Table 1 about here -

° In this context it is also important to note thab years later the same questionnaire was alsb use
among 101 small and micro entrepreneurs in Easné@my which were randomly selected from
various client lists of start-up centers and ofrohars of commerce in the region of Brandenburg.
Interestingly, the results of the East German datte very similar when compared to the results
which will be presented in sections 3 and 4 of gaper.



Within the whole sample, 70% of respondents stantiédout any external fund$
19% received a loan from a bank, and 11% from disear family. Another 11%
faced rejection from banks, 5% of the complete dangxpressed their need for
outside finance but neither banks nor friends amdilfy provided them with a loan
(see Table 1). As shown in section 2.2, other swdeported similar shares of micro
entrepreneurs who received loans or launched lhsiness without any need to get
outside financé! Thus, we conclude that with respect to the basantial variables
(in terms of the shares of outside finance) theaye outcomes of our sample are
similar to the average outcomes of larger represeet samples which were
observed in the same time period.

Beyond these basic results our data allow a deapderstanding of financing
behavior of MSME businesses by making use of a ewatye static analysis. We
reveal the paths of capital acquisition which tlweréwers had to pass once they
decided to acquire external finance. Our data stiaw 64% of the persons stated
that they started their business without any eslefinance (not even from friends
and family) and that they neither needed any oetBithnce nor intended at any time
to seek for outside finance.

- insert Figure 1 about here -

In their first three years of operations, the otB@&% of respondents were in need of
outside finance. 84% of this group applied for alkblban® and almost two-thirds
were successful, i.e., they were able to coverrthanding needs through an
installment loan or an overdraft facility. We also investigated whether those
borrowers who finally succeeded in getting a loaonmf a bank faced temporal
financing constraints in the sense that they haapfdy more than once for a loan.
Indeed we find that almost two thirds of respondemént to more than one bank to
receive a loan, which resulted in elevated appboagfforts.

Loan sizes ranged between €500 and €300,000. 758tedbans were larger than
€10,000; on the other hand, 75% of the loans wisesamaller than €25,000. Among

2 The two most apparent reasons are i) low fundiegs for the majority of start-ups, and ii)

government support that strengthened the equity.bas

' In a similar study, Fraser (2005) found that afsthe UK, almost two out of three businesses had
used personal savings as the principal sourcenahfie to start the business, and one-third had
received funds through a bank loan or a private.lda this study similar to our approach, private
loans from friends were counted as loans.

12 Over 90% of business owners who had applied foaa had a formal meeting with a bank
employee where they explained their business can@$hose who visited a bank, 72% inquired
about a loan, 12% about an overdraft facility, &66c about both.

13 We cannot exclude that this rate of loan appravight be influenced by a sample selection bias as
the interviewed business owners had received trgiaind coaching during the start-up of their
business. However, it should be emphasized thankaid Spengler (2008) report of a similar
acceptance rate of loan applications. The sameshwolet for acceptance rates when the same
guestionnaire was in East Germany, see Kritikoskamelding (2008).
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those who received bank loans, less than 5% of stilgsample still required
additional funds showing that when banks providericial assistance to young
businesses, the loans they provide are of sufficize*

The right sub-sample on the middle fraction of IFegli provides further information
on those 16% of borrowers who needed outside fmdot did not apply for a bank
loan. They had access to other sources (loans friemds and family or from an
existing overdraft). These persons had, thus, rieeéxternal finance but decided
not to base the financing of their business onva lmenk loan.

The subsample on the bottom right is comprisedusiress owners who did apply
for a loan maybe more than once but were rejedibd.reasons for rejection were
unknown since banks usually do not disclose tHirination to applicants’ 36% of
all applicants were rejected by bankshout half of the rejected loan applicants
reported a funding gap or adjusted their investrwehimes, while the other half got
access to private loans.

Interestingly, survival rates differed between thago needed no outside finance or
received a loan from a bank (being put togethemi@ group) and those who needed
outside finance but started with a private loannorloan. Without being able to
analyze any causality, in the first group (busieeswhich were started without
outside finance or with a bank loan) the surviwérwas significantly lower (on the
1% level when using the Fisher test) when compéoeithose who needed outside
finance but started without a bank loan.

Observation 1:Our comparative static analysis revealed that 26%ll business
owners had a demand for outside finance. Of the¥h &ceived a loan from a bank
after the first application, another 33% also reedibank loans but only after having
applied more than once for a bank loan. 16% of@¢heko needed outside finance
did not apply for a bank loan and 30% applied fdraak loan but were not able to
sign a loan contract.

As earlier studies found that raising capital poaeproblem to business owners
(Egeln et al., 1997, Winker, 1999, and Audretsath Elstons, 2002), we can confirm
that such financing problems exist and we were iblve new insights by making

use of a comparative static analysis in what wagrfcing problems arise and how
they are handled by the business owners.

% This coincides with the findings of Lamberson aiuthnson (1992) who interviewed 140 firms on
their financing experiences, of whom only 6% repdrtissatisfaction with the amount of credit
available.

!5 Evidence from interviews with loan officers rev@#that the main reasons for rejection are (i) low
loan volumes, (ii) poor business concepts, (iiglireng of certain industries (e.qg. retail), and)(a
low degree of borrower creditworthiness (IAB et aD05).
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3.2 Comparison of borrowers vs. non-borrowers

For the subsequent analysis, we split the sampbetimo groups: those 36% of the
persons in the sample who required (not received3iade finance will be called

‘borrowers’. Those persons who never asked foraa lgmot even from friends and
family) because they had sufficient equity capitafinance their business (64% of
the sample) will be called ‘non-borrowers’.

This distinction is made for the following reasortsseems appropriate to observe
those persons more intensely who were in needtsfdmifinance in the past, as they
represent the potential customer group for micrmodAmong this group are also
persons who applied for loans and were activelyueberl.) As it would have made
less sense to ask persons with no need for oufsidece about their inclination
towards a microfinance product - their statementsilds be hypothetical in this
respect — we explicitly decided to ask non-borr@afer the main reason why they
refrained from borrowing®

Among the non-borrowers roughly two-thirds had reech for larger amounts of
capital during the first three years of operatiomshad enough funds (either from
their own savings or from public support instrunsesiich as the bridging allowance,
for more details on the latter, cf. Caliendo andikos, 2007). About one-third of all

non-borrowers said that they were afraid of indébéss which stopped them from
applying for a loan. They adjusted the size ofrtheisiness to their own existing
funds. A certain (but unknown) share of non-borrmsveight be excluded from

access to bank loans, even though it is not passiblerify this assumption.

Table 2 compares characteristics of borrowers amdborrowers. The variables are
classified according to the attributes describitng tusiness owner (personal
characteristics), those describing the businessir{bss characteristics), and the
funding needs of the firm for each of the firstethyears (financial characteristics).

- insert Table 2 about here -

Thirty-seven percent of the borrowers had startethilr or crafts businesses,
compared to a mere 11% of non-borrowérsisher test reveals that retgi=049)
and crafts enterprisep<.048) exhibit significantly greater financial nseduring the
first three years than do other lines of busin&bss is plausible given that most of
the businesses require higher investments for jpsief physical stock or machines.

Funding needs of borrowers and non-borrowers duhieg start-up period average
out at about €15,000. Table 3 gives additional rmftion beyond the overall

8 We were encouraged do so as those persons fropretests and from the focus group who had no
need for outside finance clarified in a strict vithgt they would not be interested in a micro-loan
which is why they were not able to give meaningfu$wers to specific questions about features of
such loans.
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average, namely the funding needs separated foowers and non-borrowers for
each of the three years in consideration. A clastindtion can be observed (a)
between year one and the two following years, dsaseg(b) between borrowers and
non-borrowers. While more than 80% of the non-boers needed less than €10,000
in the first year, this was the case for only 47%he borrowers: more than a quarter
of these businesses required more than €25,000leVkks of funding needs in the
two subsequent years differ significantly from first, while years two and three
both exhibit similar patterns. Obviously, in bottogps, there is a high percentage of
businesses that exhibit no funding needs at ar g&ar one. (c) Moreover, we are
able to reveal two kinds of investment patternse group of businesses requiring
one-time funding, and a second group with recurfimgling needs.

- insert Table 3 about here -

Respondents were asked to specify the main intendedof funds in each of the
three years. A large percentage of businesses teedunds to cover start-up
expenses such as IT infrastructure, office equigmand materials for their first
fiscal year. What is crucial to know for the desmnmicrofinance products is that
liquidity finance played an important role for thmorrower group in the two
following years: more than 50% reported liquiditgpg that had to be closed, for
instance, the entrepreneur’s own costs of living pre-financing customer orders.
Cases of ‘emergency finance’, such as back dulésd due, were also mentioned.

4. Empirical analysis

In this section, we will concentrate on personshwigedfor ‘outside finance’. This

is an umbrella term for all financial resourced th@ not constitute equity capital, for
instance, bank loans and private loans obtainezligjir friends or relatives. In this
respect, we employ a broad definition of outsisarice, as our sample contains also
persons who were in need of loans but were rejefcted banks or who used loans
from their personal environment.

4.1 Direct demand analysis

A straightforward way of understanding the demamdaf certain product is asking
potential customers directly about their preferendevo methods were employed
throughout the course of the interview. In thetfusrsion, respondents were asked to
name the three most important product criteria erotoan should have; the second
approach required them to rank given criteria atae from 1 to 5. However, the
information provided was inconsistent: while thegumled questions prompted
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answers mostly related to interest rdfethen to maturity, and flexibility of the loan
product, the ranking exercise showed a strong meée for ‘soft’ criteria like
customer liaison and support. This reveals an itapomweakness of direct demand
analysis: answers are strongly influenced by theesuformat, and thereby lead to
inconclusive results. This problem can be mitigabgdpresenting respondents a
generic microloan and thereby indirectly elicitithgir preferences.

4.2 Indirect demand analysis: Tests and Results

We presented the following typical properties oméroloan to all persons who
needed external finance. The features are basedctal microloans offered in
countries such as the UK or Frart€e.

» the loan value varies between €1,000 and €10,000;

* the term of each loan ranges between one and tars;ye

» there is no amortization-free period;

» the repayment scheme is fully flexible (compardblan overdraft facility);

« applicants are informed of the credit decision imitive days;

e interest rates amount to approximately 20% per emnu

« the loan officer acts as a partner to the cliend @noblems are solved
cooperatively;

« different kinds of collateral can be used.

It was mentioned explicitly in the interview thaiahs with these characteristics are
only offered by MFIs in these countries. Responslevire then asked whether they
would ‘buy’ such a loan. If respondents rejectedhiey were asked why. If they said
that interest rates were the main reason, we pregenshowcase calculation giving
interest payments in absolute terms (a strategy noamty used by MFIs).
Respondents were then asked if this display woutdnge their minds.A
dichotomous variable ‘target group’ was definedake the value 1 if respondents
were interested in the product and 0 if they wéilgee not interested or not sure. 31
respondents (41% of the borrower group) revealenl thterest in a microloan.

In order to explore what kind of experiences alispas of the borrower group had
during their bank meetings and which product fesguare important to these
persons, all respondents were asked to rate vapimgict features and the service
quality they experienced during their most receankomeeting on a Likert-type

scale varying from 1 (strongly disagree) to 5 (sty agree). More specifically, we

then compared the answers on these questions betheéwnvo groups. To do so, we
employ a Mann-Whitney U test to analyze group-dpedifferences.

71t is certainly not surprising that many persoril asked about product features will demand low

prices, in this case interest rates, in the filat@. However, such information does not allow

discriminating between persons who are interestedmicroloan and those who are not.

18 Specific product features are discussed, e.@ojpisarow (2000), Vigenina and Kritikos (2004), or
EMN (2006) among others.
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4.2.1 The Impact of Previous Experiences with Tradiional Banks

We start with the experiences persons reported fitueir bank meeting, and we
compare persons who showed interest in microloabbréviated as target group
members ‘T") with those who did not (‘NT’). Lowerean ranks for those who were
interested in microloans indicate that the sumhefrianks must be smaller than the
sum of the ranks for those who were not. Tabldustilates the results. The mean
ranks indicate that micro business owners who \weesested in microloans rate the
bank’s customer service lower than the NT-group.rédeer, for three items we
observe that all differences in the mean ranksvasakly significant.

- insert Table 4 about here -

In this context, however, it is important to nobattamong those persons interested
in microloans there is a higher share that wastegefrom a bank (namely around
50%), while rejection rates among persons who vmateinterested in microloans
were only little more than 20%. Therefore, the datay contain a success bias as
those who received a bank loan may evaluate thegtimgs with the bank more
positively. On the other hand, the bad experierfaeobreceiving a loan may result
in a negative evaluation due to the unsatisfaaotgome.

Therefore, we repeated the comparison of persons whre interested in a
microloan with the NT-group, but concentrated irthbgroups on those applicants
who receiveda loan. Thereby, we are able to control for thevabmentioned
success bias. Again, we apply a Mann-Whitney U Teable 5 presents the results.

- insert Table 5 about here -

Interestingly, the findings from our previous rdésuhre unambiguously confirmed.
Business owners who showed an interest in microlmalucts had significantly
worse experiences during their bank meetings tlmen NT-group, even if both
groups received a bank loan. The target group’duatian of the meetings was
significantly less positive, and they indicatedtttieey had been taken less seriously
as fully fledged clientsFurthermore, their responses differed greatly idiggr
whether bank employees understood their businessepts and provided them with
sufficient information on the terms and conditiafishe possible loan products.

Observation 2Prior negative experiences with banks are paditicorrelated with
target group membership, even if the business ovewoeived a loan from a bank.
4.2.2 Crucial product features

With respect to the second set of questions, weeaito find out which product
features are important to potential microloan dien

- insert Table 6 about here -
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The rank-sum test reveals two significant diffeesbetween the two sub-samples
(see Table 6). First, business owners who showeithtarest in microloans stated
that they operate in segments that demand fasssdoeloans. Second, they were
willing to pay higher interest rates for faster egx to loans. Interestingly, product
features (which were named as important when dyjreasked) like flexible
repayment schemes, amortization-free periods, adividual support from a loan
officer are clearly not important enough to allowtohctions to be drawn between
the two groups.

Finally, we analyzed the correlations between basksessments and product
features. Our results show that applicants who gaveverall bad rating of bank
meetings were actually willing to pay higher intreates for loans. The same holds
for those who stated that they had not been tresddlly fledged clients.

Observation 3 Borrowers who are interested in microloans arepared to pay
higher interest rates if, in return the accesfi¢ddan is fast and easy.

4.3 Do target group members exhibit a typical finaning pattern?

We also aimed to find out whether persons intedestanicroloans exhibit a typical

financing pattern. To analyze this question we umgain target group membership
as the defining variable and compared the finanpiaijerns among the two groups
(see Figure 2). There is a clear discrepancy betlee funding needs revealing that
borrowers interested in microloan products exhabspecific financing pattern. Over
the three-year period, the target group exhibitdyfaonstant funding needs, while
the other group of persons (who do not need anyahoi@n access) reports higher
funding needs in the first year and rather low segdyears two and three. An
ANOVA test was conducted to compare the groupsdiing needs in each year,
yielding a significant F value only for the firstgiod. We presume that a lower level
of start-up finance is a distinguishing featurehsf target group.

- insert Figure 2 about here -

Unlike non-target group members, the target grajored an average of €6,000 to
€12,000 per year over the three-year petiobhis is a possible benchmark loan size
for microloans. Funding needs of non-target grolignts, in contrast, average at
€19,008° in year one and drop to far below €5,000 in tHesegquent two years. The
higher funding volume in the first year might indlie that these borrowers have
received bank loans that are generally approved bajond a certain amount. In
this case, banks are usually more willing to firmsabsequent loans. Our analysis

19 Figure 2 is adjusted for seven outliers within twerower group as they distorted the means quite
heavily (including the outliers, means oscillatéviEen €15,000 and €20,000). Thé"f&rcentile
including outliers is € 25,000.

? The average is € 32,000 if we do not adjust fdliers.
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also showed that these borrowers were granted kafefecilities significantly more
often than target group members in the years &ftarding the business.

Equity ratios of the two groups display a palpatikcrepancy as well: target group
members continuously exhibit lower equity ratioarthnon-target group members.
An ANOVA test confirms statistically significant féterences for the first year

(p=.02). As a certain amount of equity capital is tieressary precondition for

receiving a bank loan, it is quite probable thagj¢h group members are more often
excluded from the formal banking system. Therefongroloans present a viable
funding alternative and higher interest rates dodeter them.

Observation 4Compared to non-target group members, micrologticamts have i)
lower funding needs during the start-up phasemidye evenly distributed funding
needs, and iii) less equity.

As most existing MFIs — not only in Germany butoais most Western European
countries - offer loan products only to start-upyear one, this observation probably
explains why there is such an exceptionally low dedfor these products.

4.4 A model for determining target group membership

In order to determine relevant factors affectingéa group membership, a model for
the complete borrower group was employed. A bihagjit regression was used with
‘target group’ as the dependent variable. In Modlgbersonal explanatory variables
were applied. The business variables were addegetimrm a second Model B.
Finally, an extended Model C was estimated, in Wiiicancial characteristics of the
firm were included. The improvement in overall mbfle was assessed with the
pseudoR?2 measures Nagelkerk? and Cox & SnelR? (see also Hair et al. 2005;
Hosmer and Lemeshow, 2000). In combination, theljcate that Model A accounts
for more than 25% of the variation in the targeiugr membership. Adding further
variables in Models B and C leads to substantigdromements in model fit, with
Model C accounting for at least 50% of the variati@tween the target groups.

Table 7 reports the estimation results of the thmeelels employed. The business
owner’s age does not have a significant impactasget group membership. The
same holds for gender, which is only weakly siguaifit in Model C. Foreigners have
a higher propensity to be interested in microlossdpcts, which could be due to the
fact that they are more often excluded from theklmansystent Concerning the
education variables, master craftsmen have a gignify lower propensity to belong
to the target group, which is indicated by the tiggasign of the dummy. They

L Blanchflower et al. (2003) find similar evidena® the US credit market.
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usually have higher funding needs during the starperiod due to more expensive
equipment than, for example, businesses in thecgesector.

- insert Table 7 about here -

With respect to the business variables, we obsiratefirms operating in the retall
business have a strong propensity towards micrelodhis coincides with our
findings that potential microloan clients need fastess to funds. Retail business is
traditionally characterized by near-term fundinged® often triggered by the
requirement to pre-finance inventory (van Auken &barter, 1989). The other
industry dummies have no significant bearing orgegargroup membership. We
therefore conclude that being a retail businesasonly relevant firm characteristic
that determines target group membership - a rélsaltcoincides with the evidence
from many countries when microfinance products wet®duced (see e.g. Kritikos
and Vigenina 2005) and with the anecdotal evidéhatowners of firms in the retail
business sector are “redlined” by commercial ba&fks.

Model C contains a set of dummies providing infaiiora on the firm’s funding
characteristics. Businesses that received a prigsateduring their first three years of
operations tend to show a significantly higher ries¢ in microloans. Anecdotal
evidence from the interviews confirms that peopleowhave received funding
through private loans are reluctant to borrow frioiends and relatives in the future,
as this implies a certain kind of social dependerdgplicants who had previously
received a bank loan are less likely to belong e target group due to their
preference for the lower interest rates offereddyks. This confirms the conjecture
we made when analyzing funding patterns. Finalg dummy ‘funding needs in
year two or three’ does affect target group mentbprgositively. This validates our
financing pattern analysis, which showed ratherstammt funding needs for the target
group and therefore an elevated need for finanee fmfundation of the business.

Observation 5 Business owners who are interested in microlozars be found
among foreign and among retail business ownerseallsas among those who had
previously received private loans. Those, who shibwe/estment patterns with
constant investment volumes over the years, ansetmho needed finance in the
years after business foundation, were also moedylilo belong to the target group.

2 Interestingly, in the East-German sample alsortassi owners from the service sector were
interested in microloans. This is the only diffezerin the observations between West- and East-
Germany, see also Kritikos and Kneiding (2008).
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5. Conclusion

It almost goes without saying that micro businessese more difficulties in getting

outside finance than larger firms. In response potantial demand for microfinance,
several MFIs have been set up during the last desadGermany (rather late
compared to countries like England or France) oftemicroloans particularly to

start-ups. However, their outreach remained farowelexpectations. Their

disappointing experiences revealed that beyondbtmsc insights that business
owners (also in Germany) face higher financing [@ois the smaller their firms are,
little is known about financial sources micro epteneurs are making use of.

This pilot study investigates the demand side «f tharket segment in Germany.
We conducted a first survey of 213 entrepreneund,identified their funding needs,

their financing problems and their product prefeemnwith regard to microloans.
Moreover, we were able to reveal which groups esgrepecific interests in

microloans. Two out of three business owners insaunple reported that they were
able to operate without outside finance and thay tlvere not interested in taking
any loan from banks, friends or family members. Agnohe other business owners
who were in need of outside finance, little morartinalf of them were able to get a
loan from banks, while the other half was rejeatedlid not try to get a bank loan;
thus the second half started with loans from freerad family, reduced their

investment volume or faced liquidity constraints.

Concerning the extent of the problem from a mallested point of view, our results
can be interpreted in two ways: When related tootrerall number of entrepreneurs
it seems as if only a minority of businesses isuatt excluded from access to
outside finance which signals that the share oedimthnced micro business owners
is negligible®® However, as it is not possible to reveal whethaspns who did not
apply for a bank loan are also excluded from actessedit, it is more meaningful
to relate persons who had no access to bank loahese who applied for a loan. In
this context the rate of financing problems is saiigal, as we showed applicants
had to apply more than once for a bank loan or wenepletely rejected.

Based on these findings, we analyzed the potesetiaand for microloans. We found
out that in our sample little less than half of thesiness owners being in need of
outside finance were interested in a microloan vathits specific features. We
consider these people to be members of the targepgvhile we termed persons
who had no interest in microloans as non-membes.w& found two different
financing patterns, we are able to further spethfy target group: non-members

% This kind of policy is followed for instance byetferman State owned bank KfW — see their recent
report on microfinance, Kfw (2008).
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needed funds particularly during their start-up gghawhile target group members
exhibited fairly constant funding needs over thstfthree years of operations and
significantly lower funding needs than the non-memsbin year one. We, thus,
revealed a kind of investment pattern to whichitraolal banks have not yet adjusted
and which fits to the approach of microfinance prcd.

We show that MFIs need to focus on certain typegakntial clients that are
particularly interested in microlending products;aur survey these were migrants
and retail business owners, persons who receiatslirom their private network or
who were dissatisfied with the service quality céfik by banks where they had felt
patronized by loan officers. Moreover, the decideatures to create a demand for
microlending products at higher interest rates quéck and easy access to loans, a
high probability of loan approval once a businesser decided to apply for a loan,
and an environment which does not remind the diehtheir last bank visit.

In order to provide such good service quality teirtitustomers, MFIs will have to
employ professionally trained loan officers who afde to put the crucial product
features into action and to carry out effectiveesaing procedures at the same time
in order to maintain a low percentage of high-ridients. Only then will an MFI
successfully attract customers and be able to pw@nt® unique advantages over
commercial banks.

Our research, although relatively small in terms saimple size, also gives
preliminary evidence that by targeting only stgs&uhe existing government-owned
or government-financed MFIs unnecessarily confindkir target markets.
Furthermore, the loan products they offered seemoetbe inappropriate to the
demand of their potential clients.

In this context it is also necessary to ask wheithmgaroving the access to external
finance for micro entrepreneurs is an effectivatefyy from a more macroeconomic
point of view. One might argue that, if micro epireneurs partly cannot obtain
external finance without new microloan productsgéa firms who have access to
outside finance might take over the market shafélsenexcluded companies so that
the overall economy is in the same state withaui@ofinance approach. However,
there are several reasons why access to microlisaas important issue. Most

prominently, competition increases if micro entepurs do not face higher barriers
to financial means than larger firms which is whicm businesses should at least
have similar options of accessing external finanteould be further argued that
micro entrepreneurs are better able than largersfio serve the individual customer
needs and by doing so micro entrepreneurs may ibotdérto the growth of the

economy. Last but not least, it is important frdme tabor market’s point of view to

provide micro entrepreneurs with access to finagigen that with micro funding
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available, entrepreneurs are better able to ceratemaintain their own job and, with
a certain probability, additional jobs as well.

We conclude that, although different and certasnyaller than expected, there are
markets for microlending in industrialized counsrguch as Germany. They have a
potential to further grow especially if there shibble a latent demand among those
business owners who were afraid of asking for an.loBo this end, additional
research with larger survey data would be helpful.
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Appendix

Table 1: Overview over differing shares borrowensl aon-borrowers.

The share of borrowers that Percent per subgroyupestent overall
borrowers (N= 76) (N=213)

Used bank loans 54% 19%

Were rejected from banks 30% 11%

Used Private loans and/or equity 30% 11%

without having asked for a bank
loan or after rejection at bank

Had funding gap after rejection 15% 5%

Table 2: Descriptive Statistics for the two subskesip

Borrowers L >
Variable borrowers Chi

N | Mean | N | Mean| Y&lues
Owner-Entrepreneur
Characteristics
Female 76 0.41 137 | 0.39 0,38
Foreigner 76 0.09 137 | 0.02 5.39**
Education

Academic 76 0.42 137 | 0.53 2.14
Master craftsman 76 0.26 137 | 0.20 1.24

Age 76 42.68 | 137 | 44.80 -
Business Characteristics
Retail 76 0.13 137 | 0.04 | 6.75%**
Crafts 76 0.24 | 137 | 0.07 | 12.94***
Liberal profession 76 0.13 | 137 | 0.20 1.46
No. of employees 76 1.13 | 137 | 0.31 | 17.46*
Team foundation 76 0.17 137 | 0.07 5.86**
Financial Characteristics
Funding needs year 1 (‘000 €)2 66 20.17 | 130 | 7.92 -
Funding needs year 2 (‘000 €)@ 66 5.3 130 | 1.97 -
Funding needs year 3 (‘000 €)?2 66 5.3 130 | 1.33 -

*** significant at a 1% level ** significant at 8% level * significant at a 10% level (*-' indites
that more than 10% of cells have expected cousttlem 5)
a adjusted for outliers (funding requirements edagg€100,000 in at least one year)
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Table 3: Comparison of funding needs between barswB) and non-borrowers
(NB), in %.

Year 1 Year 2 Year 3
B NB B NB B NB

(N=76) (N=137) (N=76) (N=137) (N=76) (N=137)
None 2.6 13.1 50.0 65.0 52.6 65.7
Less than €5,000 19.7 43.8 25.0 24.1 26.3 26.3
> €5,000 -€10,000 25.0 24.1 11.8 8.0 9.2 6.6
> €10,000 — 23.7 14.6 9.2 1.5 6.6 15
€25,000
> €25,000 — 19.7 3.6 1.3 15 2.6 0
€50,000
More than 9.2 0.7 2.6 0 2.6 0
€50,000

Total Sample (N=213)

Need for outside
finance?

Requested bank
loan/overdraft?

58% used combination of private loan
and equity

17% used existing overdraft

25% other

35% had funding gap

52% used combination of private loan and
equity

13% reduced need or obtained trade credit

N

Figure 1: Overview of the subsamples.
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Table 4: Comparison of target group (T) and nomgtr group members (NT)
(N=74).

Statements Mean ranks z-value
T NT (Prob > [7])

All'in all, I have a positive impression of 26.96 31.94 -1.112

my meeting(s) with the bank(s). (0.266)

| felt | was taken seriously and treated gs a24-91 33.25 -1.86

fully fledged client. (0.063)
| had the feeling that the loan officer to 24.27 31.97

whom | spoke understood my business "1.754
(0.079)

plan.

| received competent advice concerning 23.45 26.87 -0.83

relevant products. (0.407)

| received comprehensive information on 19.22 26.47 -1.768

all terms and conditions. (0.077)

Table 5: Comparison of target group (T) and nong&trgroup members (NT) who
received a loan (N=40).

Statements Mean ranks z-value
T NT (Prob > [7])
All'in all, I have a positive impression of -2.47
my meeting(s) with the bank(s). 1391 22.61 (0.014)
| felt | was taken seriously and treated das a -2.27
fully fledged client. 14.05 | 2235 (0.023)
| had the feeling that the loan officer to 203
whom | spoke understood my business| 15.55 21.65 i
(0.042)
plan.
| received competent advice concerning -0.99
relevant products. 18.91 20.77 (0.323)
| received comprehensive information on -1.71
all terms and conditions. 16.14 21.63 (0.088)
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Table 6: Comparison of target group members (T) and-target group members
(NT) (N=74).

Statements Mean ranks z-value
T NT (Prob > [2])
| am agreeable to accepting higher interest .0.28
rates when taking a loan if this allows 37.90 37.21 (O. 8)
more flexibility in repayment schemes. '
In my line of business, it is crucial to -2.4
receive a loan rapidly when necessary. 48.34 28.29 (0.02)
It matters to me to pay no amortizations, .0.92
especially in the first months after 39.10 35.64 © .36)
borrowing. '
| am willing to pay higher interest rates -2.02
for faster access to loans. 44.17 31.62 (0.04)
Individual support given by the contact .0.25
person is as important to me as to the 36.79 37.90 (© '82)
terms of a loan. '
% €
40 20000
| + 18000
+ 16000
30
+ 14000
AT 1 12000
20 + + 10000
15 + + 8000
+ 6000
10 + i 4
+ 4000
0 - 0
1 2 3
Year

Target Group
[ Non-Target Group

Figure 2: Funding needs (lines, right scale) andiiggratios (bars, left scale) of
target group and non-target group members adjustedutliers with funding needs
exceeding €50,000 (N=69).
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Table 7: Binary Logit Estimation of determinantdarget group membership.

Explanatory Variables Model A Model B Model C
Gender (female=1) -0.63 (0.64) -0.97 (0.77) -2BB3I)*
Age -0.03 (0.04) 0.02 (0.05) -0.03 (0.08
Nationality (foreigner=1) 2.47 (1.54)* 2.44 (1.44)% 5.04 (2.46)**
Education

(academics=1) -0.24 (0.67) -0.07 (0.87) 1.91 (1.78)

(master craftsmen=1) -3.29 (1.24)*** | -3.57 (1.46)** | -6.33 (3.07)**
Preceding period of unem- 0.01 (0.03) -0.01 (0.03) 0.08 (0.07)
ployment (months)
Line of business

(retail=1) 2.67 (1.24)** | 6.76 (2.64)***

(crafts=1) 0.87 (1.05) 0.72 (1.85)

(lib. professions=1) -0.09 (0.99) 0.08 (1.28)
Team foundation 2.03 (1.11)* 3.44 (2.15
Received private loan 2.46 (1.40)
Received bank loan -4.85 (1.96)**
Received overdraft -1.03 (1.66)
Liquidity finance -2.71 (1.90)
Funding needs in year 2 or 2.64 (1.64)*
Constant 1.38 (1.78) -1.34 (2.26 0.43 (3.62)
NagelkerkeR? 0.345 0.485 0.754
Cox & SnellR? 0.254 0.357 0.556
Model Chi? 50.28 27.4 18.21
Number of observations 75 75 75

Standard errors in parentheses
*** gignificant at a 1% level

** significant a 5% level
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