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Abstract

In this paper we investigate the status quo ofleggun for Microfinance Institutions
(MFIs) in Germany. A short presentation of the lefgamework is followed by a
detailed account of the practical implications flee lending design that MFIs face.
Five different models of loan extension are presgnthe credit flow model, the trust
model, the hybrids, the fund model, and the outsogrmodel. These models are
illustrated by case studies which emphasize therosgtional consequences for
lending operations that MFIs face. The article ¢odes with several policy
recommendations that might serve as a first steparibs better integrating
microlending into the German banking system.
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1. Introduction

Compared to other European countries, the histbrgiorolending in Germany has
been relatively short. In 2000, a couple of locaibnfined projects started to extend
loans to micro businesses. In order to assist basiowners displaced by corporate
restructuring, many regional governments also pehair own loan funds—most of
them outside the formal banking system. Despiteetkistence of such programs,
only about 2,000 loans were actually approved bydBferent regional or local
institutions in 2006 (Evers and Lahn, 2007).

One possible hindrance to the success of microfmam Germany might have been
the legal framework that regulates banking acasitiA comparative study of
institutional frameworks for microlending that hkeen funded by the European
Commission showed that the legal framework is gfearbottleneck for a more
favourable microfinance environment in Germany (E@&ployment, 2007). The
case of ADIE, a French micro-lender who startedrapens in 1989, supports this
view. It was only after ADIE executives managedpen a special window in the
banking act that loan numbers jumped up to a sagmf extent. Since the creation of
this special window, ADIE is allowed to borrow fon-lending which makes the
organisation much more efficient because it dogésiaed to pass through a bank for
its operations. In 2006, ADIE extended 7,500 loam&l reported to have more than
13,000 active clients.

The objective of this paper is twofold: on the dvand, it depicts the status quo of
microlending regulation in Germany. Unlike previaigdies (cf. Bornemann, 2000),
though, it does not aim at analysing the legal idetand intricacies of German
banking law. Its objective is rather to picture teeonomic and organisational
consequences that arise for Microfinance InstingigMFIs) that plan to set up
operations in Germany. On the other hand, thisysttl offer a first assessment of
the microlending models that have so far been deeel in Germany. When
possible, short case studies will be presentedetkatnplify how these models work

in reality.

! Similar developments, namely low Microlending witis under the old bank regulation and
increasing activities under a new regulation areomdy reported from other Western European
countries such as Norway but also from the hometrpwf microloans, namely Bangladesh.
Mohammad Yunus reported that the reform of bankagilations towards microfinance institutions
was the most important prerequisite to start Mending at a large scale.



The remainder of the paper is structured as foll&estion 2 offers a brief overview
of the microfinance sector in Germany. Section 8sents the regulations of the
German Banking Act (KWG) and EU laws that are rafévfor MFIs. Section 4
describes the microlending models that have bee&elajged on the basis of these
regulations and exhibits case studies of orgaoisatihat employ these models.
Section 5 formulates policy recommendations how dk&ension of microloans in

Germany could be facilitated. Section 6 concludes.

2. The Microfinance Approach and Markets for Microlending in Germany

Microfinance Approach

Microlending is defined as the extension of miararls to persons who mostly do
not have access to the formal banking system. Caoniahebanks perceive
microlending as a high risk and low return activitg micro businesses exhibit
relatively high failure rates during their first ars of operations. Furthermore,
lending very small amounts entails high transactiosts which can usually not be
covered by according interest rates due to fedenady laws (cf. EMN, 2006).

Generally, the definition of microloans encompasakfans ranging up to €25,000

(European Commission, 2003). Usually, persons requicroloans to finance short

term investments or cash flow requirements. Moregowisinesses considered

eligible for such a loan type are micro-businesslesre the business owner is a solo-
entrepreneur or employs not more than 5 persotiseifusiness and has a turnover
below € 1 million per year. One may expect, howewbat persons who are

interested into these kinds of loans are typicéllsiness owners with a yearly

turnover of less than € 100,000.

However, micro-lending is not only just lending yesmall amounts of money to
business owners but also a technology which isieghpd the complete loan process.
In this process, financial statement analysis lssstuted by an assessment of the
personality and the local surrounding of the miendrepreneurs. More specifically,
lenders assess i) the personality characterist)cdje entrepreneurial abilities and

iii) the entrepreneurial knowledge of the applisamt) while applicants are (mostly



but not always) asked to provide new forms of ¢etla and where v) the gathered
information is put together into a new kind of dtestoring.

Market Size

Concerning the potential market size, the GermarkE Sctor comprises of 4.2
million businesses in 2007. Around 90% of them aehia yearly turnover of less
than 1 million Euros, 70% of them of less than 000, Euros and 56% are run by
the self-employed persons alone (see PiorkowskyFei®ig, 2008). The average
year-to-year survival rate of all businesses iem¢gyears has been 92.5% (Constant
and Zimmermann, 2005). As to new businesses, theauof start-ups was around
500,000 in the last years with a relatively straligp to 425,000 in 2007 and it is

estimated that about every second firm was createdf unemployment.

Actors

Inside and outside the formal banking system, tlaeeevarious funding alternatives
for small and micro-business owners. As the maoviger inside the system, the
Kreditanstalt fir Wiederaufba(KfWw) offers three loan products aimed at smatl an
micro-businesses in their start-up phase, with ¢évthe three allowing customers to
apply for a loan up to three years after foundimg business. Maximum maturities
vary between five and ten years, and maximum loaouats range between €10,000
and €50,000. Slightly more than 4,500 loans hawnlextended in 2004. In this
context, another public support scheme should be ntiored: the
‘Grundungszuschusgstart-up grant) which is granted (i.e. it does not have to be
repaid) to previously unemployed business foundersa maximum period of 15
months. Within the first 9 months it is nearly egimathe unemployment benefit the
entrepreneur would have received had he or sheimechgobless; during the
following 6 months, the payment is reduced to agtsum of €300 per month. In
July 2007, more than 200.000 persons received @réindungszuschuss’ (BA,
2007)?

Relatively little is known about alternative fornog finance, including family
lending, bootstrapping strategies, and credit dexahce. Anecdotal evidence from

interviews with entrepreneurs suggests that thasebe useful non-standard sources

2 This number includes 115.000 people who receiedso called ‘Existenzgriindungszuschuss’, a
measure that is no longer granted.
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of funds that can help bypass financing bottlenekssently, there is no German
data set that could help to measure directly thergxto which this is the case.
Kneiding and Kiritikos (2006) therefore use data bausehold income and
consumption in order to measure transfers of furetsveen the household and the
business of entrepreneurs. Their results indidede gersonal overdraft facilities are
used for business purposes in entrepreneurial holdse This is especially likely
when the household is credit constrained, whichcatds the use of a strategy to

bypass commercial banks.

Outside the formal banking system, a variety ofiguis has emerged during recent
years that aim at distributing small loans to méen@rprises. As a rule, these projects
are carried out by start-up centers (also callesiness development centers) that
cooperate with banks which take care of the lodarestons (a detailed description of
these models will be delivered in Section 4). Thaiiccess has been relatively
limited so far. As already stated in the introdoiti 30 of these local or regional

institutions have extended about 2,000 loans altegeTherefore, although there are
several financing alternatives through both comméhbanks and other sources, only
a very small minority of start-ups are actually mgkuse of these services at

present.

3. Legal Regulations affecting Microlending in Gerrany”

MFIs occupy a market that is (or at least shoulddeeved by commercial banks. It
is therefore important to clarify if the regime @érman bank regulation also applies
to microlenders. In this context, two regulatorgnfreworks will have to be analyzed.
First, the German Banking Act, which regulates aglactivity in Germany and

second, EU Bank Law, which constitutes its couragrpn the European level.

3.1. The German Banking Act

The central provisions on credit extension by comtmébanks are contained in the
German Banking ActKreditwesengesetz, KWGIhe Federal Financial Supervisory
Authority (Bundesanstalt fur FinanzdienstleistungsaufsiclaFiB) supervises the

compliance with these regulations. 2,300 credititutsons, 800 financial service

% In the US and the UK, in contrast, two detailedveys on small business finance have delivered
interesting insights into this topic.
“ The content of this section is largely gearechtoanalysis of Bornemann (2004).
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institutions, 630 insurance undertakings and 6,28@stment funds are currently
subject to its supervisiohBreaches of the Banking Act are sanctioned botteun

administrative as well as penal law.

MFIs are subject to KWG regulation as soon as tbeyduct banking business.

According to 81I(1) KWG, relevant potential bankitngnsactions can be (i) deposit-
taking business, (ii) credit transactions and @ilarantee business. The MFI might
also act as an intermediary between the borrowettze bank (e.g. by handling the

loan application or monitoring the loan repaymenisthis case, the question arises
if the out-sourcing of these activities falls indiwith KWG regulations.

In his analysis of the KWG, Bornemann (2004) comoethe conclusion that MFIs
« conduct credit businessif they issue loans on their own account or issue
transmitted credit to credit institutions, which tarn issue credit to end-
borrowers;
« possibly conduct creditbusiness if they issue credit by bank transmisbkion
way of fiduciary loans;
« conduct guarantee business# they, in order to provide credit to individual

borrowers, take over guarantees or similar seesriti

In order to qualify as a credit institution, thenkang business has to be conducted
commercially (i.e. profit-oriented) or on a scaldigh requires a commercially
organised business undertaking (s. 81(1) KWG). Adiog to Bornemann (2004),
this commercial dimension is reached when the dveradit volume exceeds
€500,000 (composed of at least 20 loans), or mbam t100 loans have been

extended by the institution.

While the former criterion does probably not apf@yGerman MFIs (at least not at
their current state of development), the lattedd@ossibly be affirmed, but will still

be subject to examination. Taking over possibleustipn and management
activites from the bank, on the other hand, (preslid is clear that the bank is the

creditor), at least in the context of permissiklg-sourcing under 825all KWG, does

® Source: www.bafin.de.



not amount to bank business. MFIs can therefore exedit application handling or
loan monitoring activities without being legallyéated as a credit institution.

Qualifying as a credit institutions entails a sert# legal consequences. In order to
conduct banking business, a banking license iseateduht is issued by the BaFin.
This license is only issued if certain legal regments are met, inter alia (cf. 832
KWG):

- A minimum initial capital of €5m is required (833@Ir. 1d KWG);

- At least two professionally qualified directors e nominated (833(2)1
KWG). This qualification comprises the demonstnatiof theoretical and
practical knowledge with regard to the relevantihess sector, as well as
management experience. Such competence is presifimigue relevant
persons have held a management role for a periatllest three years in an
institution of comparable size operating in a corapke business sector.

- There are comprehensive reporting, notification arfdrmation provision
requirements, which are laid out in 8824, 25 antKWsG.

According to an anonymous insider, the BaFin isrentty considering a special
approval for microlenders in terms of a “microlemglwindow” which is comparable
to the French solution. This step would mitigate ligal requirements in one central
respect: the minimum initial capital requirementsd athe resulting Basle I
regulations would not apply to microlenders. Thare some preconditions, though,
that would have to be fulfilled:

1) The MFI's main business must be training and cdimgylfinancing has to be
a secondary activity that merely accompanies timswtng process.

2) MFlIs are not allowed to offer investment producisheir clients. This right
is reserved to credit institutions defined by th&/&.

3) The legal requirements concerning the qualificabbthe directors as well as

reporting, notification, and information provisistill apply.

It is questionable, though, if such a special apgravould spur the creation of MFIs
that extend loans independently from banks. Ringt,compulsory packet solution of

consulting and financing will arguably deter numeyopotential clients from



applying for a loan. Even though many of them mightin need of external advice,
the experience has shown that only a minority $8 alilling to pay for this service.
Second, in order to make a business case of thdingractivity, profitability
projections demand a minimum of around 2,000 |gagrsyear. This is an illusive
number, given the scarce capital available forilemdo this market segment. These
considerations cast serious doubt on the necestityspecial lending window for

German MFls, at least for the short term.

3.2. EU Banking Regulation$

So far, the European Union has not passed regusatioat specifically regulate
microlending activities by non-banks. Basically,otéegal frameworks have to be
taken into account: first, tHgank Supervisory Directivewhich were aimed at credit
institutions and were not relevant for the invesitnéunds of microlending

institutions. Second, theéonsumer Credit Directiveontains provisions which do not
explicitly address the issue of credit for produetipurposes, often an important
feature of microloans. Hence, one can only relytlom interpretation of the Bank
Supervisory Directives. According to them, micralag by non-banks is

permissible, provided (i) MFIs do not take depositeen refinancing through bank
credits; (i) own capital; (iii) issue microloansuaranteed through collateral.
European law has granted exceptions to some states, credit unions and

cooperative banks in particular have taken advantédghem.

4. Implications for the Institutional Design of Geman MFls’

German MFIs are not comparable to MFIs in develgpintransformation countries.

Usually, their core business consists of start-opnseling and professional advice
for young entrepreneurs. Each of these institutrensives public funds in some way
or the other (either as direct subsidies or in gewh governmental assignments).
Microlending has just recently become part of tlagtivities, and is therefore still

practised with rather low numbers. It is no wonddws, that none of these
institutions will open up a fully-fledged bank sgo@ven not in the medium term.

This raises the question how German MFIs have dedigheir loan processes and
what are the experiences they have made so faseTiopics will be covered in the

following.

® This section is based on the analysis of Reif2@02).
" Most of the models presented in this paragraple heen proposed by Bornemann (2004).
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4.1. Direct Loan Extensions by Microlenders

The simplest way of financing entrepreneurs wouéd the direct extension of
microloans by MFIs to each specific entreprenetiis,Tin turn, requires the MFI to
hold a bank license, which appears to be quite @ikaly scenario given the
requirements posed by German banking law (s. Ch&pi¢. For this reason, MFIs

will have to partner with banks in order to realéit clients.

4.2. Loan Extension via a Bank as Intermediary

A variety of different lending models has beenddsin the German market during
the past years. In the following, we will considlee different conceivable designs of
these models, and provide some real-world exantpdes these models have been

implemented in practice.

Credit Flow Model

In the case of the credit flow model, the bank omtys as an agent that transmits
funds which had previously been loaned by the M¥sl.Figure 1 shows, there are

two separate loan contracts, one between MFI ank, lthe other one between bank
and borrower. Therefore, this model can also berdesd as credit transmission. The
MFI does in no way participate in the credit risktbe borrower as there is no

contractual relation between these two parties.sTthe bank bears the full risk of

loan default.

Loan Contract 2

lends to glendsto
MFI —_— Bank B E— Borrower

Loan Contract 1

Figure 1: Credit Flow Model.

It is questionable why banks should be interestegsuch a lending model. As

Bornemann (2004) stated, possible incentives ti&damght be the margin between

interest on the investment in the venture (actwerest) and the interest on re-
10



finance borrowings (passive interest). If this sprés sufficiently high to cover the
costs and risks associated with the provision eflicr(and additionally includes a
profit margin) banks might opt for this model fe@asons of profitability. In addition,

they may seek a (one-off) payment for administeatis well as risk costs.

So far, this model has not been practised in Geyntae reason most probably lying
in a lack of incentives as well for the MFI as tbe bank. First, the MFI might as
well consider to lend directly to the borrower wvathh choosing the bank as an
intermediary. Taking into account that the spea#dtionship between borrower and
MFI is one of the defining elements of microlendindpere is no plausible
explanation why MFIs would opt to out-source thiseccompetence. Second, given
the low capital endowments of MFIs in Germanysitinlikely that MFIs could offer
an interest spread high enough for banks to getnmtrolending. Third and most
importantly, MFIs would require a bank license tbis type of lending, as they
would commercially conduct a credit business (safiiér 3.1). As has already been

discussed above, this is illusionary given theyesthge of development of German
MFlIs.

Trust Model

A way to mitigate the incentive problems that assaziated to the model above has
been proposed by advocates of the trust modelhithdase, the bank obtains the
funds for on-lending from the MFI as a trustee ura@rocurement agreement. The
bank acts solely as an intermediary and is thezedotirely freed from lending risk.
This, in turn, raises the chances that the bankiake part in a microlending project.
Under the trust agreement, the bank provides ctedihe borrower in accordance
with instructions and manages the arrangement asoppate. In the event of
default, the bank is not obliged to reimburse themlfunds to the MFI. So far, this

model has not been applied in the German context.

Loan Contract

lends funds
fiduciary lends to
MFI _— Bank ———— | Borrower




Figure 2: Trust Model.

Hybrids

In between the pure credit transmission model whiegentermediary bank bears the
credit risk for the whole of the sum loaned, and titustee model, where the bank
bears no risk at all, there are hybrids in whiah ¢hedit risk is distributed among the
parties involved. Under civil law, such an outcota@ only be achieved by means of
an agreement providing exemption from liabilityaoterm in the credit transmission
agreement making repayment in part conditional upmmovery of the loan fund

provided by the bank from the end borrower.

Case 1: The KfW Mikrodarlehen

The Kreditanstalt fur Wiederaufbau (KfW) is thedast government bank i
Germany and describes itself as the major suppfietart-up finance to sma
and micro-enterprises. Applying the ‘Hausbankpphzcommercial banks arg
used as a distribution channel for KfW products,eas. is the case for th
‘Mikrodarlehen’ (Microloan). This product is espaity apt for small enterprise
in their start-up phase that need to finance exipemed of up to €25,000.

U ® P — o

The loan application is first checked by the Haungband then forwarded to the
KfW. If both approve, the KfW extends the loan. 8liothe borrower default
the Hausbank carries 20% of the losses (even lajtedation of all collateral),
while the bulk of 80% is covered by the KfW by measf an indemnification
clause. At the same time, KfW's risk is fully coedrby the Federal Government.
These features make the credit business a riskdesisity for KfwW, and
incentivise the bank to collateralise the loan @0%, thereby blurring the
borders between classical credit business and laraimg.

Each Hausbank receives a fixed processing fee roérmly €1,000 that render
possible the financing of small amounts typical fmicroenterprises. Thg
intention is to motivate commercial banks to extesidall loans to young
entrepreneurs by covering the main costs — nanigky aosts and processing
costs — that are associated to this business. @bsldank does not participate (in
the profits generated through interest, though.

=00

In 2006, 1,300 ‘Mikrodarlehen’ have been disbursgdhe KfW, amounting to a
total value of €21m. Anecdotal evidence from intems with loan officers
suggests that the reason for this rather low nunmtbay lie in the fixed
processing fee: it might be too low for the buseeeging at least a zero-sum
game for commercial banks. Therefore, the KfW heemtly decided to rais
this fee in order to boost loan numbers. Anothessoa are the low repayment
rates that are typical for this market segment,ctvidon’t make the case for |a
profitable business model.

D
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Fund Model

A different solution for the incentive problems thaoncern MFIs and banks is
offered by the Fund Model. Here, the bank entets &loan agreement with the
borrower, while the MFI provides the credit assessirand/or monitoring of loan
repayments for the bank (this is described in numtil in the next section). Loan
defaults are covered by a security fund that hasipusly been designated for this
case. There are different ways where this funddecaw its monies from, as the case
studies below will show. As in the case of the Trivkodel, there are infinite
possibilities of how the risk can be shared betwssark, fund and MFI.

Loan Contract

Credit Assessment &
Monitering

Borrower lends to

: Recommendation

MFI > Bank

Possibly Payments
andfor Bonus

Possibly Payments
andfor Bonus

Figure 3: Fund Model
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Case 2: Early ‘Lighthouse’ Models

The first microlending attempts in Germany were mhyafunded by corporate
actors, most notably the Ministry of Economics &atlor. Most of these project
were initiated around the year 2000, the intendedsage being that corporatiops
were delivering their contribution to solving Gemya most pressing problen
namely unemployment. The projects were spread\al &ermany and, inte
alia, included:

n

=

« The Siebte Saule('Seventh Pillar’), a microlender in Hamburg, was
founded in 2000 by the start-up center Enigma dogpgd operating ir
2004. Until then, about 76 loans had been exteridesimall business
owners via a local commercial bank. A revolving wség fund was
established and endowed with €100,000 that wereviged by the
Deutsche Bank Alfred Herrhausen Foundation. Ortbeif preconditiong
was that loan recipients should not be older th@rny&ars. 50% of the
loan sum were supposed to be covered by a crealibgtee taken over by
a primary obligor; the other half through a trandfg way of security.
Additionally, a credit coaching was offered thatcludes crisis
interventions in case of difficult business circtanses.

« A similar approach was taken by tKé&Z Auf Geht's Darlehen. As in
the Enigma model, a rolling over security fund veasablished (volume
€75,000), by the Deutsche Bank Alfred HerrhauseanBation. When
possible, securities where pledged from the borrewdgth a focus on
credit guarantees by friends and family. The prtogtarted in 2001, ang
was phased out in 2006. All in all, 20 loans hagrbextended by then.

«  MONEX also started operations in 2001 and followed alamaipproach
as the models represented above. In contrast o, theveral funds wer
set up that were financed by different actors, eagporate foundations,
local foundations or public bodies. About 20 loavesre extended via {
partner bank until the project ended in 2006.

A4

1%

>

All in all, these projects obviously should rath®s understood as ‘lighthouse
models’ rather than MFIs that strive for sustaitiphbiNone of them reache
significant outreach, and portfolio at risk androdefaults proved to be quite
high. Consequently, their achievement should ba segeaising public awarenegs
for microlending in Germany rather than providingaeples of an efficien
lending model.
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Case 3: The German Microfinance Institute (DMI)

The DMI is an umbrella organisation of German mienders. It provides
training and resources for its member MFIs, aimaigthe long-term overall
availability of microlending services in Germanyhel DMI offers trainings in
product development, assistance in building up raanfte organisation qQr
benchmarking of its member organisations.

The loan disbursement process involves the paaticip of four different actors
(it is also called the ‘Cooperation Model’): thertmwer, the MFI, the bank ang
the fund (see also Figure 4). First, the MFI chetiksborrower’s loan appraisal
(step 1) and recommends it to the bank provided ithkhas been assessed
positively. The bank then extends the loan to thkedwer by closing a standard
contract (step 3). Part of the interest paymerggransferred to the bank to cover
administrative expenses. Subsequently, the MFI auppthe borrower by
providing training and advice, as well as by monitg loan repayments.

0 Loan / Borrower

appraisal e ViR
0 Support
. Loan recommendation
DMI-Microfinance > Bank
Institution
X o
Bonus Commission
Risk shcrr."ng\ ‘ﬁoss coverage
S Fund e

Figure 4: DMI's Cooperation Model.

But what happens if the borrower defaults with rdygayment of his loan? In thi
case, the fund comes into play. It covers 80% efdéfaults, while the remainin
20% have to be carried by the MFIs as part ofiitt foss liability. This meang
that any losses amounting to up to 20% of the dnloaa volume have to bg
carried by the MFI. For example, an MFI that hateeaed €100,000 in 2007 arn
had two write off two loans amounting to €25,00Ghe same period, will hav
to carry €20,000 of these losses (20% of €100,000i)le the remaining €5,00
are covered by the fund.

O D Q_‘U M (O {))

Through this measure, it is ensured that MFIs célyethoose their borrowers.
As long as loan defaults do not exceed 10% of praicpayments, the MF
receives a bonus from the fund. The fund thatnarfced cooperatively by th
GLS bank, the KfW as well as the Federal Ministoy Eabour, receives part ¢
the interest payments as a compensation for sectivénloans.

= D
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Outsourcing Model

Instead of extending loans themselves, MFIs cam at$ as intermediaries between
bank and borrower by selecting suitable clientstakthg over the credit assessment
for the bank. In 2005, Germany’s state-owned KfWilkbaublished a handbook
called ‘cooperation guidelines between credit tofthns and business development
services’ (KfW, 2005). Its declared aim was to \shways of how existing funding
and consulting activities can be pooled in Germagions’. The logic behind this
idea is based on a typical win-win proposition: tdredit institutions can focus the
bulk of their resources on projects yielding higpeofitability expectations, MFIs
get the chance to establish a client base of yamagpromising enterprises. Evers et
al. (2002) propose three main ways of cooperatiemvéen banks and MFIs. First,
banks could set up a specialist branch and outsalr¢heir microlending activities
to it. Second, banks can cooperate with MFIs inagety of ways, which would
increase their capacity and effectiveness. Thiahkb could copy the techniques
used by MFIs in order to enter the microlendingimess themselves. The last

option, though, is not a cooperative solution,naglied by Evers et al. (2002).

Outsourcing the costs of credit assessment cowdige an incentive to banks of

becoming involved in microlending. Naturally, thisode of cooperation is only

acceptable to banks if MFIs are able to signal dhelity of their processes: all

outsourced activities, like credit assessmentdnbas practices and monitoring must
be considered acceptable by the credit institutoncerned. A quality assurance
model should include regular reviews of cooperat@ms and quality standards,
variance analyses (including its causes), as \se#ireor reporting and documentation
(KfW, 2005). But even then, as Bornemann (2004)extinres, banks might insist on
further risk reductions by pledging indemnity oh@t forms of guarantees from the
MFI, in case the bank provides the loan funds.

16



Case 4: MONEX Baden-Wuerttemberg

MONEX is a microlending project from Baden-Wuertteang, a province in
Southern Germany. In 2005, its executives were trega with local banks or
a cooperation treaty. The idea was that MONEX wasddn the market foy
promising entrepreneurs needing small loans, cdnitheccredit assessment apd
forward all successful applications to the bankjclwitould then extend a loan
based on MONEX’s recommendations. This would hdlevad for interlinking
start-up assistance with funding — a missing lmkrhany young entrepreneurs.

|®)

Two banks entered into negotiations, and one omtheas already close t
signing a contract with MONEX. But proceedings caime sudden halt, whe
the banks realized that this model would demanchange in their intern
business processes. In the end, none of them aldidyatenodel. “Our aim was t
cooperate with several banks at the same timedardp secure a wide array of
funding alternatives for our clients”, says thejecd manager who conducted the
negotiations for MONEX. “Their unwillingness to querate has shown us that
we have to find different approaches when financemgrepreneurs in th
region.”

=)
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Case 5: Hans Lindner Institut

Since 2003, the Hans Lindner Institut has been e@dimg with the local saving
bank on the promotion of small and micro entergrise the region. The
cooperation model is depicted in Figure 5 below.

[72)

The institute offers start-up counselling free baige for young entrepreneurs.
After the business plan has been compiled, fouaddrinstitute jointly decide of
the amount of counseling during the first threergeafter foundation. The
savings bank can realise many advantages fromctduperation: founders ar
better prepared, have more background knowledgk;-above all — can alread
provide well elaborated calculations of their pobje The ongoing
accompaniment after the loan extension facilitatesk monitoring and
controlling. With growing experience, the coopayatwill steadily be improved
Both actors meet for yearly feedback talks andudiscpossible changes that
could be made to the existing system.

Savings Bank ~._ Hans Lindner Institut .~

Contact point for entrepreneurs and
first assessment of project T Preliminary examination of submitted
T documents, inclucing personal infor-

—1 mation {g.4. employer, neighbours,

" etc )

=

14

<

Meeting arrangement \\

| \ - Formulation resp. audit of business
+ Rati ng of entrepreneur 1 plan wgether with entrepreneur
+ Credit decision o « Qualitative ascessment of business
* Selection of product plan

= Compile credit agreement

¥
4 + Continuous targetactual companson
« Accompaniment of clientin all of business plan duning first three
financial transactions - »| years ) ) .
+ Cluarterly information to savings bank

+ From year 4 on: exclusive client . : ;
CEEEETTE « Adhoe infarmation on destations
from plan

Figure 5: Cooperation Model of Hans Lindner Institu

5. Policy Recommendations

The analysis has shown that the main actors orGérenan microlending market
clearly center their activities on the fund modetl/@r the outsourcing model. The
guestion that arises is: What policy measures ctealdaken in order to further
support the development of German MFIs? In theo¥alhg, three recommendations

will be presented that might serve as a base ftindudiscussion:
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Obviously, funding has been a major problem for $/fHat wanted to set up
operations in a low-yield market like microlendingimited sources of
finance have prevented them from extending thesirtmss model to a
significant scale that could serve as a test feir thusiness model. Therefore,
public policy should focus on providing more puldiimds to MFIs and give
them the chance to experiment with different orgational structures. This
will eventually lead to a ‘survival of the fittes&ind sort out non-sustainable
models. The German Microfinance Institute (DMI)rfardated three essential
funding demands that need to be covered by thirtiesaf microlending is to
be pursued further in Germany:

o Start-up costs for MFIs amount to around €40-50,000. This inckide
particularly the setting up of an organisationatudiure, the
development of internal lending processes, as \wasll building
networks with potential distributors like local ddopment agencies
or labour offices.

0 Process costs of loan distribution lie around €800 per loan. This
number has been extrapolated through (i) estimatipnthose MFIs
that have already made first experiences in then@ermarket; (ii) a
comparison to the lump-sums that governmental baoksally pay
to subsidise process costs of publicly funded Earemes.

o Microlending in Western European countries is &yribusiness, as
historical default rates are much higher than iry aeveloping
country (EMN, 2006). Considering the low numbers loans
extended by MFIs in Germany so far, their pionegefforts should

be supported by farst loss risk coverage of around 20%.

In the past, policy makers tended to prescribe Wwidrget groups a certain
microlending program should focus on (e.g. youngpte under 35, migrants
from certain countries, or unemployed women). Tégserely limited the
outreach of these programs and forced them to lsdarcfundable’ clients,
not for the best clients in the market. Public ppliherefore should let MFIs
decide which market segments they can serve bestetary incentives could

then be used in order to put a slant on specifgetagroups.
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+ The outsourcing model has so far been practised cather limited scale.
Efforts like the KIW’s cooperation guide show thiagre is a genuine interest
from banks to improve this cooperation. MFIs cuter highly specialised
knowledge on their target communities and couldetoee be integrated in a
bank’s credit assessment process. For this to magpelic policy should
provide monetary incentives for banks to outsouoredit assessment
procedures in underserved markets and/or depriesdmunities to these
specialised agents. This could be done througimg4sum that is paid to the
MFI for each credit assessment, which again woalekel the overall cost for
the bank.

These recommendations show that the main levetinfiproving the situation of

MFIs in Germany is not a major change in the Iégahework. Obviously, it is in its

current form rather apt to accommodate the diffetgpes of organisational forms
that have been created throughout the last yeaserfons of several DMI members
support this view: according to them, the curreatmfework is satisfactory in the
medium term; changes comparable to the French ma@ehot on their agenda.
Thus, policy measures should rather focus on fiogieéhe development of this niche
market and see how it develops; should it be sstgeschanges in the legal

framework could follow.
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