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Abstract

In less developed and transition economies, microlending has become an efficient instrument for
providing small and 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 -
and if so, how large this demand actually is. The present study explores customer preferences for
microlending products based on a survey of 213 small and micro-business owners in Germany in the
year 2005. Among the entrepreneurs interviewed, 15% reported revolving funding needs and an
interest in microloans. We find that potential recipients of microloan products are retail business
owners, foreign small business owners, and persons who had previously received private loans.
Therefore, incumbent financial institutions as well as lenders entering the market are well advised to
use a focused marketing strategy in targeting these specific groups. Furthermore, financial products
should feature rapid access to short-term loans combined with personal contacts to loan officers who
are able to thoroughly understand the client’s business concept. A particularly noteworthy outcome of
our study is that 65% of those surveyed financed their first three years of operations without applying
for any loan at all. It is thoroughly possible that within this group a latent demand exists which could
be unleashed by designing novel microlending products.
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Is there a Market for Microlending in Industrialize d
Countries?

- Evidence from Germany 2

Alexander Kritikog, Christoph Kneidinfjand Claas Christian Germelménn

1. Introduction

Self-employment has become a buzzword in European labor market. piolicy
Germany, the number of entrepreneurs working without any empld@sefesred to
as ‘solopreneurs’) has risen from 1.4 to 2.1 million in the lastyears (see
Piorkowsky and Fleil3ig, 2005). It is estimated that every y&aytec00,000 people
start their own business, again more than half of them as soloeA¢dhe same
time, Germany’'s largest government bank, the ‘KfW-Mitteld&bank’ (KfwW) -
which uses commercial banks as a distribution channel for its psodiidtdescribes
itself as the major supplier of start-up finance to small and micro-essprieports
that in 2005, about 6,000 KfW loans were granted in the segment oflmmsalkess
finance (below €25,000).

During recent years, German media have been replete with sstofigroung
entrepreneurs with innovative business ideas whose loan approvals jeeredrby
their banks, and numerous analyses have shown that banks are doing an ieadequat
job in this area (see e.g., Evers, 2002). The low shares of loarcdohatart-ups
together with daily newspaper information raised the impressioongnmany
politicians, practitioners and consultants that most entrepreneurgrma@y are
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by the IAB - Institute for Labor Market Researcihdject no. 1-910), Nirnberg.
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Berlin, Germany.

3 GfA - Gesellschaft fiir Arbeitsmarktaktivierung, téteinerstr. 7, 10825 Berlin, Germany.

* Institute for Consumer and Behavioural Researetarland University, Postfach 15 11 50, 66041
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being excluded from the credit marReAs such, improving access to finance seems
pivotal in fostering entrepreneurship and promoting growth in small naicdb-
businesses. To explain the exclusion of these entrepreneurs, timenetsy
information approach (see inter alia Hillier and Ibrahimo, 1993) iflentivo main
reasons on the supply side: (1) Small businesses usually cannot provideatofater
a result, they are unable to signal their creditworthiness and lzmeksnable to
assess the credit risk. Although banks could compensate for a laailateral
through additional screening and monitoring, this would also increasetsts. (2)
Owners of small and micro-businesses tend to take out relasuedyl loans. The
fixed costs of granting these loans tend to eat up most of thiésdroin interest
payments, and as a result, most institutional lenders using comagnticedit

technologies consider loans to this target group to be unprofitable.

Evidence from developing and emerging countries in Asia, Afaod South
America, however, has shown that lending in this market segmeiieca profitable
business if appropriate technologies - known as microlending - atAisaendariz
de Aghion and Morduch, 2005). Only in recent years has the attemptrizento
put these technologies to use in European countries as well. Sinceubeesses
have been reported especially by Eastern European microfimastitetions (MFIS)

- for example, in Poland, Russia, and Geofgia.

During the last ten years, several local microfinance iniBatihave also been
created in Germany to extend loans to specific target groupst @hthese projects
financed by Federal or Regional Ministries of Economics and LijbBxpectations
were that they would attract thousands of young entrepreneurgufaatyi during
their start-up period. However, the initiatives never got off the greumat due to
low repayment rates but because entrepreneurs simply faiggabhby for funding (22
such taxpayer-financed initiatives provided services to a totd&ssf than 1,000
entrepreneurs per year; cf. Habschick, Evers and Jung, 2004). The f@atus

failure is very simple, however: the restrictions imposed foruge of these public

® For a representative survey of the low sharesafitfinanced start-ups, see for instance Caliendo
Kritikos and Wiessner (2006). Many sources clairattmicro and small business owners are
excluded from access to credit in Germany, see Raifner (2003).

® For a detailed analysis of respective MFls, sge érmendariz de Aghion and Morduch (2000),
Nagarajan (2000) or Kritikos and Vigenina (2005).

3



funds made it nearly impossible for MFIs to develop products focusseteon

target market$.

Such experiences gave rise to the idea for the present anélysis should focus
not only on the supply side by designing products that mitigate prebtEm
information asymmetries, but also on the demand side through prodsjetsdeng

to customers’ needs. Similarly, Woller (2002) advocates a radnifalis MFIs’
policies, moving away from a ‘product-driven’ microfinance culture gndng
priority to the needs of the customers. To date, only a minority ofs Mt the
developed world have conducted thorough market studies before launchingaheir |

products® Consequently, little is known about customer preferences.

Our paper aims to close this research gap by examining thendeside of the
microlending market in Germany. It intends to quantify the tydigadling needs of
small and micro businesses, to describe the intended use of fundeadnithe
small business owners, and to identify the financial sources typiaakd by
entrepreneurs to cover their financial needs. Our analysis foondmssiness owners
who financed their first three years’ operations through bormgpwim particular, we
identify which groups of business owners show a preference fooloaas, and
identify the product features that best serve their needs. Based @indgs, we
derive the main aspects of a successful MFI marketing syratémyis, by merging
current theory on entrepreneurship and microfinance, we provide a eltengive

picture of the microlending market in Germany.

The paper is organized as follows. Section Il describes previous tibhabm=nd

empirical research results and outlines our research agentian3eagives a short

~

Restrictions imposed by public authorities are ifiadoh (Habschick, Evers and Jung, 2004): persons
usually have to be unemployed, sometimes belowtaineage, sometimes of a certain sex, have to
use loans only for certain purposes or have ta @tam certain industry. The most important
restrictions, however, for almost all programs #rat businesses still have to be in the planning
period and that borrowers only get these spec@idmnce. Any firm owner who is already active
in the market is ineligible for these products. Thast two conditions are particularly
counterproductive as it is crucial for an effectisereening procedure that i) business owners
already have gained some experience in the mankkthat ii) they have a chance to get subsequent
loans (cf. Vigenina and Kritikos, 2004).

8 Telephone interviews by one of the authors (baseihterview guidelines avoiding demand effects
like socially desirable answers) with five majorr&pean MFIs in October 2005 showed that no
MFI had made a preliminary market research. Instdegy applied a trial-and-error approach and
gradually adapted their loan products to theimtieneeds.
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overview of the finance programs that exist in Germany to suppait bosinesses.
Sections IV and V describe the data and present the empiricgbian&ection VI

discusses implications for a microfinance marketing strategy. Secti@oiludes.

2. Previous Research

2.1 Small Business Finance Theory

In a seminal paper, Ang (1992) demonstrated the importance of aggsiart-up
capital for small businesses. While finance theory generaliyspbst all firms have
equal access to financial markets and that all share sitomapetitive positions (van
Auken and Neeley, 1996), small businesses often face severe tidiatbdmpared
to large businesses. Numerous supply-side factors - limitedmatmn, market
imperfections, and agency relationships to name anfigw - affect small firms
particularly severely, making traditional finandedry inapplicable to their situation
(Ang, 1992; McMahon et al., 1993; Petind Bygrave, 1993). Indeed, sources of
finance available to small businesses differ strongly from tlaesdable to large
companies, and their widespread lack of access to the loan markeevithe
assumptions of perfecapitalmarkets (Ang 1992, van Auken and Neeley 1996).

A considerable body of theoretical literature deals with tha itkat asymmetric
information is at the root of credit rationing (Jaffee and Rud€816; Stiglitz and
Weiss, 1981; Besanko and Thakor, 1987a, 1987b). This idea rests on two main
assumptions about the lack of financial capital observed among anahlmicro-
businesses, in particular during their start-up phase: (1) lendemotcdistinguish
between high and low-risk borrowers, and borrowers cannot easily Higmraown
risk-taking behavior, (2) loan contracts are subjected to limisdality. According
to this theory, credit is rationed when the amount lenders aregvii offer to
borrowers is limited, or when no lender is willing to make anlt@ a borrower.
Despite the ongoing theoretical discussion, little consensus hasdeehed about
whether credit rationing is an economically significant phenomenon €Beugd
Udell, 1992).

With regard to the demand side of loan markets, there has beethédesstical
research. Based on the asymmetric information approach, the P&rkiegTheory
(Myers, 1984) claims that businesses adhere to a hierarchy otifigasources,
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preferring internal financing when available, and preferring debt equity when
external financing is requir€din addition to this work, we believe other disciplines
provide evidence that can contribute to explaining borrower behavior. As an
example, recent research in the neurosciences has found evidenhpedple who
experienced negative outcomes in the recent past (such as previousoynaenp),
might in the near future tend to avoid higher risks in comparison tonzemith
positive experiences in the recent past. Applied to the small acrd-business
sector, these findings allow for the conjecture that start-ups pérticular
entrepreneurs coming out of unemployment) might try to avoid finasolations

that entail borrowed capital (for an article summarizingédirerging neuroscience

research, see Bechara and Damasio, 2005).

2.2 Empirical Evidence on Small Business Finance

Small businesses are generally not publicly traded and areequited to release
financial information. This lack of data is probably one of thenmraasons why
small business finance a decade ago had been ‘one of the mostseatehred areas
in finance’ (Berger and Udell, 1998).Since then in the US, research has grown
tremendously in this field due to the influx of several differdata sets - most
importantly, the National Survey of Small Business Finances BRE3t provides
information on the income situation of small businesses (less thaenf@ioyees) as
well as the availability of different types of external fica. Using the NSSBF data,
Bitler, Robb and Wolken (2001) assert that commercial banks ardotiéant
source of financial services for small businesses. The éé&icAdvocacy of the
Small Business Administration (2003) finds little evidence thaditwerthy
borrowers faced substantial credit supply constraints, and Bergeddeid(1998)

emphasize the importance of private loans for small business finance.

Harhoff and Korting (1998) were the first to replicate the NSSBivey design in
Germany. Their research concentrated on the nature of fink4ledationships and

their impact on collateral requirements. Funding needs were mdasiaethe

° Though initially designed to explain the financipgictices of large corporations, it was soon recog
nized that this theory could also be applied tolsmssinesses (Scherr, Sugrue and Ward, 1993).

10 Before that, several stand-alone studies analyirehcing experiences of small business in
different US regions: van Auken and Carter (19&@mberson and Johnson (1992), Carter, van
Auken and Harms (1992). Pettit and Singer (1985)ewhe first to provide a foundation for the
development of research in the area of small basifirance.
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volume of credit lines in a static model. They conclude that lendintypically
heavily concentrated on one or two financing institutions in the S&ffnent of the
German economy. Hinz and Jungbauer-Gans (1999) compare the distribution of
start-up capital between previously unemployed and previously employetdnis
founders. They observe that previously employed founders raise a higitage

sum of outside capital, rely more heavily on bank financing, and hater betess

to outside capital as compared to unemployed founders.

In a recent representative study (Caliendo, Kritikos and Wies206§) which
focused on the impact of the bridging allowance on survival rate®roferly
unemployed entrepreneurs in Germany (the focus of the prespat),p&,000
persons who founded a business in 2003 were surveyed in 2005. One question
focused on the sums of the start-up capital employed during théwosyears. Of

these entrepreneurs, 53% reported needing no or very low funding (less than €5,000),
14% reported needing between €5,000 and €10,000, 28% reported needing between
€10,000 and €50,000, and 5% reported needing more than €50,000.

Moreover, in a ‘Eurobarometer’ survey that analyzed SME finandeonly in

Germany but within the European Union, it was found that German Skks to
face greater hurdles in accessing loans compared to their Europeaterparts.
When evaluating the quality of bank service in terms of consultanciygrsspecific
know-how, general knowledge and expertise, and the suitability dbdheoffers to

customer needs, German banks fared below average.

Copisarow (2004), the founder of ‘Street UK’, a British microfinamstitution, has
provided a comprehensive practitioner’s field report on the use of fim@nce in
industrialized countries and an analysis of potential clients’ negus highlights
important aspects of microfinance services: they should offefl smwunts of
capital, minimal waiting time for loan approval, high probability @deiving loans,
easy subsequent access to loans, and clear and pre-explamngaier conditions.
She concludes that the target market is largely made upeginaesit of society that
lies between the poor and the non-poor, that is, a population group thabtdbese
access to loans from mainstream financial institutions but asdahee time is not

eligible for social welfare. Hence, non-financial business sugeovices are needed



to create and enhance financial literacy and business knowledgehd-case of
Germany, Jacob and Warg (1997) and Kritikos and Wiessner (2000) proposed the

application of microlending technologies to the classic credit business.

2.3 Research Agenda

For the purpose of our study, we collected data on the demand side ¢dathi
segment containing information (a) on the financing patterns ol smad micro-
business owners and (b) their attitudes towards typical microgpdoducts. Using
this information, we were able to establish a link between xfstirgy literature on
small business finance and financial marketing. While the foroh#nmeases funding
needs and financial sources used to meet these needs, thanatyges the design
of financial products suitable to the characteristics of small and micro-bssge

Accordingly, we first examine the sources of capital availabléhese businesses,
allowing us to answer the question of whether small and micro-tss&sein
Germany face liquidity constraints. Second, we group the respondeotsliag to
their preferences for microloans, taking into account various cegistics such as
previous experiences with banks, product preferences, and funding pateertiee(
amounts of capital needed each year). We then identify potentiabfiménce
clients, describe the characteristics of a loan product approfwititeir needs, and

develop a marketing strategy for how MFIs can best reach such clients.

Testimonials from small business owners and the practical ierpes of MFIs
suggest that there is a large latent demand for microfin@eceices in the
industrialized world (Copisarow, 2000; 2004). However, there has beenengpatt
so far to understand the structure of this demand empirically.rdhdts derived
from the present study will be highly relevant for existing European MFIs, afal us

as well for MFIs planning to enter this market.

3. Small Business Finance in Germany

The German SME sector was comprised of almost four milliombsses in 2004.
More than 90% of them achieved a yearly turnover of less than €ahrmadind 55%
were run by self-employed persons (Piorkowsky and Flei3ig, 2005)aldrage

year-to-year survival rate of all businesses in recent yemrdeen 92.5% (Constant
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and Zimmermann, 2005). As to the number of new business start-ups, tlblavai
data sources produce a fairly inconsistent picture: for the 3@@4, the number
varies between 350,000 and 570,000 depending on the data source and it iscestimat
that about every second firm was created out of unemploymentk@srisind Kahle,
2007). Hence, approximations of the absolute market size for nmanake services

in Germany depend heavily on the data they are based on.

Inside and outside the formal banking system, there are variousdualtiernatives

for small and micro-business owners. As the main provider insideystens, the
Kreditanstalt fir Wiederaufba(KfW) offers several loan products aimed at small

and micro-businesses in their start-up phase. Maximum maturitigbe@veen five

and ten years, and maximum loan amounts range between €10,000 and €50,000.
According to the information of a staff member of KfW, in 2004 al&000 loans

with a volume of up to €25,000 (the relevant segment of microfinance)ldeeare

extended.

In order to assist business owners displaced by corporate testrgc many
regional governments set up their own loan funds (in addition to theafdded) -
most of them outside the formal banking system. Despite theeegéstof such
programs, only about 1,000 loans were actually approved by 22 differentalegion
local institutions (Habschick, Evers and Jung, 2004) Therefore, although ateer
several financing alternatives in particular for people foundifgusiness out of
unemployment through both commercial banks and other sources, omhala s
minority is actually making use of these services at present.

In this context, another support scheme must be mentioned: the ‘bridging allgwance
which is granted to previously unemployed business founders for a persd of
months. This grant nearly equals the unemployment benefit the emeeprwould
have received had he or she remained jobless. Since these fungenarally
available to all entrepreneurs starting a business out of unenmgrtyand since we

interviewed only start-ups that used this benefit, we did not atolpecific



information on the amount of the allowance in our survey. In theofdae survey,

2004, more than 180,000 persons received the bridging allowance.

4. Sample description

4.1 Overview of descriptive statistics

Our data is derived from a survey that provides information on the sonfrieance

of different small and micro-business owners during their firseethyears of
operations. The survey was conducted between mid-October and Decembar 2005 i
the form of 213 telephone interviews with people who had become entreygrene
during the past five years. The interviews were held usingtaadardized
guestionnaire which we had developed on the basis of 34 non-standardsxathper
interviews with small and micro-business owners, as well asighra focus group
comprising seven participants. The majority of the questions wesedzended,
which enabled respondents to answer unambiguously. When necessary, the

interviewer gave additional explanations.

The questionnaire was designed to collect a wide range of informanhd was
divided into two main parts. The first contained questions pertaimnrtding
patterns and sources of capital during the first three years ioebaperations. The
second part dealt with possible funding problems encountered and interest of
respondents in microlending schemes. We interviewed one personrmpe(the
owner-entrepreneur), and in the case of team-run companies, onlyithparson in
charge. Survey participants were selected from two clistg fjiven by German
start-up centers in the provinces of Hesse and Bavaria. Thevéstscomprised of
clients who had taken part in coaching and seminars held in 2000 and 2003 i
preparation for self-employmetft.Consequently, at the time of the interview, all
respondents were able to provide a consistently retrospective Viewmwding issues

since all of them had been active in the market for three to five years.

1 Between January 2003 and June 2006, the fedevatmgment introduced a second support measure
(the so-called ‘Me-Inc.’) for previously unemployedsiness founders which was used by another
170,000 persons in 2004, but our sample does hida these benefit recipients. Both support
schemes were replaced by a new scheme (the sd tatigndungszuschuss’) on July 1, 2006.

2 1n order to receive this kind of support the apmtit had to be employed before s/he became
unemployed. In our sample, more than two thirdéhefrespondents had been unemployed for less
than six months which corresponds to the geneagaldis for all founders out of unemployment (cf.
IAB et al., 2005).
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The sample was split into two main groups: those who had requiredeotiteance
during their first three years of operations (35% of the sammeiefer to them as
‘borrowers’) and those who had sufficient equity capital to finance thesiness
(65% of the sample; we refer to them as ‘non-borrowétshis distinction is made
for two reasons: first, it seems appropriate to observe those psemarstely, who
were in need for outside finance in the past, as they represqumittdmial customer
group for microloans. Second, when describing target group traits and tproduc
features of microloans, we will focus our analysis on the borroveeipgand ignore
the non-borrowers as their statements are hypothetical in @ébpeat. Our first
observation concerns the market's potential size: in their firtet years of
operations, only 35% of respondents were in need of outside finance, tivnile

remaining 65% were able to do withdfit.

‘Outside finance’ is used here as an umbrella term to tefall financial resources
that do not constitute equity capital, for instance, bank loans and ploais
obtained through friends or relativEsTable 1 presents some descriptive statistics
for these groups. The variables are classified according to ttitut#s describing
the business owner (owner-entrepreneur characteristics); ttieseribing the
business (business characteristics); and the funding needs oftHerfieach of the

first three years (financial characteristics).

Thirty-seven percent of the borrowers had started retail orscitafsinesses,
compared to a mere 11% of non-borrowers. Chi-square bivariate tongleeveal
that retail p=.003) and crafts enterprisep=(059) exhibit significantly greater

financial needs during the first three years than do other éihésisiness. This is

3 The high share of persons not in need for outSigece might be explained by the fact that they
received the so called ‘bridging allowance’ for tfirst six months after the foundation of their
business which grants them a basic income durisdithe.

14 Similar figures were obtained by Caliendo, Kritkand Wiessner (2006) in a telephone survey of
2,500 West German start-ups that had used theibgiddlowance in 2003 to launch business. In a
similar study, Fraser (2005) found that in the WHmost two out of three businesses had used
personal savings as the principal source of findacgart the business, and one-third had received
funds through a bank loan or a private loan.

1> We did not ask for VC or equity finance, as tyflicamall and micro-businesses are not eligible for
this kind of funding.
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highly plausible given that most of these businesses require higlestments, for

example, in the purchase of physical stock and machines.

4.2. Comparison of borrowers vs. non-borrowers

Funding needs of borrowers and non-borrowers during their start-up gphasge

out at about €15,006. Table 2 shows the funding needs of borrowers and non-
borrowers for each of the three years in consideration. A ckgmration can be
observed (a) between year one and the two following years, asasv@d) between
borrowers and non-borrowers. While more than 80% of the non-borrowers needed
less than €10,000 in the first year, this was the case for only 4796 bbrrowers:
more than a quarter of these businesses required more than €25,006velhef
funding needs in the two subsequent years differ significantly franfitst, while
years two and three both exhibit similar patterns. Obviously, indrotlps, there is

a high percentage of businesses that exhibit no funding needs at all after year one
Thus, we see two kinds of investment patterns: one group of businegs&sge
one-time funding, and a second group with recurring funding needs. We will
examine this observation further in the next section, when we Hoeak the market

according to funding patterns.

Respondents were asked to specify the main intended use of the fuadk of ¢éhe
three years. Not surprisingly, a large percentage of busgessa the funds to
cover start-up expenses such as IT infrastructure, office equipamehinaterials for
their first fiscal year. What is crucial to know for the eppiate design of
microfinance products is that liquidity finance played an importafté for the
borrower group in the two following years: more than 50% reported liguigips
that had to be closed, for instance, the entrepreneur’'s own costsgfand pre-
financing customer orders. Cases of ‘emergency finance’, suzdickduties falling

due, were also mentioned.

'8 This figure is slightly lower than the averageatfout £€20,000 reported by Hinz and Jungbauer-
Gans (1999) for the group of unemployed businesaders, while the study by Caliendo, Kritikos
and Wiessner (2006) produced an average amounsiraitar to the present data.
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4.3 Experiences when raising capital

A series of earlier studies found that raising capital posesoblem to young
entrepreneurs (van Auken and Neeley, 1996; Blanchflower and Oswald, 1998; Hinz
and Jungbauer-Gans, 1999; Eurobarometer, 2005). Figure 1 presents a more
differentiated picture: 84% of business owners in the borrower groddppr a

bank loan and almost two-thirds were successful, that is, they alégeto cover

their funding needs through an installment loan or an overdrafitydcilOver 90%

of business owners who had applied for a loan had a formal meetimgheibank

and explained their business concept to a bank employee. Of those sitkd ai

bank, 71.9% inquired about a loan, 12.5% about an overdraft facility and 15.6%
about both. Among those who received bank loans, less than 5% of the subsample
still required additional funds. Therefore, we may conclude that wheksbdo
provide financial assistance to young businesses, the loans they peaveids

sufficient size'®

What about businesses that reported no need for outside finance? Figure 1
approaches this question by first breaking this group in two: thbealid and those

who did not need outside finance. The right subsample on the intermisdiatte
shows those business owners who did not apply for a bank loan, either tbeeguse

did not need a loan to finance their business thanks to other saurbesause they

were afraid of incurring debt. When explicitly asked if feainafebtedness was an

obstacle to applying for a loan, roughly one-third of all non-borrowers said yes.

The subsample on the bottom right is comprised of business owherdit apply
for a loan but were rejected. The reasons for rejection were unkemee banks
usually do not disclose this information to applicdntin relation to the whole

sample, slightly more than 10% of business owners were rejegtbenks.One in

" One possible reason for the high rate of loan amis might be that all interviewed business
owners had received professional training and dagaturing the start-up phase of their business.

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

19 Evidence from interviews with loan officers rev@#hat the main reasons for rejection are (i) low
loan volumes, (ii) poor business concepts, (iiglireng of certain industries (e.g. retail) and)(as
low degree of borrower creditworthiness (IAB et aD05).
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three of these rejected loan applicants reported a funding gag thkilrest got
along without bank loans. This shows that liquidity constraints do existrbat

limited scale.

Putting the observations of this subsection together, we concludevtihgtitds of
the business owners who applied for a loan were successful. Amongwhose
launched their business without a loan, we observed three reasons forsdpbing
These business founders either i) did not need outside capitaldat npt want to

incur debts, or iii) their loan applications were rejected.

5. Empirical analysis

5.1 Market segmentation

We aimed to divide the borrowers into groups according to their esqur@sterest in
microfinance products. For this purpose, we presented a microloan théth
following properties to respondents:

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

» the term of each loan ranges between one and two years;

» there is no amortization-free period;

« the repayment scheme is fully flexible (comparable to an overdraftygcili

e applicants are informed of the credit decision within five days;

e interest rates amount to approximately 20% per annum;

* the loan officer acts as a partner to the client and problemsadived
cooperatively,

» different kinds of collateral can be used.

These features are based on actual microloans offered in othteyeBorcountries
such as the UK, Poland, Russia, and Gedfglawas mentioned explicitly in the
interview that loans with these characteristics are not dffeyetraditional banks in
these countries. Respondents were then asked whether they wouldubla loan.
If respondents rejected it, they were asked why. If they baidiiterest rates were
the main reason, we presented a showcase calculation givingsirpasgments in
absolute terms (a strategy commonly used by MFIs). Respondertsh&arasked if
this display would change their minds.dichotomous variable ‘target group’ was
defined to take the value 1 if respondents were interested indtlegbrand O if they
were either not interested or not sure. In total, 41.3% of resporsiedtthey would

% Specific product features are discussed, e.@Copisarow (2000), and for the transition economies
in Armendariz de Aghion and Morduch (2000) and Viiga and Kritikos (2004) among others.
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have accepted such a microloan. These respondents are theredbreemerm as

our target group®

5.2 Tests and Results

(1) Is target group membership correlated to preceding exp@&nces in bank

meetings?

In this section, we explore the experiences that potential microloan ¢lashtduring

their bank meetings. Respondents were asked to rate the sgunatigy they

experienced during their most recent bank meeting on a Likertsy@le varying

from 1 (strongly disagree) to 5 (strongly agree). We exgettieobserve a strong

correlation between negative experiences with banks and target group ntembers

To analyze our assertion, a Mann-Whitney U test is used. Weefuekpected that
having received a bank loan would predispose a potential micro-businesstowne
evaluate his or her meetings with the bank positively. This raties@keychological:

a favorable meeting outcome leads to a positive evaluation. On thehaiigy the
bad experience of not receiving a loan may result in a negatilweagga due to the
unsatisfactory outcome. To test this assumption, a variable ‘redear’ is defined

to contain information on the outcome of bank meetings. It takes the tafor
those who received a loan and O for those who did not.

Lower mean ranks for those who did not receive a loan indicate thatithef the
ranks must be smaller than the sum of the ranks for those who did. J@lustrates
the results. The mean ranks indicate that micro-business owherdidvnot receive
a loan rate the bank’s customer service lower than those who didz-Vélee of

-3.14 reveals that this result is significant at the 0.1% level.

2! This target group classification (‘accepters’:guutal clients who are interested in micro-loans vs
‘rejecters’: business owners who are not) follokes logic of the consideration set theory. Complex
decision processes like the acquisition of capéquire a reduction of alternatives in order tachea
cognitive relief. The decision maker, in our cake tnicro-business owner, only takes those
alternatives into account that are mentally stanelis consideration set, i.e. that he is acqudinte
with (which in our study is assured by describihg tmicroloan product) and that are valued
positively (Crowley and Williams, 1991). If micredns are not stored in the consideration set of a
potential customer because of the negative valatteehed to it, he will reject them outright. A
consideration set is dynamic, however. Certainradtitves can be upgraded from negative to
positive in response to specifically designed mémkgemeasures, which we used by presenting
interest payments in absolute terms.
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With all differences in the mean ranks being significant épkdor the last item,
which only shows marginal significance at the 10% level), itevident that
unsuccessful loan applicants tended to rank their banks’ service wugifificantly
lower than their successful counterparts. This confirms the psydtallogias
assumption. We conclude that if we want to relate microloan @ffi@ how
recipients rated bank service quality, we must take this coomlaito account.
Therefore, in the following we will concentrate only on the grouppplfieants who
receiveda loan and thereby adjust for the above-mentioned psychological bias
Among the group of successful bank loan applicants, we diffetente target
group dummy into persons who were interested in a microloan and thosgemo

not. Again, we apply a Mann-Whitney U test. Table 4 presents the results.

The findings from the rank-sum test confirm our initial expectaBusiness owners
who showed an interest in microloan products had significantly wexgeriences
during their bank meetings than the other group, even if both groups readrast
loan. Their evaluation of the meetings was significantly lesgiy@sand they did
not feel that they had been taken seriously, as fully fledgedtzlieurthermore,
their responses differed greatly regarding whether bank emglayeterstood their
business concepts. Also, these applicants did not feel well-informig derms and

conditions of the possible loan products.

Result 1 Prior negative experiences with banks are positively coecbhaith target
group membership, even if the business owner previously received ardoaraf
bank.

In this context we should emphasize that the causality bettheetwo variables is
ambiguous. It seems, however, plausible to assume that banks ary ustal

interested in extending small or micro loans to businesses, anhdhibas then
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reflected in the service quality they offer these applicartfiowing this line of
argumentation, target-group membership would also be a determinpatceved

service quality.

(2) What are the central product features?

Microloans are mainly characterized by i) flexible repaynsehiemes after the loan
has been disbursed, ii) fast access to loans and iii) individual sujppartioan
officers (Copisarow, 2000). This in turn implies higher interetgsréghan the usual
market rate. To find out which product features are important to paltemtroloan
clients, we provided them with a set of statements and askatetthem on a scale
from 1 (strongly disagree) to 5 (strongly agree). We emaldlann-Whitney U test
to analyze group-specific differences. Table 5 presents the results.

The rank-sum test reveals two significant differences kerivtiee subsamples. First,
business owners who showed an interest in microloans stated thaipiweye in
segments that demand fast access to loans. Second, they weige twifpay higher
interest rates for faster access to loans. Product fedikeeflexible repayment
schemes, amortization-free periods, and individual support from a lo@erodiie

clearly not important enough to allow distinctions to be drawn between groups.

Finally, we analyzed the correlations between bank assessmettraduct
features. Our results show that applicants who gave an overathtiag of bank
meetings were actually willing to pay higher interestgdte loans. The same holds
for those who stated that they had not been treated as fully dledigmnts.
Experiences from the interviews with the members of the fgcasp show that
future clients want to be assured of a high probability of vetgia loan. High
rejection rates tend to deter potential clients from applyingptors and information

about high rejection rates spreads among potential clients in a very shogdime s

Result 2 Borrowers who are interested in microloans are prepared tdigager
interest rates if, in return, they have high chances of recetiimdoan and if the

access to the loan is fast and easy.
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(3) Do target group members exhibit a typical financing pattern?

Figure 2 depicts the financing patterns for target group and nagt-tgrgup
members. There is a clear discrepancy between the fundidg okthe two groups
in year one. Looking at the three-year trend, the target group exfably constant
funding needs, while the other group reports higher funding needs inghgear
and rather low needs in years two and three. An ANOVA testasaducted to
compare the groups’ funding needs in each year, yielding a (wesaghjficant F
value only for the first periodp€.09). We presume that a lower level of start-up

finance is a distinguishing feature of the target group.

We conclude that borrowers interested in microloan products exhibgeeific
financing pattern characterized by a fairly constant needufading. Unlike non-
target group members, these clients reported needing an aeéragmveen €6,000

and €12,000 per year over the three-year pefiddhis is a possible benchmark loan
size for microloans. Funding needs of non-target group clients, in dortvasage
€19,008° in year one and drop to far below €5,000 in the subsequent two years. The
higher funding volume in the first year might indicate that tHeseowers have
received bank loans that are generally approved only beyond a aaraimt. In

this case, banks are usually more willing to finance subsequets. IGair analysis

also showed that these borrowers were granted overdraftiéscdignificantly more

often than target group members in the years after founding the business.

Equity ratios of the two groups display a palpable discrepancy: target gesupears
continuously exhibit lower equity ratios than non-target group membfens
ANOVA test confirms statistically significant differersceonly for the first year
(p=.02). As a certain amount of equity capital is the necessacomnution for
receiving a bank loan, it is quite probable that target group nren@ve largely
excluded from the formal banking system. Therefore, microloarsepirea viable

funding alternative and higher interest rates do not deter them.

2 Figure 2 is adjusted for seven outliers within bmerower group as they distorted the means quite
heavily (including the outliers, means oscillatévimen €15,000 and €20,000). Théh7pﬁarcentile
including outliers is € 25,000.

% The average is € 32,000 when we do not adjusittiers.
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We summarize that compared to non-target group members, microloacaaispl
have i) lower funding needs during the start-up phase, ii) more edesthbuted
funding needs, and iii) less equity. Since most existing Germas bffdred loan
products only to start-ups in year one, this observation probably explans t

exceptionally low demand for these products.

(4) A model for determining target group membership

We developed a model for the borrower group that enables us to deteat@mant
factors affecting target group membership. For this purpose, a boggiryegression
was used with ‘target group’ as the dependent variable. In Mogdgbepsonal
explanatory variables were applied. The business variables deed &0 perform a
second Model B. Finally, an extended Model C was estimated, irhviimancial
characteristics of the firm were included. With this approach,athentages of
multivariate methods are exploited, as measured effects chigdyipear if they are
controlled for alternative effects of other explanatory variablegelkerkeR2 and
Cox & Snell R? provide estimates of good overall model fit for each of the

specifications.

Table 6 reports the estimation results of the three models gadbldhe business
owner’s age does not have a significant impact on target group nsimpberhe
same holds for gender, which is only weakly significant in Model @i§oers have
a higher propensity to be interested in microloan products, which couldeb® the
fact that they are more often excluded from the banking systertharedore depend
more heavily on alternative funding. Blanchflower et al. (2003) shanwilssi
empirical evidence for this observation when analyzing small as#séaccess to
the US credit market. Concerning the education variables, nasfésmen have a
significantly lower propensity to belong to the target group, whidhdicated by the
negative sign of the dummy. They usually have higher funding needsgdhe
start-up period due to the need for more expensive equipment tharxafaple,

businesses in the service sector.
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With respect to the business variables, we observe that firmstiogarathe retalil
business have a strong propensity towards microloans. This coincidewith
findings that potential microloan clients need fast access to fRadail business is
traditionally characterized by near-term funding needs, ofiggetred by the need to
pre-finance inventory (van Auken and Carter, 1989). The other industry ésmmi
have no significant bearing on target group membership. The varialle ‘te
foundation’ shows a weak positive significance in Model B when comtgofior
financial characteristics. We therefore conclude that beingtaal business is the
only relevant firm characteristic that determines targetijgrmembership - a result
that coincides with the evidence from many countries afterofimemnce products
were introduced (Kritikos and Vigenina 2005) and with the anecdotal eedbat
owners of firms in the retail business sector are “redlined” by comméaniks.

Model C contains a set of dummies providing information on the firowslihg

characteristics. Businesses that received a private loan duringrsteiree years of
operations tended to show a weak significant interest in micro-l¢erecdotal

evidence from the interviews confirms that people who have frequesitkived

funding through private loans are reluctant to borrow from friends datives in

the future, as this implies a certain kind of social dependency. Appiavho had
previously received a bank loan are less likely to belong to thettgrgup due to
their preference for the lower interest rates offered &gkb. This confirms the
conjecture we made when analyzing funding patterns. The only cavbat timding

was detected in Section 5.2(1): borrowers who experienced poor baite sprality

showed a significantly higher interest in microloan products. Findile dummy
‘funding needs in year two or three’ does affect target grouplbaeship positively,
but with a weak significance. This validates our financing patealysis, which
showed rather constant funding needs for the target group and therefsvated
need for finance after foundation of the business. Receiving adrafteand a need
for liquidity finance do not affect target group membership.

Result 3 Business owners who are interested in microloan products casubé f
among foreign and retail business owners as well as among thHosehad
previously received private loans. Those who needed finance in the aféars

business foundation were also more likely to belong to the target group.
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6. Implications for a marketing strategy for MFIs

Our analysis leads us to a marketing strategy that addregsessues: first, findings
concerning past banking experiences and product features implydbiioning

MFIs to be different from commercial banks is crucial. Busir@sners interested in
microloan products report negative experiences with banks thatdmagy them
away from commercial banks when shopping for loans. Furthermore, these
customers value speed and flexibility in the process of receiegugs! Given the
rather slow approval processes of banks, this is a unique selling pi@pdeit
MFlIs.

Apart from this general strategic positioning, we can derivetiteria that define a
typical MFI target group. When looking at the results of our tamgewup
membership model, a distinctive pattern appears: the microloan @nQep is
typically made up of retail business owners, foreign businesgrsywand persons
with a loan history on the private market rather than the bank mdikes, MFIs
could start by targeting retail businesses, offering micr@daat respond to their
special business needs. Furthermore, a demand for microloansriats ia the
periods after a business has been founded. Therefore, it makes sense to target
microfinance promotion at businesses that have been operating for morentha
year. It has to be emphasized that such a strategy of focusimgprenexperienced
business owners corresponds to the needs of MFIs to reduce their leskindf is
much easier for loan officers to differentiate between low ant-isl potential
clients if these entrepreneurs have already passed theistperod and gathered

experience in their respective markets.

Furthermore, the loan-granting process should be as ‘non-bank’ alsl@otbsit is, it
should give customers the feeling that their needs are understoodaardety are
respected as fully fledged clients. Given the importance of theqath environment
(Baker, Berry and Parasuraman, 1988; Baker, Grewal and Parasurbd®d), it
might even make sense to design MFI offices differently from bank officesidEas
is supported by our interviews with the members of the focus group, xpnessed
the feeling of having been treated badly by loan officers\araklocal MFIs (that
were publicly financed) - similar to the perceptions of surveyigyants about

conventional banks.
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This result is also meaningful for the design of appropriateoasrding products.
On the one hand, it is crucial that loans have a high probability o lagiproved: a
commonly used rule of thumb is a 90% approval rate. On the other hasd, it
important as well to keep the supply-side problems in mind thamestioned
briefly in the introduction, for example, adverse selection and rhazrd. To meet
both challenges, micro-lending products need to be designed in such havay t
high self-selection process takes place, identifying potentiahbaes of the target

groups and at the same time attracting as many creditworthy perquossdsde.

We can further conclude that marketing by a specially dedigMFI will be
successful only if it employs well-trained loan officers vidmow how to offer high-
guality customer services and can guarantee a fast, efficiecegs of loan
screening and approval. These insights also reveal why maogssifid MFIs in
Eastern Europe do not employ former bankers as loan officersadngteey prefer
loan officers with a background in psychology and no previous professi

experience in the traditional banking sector.

7. Conclusion

It almost goes without saying that small and micro-businessesrhare difficulties
in getting access to outside finance than larger firms dolddres they require are
too small to attract commercial banks, and small business owrgetesa able to
signal their risk-taking behavior than managers of larger corapam response to
this need, during the last decade, about two dozen local MFIs have diagm ia
Germany offering loan products aimed at start-ups. However,shetess measured

in terms of outreach remained far below expectations.

To better understand the demand side of this market segmen¢rma@®y, we
conducted a survey of 213 entrepreneurs and interviewed them abodtindeng

needs and their affinity to a typical microlending product. As tagpoximate size
of the market, 65% of the business owners in our sample reportedehatere able
to operate without outside finance. Thus, it might be true as sedgestthe
introduction that the majority of small and micro-business ownersxaleded from

access to small loans. However, our survey reveals thage paoportion of these
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small business owners did not even ask for outside finance. Furtharctestould

therefore be directed at finding out the reasons why this is so.

Among the remaining 35% needing outside finance, two out of five iwereested
in a microloan, even if annual interest rates amounted to 20%. These peopl
termed as the target group. As we found two different financitigrpa, we are able
to further specify the target group: non-members needed funds palyicuang
their start-up phase, while target group members exhibited f@origtant funding
needs over the first three years of operations and significamtlr funding needs
than the former group in year one. Our survey also shows that tleeieeain
businesses that are particularly interested in microlending gigdamong them
foreign and retail business owners, persons who received loans fronpritate
network, and persons who were dissatisfied with the service yudfgred by

banks, where they had felt patronized by loan officers.

With respect to the general impression mentioned in the introdutiietnmost
entrepreneurs are excluded from the credit market, we are algevd a more
differentiated answer: it is true that the loan applicationsoafes start-ups were
rejected by more than one bank, but in our survey, these were only 8b6wlf the
complete sample. It is also true that only about 20% of the youngpesrteurs in
our sample financed their business with a loan during the startrigal peowever,
as our analysis shows, these figures do not allow for the conclinsibB80% of the
entrepreneurs face financial problems during their start-up pbaoduse they are
excluded from the credit market.

Our research, therefore, gives evidence that by targeting statirups the local
government-owned or government-financed MFIs unnecessarily cotffieedarget
markets. Furthermore, the loan products they offered were inappeopoiathe
demands of their potential clients. For the future, federal and tmatrnment
activities should be refocused. Instead of developing own products (wieichem
distributed through local MFIs) or the provision of loan capital witlavige
restrictions on the access to their special loan funds, the rgoeat should
concentrate on the provision of risk capital available without astfyictions except
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for a maximum loan size and outreach-oriented targets and veeidi those banks

and MFIs who aim to use these special fuifds.

As a result, the following marketing strategies appear cruftiat, microlending
products should be addressed specifically to the target group, nahusdg firms
labeled in this paper according to their financial needs aso+hicsinesses. These
businesses are not necessarily in the start-up phase but have &edim@por some
time. Second, instead of focusing on young entrepreneurs in gendrah-does not
allow for the development of any specific product design - rhasinesses should
be targeted through product features designed specificalpdosubgroup that we
identified. Third, the decisive features to create a demand foolemcling products
even at higher interest rates are: quick and easy accesng) and an environment

which does not remind the customers of their last bank visit.

In order to provide such good service quality to their customers, Milkave to
employ professionally trained loan officers who are able to hputctucial product
features into action and to carry out effective screening procedutbe same time
in order to maintain a low percentage of high-risk clients. Onlg thi#d an MFI
successfully attract customers and be able to promote its uniyaatages over
commercial banks. Since many of the potential customers are wetsaeily
excluded from the traditional banking system, it also has to be erngthdlsat MFIs
might gamble away their credibility in a very short peraddime (as some already

have) if their loan officers behave similarly to those at commercial banks.

We conclude that, although smaller than expected, there iskatni@ar microlending

in Germany. It has potential to grow especially if thera liatent demand among the
astonishingly high share of business owners who reported no need for outside
finance (in particular among those who are currently afraid of eqgpfgr a loan).

This latency could be explained by a lack of awareness on thefpidw business
owners of existing microlending options: with the right productsadiyein the
market, they merely have to look for the products offering the cteistics they

might not have been able to articulate (see also Earl and Potts, @0@0possible

4 The Small Business Administration (SBA) in the pl8ys certainly a similar role to the MFls, and
the German KfW has recently started to work ingame direction.
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step would therefore be to increase advertising efforts to eaisgeness among

potential clients.

25



References

Ang, J. (1992). ‘On the Theory of Finance for Privately Held Fiyffiseé Journal of
Small Business Finang¥ol. 1(3), pp. 185-203.

Armendariz de Aghion, B. and Morduch, J. (2000). ‘Microfinance Beyond Group
Lending’, Economics of Transition/ol. 8(2), pp. 401-420.

Armendariz de Aghion, B. and Morduch, J. (2005). ‘The Economics of
Microfinance’, Cambridge: The MIT Press.

Baker, J, Berry, L. and Parasuraman, A. (1988). ‘The Marketing Ingfa8tanch
Facility Design’,Journal of Retail Banking/ol. 10(2), pp. 33-42.

Baker, J., Grewal, D. and Parasuraman, A. (1994). ‘The Influence @t St
Environment on Quality Inferences and Store Imagdeyrnal of the Academy of
Marketing Sciencevol. 22(4), pp. 328-339.

Bechara, A. and Damasio, A. (2005). ‘The Somatic Marker Hypothasiseural
Theory of Economic DecisionGzames and Economic Behavi&fol. 52, pp. 336-
372.

Berger, A. and Udell, G. (1992). ‘Some Evidence on the Empirical Signide of
Credit Rationing’ Journal of Political Economywol. 100(5), pp. 1047-1077.

Berger, A. and Udell, G. (1998). ‘The Economics of Small Business Findhee
Roles of Private Equity and Debt Markets in the Financial GrowtieG Journal of
Banking and Financeévol. 22(6-8), pp. 613-73.

Besanko, D. and Thakor, A. (1987a). ‘Collateral and Rationing: Sorgungilria in
Monopolistic and Competitive Credit Marketdhternational Economic Review
Vol. 28(3), pp. 671-89.

Besanko, D. and Thakor, A. (1987b). ‘Competitive Equilibrium in the Credikt
under Asymmetric InformationJournal of Economic Theorywol. 42(1), pp. 167-
82.

Bitler, M., Robb, A. and Wolken, J. (2001). ‘Financial Services Usedbioall
Businesses: Evidence from the 1998 Survey of Small Business Fihdredsral
Reserve Bulletinvol. 87(4), pp. 183-205.

Blanchflower, D., Levine, P. and Zimmerman, D. (2003). ‘Discrimoratin the
Market for Small Business CredifThe Review of Economics and Statisti¢sl.
85(4), pp. 930-43.

Blanchflower, D. and Oswald, A. (1998). ‘What Makes an Entreprenelo@inal
of Labor Economigsvol. 16(1), pp. 26-60.

Caliendo, M., Kritikos, A. and Wiessner, F. (2006). ‘Existenzgriindungsforgenun
Deutschland, Zwischenergebnisse aus der Hartz-Evaluationnal for Labor
Market Researchvol. 39 (3-4), pp. 503-529.

Carter, R., van Auken, H. and Harms, M. (1992). ‘Home-based Business inrtle R
United States Economy: Differences in Gender and Finandimgfepreneurship &
Regional DevelopmenYol. 4(3), pp. 245-57.

26



Constant, A., Zimmermann, K. (2005). ‘Self-Employment Dynamicsogsrthe
Business Cycle: Migrants Versus NativekZA Discussion Papet386.

Copisarow, R. (2000). ‘The Application of Microcredit Technology to the-Ukey
Commercial and Policy Issuesournal of MicrofinanceVol. 2(1), pp. 13-42.

Copisarow, R. (2004). ‘Street UK — A Micro-finance Organisationsbas Learned
From lIts First Three Years’ Operations’, London.

Crowley, A. and Williams, J. (1991). ‘An Information Theoretic Applodao
Understanding the Consideration Set/Awareness Set Propor#aivances in
Consumer ResearcNol. 18(1), pp. 780-787.

Eurobarometer (2005). ‘'SME Access to FinanEéash Eurobarometet 74.

Earl, P.E. and Potts, J. (2000). ‘Latent Demand and the Browsing Shopper’,
Managerial and Decision Economicgol. 22(3-4), pp. 111-122.

Evers, J. (2002). ‘Kredite fur Kleinunternehmen, Effiziente Betrewsysgsme von
Banken.’, Bankakademie, Frankfurt am Main.

Fraser, S. (2005). ‘Finance for Small and Medium-Sized Enterpés&eport on
the 2004 UK Survey of SME Finances’, Centre for Small and MediuedSiz
Enterprises, Warwick Business School.

Habschick, M., Evers, J. and Jung, M. (2004). 'Finanzierung im Kleinen’, Hamburg.

Harhoff, D. and Korting, T. (1998). ‘Lending Relationships in Germamympirical
Evidence from Survey DataJournal of Banking & FinangeVol. 22(10-11), pp.
1317-53.

Hillier, B. and Ibrahimo, M. (1993). ‘Asymmetric Information and Malef Credit
Rationing’,Bulletin of Economic Researc¥ol. 45(4), pp. 271-304.

Hinz, T. and Jungbauer-Gans, M. (1999). 'Starting a Business Aftanjlagment:
Characteristics and Chances of Success (Empirical Evidence drdRegional
German Labour Market)Entrepreneurship & Regional Developmekl. 11(4),
pp. 317-33.

IAB, DIW, GfA, sinus and infas (2005). 'Evaluation der Malinahmen zur thusg
der Vorschlage der Hartz — Kommission — Modul le: Existenzgriindungerin,B
June 2005, BMAS (Research Report of the Federal Ministry &mot. and Social
Affairs).

Jacob, H.-R. and Warg, M. (1997). ‘Microlending-Anséatze fur das klassi
Kreditgeschéaft' Die Bank Vol. 6, pp. 335-37.

Jaffee, D. and Russel, T. (1976). ‘Imperfect Information, Uncertaartg, Credit
Rationing’,Quarterly Journal of Economi¢c¥ol. 90, pp. 651-66.

Kritikos, A. and Kahle, K. (2007). 'Kapitel I: Das GrindungsgeschelrenlAB,
DIW, Sinus, GfA und infas: Evaluation der MalRhahmen zur Umsetzung der
Vorschlage der Hartz-Komission. Arbeitspaket 1: Wirksamkeit ldstrumente,
Modul 1le: Existenzgriindungen, Bericht 2006. BMAS, Berlin, S. 40-90, Berlin.

Kritikos, A. and Vigenina, D. (2005). ‘Key Factors of Joint-Liabilityoan
Contracts’ Kyklos Vol. 58(2), pp. 213-238.

27



Kritikos, A. and Wiessner, F. (2000). ‘Ein zweiter Kreditmarkt fimeezweite
Chance” Perspektiven der Wirtschaftspolitipl. 1, pp. 357-378.

Lamberson, M. and Johnson, C. (1992). ‘Financing Experiences of Small
Manufacturers in Arkansas: Survey and Analystpnomic Development Review
Vol. 10(2), pp. 62-66.

McMahon, R., Homes, S., Hutchinson, P., and Forsaitl{1#93). ‘Small Enterprise
Financial Management: Theory and Practice’, Harcotat& Australia.

Myers, S. (1984). ‘The Capital Structure Puzzleurnal of FinanceVol. 39(3), pp.
575-592.

Nagarajan, G. (2000). ‘Fundusz Micro, Polanifficro Banking Bulletin Vol. 4,
pp.1-7.

Office of Advocacy, U.S. Small Business Administration (2003). ‘FimapPatterns
of Small Firms: Findings from the 1998 Survey of Small Businesari€e’, Office
of Advocacy, Washington D.C.

Pettit, R. and Singer, R. (1985). ‘Small Business Finance: A Résdaienda’,
Financial ManagemenWol. 14(3), pp. 47-60.

Petty, J. and Bygrave, W. (1993). ‘What Does FinanceeH® Say to the
Entrepreneur?Journal of Small Business Finandéol. 2(2), pp. 125-38.

Piorkowsky, M.-B. and Fleil3ig, S. (2005). ‘Existenzgrindungen im Kondext
Arbeits- und Lebensverhaltnisse in Deutschland — Eine Strukturanalyse von
Mikrozensusergebnissen — Aktualisierung der Sonderauswertung der Mikeoze
1985 bis 2001 fur die Jahre 2002 bis 2004’, Statistisches Bundesamt, Bonn.

Reifner, U. (2003): Microlending — a Case for Regulation, IFF-Hamburg.

Scherr, F., Sugrue, T. and Ward, J. (1993). ‘Financing the Small FintiUpta
Determinants of Debt UseJpurnal of Small Business Finandéol. 3(1), pp. 17-36.

Stiglitz, J. and Weiss, A. (1981). ‘Credit Rationing in Markets wlithperfect
Information’, American Economic RevieWol. 71(3), pp. 393-410.

van Auken, H. and Carter, R. (1989). ‘Acquisition of Capital by Smalh&ir
Journal of Small Business Managemardl. 27(2), pp. 1-9.

van Auken, H. and Neeley, L. (1996). ‘Evidence of Bootstrap Financing Among
Small Start-Up Firms’Journal of Entrepreneurial & Small Business FinanZel. 5
(3), pp. 233-48.

Vigenina, D. and Kritikos, A. (2004). ‘The Individual Micro-Lending Contrastit
a Better Design Than Joint-LiabilityZEconomic System¥pl. 28(2), pp. 155-176.

Woller, G. (2002). ‘From Market Failure to Marketing Failure: Market Origoteas
the Key to Deep Outreach in Microfinancégurnal of International Development
Vol. 14(3), pp. 305-24.

28



Appendix

Table 1: Descriptive Statistics for the two subsamples.

Non-

Ve Borrowers bOrToWers Chiz
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

Preceding period of unemployment 73 9.22 | 129 | 8.76 | 36.78**
(months)

Business Characteristics

Retalil 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 €)2 66 5.3 130 | 1.97 -
Funding needs year 3 (‘000 €)2 66 5.3 130 | 1.33 -

*** gignificant at a 1% level ** significant at &% level * significant at a 10% level (‘- indites
that more than 10% of cells have expected counttlemn 5)
a adjusted for outliers (funding requirements edagg € 100.000 in at least one year)

Table 2: Comparison of funding needs between borrowers (B) and non-borrowers
(NB).

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 1.5
€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
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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

Figure 1: Overview of the subsamples.

Table 3: Comparison of unsuccessful (U) and successful (S) loan applicants (N=74).

Statements Mean Ranks z-value
0 3 (Prob > 2])
All'in all, I had a positive impression of -3.14
my meeting(s) with the bank(s). 24.62 49.27 (0.001)
| felt | was taken seriously and treated as -3.70
fully fledged client. “2245 | 5213 (0.000)
| had the feeling that the loan officer to 231
whom | spoke understood my business| 27.58 47.65 :
(0.021)
plan.
| received competent advice concerning -2.74
relevant products. 2513 48.99 (0.006)
| received comprehensive information on -1.85
all terms and conditions. 32.72 39.97 (0.065)
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Table 4: Comparison of target group (T) and non-target group 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 as 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 :
(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)

Table 5: Comparison of target group members (T) and non-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 (© 56)
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 .0.95
person is as important to me as to the 36.79 37.90 (© '82)
terms of a loan. '
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Figure 2: Funding needs (lines, right scale) and equity ratios (barsstsfle) of
target group and non-target group members adjusted for outliers with funding needs
exceeding €50,000 (N=69).
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Table 6: Binary Logit Estimation of determinants of target group membership.

Explanatory Variables Model A Model B Model C
Gender (female=1) -0.63 (0.64) -0.97 (0.77) -2.83 (1.63)*
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)1*
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
*** significant at a 1% level

** significant a 5% level
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