EMPLOYMENT SECTOR
SOCIAL FINANCE PROGRAM

Microlending
In Germany

Dr. Claudia Kreuz

Working Paper N°41

International Labour Office
Geneva

i)



Social Finance Programme

Working Paper No. 41

Microlending in Germany

Dr. Claudia Kreuz

Employment Sector
International Labour Organisation, Geneva



Copyright © International Labour Organization 2006
First published (year)

Publications of the International Labour Office @njcopyright under Protocol 2 of the Universal Coglyt
Convention. Nevertheless, short excerpts from theay be reproduced without authorization, on coadithat
the source is indicated. For rights of reproductiotranslation, application should be made toltit@ Publica-
tions (Rights and Permissions), International LabOffice, CH-1211 Geneva 22, Switzerland, or by #ma
pubdroit@ilo.org The International Labour Office welcomes suchligptions.

Libraries, institutions and other users registarethe United Kingdom with the Copyright Licensidgency,
90 Tottenham Court Road, London W1T 4LP [Fax: (820 7631 5500; email: cla@cla.co.uk], in the tddi
States with the Copyright Clearance Center, 222e®Roed Drive, Danvers, MA 01923 [Fax: (+1) (978) 750
4470; email: info@copyright.com] or in other couesgrwith associated Reproduction Rights Organinationay
make photocopies in accordance with the licencgid to them for this purpose.

92-2-118839-6 & 978-92-2-118839-1 (print)
92-2-118840-X & 978-92-2-118840-7 (web pdf)

First published 2006

ILO Cataloguing in Publication Data

The designations employed in ILO publications, vahége in conformity with United Nations practicedathe

presentation of material therein do not imply thpression of any opinion whatsoever on the pathefinterna-
tional Labour Office concerning the legal statusny country, area or territory or of its authesti or concern-
ing the delimitation of its frontiers.

The responsibility for opinions expressed in sigaditles, studies and other contributions reslslgavith their
authors, and publication does not constitute armesainent by the International Labour Office of t@nions
expressed in them.

Reference to names of firms and commercial prodats processes does not imply their endorsemetiteoy
International Labour Office, and any failure to rien a particular firm, commercial product or preseas not a
sign of disapproval.

ILO publications can be obtained through major tsatllers or ILO local offices in many countries, direct
from ILO Publications, International Labour OfficEH-1211 Geneva 22, Switzerland. Catalogues o bt
new publications are available free of charge ftbenabove address, or by email: pubvente@ilo.org

Visit our website: www.ilo.org/publns

Printed by the International Labour Office, GeneSwijtzerland



Foreword

Microfinance and - even more so — microcredit isegally associated with attempts
to reduce extreme poverty. It has a flavour of ttgument aid about it. What is often over-
looked is that the causes that gave rise to mitaofie in low income countries in the early
1980s can also be found in high income countribgjouisly less pervasive and affecting a
much smaller number of people: the primary causeasket failure at the small end of finan-
cial transactions. It does not pay for a commelcigperating financial intermediary to han-
dle loans below a critical threshold of betweerosut5,000 or 25,000, unless there are major
scaling up opportunities. This is particularly $thie bank has no way to make a realistic as-
sessment of the potential default risk. Informat@symmetry, high fixed transaction costs in
finance, moral hazard and adverse selection arersal obstacles in the access to finance of
small firms, single entrepreneurs and the workiagrp

The study by Dr. Claudia Kreuz shows how initiasiveutside the conventional
banking industry seek to fill the market gap in @any. The creation of the DMI (German
Microfinance Institute) in 2004 signals the growisgareness even in a country disposing of
a very diversified and braid financial market tkfagre is a real need to expand the institu-
tional supply of small scale financial servicesc&# legislation to facilitate combined grants
and loans to job seekers that want to set up tveir very small business (“lch AG”) further
emphasize the need for innovative solutions.

Similar trends occur at the European level witlia European Microfinance Net-

work.

The ILO has actively contributed to the learninggass about microfinance in the
North. Following the assessment of microfinancetlhi@ unemployed in 7 high income coun-
tries (1999-2001) the ILO is currently engaged ipragram to advise the governments and
social partners in Bulgaria, Romania and Serbighendesign of a self employment promo-
tion schemes based on microfinance. This initiagviended by the Government of France.

Dr. Kreuz had been with the Institut for Finandiadonomics at the University of
Dusseldorf, before joining in 2005 the Faculty afsihess Economics at the TH University of
Aachen.

Bernd Balkenhol
EMP/SFP
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Executive summary

Microlending originated in developing countries asdnow increasingly applied in
industrialized nations. Its main objective liesl provision of financial services, especially
small loans, to those parts of the population widicimot have bank access. Traditional banks
do not offer small loans, since the costs anditleinvolved are too high to make it a profit-
able business. Microbanks have therefore develepedial techniques, which allow to lower
the loans costs considerably. In order to provigenanent access to financial services to the
target group, microbanks demand cost coveringastaates and aspire to be independent of

subsidies.

In Germany, the German Microfinance Institution DMas founded in April 2004 in
order to establish within two years a standardizationwide microlending system. In this
framework, since the beginning of 2005 pilot prtgeare being introduced to examine the

visibility of linking banks and non-profit institiains.

In this working paper the efficiency of microlendim Germany is evaluated from the
point of view of the participating bank, the norefir institutions and the government. In
contrast to developing countries, where variousrohianks manage to cover their costs and
even achieve a positive return on equity, microilegpdn Germany is heavily subsidized.
However, when taking into account that the targetug of microlending is primarily com-
posed of unemployed persons, savings of the ungmmglot benefit have to be included in
the calculation, too. That way, subsidies in mienaling prove to be an efficient solution for

national governments compared to the status quo.

Although the German microlending model has alreadyieved social profitability,
many critical points remain regarding the instaafl structure of the linking-model. There-
fore, policy implications are given at the end loé fpaper, which can be divided into short-
term, medium-term and long-term strategies. Wheogaa short run the focus is on enhanc-
ing the efficiency of the non-profit institutionater on microlending has to be shifted (back)
to the existing banks in order to prevent the oagjon of a second loan market. In this con-
text, savings banks and cooperative banks comas su#able partners, which have always
played an important role in the development of @e&rman banking system. Finally, mi-
crolending in Germany has to attract private inmesto liften the burden from the govern-
ment. This will only be successful if microlendiisga profitable business from their point of

view.



1. Microlending in Germany

In Germany the only institutions dealing with mitnance are the so called
"Grlunderzentren”(Business start-up caters). These business inmgbate non-profit or-
ganizations. They normally act as one-stop-shopdufoire entrepreneurs offering services

necessary to found an enterprise.

Siebte Saule

Hamburger Klelnstkredltprogramm
Starthilfefonds.._

----- B Arbe|tsmarktpollt|sches

Ostwestfalen- Llppe _____________ Rahmenprogramm-Darlehen

Sieh-An-Kredit Aachen - Projekt Enterprise
,,Auf-geht‘s“-Fond\s:::\ a GrinderNet
KIZ Offenbach “MicroCredit’'s ExisJunioren®
MaGNet-Fonds.--------------- - Markusgemeinschaft Hauteroda

Startkapital-Programmr=---"

Monex-""""" e Gesellschaft fur Unternehmens-
Beratung und Mikrofinanzierung
Minchen

Map: Business incubators in Germany

The target group of the business incubators cangistinly (or even exclusively) of
unemployed people. The institutions act at a lacategional level. Hence, the number of

loans made through the business incubators isrrathall as can be seen in table 1.



Number
Business incubator founded Interest rate of loans Loan size

(2003)
Starthilfefonds Bremen 1984 4.75% 70 8,000 — 75000
GOBI-Fonds (Goéttingen) 1997 4.00% 15 up to 10,225€
Enterprise (Brandenburg) 1999 5.00% 77 5,000€
Starthilfe Schleswig-Holstein 1997 as Kfw n.a. Kag/
ARP-Kredit (Berlin) 1997 4.00% 170 15,000€
Siebte Saule (Hamburg) 1998 8.50% 54 5,000€/8,50D600€
SIEH AN Kredit (Aachen) 2000 as Kfw n.a. as Kfw
Goldrausch (Berlin) 1983 0.00% 8 4,000€
Sicherungsfonds Miinchen 1998 as market 14 4,0@)000€E
Monex (Region Stuttgart) 1996 5.50% 21 5,000€
Hamburger Kleinstkredit- 2002 8.47% 102 as 12,500€
programm
»Auf geht’s Fonds* 1998 KW — 1% 9 up to 5,000€
(KIZ Offenbach/Hessen)
Existengrinderinnen-Darlehenn.a. 3.00% n.a. 5,000 - 50,000€
(Mecklenburg.-Vorpommern)
MaGNet-Fonds 2003 8.15% n.a. 2,000 - 6,000€
(Rheinland-Pfalz)
Startkapital-Programm 2003 0.00% 20 2,500¢€ - 25,000€
(Saarland) later 5.00%
MicroCredit’s ExisJunioren | n.a. 6.00% 38 up to 5,000€
(Sachsen)

Table 1: German business incubators  *

Only two institutions (Arbeitsmarktpolitisches Ratinprogramm ARP-Kredit Berlin
and Hamburger Kleinstkreditprogramm) issue mora th@0 loans per year. The interest rate
is between 0% and 8.5% or it is adapted to theitiond of the Kreditanstalt fur Wiederauf-
bau (KfWY. At present the KfW offers a “small credit” betwe®,000€ and 25,000€ with an
interest rate of 8.67%The loans are not directly given out by the KfWwit by local retail

banks. Retail banks receive a fixed provision @&€br each loan to cover transaction costs.

There is no formal ceiling concerning the maximume ©f a microloafy and there-
fore there is a smooth transition from a microlt@am traditional commercial bank loan. Ob-
viously, one could question whether business inmubavith loans larger than 10,000€ can

still be considered as microfinance institutions.

! Collected from GroR, K.-H. (2005), pp. 53-74, Byel./Habschick, M. (2001), pp. 73-95, and from web
pages of each institution.

The KfW is a promotion bank that refinances tdtaancial institutions below market conditions.

See www.kfw-mittelstandsbank.de. In 2003 5,28%nak loans” were granted by the KfW (see Grof3, K.-H
(2004), p. 218).

*  See Evers, J./Habschick, M. (2005), p. 1.



The core problem of microfinance in Germany is fittgmented institutional land-
scape with widely varying as well as eligibilityiteria®> loan conditions and loan sizes. As a
result potential borrowers have to spend much tongort out which offer is suited best for

their special needs.

To address this issue the German MicrofinancetisibMI) was founded in April
2004. The DMI is a non-profit organization foundsd55 members, mostly business incuba-
tors/ The main objective is to establish a standardizéctolending system all over the

country in the next two yeafs.
2. Microbanking as an instrument to lower loan cos  ts

2.1 Market failure as a result of high loan transa  ction costs

In Germany business incubators handling microloars non-profit organizations.
Commercial banks have not shown much interestignbibsiness segment, largely because of

cost considerations:

See Grol3, K.-H. (2005), p. 16.

See Maas, B./Meil3ner, H.-R. (2001), p. 4.

A complete member list can be found in www.mikmahz.net.

For the objectives of the association see 2@#fitticles of DMI (printed in Grol3, K.-H. (2005).p42-43).

o N o O



Commercial loan Small loan
Loan size 100,000 5,000
Rating of the company BB- C
Loan loss of business segmen} 1.33% 3.99%
Collateral (€) 50,000 0
Equity required (Basle II) 8.00% 12.00%
Operating costs 0.80% 16.00%
Risk costs 0.67% 3.99%
Equity costs (10.0%) 0.80% 1.20%
Cost of debt (2.195) 1.93% 1.85%
Break-even-interest rate 4.20% 23.04%

1EZB-Rating sheet, Schufa® German Sparkassen- und Giroverbdrt?-month-Euribor

Table 2: Break-even interest rates for differentlo  an sizes

The calculation shows that the break-even interast of giving out a loan of
100,000€ is 4.20%, any revenue exceeding thiswdteaender a profit for the bank. The
costs of a small loan are more than five times éngn order to cover all costs the interest
rate for the borrower would have to be 23.04%.

Loan costs are composed of four elements, the tipgreosts, the risk costs and the
costs of funds, divided into equity costs and co$tdebt’ The greatest difference between
the costs of a commercial and a small loan is atlélrel ofoperating costsThey mainly
consist of costs incurred in screening the crediftwioess of potential borrowers. According
to the German Sparkassen- and Giroverband they rntouat least 750€ per lodh Fur-
thermore, additional costs arise in credit procesée.g. 50€ in table 2). The resulting operat-
ing costs of 800€ equal 0.80% related to a loam a&f2L00,000€, but 16% if related to a small

loan.

Risk costs are also higher for small loans. Aceaydb the new Basel Il capital ade-

guacy ratios every borrower has to be rated indadig in order to determine the expected

°  See for the calculation of loan costs e.g. Sehieeck, H. (2003), pp. 304-385.
19 Quoted from Evers, J./Habschick, M (2002), p. 1.



loan loss raté! A loan size of 100,000€ is often demanded by nradiized businesses
which are usually e.g. classified as BB-. Accordingthe rating method of the European

Central Bank the expected loan loss rate for thisgory is 1.33% of the loan stZze

Rating classes Expected loan loss rate Equity underlying (Standard approach)
( Risk costs) ( Equity costs)
AAA to AA- 0.03 to 0.05% 20%
A+ to A- 0.06 t0 0.11% 50%
BBB+ to BB- 0.12 to 1.33% 100%
B+to D 1.34 to 20.00% 150%

Table 3: Rating classes according to Basel Il

If a medium-sized enterprise had no collateral,rible costs amount to 1.33%. They
can be lowered by taking into account bankableateral as, for example real estate. If col-
lateral of 50.000€ can be provided the risk coatslze reduced by half to 0.67%.

Microenterprises are normally classified betweenad#l D, so that the risk costs are
between 1.34% and 20.009%In order to specify their risk costs additionaloimation is
necessary. The rating agency, “Schutzvereinigunglfgemeine Kreditsicherung® (Schuta)
e.g. determines an average loan loss rate of 3/89%mall enterprises in 2004.Usually
this target group does not have any bankable eodlhtso that the entire 3.99% must be

added to the loan costs.

The rules of Basle Il not only apply to the cal¢wa of risk costs, they also deter-
mine the amount of requirezfjuity Whereas risk costs shall cover the expetied, equity
costs are calculated in order to cover the unerpdoss® As a basic principle every loan

has to be covered with 8% liable equity. These 8&otlaen weighted according to the risk

' See European Central Bank (2001), pp. 65-71.

12" see European Central Bank (2001), p. 70. Therpefrains from taking a closer look at the inténradings
based approach (IRB-Approach).

13 According to Tchouvakhina, M. V. (2003), p. 2Te costs for small loans will rise further dueB@sle |I.

4 Schufa is a privately organized credit agencyictviprovides information to the contractual parsnge.g.
banks) in order to prevent loan losses.

15 gee Walter, T. (2005), p. 30.

16 vgl. Schierenbeck, H. (2003), p. 311.



factor of the borrower, related to his rating classl00,000€ loan given to a medium-sized
enterprise rated BB-, for example, bears a ristofaaf 100% so that the underlying equity is
8% * 100%. For small enterprises of the lowesthigtlass the risk factor is 150%, leading to
an equity required of 8% * 150% = 12%. Assumingrehalders claim a return on equity of

10%, the equity costs amount to 0.8% for the corsrakloan and 1.2% for the small loan.

The remaining 92% of the commercial loan respeltitree 88% of the small loan are
financed bydebt According to the European interbank offered (&earibor) the interest for
twelve month is 2,1% (end of 2005). This leadsdsts of debt of 100,000 * 92% * 2.1% =
1,932€ for the commercial loan and 5,000 * 88% ¥92.= 92.4€ for the small loan. In rela-
tion to the loan size the costs of debt reach 1.838pectively 1.85%. Therefore, not only are
operating and risk costs higher, but also the agitng costs, since small credits demand a
higher amount of equity which is more expensivetabt.

This adds up to total costs of 1,152€ for the stoalh. In order to cover all costs, the
bank has to demand an interest rate of 23.04%. Mew@o borrower would be willing to
pay such a high rate and furthermore, no bank wowd#te such a loan offer. Instead, the
bank will offer no small loans at all. Such a sypsgtortfall exists not just in GermaHybut

also in other countries of the European Union dbagethe United State$.

2.2 Elements for successful microbanking

In developing countries entire classes of poputatice denied access to lodnd/i-
crobanking, in these countries has demonstratddttisapossible to compress loan costs, so

that it becomes possible to offer loan at affordabtes?

7 See GroR, K.-H. (2005), p. 34. According to th&\VKGriindungsmonitor (2005), p. 2, 19% of all person
founding an enterprise in 2005 (271,700 people)grabilems in obtaining a loan.

18 See Europaische Kommission (2003), p. 5, and(2@D2), pp. 4-5.

19 gee for example Koch, L. T./Tokarski, K. (200#)644.

2 See e.g. Ledgerwood, J. (1999).



Outreach

Willingness to repay  Ability to repay Counseling/
-Small loans -Group loans training
-Step lending -Presaving
-Cash flow- -Colleteral substitutes

oriented repayment -Co-signing

Declining risk costs
Outsourcing of operational cos

Y% Sustainability
-No subsidies
-Cost recovery
-Profitability

Permanent access to
financial services!

Figure 1: Elements of microbanking

The overall objective of lending is to generateghlrepayment rate. Two conditions
must be fulfilled: the borrower must ladle to repay the loan and he mugintto repay the

loan.

Firstly, the_abilityto repay can be enhanced $tgp lendingInstead of giving out a
single large loan with a maturity of several yeang;robanks start first with small loans. At
timely repayment the borrower receives a largerwarolhe advantages of step lending for
the borrower are the lower interest and managea&olemption rates. Normally, there is no
grace period and the loans are repayable withewarfionths! The borrower can prove her
creditworthiness to the lender. The installments @ften linked to the individualash flow

the borrower expects out of her business actf¥ity.

Besides the incentive of receiving a consecutian |mther elements are applied to

enhance the willingneds repay, likegroup lending first introduced by the Grameen Bank.

2L See Evers, J./Habschick, M. (2001), p. 53.
%2 See Ledgerwood, J. (1999), pp. 134-135, andKkésti A. (2004), p. 3.



In order to obtain a loan, five borrowers have donf a group. At the beginning just one
group member receives a loan and only at her timeggyment the next member is given a
loan. Self selection is applied when forming theugr and social pressure ensures that mem-
bers repay. Since all borrowers live in the sanflage, they are able to monitor if the money

is used properly®

In the case of individual loans, the willingnessrépay can be enhanced by manda-
tory presavings Before receiving a loan from the microbank, tloéeptial borrower has to
prove creditworthiness by making small deposity @/few weeks. Furthermore, microbanks
can takecollateral substitutesuch as bicycles, furniture or other objects dfydase®* In

addition to thato-signing especially of family members, can help to sethedoans.

Some microbanks provide also non-financial servides counselingand training
which generates information about the client's abtar. The likelihood of success of their

business ideas can thus be better assé3sed.

In other words, the typical bank appraised of drealithiness which is document-
based is substituted in microbanking by a type-thqsegment of the personality of the bor-
rower2® With this technique microbanks can reach repaymaes of 98 to 99%’

Over the long run, a microbank has to function withsubsidies in order to secure a
lasting supply of financial services to the targetup. Therefore, from the very beginning
microbanks refrain (or should do so) from giving mans below market rates. Interest rates
of microbanks thus rather tend to be fairly higfteio reaching double digits on a monthly

basé®in order to cover all loan costs.

The first step to sustainability @perational self sufficiency This means that operat-
ing costs, risk costs and the costs of debt hausetoovered by operating revenues. In the
second stefinancial self sufficiencyas to be reached. In addition to the costs ajreaeh-

% See Vigenia, D./Kritikos, A. S. (2004), p. 167.

2 See Balkenhol, B./Schiitte, H. (2001), pp. 15-16.

% Empirical results show that a combination ofriag and lending leads to a higher repayment raepared
to just giving out loans (see Bornemann, A. (2092812, and European Commission (2003), pp. 22-23)

% gee Kritikos, A. (2004), pp. 2-3.

2’ This is for example true for the Grameen BanBamgladesh.

% See Ledgerwood, J. (1999), p. 150. In developimgntries borrowers are already used to such nigest
rates. In the absence of formal banks the onlyipitiss to obtain a loan is through informal lendefThey
act according to the “five-sixth-rule”: In the mamg a loan of five dollar is given out, and in #xening six
dollar have to be paid back (see von Pischke, {181), p. 184).

% See Ledgerwood, J. (1999), p. 217.



tioned all subsidies and costs of inflation aré¢ocovered, too. The costs of subsidies result
by comparing the actual costs of debt with therfeiag costs the microbank would have to

pay if it had mobilized funds at the capital marKket order to compensate for the costs of

inflation, the microbank has to generate a returequity which equals the inflation rafe.

Once reaching financial self sufficiency, all citeclosts are covered. However, if the
microbank intends to expand the loan portfolio tovide loans to a larger part of the popula-
tion, it does not only have to cover the costs,dauh a positive return on equityTherefore,
in the long run the trade-off between sustaingbdind outreach ceases to exist. Some micro-
banks that have successfully up-scaled alreadyrgena positive return on equity. A high

number of borrowers lead to reduction of unit costs

2.3 Comparison of conventional loan costs and micr obanking

Commercial loan| Small loan Microloan
Traditional commercial lending Microbanking

Loan size 100,000 5,000 5,000
[Loan loss of business segment 1.33% 3.99% 2.77%2
Securities 50,000 0 2,500
[Equity underlying (Basle II) 8.00% 12.00% 12.00%
Operating costs 0.80% 16.00% 5.609%65
|Risk costs 0.67% 3.99% 1.39%
[Equity costs (10,0%) 0.80% 1.20% 1.20%
Costs of debt (2,1%) 1.93% 1.85% 1.85%
Break-even-interest rate 4.20% 23.04% 10.04%

lEZB-Rating sheet,2 Schufa,3 German Sparkassen- und GiroverbarANd:l,Z-month-Euribor,5 Griunderzentrum KlZ-
Offenbach

Table 4: Costs of traditional bank loans comparedt o microloans
As table 4 shows, microbanking can lower the ctmsta 5,000€ loan from 23.04% to

10.04%. The greatest reduction occurs at the lefveperating costs. According to the busi-

ness incubator “Auf geht’s Fonds” (KIZ Offenbacipewating costs for one loan are 280€ or

30 See for details Nadler, M. (2001), pp. 221-222.
31 See Nadler, M.(2001), pp. 222-223.
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5.6% based on a loan size of 5,000€ (compared%e dfea traditional bank calculation). The
reduced operational costs are mainly due to thie tlaat the traditional document-based ap-
praisal of the borrowers” creditworthiness is oedttinstead, only the business plan of the
potential borrower is reviewed. As the businesspgilas often been worked out with the
counseling and training by the MFI, the staff memsba&re familiar with it and can decide

quickly.

It should be noted, though, that the operationat<m table 4 do not contain the costs
for counseling and training. This is due to the that the costs shall be compared to those of
a traditional bank loan. Since banks do neithegradpecial counseling nor training, it has to
be classified as an additional service only praditg the business incubators. Therefore, it

has to be excluded by comparing the costs.

At present no information on repayment rates aslave for Germany, because the
distribution of microloans has not started beftve iniddle of 2005. Instead, other data of the
rating agency Schufa can be used. Whereas the wiowal information system of the
Schufa calculated a loan loss rate of 3.99% foryekmd of small loan (see table 2 and 4), a
new information system (“Schufa Business Litfg"which specializes on small enterprises
lending, differentiates between different segmeitsans. According to this method the loan

loss rate for small enterprises is 2.7%%.

However, the lower rate for this special segmemioisdue to the fact that lending to
small enterprises is on average less risky. Qbiecontrary, the other segments (self em-
ployed persons and managers/partners) have anlewen rate (1% and 2.53%). The new
information system just shows a better precisionisk assessment. By applying a more de-
tailed segmentation to the target group, the ScBufsiness Line can better distinguish be-
tween good and delinquent borrowers. Thus, morel dmorowers are classified as “good”

where as more doubtful applications are turned d8wn

32 See Walter, T. (2005a), pp. 34-35.

%3 See Walter, T. (2005), p. 27.

% The traditional information system of the Schafws a higher risk for small enterprises, becahsse
borrowers have different characteristics compaoeithé average borrower. Owners of small enterpesgs
tend to have more loans and bank accounts tham pdrsons. Without differentiating between the ¢arg
groups, a larger number of loans and bank accaifgsts the creditworthiness in a negative way. Evoay,
if the small borrowers are further divided into semts, all persons belonging to the small entezpsen-
ment will have a higher number of credits and baokounts. That way, this characteristic is no lorage
sign for a bad borrower, since the average of ¢égengnt is higher (see Walter, T. (2005), pp. 29-31)
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The same effect is true for the lowering of rislstsoin microbanking: Based on the
special know-how concerning the target group, bynseling, and by different means of
proving the creditworthiness, microbanks are ablgdt a more precise borrower selection
than traditional bank¥. In addition to that the acceptance of collaterdissitutes further
lowers the risk costs. Obviously, household goa#sdwas collateral only have limited market
value if it comes to liquidation in case of a faduo repay. Instead, the incentive to pay back
is rooted in the personal attachments to housedqmbtiances, jewellery, driving licenses and
other collateral substitutes, because no one waritse this collaterdf In the example of
table 4 collateral substitutes of 2,500€ are assiyiheading to lowered risk costs from 2.77%
to 1.39%.

Leaving the financing costs unchanged, the cosemoy interest rate for a microloan is
10.04%. Taking into account average counselingteaiding costs of 150%, the resulting

effective interest rate for a one year credit wdugdl 3.04%.

% See Bornemann, A. (2002), p. 312.
% See Balkenhol, B./Schiitte, H. (2001), pp. 15ak8i Schreiner, M. (2000), p. 8.
37 Information of DMI.
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3. The Linking Model of the German Microfinance In  stitute

3.1 Institutional structuring

Since the beginning of 2005 the DMI has startedtplojects with business incuba-

tors pictured®

The model consists of three partners, the busimesgator, the borrower and the
bank. The business incubator is in charge of cdumgsand the improvement of the borrow-
ers” business plan. The business gives a recomtn@mnda the bank. The bank and the bor-

rower may then sign a loan agreement.

Borrower

Counseling

Recommendation .
Business

incubator

Bank )

Securing
loan loss

Cooperation Accreditation

GLS microfinance German

ivestment fund Microfinance Institute
/ \ (DMI)
Core capital Silent partners
(Government) (Private investors)

Figure 2: Linking-model of the DMI %9

The main difference with microfinance in developioguntries is the absence of a
genuine microfinance institution. The business lbatar can only operate as a financing

agent, but not as a lender. This is due to the pavg credit institutions in Germany. Ac-

% The business incubators involved in the pilotjgets are Wirtschaftsférderung Kiel, Projekt Entesg,
GriinderNet (Sachsen), Mikrofinanzzentrum Ostwestidlippe, ,Auf geht’'s Fonds" KIZ Offenbach,
Monex (Baden-Wirttemberg) and Gesellschaft fur tr@kemensberatung und Mikrofinanzierung Miinchen.

3 See the link "Kooperationsmodell* on www.mikrodinz.net.
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cording to 8§ 1 of the German Banking Act “(Krediseagesetz, KWG)” only institutions
with a bank status are authorized to give out lodnsobtain bank status equity capital of at
least 730,000€ (833 KWG), has to be mobilized, nower, the professional qualification of
the owners (832 KWG) have to be demonstrated. Duke very high market entrance costs
the loan business remains with the prerogativestiagi banks. Combining existing formal

banks with non-profit institutions is also knowndeaveloping countries &knking” .*°

The bank relies fundamentally on the recommendatiothhe business incubator. In
order to win traditional banks as partners in nfiaance, the business incubators have to
signal competence in risk appraisal. It is the tafsthe DMI to certify this competence in an
accreditation The DMI is responsible for the training of thafétof business incubators.
They have to adopt and apply the guidelines of ahianking. Furthermore, the DMI plans to
set up a nation-wide benchmarking project in whaglry business incubator has to partici-

pate to use efficient microfinance standads.

The risk of microlending for banks is further reddan this model by the existence of
amicrofinance investment funld a borrower fails to repay her loan, 100% af trank loss is
covered by the fund, currently, provided by the @erschaftsbank fur Leihen und Schenken
eG (GLS)* The GLS microfinance investment fund was issuether25th of June, 2004 in
order to invite private investors to subscribe dosilent partnership. The minimum share is
2,000€ with a maturity of ten years. The investnfand is intended to be one million€. An-

other two million€ are given by the Federal goveenni®

The business incubator, the bank, the DMI and tleeafinance investment fund sign
a cooperation contract for one year. To extendatireement, an accredited business incuba-
tor is obliged to take part in the benchmarkinggebof the DMI. To compare the different
business incubators and to start a competitiondetwhem, key ratios need to be calculated:
the financing conditions (average interest rated provisions, maturities, average loan

sizes), the costs for giving out the loans as aglfor counseling and training, the loan loss

See in general Seibel, H. D. (1997), and esggdw@l the alternative strategies of downgrading apgrad-
ing Kreuz, C. (2000), pp. 14-25.

See www.mikrofinanz.net ,Aufbau Mikrofinanzierer*

The GLS Gemeinschaftsbank eG is a cooperativk. hdembers have to buy a share of 100 € whichid pa
no interest on (see GLS Gemeinschaftsbank eG (20@5a the first ethic-ecological bank of Germaanyd
was founded in 1974. It is one of the founder mambéthe DMI (see Maas, B., (2004), p. 10).

%3 See GLS Gemeinschaftsbank eG (2005).

41
42
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rate and indicators of the labor market (hnumbesalf-employment start-ups per year, in-

come changes of the borrowers, number of creates)}d

3.2 Reviews for business incubators, bank and gove  rnment

To attain sustainability in microbanking all loaosts have to be covered, and in the
long run a positive return on equity has to beizedl (see figure 1). According to the projec-
tions of the DMI each business incubator shouldeast handle 50 loans of an average
amount of 5,000€ in the first year. Assuming thastiplio size the profit or loss for each

partner can be calculated as shown below:

Business incubator:

Revenue from training (150 €/person) 7.500 €
- Personnel costs (2 staff members) -70.000 €
=Annual loss - 62.500 €
Bank: Government l.
Interest earned 10,0% Loss Compensation business incubator | - 62.500 €
- Risk costs (fund) 5.0% Microfinance fund (Volume 250.000 £€):
+ Risk premium bank (5 %) 12.500 €
- Costs of debt 2,1% - Loan loss (aim of DMI first year: 10 %)| - 25.000 €
- Operating costs 1.0% + Income from interest/investment (3 % 7.500 €
- Costs of debt (Euribor: 2,1%) -5.250 €
= 1 9
Net margin 1,9% = Annual loss of microfinance -72.750 €
DIl leEneE: o€ + Savings of unemployment benefit 600.000 €
Per 50 borrowers: 4.750 € (“Arbeitslosengeld I1*: 12.000 €/person
= Net savings of government (first year) 527.250 €

borrowers

Figure 3: Revenue for a business incubator with 50

From the point of view of the bank a net mafginf 1.9% per microloan can be
achieved. The borrower has to pay an interestaiat®%:® Half of the interest (5%) is trans-
ferred to the microfinance investment fund, whiohréturn covers the default risk. Further-

more, the bank has to refinance the loan (in tlamgte: 2.1% Euribor). Finally, (low) oper-

“ See for the complete range of key figures DMI 0®)0 Methodikentwicklung, Benchmarking on
www.mikrofinanz.net.

5 See for details of margin calculations Schierekbkl. (2003), pp. 304-307.

" Information of DMI.
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ating costs have to be included for the openingrofccount. The net margin of the bank per
borrower is 95€ respectively 4,750€ for all 50 barers. Out of the net margin the overhead

and equity costs have to be covered.

All business incubators involved in the linking nebdvere set up before microloans
were introduced (see table 1). Thus, only thoséscasd revenues have to be included in the
calculation, which arisén addition to the existing structure. At present, two stadémbers
per business incubator deal with the counseling teaiding of potential borrowers (which
equals 2 * 35.000€ of personnel costs in the exampl

For the training costs the model assumes thattslieh MFIs pay for the specific
amount, depending on the experience of the borrowaeration, accounting and marketing,
are taught in group courses which are cheapeh&butisiness incubators. Individual training
would serve to improve the individual business m&every borrower. On average each bor-
rower has to pay a training fee of 150€ in the gxanof figure 3. When assessing the train-
ing fee, the business incubator should theoreyidayi to cover costs, but this may be to ex-

pensive for the target group.

In the model, the estimated net loss of 62,500€ldvoaed to be compensated for by
subsidies. At present, the government also providescapital for the microfinance invest-
ment fund. In order to give out 50 loans of 5,000, fund has to contain at least 250,000€.
The inflows of the fund consist of the risk premiyaid by the banks, the outflows are de-
termined by the loan losses. The DMI estimateg, ithéhe first year 10% of the loans will
not be paid back’ In addition costs of debt and income from integesd investment have to
be taken into account. According to the GLS bahk, fund expects to receive an average
income from investment of 3%. The costs of debt @ree more determined by Euribor.
Given a volume of 250,000€ for all business incabatloss of —10,250€ resuffsTogether
with the loss of the incubator the government lassounts for —72,750€ in total (to one in-

cubator).

The calculation shows that microfinance throughn@ar business incubators is far

from being cost covering. Without subsidies th&ilig model would not be able to exist.

*" See GLS Gemeinschaftsbank eG (2005), p. 9.

8 A management fee is not included in this calénitatbecause the fee applies to the whole investfioeal.
Assuming, that the fund would also exist without tihhentioned business incubator in the calculatios,
management fee can be regarded as fixed costs.
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However, the calculation would be incomplete withoonsidering the governmental
savings due to microfinance. Since the clientshefliusiness incubators consist of formerly
unemployed persons now running their own busirn®gsy, no longer receive unemployment
benefits. Assuming that all 50 borrowers are |logigat unemployed and therefore entitled to
unemployment benefits “(Arbeitslosengeld®l, the government can save approximately
12,000€ per persoti.

Figure 3 presents onlyshort-termcalculation from the point of view of the govern-
ment, since it is only based on one year. In otd@valuate all benefits of microbanking the
calculation has to be extended, since savings efmpioyment benefits also result for the
following years. Furthermore, additional savingsivke when taking into account, that the

financed entrepreneurs may also creese jobs

These factors can be included in a long-term catimrf* as presented in table 5 for

the first 50 borrowers of one business incubator:

9 If a person receives the higher "Arbeitslosendelst the lower "Arbeitslosengeld 114, depends baw long
the person has been employed, the obligation ttribate to social insurance and the age: A persateu
55 years of age and only employed for the lastuwaehonth receives “Arbeitslosengeld I” only for six
month before dropping to "Arbeitslosengeld 11“. @rd person over 55 years of age and employed &r th
last three years receives “Arbeitslosengeld I” tltoe maximum of 18 month. This regulation is validnfi
February 2006 (see Bundesagentur fiir Arbeit (2005))

“Arbeitslosengeld II” for one person is 345€ peonth (for the Old Federal States of Germany).dditéon

to that, the government pays social insurance pfagimately 400€ and an “appropriate” rent. TheDDR€

in figure 3 do not contain claims for one-term f@ees furniture, household gadgets, clothing atcwell
as an allowance for children (see for the claimgudfeitslosengeld Il in detail Deutscher Gewerkdtsha
bund (2005)). All in all the expenditures for omeemployed person may be even higher than 12.000€.

1 See for the integration of short-term and longrtealculations Kreuz, C. (2005), pp. 130-132.

50
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Year 1 Year 2 Year 3 Year 4 Year 5

Loan loss rate 10.0p6 10.0% 10.p% 10]|0% 14.0%
Survival rate 90.0%6 81.0p6 72.9% 65.6% 59|0%
Borrowers 50 45 4( 3 3B

+ Additionally created jobs 29 24 23

= Number of persons without claims o 50 45 69 62 56
unemployment benefi
Annual loss from microfinance -72,150 -11,500 750 -3,75( -4,50p

+ Savings of unemployment benefit 600,p00 540,000 8,EW 744,00D 672,000
(12.000 € per person)

= Cash inflow from microfinance 527,25(] 528,50( 820,25( 740,25( 667,50(
Net present value (i = 2.1 % 3,148,00

Table 5: Long-term calculation for the first 50 bor ~ rowers of one business incubator

Assuming, that every tenth borrower can not pak e loar? and that everybody
just receives one loan, the savings for the goventroan be calculated according to table 5
for the first five years® On average every microenterprise in Germany cse&f® new jobs
in three years? The opportunity costs of a newly created job camteasured by the unem-
ployment benefit for one person. In order to cateithe net present value of the first 50 bor-
rowers of one business incubator in five years,ctsh inflows have to be discounted with
the costs of debt (in the example 2.1% Euribor)e Tésulting net present value is 3.18 mil-

lion€ >®

2 The empirical data on the survival rate of sreallerprises differs widely: the overall survivalerdor Ger-
many (not only for small enterprises) is 80% aftee years, for Denmark e.g. it's only 40% (seedpaan
Commission (2003), p. 36).

* The loan losses in table 5 result at the ende@fyear. This means that the government doesné toapay

an unemployment benefit for the former borrowersl gine beginning of the next year. For examplethea

second year five former borrowers of the first yedr receive unemployment benefit again. The arhass

of microfinance for the first year results out @ure 3. For the next years, costs from businesshators

are no longer calculated, since the training tadeas only at the beginning. The remaining costtalrle 5

are for the microfinance investment funds. The psémium is 250€ per remaining borrower. The I@ss i

5,000€ for every delinquent borrower. The interesbme and the refinancing costs are assumedfagiie

3.

See European Commission (2003), p. 37.

5 The net present value would rise further by editegn the calculation to more than five years. Forbwers
who manage to remain self-employed, savings of ph@yment benefit would have to be calculated by per
petuities.

54
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4. Strategies to improve microfinance in Germany

Microfinance could be a more efficient use of palflinds compared to unemploy-
ment benefits. Nevertheless microfinance does pweercits costs as in many developing

countries. In facall costsas well asll risks of microfinance remain with the government:
absorption of the entire default risk,
covering the operating costs of the business irtouba
providing capital for the microfinance investmemnd.

The question is whether this can be improved.

4.1 More efficient services in the business incuba tors

The loan loss rate is directly determined by theceasful selection of “good” bor-

rowers by the business incubator.

In order to achieve a high repayment rate, thenmssi incubator should haireen-

tivesto choose only good borrowers.

The non-profit statuof business incubators leads to act not in a Beéeemanner. As
the experience by German cooperative banks e.gvsstiwat only every fourth loan applicant
is capable of running a businé&sConsequently, in principle nearly 75% of applioas

should be turned down.

Incentives for the staff members at business inimubaould be in the form of lao-
nus systenbased on repayment performance. On the other ladmdesent, business incuba-
tors also wait for new applicants; with a bonustaysstaff at business incubators will ac-
tively look out and acquire new customers. Theyhnitpen select potential borrowers ac-
cording to thfounder typeslefined by the “Institut flr Arbeitsmarkt- und Bésforschung”
(IAB)>":

% See Hodrus, J. (2005), p. 31.
" See Kritikos, A./WieRner, F. (2004), pp. 3-6.
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Present clientele served by business incubators

N
/ N\

Start-type Stay-short-type Stay-long-type Stop-type
Successful founding Short-term Long-term Discourage from

without support support necessary support necessary founding!

Acquire! Train! Train! Sort out!

Figure 4: Different types of founders

The most efficient incentive to select only goodrbwers would arise if business in-
cubators were responsible for the occurring loasds. This is only possible if business in-
cubators will act akendersand not just as intermediaries. However, the GarBanking Act

(in contrast to other industrial and developingrtoies®) prohibits lending for non-banks.

The general objective of the German Banking Adhes protection of depositors and
the whole loan system, the avoidance of bank radssgstemic risR? However, microlend-
ing does not substantially aggravate these riskank are very small and therefore fail to
really jeopardize the liquidity and solvabilitysttion of the bank. Furthermore, portfolios of

microloans tend to be highly diversifiéd.

Adjustments in the German Banking Act would allousimess incubators to act as
lenders and become liable for loan losses, whichladvbe an efficient incentive to select only

good borrower§! This change can not be expected in the shortMeanwhile, acertificate

%8 See for microlending by non-banks in other indakzed countries Panzer, T. (2004), p. 269, aungd for
France Bornemann, A. (2002), pp. 370-371. In th@ddnStates the bank-status is linked to the aatept
of savings, so that non-banks are also able to gitdoans (see Reifner, U./Siebert, D./Evers1998),

p. 24).

* See Bornemann, A. (2002), pp. 344-348. The cumsti § 1 of the German Banking Act, which prohibits
lending for non-banks, was introduced in 1934 after banking crisis and has remained unchanged ever
since (see Bornemann, A. (2002), p. 380).

0 See Schirmeister, R./PaeRens, P. (2005), p. 108.

61 The European Commission (2003), p. 34, also aidi; that the most efficient way to reach higtayepent
rates is responsibility for loan losses.
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of exemptiorcould be issued to non-banks involved in micrafitef® A distortion of compe-
tition with other banks, under legal and regulatsupervision is unlikely, since commercial

banks are not involved in this business segrfient.

Another factor determining the quality of borrowsedected by business incubators is
the experienceof the staff with the evaluation of business pldr@mer employees of banks
are not suitable for the work at the business iataris® They are accustomed to the docu-
ment-based evaluation of borrowers and are thergfductant to issue loans only based on
the evaluation of the applicants” personality. Bytcast, business angeld.e. former suc-
cessful entrepreneurs now retired have demonsthnatddglo-Saxon countries that the coop-
eration with microlending institutions can be swssfal®® Business angels also work free of
charge. By generating revenues from the bonusmyatel lowering staff costs business in-
cubators could manage to cover part of their costs.

4.2 Mobilizing funds from private investors

The volume of the microfinance investment fund endtically determines the loan
volume disposable for microlending. As public fundse always limited, microlending
should seek also to involyarivate equity investorsWhereas the government provides the
core capital, private equity investors shall acs@esnt partners. The silent partnership also
contains convertible debt. Accordingly, the inceas to become a silent partner are high

profits.

The GLS microfinance investment fund announcesestesarnings of 1,5% per year.
The minimum share is 2.000€ at a ten years” n8titéowever, interest earnings of 1,5%

only result under certain circumstances:

2 See Panzer, T. (2004), p. 269.

8 See Bornemann, A. (2002), pp. 370-371.

® The very successful Polish microlender Fundusizréprohibits the employment of former bank stafat
(see Kritikos, A. (2004), pp. 2-3).

5 See Reifner, U./Evers, J. (1998), p. 138.

% See GLS Gemeinschaftsbank eG (2005), p. 12.
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Volume of microfinance fund: 3 Mio. €
- 2 Mio. € core capital
- 1 Mio. € silent partnerships
Scenario 1| Scenario 2| ScenarioB Scenario 3a  Scenario 3
Loan loss rate 10% 40% 5% 5% 0%
Loan portfolio: | 750,000 750,000 750,000 3,000,000 3,000,000
Revenues
- Interest and investment earnings (3 %) 90,000 0,0 90,000 90,040 90,0DP0
- Risk premium from banks (5 %) 37,%00 37,600 563, 150,000 150,090
- Costs
- Management fee 20,000 20,000 20,000 2d,000 20,000
- Loan loss 75,000 300,000 37,500 37,500 0
= Operating profit/loss 32,50( -192,500 70,000 182,300 220,000
- Taxes (17.8 %) 5,790 12,460 32,485 39/160
= Annual net profit/loss 26,71 -192,570 57,540 1509)1 180,84
Profit distribution:
- Profit for silent partners (1.5 %) 15,000 0 15,p00 5,000 15,000
- Appropriation to reserves (4,000 €) 4,000 0 41000 004, 4,00(
- Profit for core capital (1.5 %) 7,710 0 30,900 3@0 30,00(
- Rest according to shares 0 0 8,40 1014015 131,840
Capital loss!| (+ 0.3 % (+ 3.4 %) (+ 4.4 %)

Figure 5: Profit and loss scenarios for the microfi nance investment fund ®

Scenario 1 is based on an outstanding loan part@dli’50,000€. This corresponds to
150 borrowers taking out a loan of 5,000€. Furtleenthe expected loan loss rate of the
DMI for the first seven years is 10%As the microloans are not financed by the fundtyut
the participating banks, the fund capital can Ineperarily invested (assumed interest rate by
the fund management: 3% [3%. Another fund revenue is the risk premium of 5&bdpby

the banks involved (see also figure 5).

The fund costs consist of the management fee df0P&° and the expected loan
losses. Scenario 1 shows an annual profit afterstax 26,170€. According to the fund pros-
pect showing the profit distribution, the silentipars would be paid first. From the residual
profit, 4,000€ go to the reserves before interegtaid on the core capital. If possible the core
capital also receives an interest of 1.5%. Howewescenario 1 only 0.4% remain due to the

low annual profit.

Whether or not the silent partners get a positetarn on their shares at all, depends

on the size of the loan loss. A loan loss rate4o83% leads to a break-even result, ruling out

See for the assumptions behind scenario 1 to 8 Gémeinschaftsbank eG (2005), p. 9.

8 After seven years the loan loss rate shall gordm8% (see GLS Gemeinschaftsbank eG (2005),)p. 13
% See GLS Gemeinschaftsbank eG (2005), p. 9.

0 See GLS Gemeinschaftsbank eG (2005), p. 8.
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any profit distribution. Assuming the worst casee(sario 2), the fund capital even declines

due to high loan losses. Therefore, the silenngasthave to fear a total loss of their shates.

Comparing scenario 3 and scenario 3a it becomeatertyithat a profit well above
1.5% can only be achieved by a consistently lomw lwss rate and a high number of out-

standing loans, (600 borrowers).

These profit and loss scenarios show that at pteseprofit seeking investor can be
expected to participate in the microfinance invesitrfund. Even if the best scenario 3a can
be realized, a net return of 4.9% does not comperisathe high risk associated with micro-
finance. For that reason the investment fund waseid by the GLS Gemeinschaftsbank eG.
lts main objective lies in the provision of sensaenderingsocial andecological profit’? A
silent partnership in the German microfinance madel therefore rather be considered as a
grant than as an investment. It is not clear howewvkether the target group of social inves-

tors is big enough to cover the demand for micafire in German§’

The fund could be established as a Public PrivateBrship (PPPY. This means that
private funds are used to fulfill public demardd$\ormally, the provision of financial ser-
vices could be considered a welfare issue, as méaiere entails substantial social co&ts.
The increasing importance of PPPs in the last yisadge to the lack of public funds. Instead
of financing the whole project, the government opigvides the core capital, which serves
as a risk buffer lowering the investment risks giavate investorg! If the present profit dis-
tribution of the investment fund was changed althase lines, i.eall profits would be paid
out to the private investors, leaving the core tepiith no interesf then scenario 3a would
yield an interest of 15% for the silent partn€r3his requires a long-term loan loss rate at a

low level as well as a high number of borrowers.tle business incubators of the German

™ This risk is clearly expressed by the issuershef GLS microfinance investment fund (see GLS Gamei

schaftsbank eG (2005), p. 14).

2 See GLS Gemeinschaftsbank eG (2004), p. 5.

3 According to the KfW-Griindungsmonitor (2005),2p.in the year 2005 271,700 German loan application
of founders were turned down.

" See Kéhn, D./Jainzik, M. (2005), pp. 323-325, Bodnemann, A. (2002), p. 343.

> See Schmidt, R. H./Moisa, N. (2005), pp. 215-282ypical example for a PPP is the constructioraof
bridge or a motorway by private investors who afnds receive inflows out of the fees paid by thers of
the bridge or road.

% See Glaubitt, K./Schiitte, H. (2005), p. 304.

" See Hartmann, K.-E. (2005), pp. 277-281.

8 Also Ahmed, S. A. (2005), p. 299, approves ofsidies in the context of PPPs, because that wasteri
investors can be attracted.

" The annual profit of 150,015 € has to be diviblgdhe volume of the silent partnerships (one omll).
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linking model have so far approvegvenmicroloans yéf, mobilizing private funds for mi-

crolending can only be considered as a long-terjectilie in the German context.

4.3 Savings and cooperative banks as qualified par  tners

Another option would be partnership with banks. phkésent the involvement of
banks can only be qualified as very limited. Iflvenk at all agrees to cooperate with a busi-
ness incubator by providing the capital for thenkyahe GLS Gemeinschaftsbank eG steps in

and takes over the part of the bank.

Microfinance can only be regarded as an investnmerda new market segment,
which will hopefully render profits in the futurehen it is possible to enlarge the loans for

follow-up borrowers*

The problem of lacking involvement of banks in miending is not particular to
Germany, but also other industrialized countriaghke United States, for example, banks are
obliged to take part in microlending as part ofittedcial responsibility. According to the
Community Reinvestment AGRA), all commercial banks are legally boundrteest a cer-
tain percentage of their capital in microfinafféét the end of each year every bank has to
publish asocial balance sheetiocumenting the amount of money directly invested mi-
crolending and the amount provided to special inegtiarie$> Based on their social balance
sheet all banks acquiresacial ratingbetween A and D. A bad rating is connected witicsa
tions. In the United States the local communityidies, if the bank may open or close a
branch and if a merger is possible and under wbatditions. With a bad social rating the

community may block those plafs.

In Germanysavings banksis well ascooperative bankkave by their mandate a so-

cial responsibility®> Insofar the objectives of these institutions asenplementary to the

8 Information of DMI, end of 2005.

81 See for the calculation of investments in custosegments Kreuz, C. (2005), pp. 174-181.

8 See Kritikos, A./WieRner, F. (1999), p. 3.

8 Every bank has to pass several tests. A cresti tisplays how many loans were given to borrowétsw
income classes, an investment test shows how mashiwested in the development of the community and
in small enterprises, and the service test measurneslexible the bank has adapted to customer s\éseke
Reifner, U./Siebert, D./Evers, J. (1998), p. 73).

8 See Reifner, U./Siebert, D./Evers, J. (1998, and p. 74.

8 See Lambert, M. (2004), S. 227-228, and ReifddSiebert, D./Evers, J. (1998), p. 18.
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goals of microbankin§® Gaining savings banks and cooperative banks asgmemt partners

for microlending would have several advantages:

The existing distribution network of both institois makes it possible to offer

microloans all over Germany in a very short peobtime.

Since savings banks and cooperative banks areatqmants for persons in
need of small loans, they can be referred to tlaeest business incubator in-
stead of turning the application down because dfihey collateral. That way

business incubator can benefit from a new distidouthannel.

The reliable borrower can be graduated to a sa\bag& or cooperative bank
for larger loans. Thus, the target group formedgarded as unbankable is

now able to build up a relationship with a normaihk®’

Over the last years German savings banks have detadbecome more profit ori-
ented. Until July 2005 savings banks were privitegestitutions the last resort liability of

public institutions (municipalitie<}

Public subsidies as the liability of guarantee arith should yet be used only in the
beginning to get microlending started. In the Idagn a “privatization” in form of an in-
vestment fund as presented in chapter 4.2 is ba&tied to establish microlending on a per-
manent basis. Prerequisites are a low loan lossarad a high number of borrowers. In order

to achieve these goals savings banks and coopetaiwks can serve as appropriate partners.

8 See Kreuz, C. (2000), pp. 14-25.
87 See Koch, L. T./Tokarski, K. (2004), p. 646, &krs, J./Habschick, M. (2005), p. 2.
8 That means that the city or municipality covéability of the savings banks operating withinjiisisdiction.
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5. Policy implications for efficient microlending in Germany

The strategies to establish an efficient microlegdystem in Germany can be classified

into short-, medium- and long-term implications:

Strategy

A

Long-term: Microlending as a profitable business

- Public-private partnerships to win private investors

- Growing importance of sustainability reports:
Positive image effects for banks due to microfinance

- Ethical funds as new investment product

Medium-term: Integration in existing banking system

- Partnership between business incubators and localgzavin
and cooperative banks

- Good borrowers get bankable

- Smooth transition between financing of small and
medium-sized enterprises

Short-term: Enhancing efficiency in business incubators

- Improved selection of borrowers by incentives

- Lower personnel costs due to business angels and
internet applications

- Degression of fixed costs due to a high number ofdveers:
Unification of local and regional programs, collakiwa
with employment offices and banks

4

Time

Figure 6: Policy implications for efficient microle nding in Germany
The mainshort-termobjective is more efficiency in the operationsakiness incuba-

tors:

Greater accountability for loan loss rates; bonaing system; a certificate

of exemption from the German Banking Act.

Reduction of staff costs; business angels who Virek of charge; borrowers

will have to fill out forms on their own using titernet.

Scaling-up the various local and regional progrdmarge to be unified in one
national program. Furthermore, a uniform commuicastrategy is neces-

sary to bring the product “microloan” to market.
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However, in anediummicrolending has to be integrated in the existagking sys-

tem:

Due to the widely ramified distribution network @erman savings banks and
cooperative banks, business incubators could Imsframed the special win-

dows of savings or cooperative banks.

One important objective of microlending consistsraking borrowers bank-
able. The timely repayment of the first loan ishet same time the opportunity
to receive further loans. Step by step the borrageegarded as a “normal”

bank customer. That way the credit gap diministwegicually.

German programs of government aid to microentezprasd to medium-sized
enterprises are fragmented. In order to provideaf@mooth transition from
small to greater enterprises those programs habe twetter integrated. Every
stage from the very early founding on to expandias to have appropriate

support in form of government aid (counseling,rirag) and bank products.
Thelong-termvision is the establishment of a profitable mieraing industry:

Low and stable loan loss rates together with a hnigimber of borrowers can
make microlending more sustainable. Under this gurdition private inves-
tors are likely to participate as silent partnefrshe microlending investment
fund. That way a public private partnership wouddiuce the provision of

public funds to the core capital of the fund.

On an international scale the importanceso€ial profitability rises continu-
ally. The European Commission already demands @&lsaed ecological re-

porting for large companies.

In general it would be favourable to link Germaongyams of government aid to mi-
croenterprises to programs concerningemployment benefit¥hese programs, especially
the so called “founders” allowance” (Existenzgrimdschuss, "Ich-AGS’, lack efficiency,

since in the past many of the unemployed just poed to start a business in order to receive

8 “Founders” allowance” pays out 600 € in the firsar, 360 € in the second and 240 € in the théaryThe
former unemployed persons have to pay for pensisarance on their own. (see Bundesagentur fur Arbei
(2005a)).
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the benefit. Due to high costs of the program (8lkon € in 2005) the new German gov-

ernment considers to alter the program. In 200&,“tbunders” allowance” and the second
program “bridging allowance” (Uberbriickungsgédre to be merged. In order to stop free
riders from applying for the benefit, new critehave to be set up. One efficient possibility
could be the linking of the unemployment benefitthie screening process of the business

incubators, so that only good borrowers would hgpsued.

Furthermore the government intends to pay a boousutcessful founders. At the
moment the system is rather contraproductive: ¢f flunder earns more than 25.000 € a
year, further access to “founders” allowance” isigi@. New legal regulations concerning the

future of the unemployment benefit programs areeetasl in June 2008.

% “Bridging allowance”is paid for the first six mnafter starting a business out of unemploymehe T

amount is comprised of the formerly received “Atbleisengeld I” plus social insurance (see § 57 SGB

y.
1 see Handelsblatt"&f March 2006, p. 4.
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