

























































































































































































































































































































































































































































































to perception of access to external finance difficulties and attitudes towards the use of credit.
The other aspects of the questionnaire also surveyed information on cash flow problems,
sources of working capital and desire type of future financing. The last category of questions
dealt with reasons relating to why the need for external finance; why entrepreneurs did not
apply for loans despite complaints of financial constraints; why loans were refused or
successful as well as issues of interest rates sensitivity and financial literacy or awareness. The
structure and the kind of questions were streamlined by series of seminar presentations and
pretesting with some selected microenterprises. Most of the questions were either closed ended

binary or multiple choices with a few calibrated on a 5-point Likert scale.

5.3.1.1 Challenges and Limitation

Information about the microenterprises was our major constraint at the start of the sampling
process. Apart from Ghana Statistical Service that has a limited data on non-farm household
enterprises; there is virtually no baseline data or records on enterprise registration status,
addresses, sector of activities, ownership structure etc. in any of the government agencies.
Therefore we were compelled to adopt an accidental selection of enterprises without any prior

information about them.

Another constraint encountered was the microentrepreneurs’ penchant to underreport or tell half
truths about their employees’ status, financial details, and registration status. This was because
many of them perceived the interviewers as either being tax collectors or some agents who
would use the information so obtained for purposes other than research, which may not be in
favour of them or their businesses. Many were also of the opinion that time and again people
had come to undertake research, but very little was there to show by way of benefits or

improvements in their conditions. These protestations were more pronounced among those in
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the CBD who, for some of these reasons, were often very reluctant or hostile to our

interviewers.

On the other hand, we also encountered a serve serving bias, where microentrepreneurs were
over-reporting their financial performance or exaggerating their financial difficulties. This kind
of biasness supports Wyer et al., (2007) argument that owners/managers of enterprises often
have an incentive not to recognize the problematic financial situation of the enterprise or
exaggerate the problem of constraints in order to overcome their own act of failures. Lastly, due

to time and logistical resource constraints our sample size was relatively small.

In light of these limitations, one has to be cautious when interpreting or generalising the results.
Instead, the results should be seen as an indicator of emerging patterns and association between
relevant variables. This notwithstanding, most of our preliminary results are consistent with
several other studies on this field. It is also noteworthy that the survey was based on the
assumption that the sample of microenterprises was a fair representation of the remaining
microentrepreneurs in the country because of their homogeneous characteristics in cultural and

socio-economic status across the country.

5.3.2 Preliminary Results: Which MEs are voluntarily constrained?

From the conceptual framework discussed above, we classified MEs into four constrained
categories, namely voluntarily, involuntarily, partial constraints, and unconstraint. The survey
first asked microentrepreneurs to indicate whether their enterprises were critically in need of
finance. The preliminary results show that the greater majority (79 percent) actually responded
in the affirmative. We further asked whether they had tried applying for credit in the last 12
months. Surprisingly, however, only 3 in 10 (31.8 percent) had actually applied for credit

despite the overwhelming majority reporting of severe financial difficulties.
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Among the respondents who applied for credit, half (50 percent) were successful whereas the
remaining half (representing 15.9 percent of the total respondents) were rejected. However,
among the successful ones, approximately 18 percent did not receive the whole amount of the
loan applied for (this are the partially constrained MEs). On why the majority (68.2 percent) of
MEs did not apply, the commonest reason was no need for credit (20 percent or 13.6% of all
respondents) because they had sufficient liquidity to run the business. On the contrary, the rest
(54.6%) did not apply because they thought among other things that interest rates being charged
were too high, or they neither did not have the required collateral nor expected to get the loan

because of certain social reasons.

Following these results, we aggregated and classified the MEs into all the categories of
constrained and unconstrained MEs. The Figure 5.2 below shows the broader constrained and
unconstrained categories, whereas the Table 5.1 presents detailed classifications. The Figure
5.2 shows that slightly more than a quarter of all MEs (27 percent) were unconstrained. Out of
this, 13.1 percent was successful with their loan applications and 13.6 percent had sufficient
liquidity and therefore did not apply (Table 5.1). In a rather sharp contrast, 7 in 10 MEs (70
percent) were fully constrained with 54.6 percent being voluntarily (i.e., self-excluded) and 15.9
percent involuntarily (i.e., quantity rationed or rejected). Close to 3 percent were partially

constrained (or loan rationed).
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Figure 5.2 Classification of Microenterprises

-

Unconstrained
27%

Partially
Constrained

3%

Source: Field Survey, August 2009

Table 5.1: Types of Constrained and Unconstrained MEs

Microenterprise Classification %
Constrained
a) Involuntary: Quantity Rationed 15.9

b) Voluntary
(Self-exclusion): High Interest Rate 11.9

Collateral 9.7

Transaction Cost 10.8

Socio-cultural 22.2
Sub-total (b) 54.6
Sub-total (a + b) 70.5
¢) Partially Constrained Partially 2.8

Successful (Loan
size rationed)

d) Unconstrained: Fully Successful 13.1
e) Sufficient Liquidity 13.6
(No need)
Sub-total (d + e) 26.7
Total : 100

Source: Author’s calculation from field survey, 2009
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To further examine the underlying factors for self-exclusion and to test the study hypotheses,
we asked all respondents at various points to indicate 1) their perception about easiness or
otherwise of access to finance due to the financial reforms that have resulted in increased
number of banks and keen competition within the sector 2) their views about credit or
borrowing and whether these views are based on their religious or cultural beliefs or otherwise
3) If the current high interest rates should be cut by half or reduced to the barest minimum,
whether that will propel them to apply for loans again or for the first time and 4) whether he/she
is aware of the lending rates being charged by any of the institutions, or aware of any alternative
government or donor agencies’ credit scheme in their localities. The outcomes of the responses

are presented in the Table 5.2 below.

5.4. Empirical Analysis

5.4.1 Model Specification

We begin the empirical analysis by arguing that a microentrepreneur who even though has a
need for credit, but choose not to borrow because of certain perceived constraints is simply a
matter of choice. In economic terms, the decision to borrow is either based on maximizing or
satisfying one’s utility so that we can expect a microentrepreneur to borrow if that does not only
satisfy his/her financing needs, but also maximises her total utility (Glackin, 2002). It has been
shown that the cost of borrowing is a constraint in the utility maximization model for credit
demand (Vandell, 1984). Simplifying Vandell (1984) model of credit demand for ‘honest’

borrowers, we present the following utility function for decision to borrow:
Maximise U [(;]

SubjecttoC;=y—-1(1+71) [5.1]
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Where Cjis consumption (in this case utility from credit), y represents income or revenue to be
gained, if loan is contracted and I is the loan size with R =1 + r (where r is cost of borrowing).
However, Herrnstein (1997) suggests that behaviour is not only based on expected utility, but
also on one’s previous reinforcement experiences. In this regard, expanding the model above to
accommodate other constraints, we argue that the expected utility that would be derived or
maximised as credit is demanded, (U [Ci]), is constrained not only by the cost of borrowing (r)
(or interest sensitivity/risk averse in our case), but also other social and psychological costs such
as information cost (or gap), perception of access to finance difficulties (or suspicion of the
financial institutions) and cultural or religious bias (or negative perception about

indebtedness/credit). Thus, we reformulate the above function as:

Maximise U [C;"]

Subject to C;" = E[y] — E{I(1 + 1)} [5.2]

Where C* represents the expected utility from the credit demand, E[y] is the expected gains
(including income and non-income gains), and E{I(1 + r)} is the expected costs (whether real
or perceived). As mentioned previously, this cost is likely to be incurred, if credit is demanded.
Since the borrower is assumed to be rational, he/she will only borrow, only if, the expected
utility is positive or at least unchanged (i.e., where the expected gains or revenue exceeds or

equal to the perceived costs to be incurred) given as:

C* = 0orEly] = E{I(1 + 1)} [5.3]

Otherwise, all things being equal, the entrepreneur will exclude him/herself voluntarily, if

he/she perceives the expected costs to be greater than the expected gains i.e.,

E[y] < E{i(1 + 1)}
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However, since C* is unobserved, Greene (2008) contends that Equation [5.2] is based on a
latent regression and it cannot be treated as an ordinary equation. But we can observe whether a
microentrepreneur who reports of being critically in need of finance is voluntarily constrained
or not. This gives us a binary choice model where logistic regression can be applied. Logistic
regression is expressed in terms of the odds ratio, which relates the probability of the event
occurring to the probability of the event not occurring. Thus, we specify a simple binary

response Logistic model as:

Cr=xf+¢ [5.4]

Where, C takes the value one (C=1), if the ME is identified as voluntarily constrained and zero

(C=0). This is shown below as:

1,if C* <0 (Voluntarily Constrained)

0, Otherwise

The variable x; is a vector of explanatory variables comprises the key variables of interest
described above to test the study hypotheses. It is also noteworthy that since there are no a priori
hypotheses on how these variables affect the probability of being voluntarily constrained, we
also explore the impact of specific enterprise level and owner’s (or manager’s) demographic
characteristics such as age, educational attainment and gender of the owner, enterprise’s assets,
profitability, registration status, location, records keeping etc. on probability of voluntary self-
exclusion. The final equation, [5.5], estimated is shown below. All these variables are described

in the Table 5.2 below with their hypothesized signs. The variable € represents the error term.
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C; = Bo+BME size + B,Age + f3Educational Attainment +
BsMarried + BsGender + foBank Account +
B;Financial Knowledge + BgInterest sensitivity + Sy
Perceptions + ByoRural Security +p,1Registered+p,,Location + ¢

Table 5.2 Descriptive Statistics of the Explanatory Variables and Hypothesized Signs

Variables Descriptions All Hypothesized
Voluntarily Constrained Sign
%  (mean)
Number of The number of paid (2.5) (2.8) -
Employee (size) employees
Age of Enterprise Age in years of enterprise  (7.9) -
Educational The number of years (9.4) (9.6) -
Attainment spent in school
Married =1; 0 otherwise 40.0 55.1 -
Gender =1, if female; 0 male 31.6 31.3 -/+
Holds Bank Deposit =1; 0 otherwise 312 333
Account
Awareness =1; 0 otherwise 479 45.5 -
Keeps Records =1; 0 otherwise 28.7 42.0 -
Financial Knowledge =1; 0 otherwise 10.5 32.4
Negative Perception =1; 0 otherwise 589 40.9 +
about debt 4
Return on Assets Ratio of Net Profit to (0.3) 0.5) -
Average Total Assets
Perception of Access =1, 0 otherwise, 68.4 54.0 +
Difficulties '
Interest sensitivity =1; 0 otherwise 60.4 63.3 +
Registered =1; 0 otherwise 29.8 41.5
Rural Location =], iflocated inthe CBD  20.0 25 -
=2, located in Suburb 33.7 38.6
=3, if located in Rural 46.3 36.4
area
Security =1, if ME household 58.1 614 -

owns land or building;

Note: The figures in parenthesis are mean values. Source: Field Survey, August 2009
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5.4.2 Regression Results

The estimates presented in Table 5.3 below show the results of logistic regression estimation of
the determinants of voluntarily constrained microentrepreneurs. The model fitting information
such as goodness of fit, the overall percentage correct and others show that the specification
seems appropriate. The findings are generally consistent with the study hypotheses and the

existing literature.

We begin with the relation between microentrepreneurs with perception of access difficulties
and voluntary constraint or self-exclusion. The coefficient on this variable is statistically
significant with the expected positive sign. This suggests that microentrepreneurs who still
perceive access to external finance to be difficult despite the current rapid expansion within the
financial sector are more likely to voluntarily exclude themselves. Consistent with PCT, it
implies that microentrepreneurs tend to act in a similar fashion as their preconceived mind, or
past experience and may feel mistrust or suspicion of financial institutions and doubt whether
indeed access has been made any easier. The tendency therefore is for such MEs to cite such
excuses as lacking collateral, high transaction cost or high interest rate, etc., even though those
might not necessarily represent the reality. This finding also complements Bendig ef al., (2009)
conclusion that households’ demand for financial services in Ghana is influenced largely by
households’ risk assessment, past exposure to shocks and trust in the providing institution and

its products.

As expected, the variable, Negative perception on the use of debt is statistically significant and
positive in relation to voluntary constraint. What this means is that a microentrepreneur with
strong cultural or religious belief regarding the negative social effects of credit use or
indebtedness is more likely to be excluded voluntarily even when they need finance. As noted

by Clark’s (1994), among many indigenous people like Ashantis in Ghana or certain religious
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beliefs as in haram (finance forbidden) in Islam, borrowing or indebtedness is socially not
acceptable. The desire to stay out of guilt, shame, stigmatization and loss of reputation appear to
override any gains they might get for taken credit. Thus, they are compelled to be self-reliant or

to be dependent on the benevolence of friend and relatives as the case may be.

Table 5.3 Logistic Regression of Determinants Voluntarily Constrained

Variables Estimate Std. Error
Age of Enterprise -0.084 ' 0.230
Awareness 0.357 0.467
Bank Deposit Account -0.105 0.516
Educational Attainment 0.327 0.206
Financial Knowledge -1.905%** 0.533
Gender -0.556 0.512
Interest Sensitivity -1.088%* 0.527
Keeps Records -0.974** 0.485
Married -1.315** 0.507
ME size 0.503 0.322
Negative Perception of debt 1.489%* 0.500
Perception of Access Difficulties 0.979** 0.496
Registered -1.075** 0.514
Return on Assets -0.506 0.344
Rural Location 1.530%* 0.542
Security 0.163 0.510
Intercept 0.688 0.967
# of Observation 176.000
Overall Percentage Correct 81.437
-2 log likelihood 132.576
Cos &Snell R-Squared 0.445

*** 1% Significant; ** 5% Significant and * 10% Significant Levels

Even though the Education Attainment and the Awareness variables are not significant, the
other variable that proxied information gap i.e., financial knowledge is robustly significant with
the expected negative sign. This suggests that the higher microentrepreneur is in the know of

workings of the financial system or at least aware of the interest rates in the market, the higher
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the probability that he/she will apply for external finance or is less likely to be voluntarily
constrained. This finding also supports the argument that a financially illiterate
microentrepreneur does not only lack confidence, but also he/she is not in a position to
appreciate the financial sophistication often involved in formal banking loan contracts and the

positive connection between finance and firm value (Gebru, 2009).

Surprisingly, however, the coefficient on the inferest senmsitivity variable is statistically
significant but has a negative relation with voluntary exclusion. This is inconsistent with the
study hypothesis, in that, it suggests rather that those microentrepreneurs who are sensitive to
high interest rates are less likely to be voluntarily excluded. However, there are two plausible
explanations we can offer. Firstly, we realised from the survey results that many of those who
indicated that they were highly sensitive to interest rates were those who did not borrow
because they did not need it or they had sufficient liquidity. Secondly, it may also suggest that
for such voluntarily constrained microentrepreneurs, high interest rate did not matter so long as
they could get easy and flexible access to finance to run their business. These potential
borrowers are probably more concerned about the barriers or constraints such as transaction

cost, high collateral demands, or their own beliefs other than borrowing costs.

The results also suggest that MEs located within rural localities are more likely to be
voluntarily excluded compared to their counterparts in the suburb and CBD. The statistically
significant and positive coefficient of this variable reflects the fact that microentrepreneurs
living in deprived areas perceive themselves to be disadvantaged in obtaining bank finance.
They are perhaps discouraged to borrow because of physical unavailability or considerable
travel distances to nearby banks, which go to increase transaction cost of borrowing etc. This
finding also confirms Aryeetey (2004) description of financial market in rural Ghana as “despite

the fact that the various financing possibilities exist, there is relatively little credit activity that
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takes place in rural Ghana. Little borrowing is done in view of the fact that default can be a very

costly thing for the borrower”.

Another variable that appears to explain self-exclusion is the marital status of owner/manager.
The negative and significant coefficient suggests that married owners are less likely to be
voluntarily excluded. This is not surprising as the survey results show that most micro-loan
applications require a third party guarantor or co-signor in order for providers to minimise the
risk of default or ensure the integrity of the borrower. Studies have also shown the importance
of social networks/social capital or strong family support or participation in business in

attracting loans (Ambreen, 2000; Glackin, 2002).

In the case of gender however, the result is not significant. This suggests that there is no major
difference now between females and their male counterparts as far as demand for external
finance is concerned. This may signify a far cry from the previous situation where because of
widespread disproportionate education and discrimination within certain cultural values against
women, they were either marginalised or lacked the confidence to borrow as compared to men.
It is not only the case that many women are beginning to assert themselves, but also there is
increasing evidence that financial institutions, base on the success story of the Gramean model

which mostly involves women microentrepreneurs, are now lending more to women.

Finally, two other variables that are both significant with expected negative signs are record
keeping and the registration status variables. These suggest that where an enterprise lacks
proper financial management or is not registered, it is more likely to be voluntarily excluded.
Unregistered MEs are considered as informal or disorganized form of enterprises that often dok
not have a legal status. Thus may lack the reputation and confidence to approach a bank for a

loan. Besides, according to a report, (BDS, 2008), the crucial aspects of loan appraisals or
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eligibility requirements by banks, namely financial records, demonstration of repayment
capacity and securities, are considered to be more problematic with small enterprises than with

larger ones, thus constraining the majority from accessing credits.

In addition to the above regression, and for purpose of comparison, we run another separate

regression where the dependent variable is the entire microentrepreneurs - whether constrained

or unconstrained. The dependent variable takes the value 1, if ME is unconstrained and zero if
i

constrained. The result is ‘presented in the Table 5.4 below. It generally shows factors such

appropriate financial management or book keeping, age of the enterprise signifying reputation

and net profit margin have a positive influenced on having access to finance or being

unconstrained. However, major factors that have negative relationship with unconstrained MEs

are negative perception about credit use, as confirmed above, and large family size.

5.5 Conclusion

This chapter presented an empirical investigation into the underlying socio-cultural factors that
drive the majority of microentrepreneurs away from seeking external finance, even though their
businesses are in need of financial support. Using a survey data from Ashanti region of Ghana,
the study specifically examined the impacts of such fundamental issues as perception of access
to finance difficulties, cultural and religious beliefs on credit, and interest rate sensitivity as well
as information gap on the probability of voluntary self-exclusion, while controlling for owner’s
demographic and enterprise specific level characteristics. The study finds that strong perception
of access to finance difficulties, negative cultural or religious bias on credit use and financial
illiteracy are very important factors underlying voluntary self-exclusion. Whether these
perceived difficulties are real or mere perception, they nonetheless impede the majority of MEs

from stepping out of their shells to access external finance to sustain or grow their businesses.
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Table 5.4 Logistic Regression for Determinants of Financially Unconstrained MEs

Variables Unconstrained Model
Coefficient Std.  Errors.
Assets Value -0.008 0.114
Book keeping 1.275%* 0.474
Educational Attainment -0.283 0.21
Enterprise Age 0.449** 0.241
Entrepreneurial Training -0.553 0444
Family size ‘ -0.359%*** 0.106
Financial Literacy 0.627 0.482
Gender (Female =1) 0.706 0471
Interest Sensitivity 0.119 0.443
ME Size 0.306 0.271
Negative Perception about Credit -1.950%** 0.57
Net Profit Margin 1.296** 0.529
Perception of Access 1.655%** 0.496
Perception of Self (Low Self Esteem) 0.104 0.536
Registered 0.422 0.485
Rural Dummy -0.682 0.471
Saves Account 0.157 0.461
Security 0411 0.455
Constant 0.036 1.159
Percentage Correct 79.5
-2 Log likelihood 152.615
R-Squared 0.285
Observation 171

*** 1% Significant; ** 5% Significant and * 10% Significant Levels

However, contrary to our expectation, the study finds a voluntarily excluded microentrepreneur
to be interest inelastic or insensitive to interest rate changes. This finding suggests that
microentrepreneurs are probably more concerned about stringent collateral requirements, high
transaction costs and other constraints that discourage them from borrowing other than the

current high interest rates charges by the financial institutions in the country. The study further
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finds that significant proportion of the microentrepreneurs do not apply for loans because of
lack of financial records or their informality and disorganised status, which tend to dampen their

reputations and confident levels.

In conclusion, the evidence as provided implies that policies directed at building inclusive
finance by focusing on supply side alone are unlikely to be successful. Complementary policies
aimed not only at removing access constraints, but also target policies that tackle the
fundamental demand deficiency issues such as negative perceptions and mistrusts of the
financial institutions, are more likely to be effective. By creating awareness through extensive
financial literacy programs and social mobilisation at the grassroots level will be a more holistic
approach to solving the problem. Besides, innovations in religious-compliant financial
~ institutions should be promoted to meet the financing needs of those who would otherwise

exclude themselves because of certain religious beliefs.

In spite of these conclusions, future research is needed to focus on whether there is a perception
gap or ‘critical mismatch’ regarding access barriers to external finance from the perspectives of
lenders and potential borrowers as perception can be far from reality or vice versa. Again, any
future research should also seek to overcome the limitations of the field survey, especially by
increasing the sample size that will support a more rigorous quantitative analysis to validate the
results of this study. In the next chapter however, we examine the type of finance a
microenterprise will prefer, if it decides to borrow. In other words, if the access constraints are

removed, would formal finance be preferred to informal or semi-formal finance.
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