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EXECUTIVE SUMMARY

The purpose of this studly is to generate economic, financia and socid profiles for micro and
amall scale entrepreneurs as well as potentia entrepreneurs in Jordan. The United States Agency for
International Development (USAID) is supporting a project in Jordan to strengthen access to
microfinance and improved implementation of policy reform (AMIR). The am of the project isto assst
banks and non-bank indtitutions in providing sustainable financia services to micro and small scde
entrepreneurs. This study presents the findings of a basdline survey of arandomly sdected sample of
350 micro and small scae entrepreneurs and a survey of 216 potentia entrepreneurs across various
sectors in the three most populated areas in the country, Amman, Irbid and Zarga. Mesting the
objective of this sudy providesthe AMIR project with indicators of micro and small scae
entrepreneurs and potentid entrepreneurs’ effective demand for financid services aswell astheir
potentid demand for forma individua and group loans in Jordan.

TheEnterprise Survey

Sources of finance reported by the entrepreneurs for current operations included both informal
and forma channds. First, about one third of the entrepreneurs reported using trade loans from their
suppliers and afew used advances from their cussomers. Supplier credit was the principd type of trade
credit that most entrepreneurs used.  Second, informa sources of finance from family and friends were
reported by about one third of entrepreneursin the sample. Third, over two thirds of the entrepreneurs
reported never requesting formd loans primarily because of the availability of other sources, fear of
inability of repayment, and religious beliefs. About one fourth of the entrepreneurs who had requested a
forma loan & one time were rejected, which indicates areatively sgnificant incidence of loan quantity
rationing. Fourth, only one fourth of the interviewed entrepreneurs acquired forma finance at one point
inthe past. Moreimportantly, only about one tenth had used aforma loan over the past year.

On the savings Side, the entrepreneurs’ use of forma savings channds, commercia banksin
principa, was associated with half of the entrepreneurs. Another form of savings was participation in
the informd rotating savings and credit groups (RoSCAS) or “gam’iyat”. Roughly one fourth of the
entrepreneurs in the sample reported participating in “ganTiyat”.

Investigation of the effective demand for forma loans indicated that entrepreneurs who
demanded formal |oans over the past year used amounts with a median of JD3000, a an average

AMIR Program
Vil




Final Report

THE DEMAND FOR MICROFINANCIAL SEERVICE IN THE MICRO AND SMALL SCALE ENTERPRISE SECTOR IN JORDAN

interest rate of 14 percent, for aterm of about 2 years, with collateral values reaching over 100 percent
of the loan amount, and a vaue of monthly ingtalments with amedian of about JD150. Investigation of
the potentid demand for individua loans indicated that dmost haf of the entrepreneurs had interest in
gaining access to working capita loans with amedian size of JD5000, at 6 percent interest, and for a3
yearsterm. These results indicate that the potentia demand bears different |oan terms and conditions
from the effective demand. While entrepreneurs effectively pay interest rates that average 14 percent,
their willingnessto pay for potentid |oans reached only amere average of 6 percent.  Moreover, while
entrepreneurs effective demand for loans had amedian size of about JD3000, the potentid demand
registered amounts with amedian of JD5000. Lagtly, smal scae enterprises, those in the manufacturing
and sarvice sectors, and those in Amman and Zarga had alarger potential demand for individua loans
than their counterparts.

Investigation of the entrepreneurs’ potential demand for group loans revealed that only afourth
of the sample was interested in group loans. The potentia demand for group loans was smdler than
that for individua |oans, with the median for groups loans at about JD3000 repaid with one ingtallment
per month for aperiod of two and a hdf years. Interestingly, more men entrepreneurs, thosein the
manufacturing sector, entrepreneursin Amman and Irbid, and smdl scale entrepreneurs had a higher
potential demand for group |oans than their counterparts.

The Potential Entrepreneurs Survey

Sources of finance reported by the potentia entrepreneurs included both informal and formal
channds. Firg, informa sources of finance from family and friends were reportedly used by about one
third of the potential entrepreneurs over the past year. Theseinforma loans were rather small asthe
median was about JD200, granted for 2 to 3 months, free of interest and typically unsecured. Second,
the majority of the potentia entrepreneurs had never requested forma loans primarily because of the
fear of inability of repayment, rdigious bdiefs, insufficient collaterd, and availability of other sources.
Among the respondents who had requested aformal loan in the past, about a fourth were rejected
which indicates, again and smilar to the results in the enterprise survey, ardatively significant incidence
of loan quantity rationing. Third, only very few potentia entrepreneurs had acquired forma loans last
year. Theseloanswere largely consumer loans with a median loan size of JD450, granted at 12
percent interest charges, for a period of about one year, with monthly instalments of JD40, and 100
percent securities.

With respect to savings, on the one hand, the respondents’ use of bank savings services was
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reported by only one fourth of the sample. More male respondents and those interested in the trade
sector reported holding deposits with banks. On the other hand, participation in the informa RoSCASs
or “gam’iyat” was higher as it was reported by about athird of the sample. These were largely women
groups, comprised of about 14 members, who met once a month and the total contribution per member
reached about JD240 per year. Gender and location distributions implied, as expected, that more
fema e respondents and those who reside outside Amman were members of these groups. Potentia
demand for eectronic cards was significant. Mogt of those interested in these cards, however,

reported interest in ATM cards rather than credit cards. Interestingly, respondents suggested they
were willing to pay afeefor their card use. Ladtly, few respondents indicated that they hold any type of
insurance.

The investigation of the respondents potential demand for group loans revealed that only afew
respondents were interested in these types of loans. Interestingly, there were more men than women
interested in group loans. The median vaue of these loans was about JD2000 to be repaid over a
period of 2 years with monthly ingtalments. Men and potentia entrepreneurs interested in the trade
sector had a higher potential demand for group loans than their counterparts.

The potentid demand for individua [oans was much more significant than group loans among
potential entrepreneurs. Over two thirds of the respondents reported interest in gaining access to
working capital and fixed assetsloans. The preferred terms and conditions for these loans included a
median amount of about JD3000, to be repaid over a period of three years, lent at 5 percent interest
charges, 1 percent fee charges, with the mgority of the respondents offering no collaterad or any form
of guarantee. More mae potentia entrepreneurs, those in the service and trade sectors, and those
respondents resding in Amman had a higher potentid demand for formal individud loans than their
counterparts.

L essons

The effective and potentia demand for the various types of financid services by entrepreneurs
and potentia entrepreneurs reflect severa lessons.

Client Profile

The surveys revealed that entrepreneurs and potentia entrepreneurs both have effective and
potentia demand for variousinforma and formd financid services. The potentid demand for individua
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loansis much higher than that for group loans for al types of microentrepreneurs. Size of the
enterprise, sector of operation, location, and gender of the micro and small entrepreneurs, however,
affect the entrepreneurs: demand for dternative financia services.

Size of the enterprise indicates that more small scale entrepreneurs use trade credit, formal
loans, hold bank accounts and have a higher potentid demand for forma individua and group loans
than microentrepreneurs and sole operators. The highest participation in informa groupsis among the
sole operators. Thisimpliesthat small scae entrepreneurs are potentialy the more likely type of clients
to demand individua 1oans from microfinance indtitutions while the single operators could possibly be
interested in group loans

Sector of operation indicates that enterprisesin manufacturing rly more on the use of informal
loans and participation in informa groups than enterprisesin the other sectors. Manufacturing
enterprises, however, reported the highest potentia demand in both individua and group loans.
Potentia entrepreneurs interested in establishing enterprises in the manufacturing sector, <o, indicated
the highest use of informal loans and participation in informal groups. Potentia entrepreneurs interested
in the service sector, however, reported the highest use of formd loans and the highest potentia
demand for individud loans.

L ocation of the enter prise indicates that enterprisesin Amman use more trade credit and
forma loans. Entrepreneurs outsde Amman, however, reported the highest participation in informal
groups. Potentid demand for individua loans by entrepreneurs was the highest in Irbid and potentia
demand for group loans was the highest in Amman. Potentia entrepreneurs residing outsde Amman,
a0, reported a higher participation rate in informa groups than those in Amman.  Potential
entrepreneurs in Amman, though, had the highest potential demand for individua loans.

Gender of the entrepreneurs indicates mae entrepreneurs use more trade credit while more
female entrepreneurs participate in “gam’iyat”. Both men and women entrepreneurs had a high
potentia demand for loans, with men reflecting alittle more interest in both individua and group loans.
Findly, while more women potentid entrepreneurs were members of “gam’iyat”, men potentia
entrepreneurs had a higher potential demand for individua and group loans.

Financial Products

Preference for aternative lending technologies indicates a higher potential demand for
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individua versus group loans. The terms and conditions associated with individua loans dlow for more
flexibility in terms of size of the loan, disbursement, term, and repayment schedule, which render
individua loans as a more attractive and va uable loan product for many entrepreneurs and potentia
entrepreneurs. In contrast, group loans seem to have alower value, particularly when associated with
the additional respongibility and risk of group repayment in case of default by any member of the group,
rigid disbursement, repayment schedules, and meetings.

Effective and potentia demand for forma loansindicate larger loan size than typicdly
associated with informd loans. Thisis not surprising, particularly when one takes into account the
frequency of use of each type of loans. Trade credit, which involves roughly JD200 every two weeks,
yields atotd annua debt figure of about JD4800. Thisis comparable with the potentia demand loan
sze of JD5000 for individua loans, and the effective demand loan size of JD3000 that istypically used
once per year by entrepreneurs. Loan quantity and loan size rationing, o, indicate that thereisa
higher effective demand for forma loans than is registered in the market outcome. Moreover, the
potentia entrepreneurs’ demand reflects dightly smdler loan amounts of JD3000 for individua loans
and JD2000 for group loans than those demanded by existing entrepreneurs. This is reasonable given
the limited repayment capacity of new businesses.

Entrepreneurs and potentia entrepreneurs borrowing from formal sources a market interest
rates, suggest that potential loans from microfinance inditutions should have lower interest rate
charges. Thistypicd low willingnessto pay for financid services by low income entrepreneurs and
potentid entrepreneursis, however, rhetorical considering that the effective demand reflects that
borrowers actualy are willing and able to pay market interest rates. Some entrepreneurs using trade
credit are even paying higher effective interest charges to their suppliersin the informa markets.
Moreover, credit rationing indicates that there are some gpplicants who are willing to pay at least the
market interest rates and are screened outside the forma financial markets.

Typicdly, forma |oans have longer term to maturity then informa loans. Effective demand
indicates that entrepreneurs and potentia entrepreneurs are using formal |oans that mature in one to two
years. Potential demand, however, reflects interest in even longer maturity periods of up to three years.
While manufacturing enterprises may require longer term loans, traders are likely to be attracted to
shorter term loans given the high turnover of their business cycle.

Avallability of collateral requirements did not seem to be a problem for entrepreneurs and
potential entrepreneurs. The use of guarantors to secure loans, moreover, alowed a number of

AMIR Program
Xi




Final Report

THE DEMAND FOR MICROFINANCIAL SEERVICE IN THE MICRO AND SMALL SCALE ENTERPRISE SECTOR IN JORDAN

individuas to access formal loans. Most entrepreneurs reported being able to provide one form of
collaterd to secure individua loans, while only haf of the potentia entrepreneurs indicated they were
able to provide any type of collaterd. While group monitoring attracts some entrepreneurs and
potentia entrepreneurs to the use of group loans, high group transaction codts, rigidities and risks deter

many.

Hence, the various terms and conditions of individua and group loans and the effective and
potential demand for loans exhibit a set of characteristics that could be used tp redefine the lending
technol ogies adopted by microfinance ingtitutions in Jordan to meet the demand of most clients.
Different types of dientswill find a maich among the aternative technologies to meet their demand
requirements.

Size of the Market Demand

Market niches exigt in the largdly unexplored microfinance market in Jordan. Effective demand
estimates of the entrepreneurs use of forma loans indicate that the total forma debt used by the sample
over the past year reached over JD300,000. Extrapolating to the population, using the officid datistics
on the number of establishments, generates a more impressive effective market demand that could
reach up to JD168 million. Moreover, estimating the potentia demand for the microenterprise
population under study indicates even a much larger market of JD158 million for individud loans and
JD51 million for group loans. Similarly, the potentia entrepreneurs survey reflects that the potentia
demand could reach about JD100 million for individua loans and JD12 million for group loans. It
should be highlighted, however, that the potential demand estimates are based on the reported terms
and conditions suggested by the entrepreneurs which include 6 percent interest rates. Nonetheless, the
exercise sarves the purpose of suggesting that the microfinance market size is much larger than what is
currently being met by the inditutions offering microfinancia servicesin the country.
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THE DEMAND FOR MICROFINANCIAL SERVICES
INTHE MICRO AND SMALL SCALE ENTERPRISE SECTOR IN JORDAN

INTRODUCTION

1. Purpose of the Study

The purpose of this studly is to generate economic, financia and socid profiles for micro and
smdl scade entrepreneurs as wdll as potentia entrepreneursin Jordan. The United States Agency for
Internationa Development (USAID) is supporting a project to strengthen access to microfinance and
improved implementation of policy reform (AMIR) in Jordan. The am of the project isto increase
economic growth through sustainable microfinance initiatives, and to simulate greater investment and
refurbish the Jordanian business environment to become more globaly competitive. The microfinance
component of the AMIR project will provide support for sustainable bank and non-bank financia
indtitutions to provide credit and other financia services to micro and small scale Jordanian
entrepreneurs. This study presents and andyzes the findings of the baseline survey of arandomly
selected group of micro and small scale entrepreneurs (SMES) and another group of individuas with
potential entrepreneuria interest across various sub-sectors of the economy and in the three most
populated regions in the country. Mesting the objective of this study providesthe AMIR project with
indicators of micro and small entrepreneurs as well as potentid entrepreneurs demand for
microfinancid servicesin Jordan.

The introduction presents an overview of the Jordanian economy and a brief discussion of
microfinance in Jordan. Section two reports on the basdline survey outlining, first, the generd attributes
of the SMEs, the economic characteritics of their enterprises, their effective demand for current
financid sarvices, including both forma and informa savings and loans, and their potential demand for
other financia services. Section two, aso, highlights differences across the entrepreneurs and thelr
enterprises based on size, sector, location, and gender.  Section Three reports on the non-
entrepreneurs or individuas entrepreneurid potentid, their effective demand for financid services, both
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forma and informa savings and loans, and their potentia demand for other financid services.
Moreover, section three highlights differences across the potentia entrepreneurs based on sector,
location, and gender. Thisdiscusson isfollowed by a presentation of the empirica modds, in section
four, that examine the determinants of the entrepreneurs’ use of the dternative financia assets and
liabilities as wdll asther potentid demand for individua and group loans.  Similarly, section five
presents the empirical modes that test the non-entrepreneurs’ potential demand for formd individua
and group loans. Findly, section six, draws together the summary and conclusions of the study.

2. Background on Jordan

Jordan’ s high population growth rate of 3.7 percent during the 1980s and 5.7 percent during
the firgt haf of the 1990s, resulted in doubling its population from 2 million to 4 million over the past
couple of decades (WDR, 1997). The mgority of Jordanians livein the capital Amman (41 percent)
and in the secondary cities of Irbid (23 percent) and Zarga (15 percent)’. The mgjority of the labor
force (53 percent) is concentrated in the service sector which contributes the largest share (65 percent)
to the gross domestic product (GDP) compared to one third (32 percent) in industry which contributes
to one third of the GDP (37 percent) and one fifth (21 percent) engaged in agriculture which contributes
to only 8 percent of GDP?. While the labor force has been growing at about 5 percent over the past
two decades, private sector employment continues to represent roughly haf of the labor force, and
women continue to represent 21 percent of that total labor force®.

Jordan has been making progress in boosting its economy since the Gulf war. A hedthy growth
inthe GDP of 6.9in 1995 and 5.2 in 1996, and an optimigtic forecast for 1997, has been accompanied
by increases in investment up to 16 percent in 1996.* This positive macroeconomic environment,

Jordanian Department of Statistics, Secondary statistics on the Jordanian Economy as of 1994.

2 World Development Report, 1997.

s World Development Report, 1997.

4 MEED: Middle East Business Weekly, 1997.
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however, has not trandated into positive microeconomic wellbeing for many Jordanians.
Unemployment figures, reported at about 17 percent of the labor force, coupled with the fact that about
22 percent of the labor force is composed of largely low wage foreign labor, have contributed to an
increase in the number of Jordanians living below the poverty line from 3 percent in 1987 to 20 percent
in 1996°.

The banking industry in Jordan, with its assets concentrated in five mgor banks, has continued
catering largdy to its Szable nationd expatriate community and the well established medium and large
scae enterprisesin the country?. Faced with tough conditions, over the past banks have been more
active in taking advantage of new opportunities with changes in legidation and increased openness to
internationa markets. At the same time, the difficult microeconomic conditions which have undoubtedly
led to growth of the informa and microenterprise sector over the past decade, have pushed the
Jordanians further into terra incognita when it comes to microfinance’. Although illiteracy figures
indicate about 21 percent femae and 7 percent mdeilliteracy, the low income population in Jordan has
grown, thus, presenting increasing demand to develop support ingtitutions for microentrepreneurs, and
in particular microfinance indtitutions for the poor.

3. Microfinance in Jordan
A. Microfinance Approaches
5 USAID, RFP AMIR project, 1997.

Asof 1995, there were 10 domestic commercial banks with five major banks: the Arab Bank holding
about 30% of the total banking assets, The Housing Bank, Jordan Islamic Bank, The Bank of
Jordan, and Cairo Amman Bank; five foreign commercial banks; six private investment banks; one
industrial development bank; and one specialized credit institution. The network encompasses 430
branches distributed over the Kingdom leading to aratio of 9796 individuals per branch. (Jordan
Internet Resources).

Businesses with less than four employees that may or may not register or obtain alicence for
operation fall in the microenterprise category. Businesses with four or more employees that do not
register, acquire licences for business operation, or pay social security for their employees also fall
in the informal microenterprise category.
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Financia contractsinvolve default risk because of adverse sdection and mora hazard problems
associated with the borrower’ s indeterminate type and unpredictable action (Stiglitz and Weiss, 1981).
Imperfect information generates an equilibrium in credit markets where interest rates are inadequate to
clear the market demand for loans (Bester, 1987; Jaffee and Russdll, 1976). To resolve these
information problems and to identify the most creditworthy borrowers, lenders utilize non-price
rationing mechanisms based upon the attributes of the entrepreneurs and the characterigtics of their
enterprises. Factors associated with the characteristics of the entrepreneur include education, gender,
age and experience in operating the enterprise, while factors associated with the characteristics of the
enterpriseinclude size, profits and sector of activity, among others. Some of these factors represent
certain classes of borrowers, such as microentrepreneurs and female borrowers, that are often believed
to experience discrimination in financid markets. Credit rationing occurs when lenders grant the loans
demanded by applicants who are identified as credit-worthy borrowers while granting loans smdler
than demanded to some applicants® and completely rejecting other gpplicants who are willing to pay the
interest rate demanded.

Micro rurd and urban enterprises have been the concern of many policy makers attempting to
accelerate the devel opment processin low income countries. Specid microenterprise programs that
provide targeted credit, training and technical assistance, have been created to assist those
microentrepreneurs who have difficulty accessng regular commercia |oans because of information
asymmetries. The supply leading approach to the development of microenterprises over the past two
decades has recorded many more failures than successes which in turn has led to many regrettable
consequences. Microenterprise programs have experimented with dternative lending mechanisms that
include individua loans aswell as group loans. Programs that have granted targeted |oans at subsdized
interest rates have dmost universaly recorded dismd results. Subsidized credit does not resolve the
problem of financid indtitution’s lack of active provison to the microentrepreneur clientele. Moreover,
subsidized credit does not enhance the capacity of the financia ingtitution in building borrower-lender
relationship, or adopting the appropriate financia technologies, and management information systems
that would dlow these ingtitutions to serve the microentrepreneurid clientde.

L oan size rationing occurs when lenders grant |oans smaller than demanded to some applicants.

L oan quantity rationing occurs when lenders completely reject some applicants.
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A few microfinance indtitutions, that have adopted individua and/or group lending technologies,
have been able to sustain their operationsto date. Evolution of the demand leading approach to
microfinance have increasingly pushed microfinancia inditutions to promote outreach, i.e. in terms of
the quality of service, leve of poverty and scae, aswdl asfinancid vidbility, i.e. when an indtitution can
maintain its operations indefinitely without ng donor support by ng more sources of funds
only through client savings (Christen, Rhyne, Vogel and McKean, 1995; Otero and Rhyne, 1994,
Yaonetd., 1997) The outreach and sustainability principas are the driving forces behind successful
and best practice microfinance indtitutions. Although not universdly easily replicable, severa eements
including small loan sizes, short maturity periods, frequent repayment, smple goplications, few
standardized loan products, efficient lending officers, cost covering interest rates, management
information systems, and savings mohilization, have dlowed some microfinance inditutions resch their
gods of outreach and sugtainability.

Group lending has been identified, in some cases, as an appropriate delivery mechanism that
reduces lenders costs when providing financia contracts to agroup of clientele characterized with
immense information problems. Group solidarity and peer pressure have been regarded as the principle
driving forces behind the success of some group lending indtitutions, particularly when the target group
are low income women (Berenbach and Guzman, 1995; Goldberg and Hunte, 1995; Khandker,
Khdily and Khan, 1995). On the one hand, group solidarity is argued to enhance women's
empowerment a the time when information asymmetries render individud financid contracts too costly
and inaccessible'®. Extensive borrower transaction costs, exhaudtive administrative costs, considerable
risks pertinent to the joint liability structure of groups, and cultura barriers, on the other hand, are
consdered as impediments to group lending. The benefits of group lending technology should outweigh
the cogts to both borrowers and microfinance indtitutions in order for the organizations to be viable and
sugtainable!. Exogenoudy formed groups, particularly in areas where Rotating Savings and Credit

10 Women microentrepreneurs typically demand small loans, have little or no credit history and are

geographically inaccessible to formal lenders. Thelack of credit history and the amount of fixed
costs that would be incurred by the lender regardless of |oan size, make it expensive for lendersto
provide loansto this group of borrowers.
n Borrowers' costsinclude time and costs of group formation and start-up, group meetings, travel
costs for repayments, and the opportunity cost of foregone time and returns from market and non-
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Asociations (RoSCAS) are not customary, are potentialy unstable and, therefore, likely to be
associated with higher group formation cogts than benefits.

B. Microfinance Capacity in Jordan

Microfinance programsin Jordan are dill in their infancy sage. Research efforts by arecent
World Bank study identified afew leading governmenta programs and Non-Governmenta
Organization (NGOs) that are providing financia services to microentrepreneurs in the country
(Brandsmaand Khayatt, 1996). Very few of these programs, however, have attempted to provide
financid servicesin asugtainable fashion.  Among the more active programs are the UNRWA,
Agriculturd Credit Corporation (ACC), Development Employment Fund (DEF), Save the Children
Foundation (SCF), and Queen Alia Fund (QAF).

The primary gods of many of these NGOs are socid which focus on enhancing the quality of
life for the poor, in terms of better access to nutrition, health, shelter, educetion, etc.. The financid
programs operated by a number of these NGOs is margina inits outreach. Thisimpliesthat the red
interest rate was bardly positive given that the inflation rate in Jordan over the past decade was at about
8 percent. Therefore, many of these program, unsurprisingly, experienced poor repayment and
documented high default rates. Among the NGOs, SCF have been identified as having wider outreach
and higher potentid for sustainability. Like many NGOs engaged in the provison of financia services,
Save the Children target women only and has adopted the group ddivery system for their group
guarantee lending and saving (GGLS) program in Jordan. In summary, most microfinance inditutionsin
Jordan require inditutiona capacity strengthening to achieve outreach and sustainability.

. CHARACTERISTICSOF THE MICRO AND SMALL SCALE ENTERPRISE
SURVEY

market household production. In addition, borrowers are subject to compulsory risk-bearing
because of joint liability. Lenders’ costs also include the costs of co-organizing and managing
group formation, potential costs of loan recovery resulting from failure of unstable groups, and
training costs, among others (Nguyen, 1998; Untalan, 1996).
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1. Overview of The Survey

To examine the demand for dternative financid servicesin the micro and smdl scale enterprise
sector in Jordan, asurvey of micro and smal scale enterprises was carried out in April of 1998. The
definition of micro and small scale entrepreneurs includes those businesses with 10 or less employees.
Given the objective of the AMIR project'?, the survey included a random sample of 350
microentrepreneurs in the manufacturing, service and trade sectors, across the more dynamic sub-
sectors, in the three most populated citiesin the country, namely, Amman, Irbid, and Zarga. The sub-
sectorsin the sample included garment manufacturing, handicraft production, food processing, wood
processing and meta production within the manufacturing sector; genera services, hairdressers,
restaurants and catering within the service sector; and retall and wholesale trade within the trade sector.
Officid dtatistics suggest that the population of registered entrepreneurs in these sub-sectors is about
73706 establishments.™®

Given the smdl representation of women microentrepreneurs in the labor force and the lack of
officid satistics about the informal sector, the sample design involved overweighing the sub-sectors that
are consdered more typica women activities--such as garment manufacturing, handicraft production,
food processing, hairdressers, catering, and retal trade-- in an attempt to include about 50 percent
women microentrepreneurs in the sample. Moreover, the total number of microentrepreneurs
interviewed in each region corresponded roughly to two thirds in Amman and one third in both Irbid
and Zarqga according to the targets of the AMIR project'®. The enterprise survey, thus, comprised of a
total of 350 microenterprisesin the service, manufacturing and trade sectors, representing about 0.5
percent of the total population of the sub-sectors understudy.

12 The objective of the AMIR project isto support bank and non-bank institutions that provide

service microentrepreneurs. The goal of the project isto reach 50 percent women
microentrepreneurs, with one third of its clientele outside Amman in four years.

13 Data provided by the Department of Statistics, Dr. Said Abu Shaar. It should be noted, however,
that this figure does not account for informal microenterprises that operate without licences.

14 The composition of the sampleis, therefore, pre-determined by gender, sub-sectors of operation,

and location.
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A. Characterigtics of the Enterprises

As mentioned earlier, the enterprise survey covered the manufacturing, services, and trade
sectors of the economy, with particular focus on the more dynamic sub-sectors. Again, these sub-
sectors conssted of garment manufacturing, handicraft production, food processing, wood processing,
metal production, genera services, hairdressers, restaurants and catering, and retail and wholesde
trade. Table A1 (Appendix A) provides the breakdown of the share of enterprisesin each sector in the
sample. The distribution reflects that about 42 percent of the enterprises fell in the manufacturing sector,
roughly one third (35 percent) in the services sector and one fourth (23 percent) in the trade sector.
Datain table A1 dso show the distribution across the geographic areas in the country, where about two
thirds (73 percent) of the enterprises were sdlected in the capitdl Amman, and about one third in both
Irbid and Zarga. Since the micro and small scale size category encompassed those enterprises with 10
or less employees, no a priori Size divison was pre-determined. Examining the concentration of
enterprises, by the number of employees, indicates that about one fifth of these SMIEs were sole
operators, i.e. with no employees, family labor or gpprentices. The mgority of the SMEsin the sample
(63 percent) were micro with 1 to 4 employees. Findly, 15 percent were smdl scae enterprises with 5
or more employees. This digtribution indicates that the more typicd SMES are micro operations with
less than 4 employees including family labor and gpprentices.

The mgority of the micro and smdl scde enterprises in the survey (79 percent) were
proprietorships with less than one fifth (17 percent) partnerships. The vast mgjority of these
establishments, however, were registered businesses that operated with licences and possessed
regidration cards. Very few, though, paid socid security for al or some of their employees. The
primary reason provided by the entrepreneurs was that it was not necessary to provide socia security
to their employees.

The average enterprise in the sample has been in operation for about 8 years with the
interviewed entrepreneur/manager running the business for an average of 7 years (Table A2). The
present market value of physical assets, excluding land and building, reached a median value of about
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JD2,000 (with an average vaue of JD4,560), while the initid investment value was a reported median
of JD3,000 (with an average of JD 6,400).16

On average, microenterprises started with one worker and currently employ an average of 2
workers. Thesefiguresimply that the SMEs in the sample have not experienced significant growth.
The average annud growth rate, based on the change in the number of employees over the life of the
business, reflectsthat SMES have been growing at an average of 20 percent; however the median
reflects a zero growth rate which indicates that many of these SMIEs have been stagnant. Moreove,
growth rates in production over the past year, as reported by the entrepreneurs, draw even amore
dismal picture with an average decrease of 16 percent on average.

B. Characterigtics of the Entrepreneurs

Small scae enterprises frequently have been characterized as conssting of many otherwise
unemployed workers who operate mogtly in the informal sector. In our sample, however, the mgority
of the entrepreneurs had registered businesses operated mostly by their owners (Table A3). The
gender composition of the sample included a few more men (63 percent) than women
microentrepreneurs (37 percent). This indicates that the predominance of men in the labor forceis
evident in our sample. Spouses, for the most part, do not play an active role in the enterprise. Only a
few entrepreneurs (5 percent) reported that their spouses helped in financing the business. More
importantly, the vast mgjority of the entrepreneurs (96 percent) do not hold any other form of
employment implying that they are full-time entrepreneurs.

In generd, illiteracy was not a problem, save for afew cases. The entrepreneurs educationa
level wasfairly good given that over hdf of them had finished a least high school leve or higher (Table
A4). Moreover, the typica 37 years old entrepreneur was responsible for a household with an average
of 4individuals. About haf of the entrepreneurs owned their homes and the rest rented. These figures

15 The high variation between the mean and median indicates that the distribution of the datais

skewed to theright, and therefore, the median is amore accurate measure.

16

The exchangerate at the time of the survey wasUS$1.4=JD 1.

AMIR Program




Final Report

THE DEMAND FOR MICROFINANCIAL SEERVICE IN THE MICRO AND SMALL SCALE ENTERPRISE SECTOR IN JORDAN

indicate that the microentrepreneurs, dthough were generdly classfied among the low income
population group in the country, had reasonable housing conditions. The mgority of the entrepreneurs
(72 percent), however, were the sole providersfor their families. Those who indicated thet other
household members were employed reported an average of two individuas who earned an additiona
income with a median of JD300 per month.

C. Sze Vaiaions

A wide variety of definitions of micro and smadl businesses exist. Given the objective of the
AMIR project and the focus of our study on micro and small scale enterprises, the following
breakdown was used ex-post during the andyssto examine any variaionsin the profiles of the
busi nesses based on size categories. Sole operators are those entrepreneurs running their business
solely on their own with no hired workers or unpaid family labor or gpprentices. Microenterprises are
those businesses operated by the entrepreneurs along with 1 to 4 workers, family labor or apprentices.
Small scale enterprises are those establishments operated by the entrepreneurs and five or more
workers, family labor or gpprentices.

Table A5 presents sdlected indicators that highlight the differences among the three size
categories. Although the average number of years of operation does not seem to vary by sze of the
enterprise, the average number of employees, as expected, varied sgnificantly. Not surprisngly, sole
operators started with no employees and continue to operate on their own. Microentrepreneurs started
with a median of one employee and currently operate with a median of two employees. Thisimplies
that microenterprises began as micro and remain micro. Small scale enterprises, however, started with
amedian number of 3 employees and operate currently with amedian of 6 workers. Thisimplies that
many small scale enterprises began as micro and eventualy graduated to small scae businesses.
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Table 1. Employment Profile of Businesses by
The average growth rates for the three Size2

gze categories shed further light on these

Sole Micro Smadl
variaions and the graduation hypothesis (Table # of Start-up Employees 0 1 3
1). The growth rates, using the dlassification of #of Current Employees 0 2 6
the enterprises based on their initid employment sample size (n) 77 219 54

figures, indicates that many of those enterprises Annua GrowthRate® 0% 4% 17%
that start as sole operations are the ones thet sample size (n) i o o
grow to micro and smdl scale with amedian Annual Growth Ratet 6% 0% 2%
growth rate of 6 percent. Many businesses that o _

st asrmico vl amal e baveactualy | NS Al S scsbeeons
remained stagnant or experienced adeclinein Note c: Based on initial # of employees.

ther sze. Thisinterpretation is confirmed by
examining the growth rates using the
classfication of the enterprises based on their current number of employees. These figuresindicate that
many currently micro and smdl scae enterprises have actudly experienced high growth rates over ther
lifetime. Nonetheless, the entrepreneurs across al three size categories reported negative growth rates
in production over the past year.

The average vaue of physicd asstsisin line with the Sze category variations, indicating thet
sole operators had a smdler average vaue than micro and that smadl had amuch larger average vaue
than micro (Table A5). Thisdso impliesthat some of the technologies and machinery employed by
small scae enterprises is more capital intensive than those for micro and smdl. The sectora distribution
of the three Sze categories indicates that while the mgority of the small scae enterprises werein the
manufacturing and service sectors, about one third of the micro and sole operators engaged in trade.
Very few smdl scae enterprises were in trade given that trade is typicaly microenterprise and requires
very few employees and little physical assets. Interestingly, gender didtribution by Sze categories did
not indicate much variaions, and findly, location reflected that more of the smadl scae enterprises were
in Amman rather than outside the capitd.

D. Sector Variations
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Sub-sector analysis entails examining commodity-specific sub-sectors with the objective of
identifying support systems and congraints facing micro and smal scae enterprises. This methodology
dlows for the study of the role of the various economic agents, the terms and condiitions of their
contracts, the linkages in their transactions and the congtraints affecting the different economic unitsin a
certain market. Thus, by considering an industry, sector, or sub-sector classification, smilarities and
differences among firms may be identified that explain variations in the performance of enterprises.
However, prior to andyzing the differences in the contracts between entrepreneurs and their suppliers
and customers, and the performance of these enterprises, it is useful to quickly review the differencesin
the characterigtics of the establishments across the three sectors under study.

Enterprises operating in the service sector had the largest value of physical assets followed by
manufacturing enterprises, and trade establishments (Table A6). Traders do not utilize much machinery
or tools which explains the low average vaue of their physical assets. Industry classification was dso
associated with the concentration of micro and smdl scale enterprisesin certain sectors. Statigticsin
table A6 indicate that the mgjority of enterprisesin the trade sector fdl in the microenterprise category
when they first begin their operations with one or no employees. Very few traders were found in the
medium scae category. Similarly, based upon the number of current employees, most traders hire on
average just one employee. Figuresin table A6 dso indicate that currently most of the manufacturing
and sarvice enterprises fal in the microenterprise Sze category, with 3 employees on average,

Growth in employment is reflected by the differences in the average number of employeesthe
firm started with and the current number of employees (Table A6). While traders do not seem to
experience much change in the number of employees, employment figures for the manufacturing and
sarvice enterprises indicate some increases over the lives of these enterprises. The annud growth rate
for enterprises measured by the change in number of employees over the number of years the enterprise
has been in operation indicates that manufacturing enterprises have experienced more growth than
those in the service and trade sectors. Moreover, the figures indicating increase in production over the
past year, reflect actually an overdl decrease for all enterprises across the three sector, but more so for
enterprises in the service and trade sectors.

E Regiond Differences
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Characteristics of the enterprise varied to some extent based on the geographica location
(Table A7). Enterprisesin Amman, on the one hand, condtituted about two thirds of the total sample.
These were largely established businesses that had been in operation on average 8 years, employed an
average of 3 workers, and had a median value of physica assets worth JD2000 (average JD5000).
The towns of Irbid and Zarga congtituted our peri-urban sphere. Peri-urban enterprisesin Irbid and
Zarga, on the other hand, had been in operation for about 7 and 8 years, employed 2 workers on
average, and had atotal median vaue of physical assets of about JD1500 (average value JD3000).
The growth rate figures dso indicate a dower growth rate for enterprises outsde Amman compared to
thosein Ammean.

The sectord distribution of the urban and peri-urban enterprises was Smilar across the three
regions. The gze digribution of these enterprises, however, varied. While the largdly urban enterprises
in Amman were disbursed more across micro and smal scale enterprises, the peri-urban enterprisesin
Zargaand Irbid were concentrated among the sole operators and microenterprise categories. Thisis
congstent with the figures of the average vaue of physical assets, which re-enforces the differencesin
the exigting concentration of sole, micro and small scale enterprisesin the urban and peri-urban regions.
Finally, the gender composition of the peri-urban sample of Irbid and Zargawas smilar to that of
Ammean.

F. Gender Differences

Characteristics of the enterprises were analyzed based on the gender of the entrepreneur (Table
A8). Surprigngly, very few differences were notable. While male operated enterprises have been in
business for about 9 years on average, women operated enterprises have been in business for about 6
years. Contrary to expectation, while both men and women operated enterprises were in the
microenterprise category, women operated enterprises seem to have experienced a higher growth rate
than men operated enterprises. Moreover, asmall differential was apparent in the average vaue of
physical assets which was about JD4000 for male operated enterprises, while reaching about JD5500
for female operated enterprises, however, the median vaue of JD2000 was the same for both men and
women. Thisis rather surprisng in thistypicaly traditiona society where men represent the dominant
share of the labor force.
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2. Sanificance of the Exising Financid Channdls

The entrepreneurs draw upon avariety of forma and informal networks of funding sources and
savings channds. Theinforma channds that prevall in Jordan include family and friends; suppliers
credit and customer advances ( i.e, trade credit); and “gam’iyat” (Rotating Credit and Savings
Associations, or RoSCAS). Although the formd financid sector in Jordan is expanding, formal
channels reported by the entrepreneurs were mostly commercia banks. Compared to the wide array
of informd financid channds, formd channels were limited in their role as financid intermediaries.

A. Investment Capital

For most entrepreneurs in this survey, persond savings accounted for the mgority (74 percent)
of theinvestment capital (Table A9.1-A9.5)Y". The second most often used source of investment
capital was family and friends (14 percent), followed by bank loans (10 percent). These sources,
however, varied by the Sze of the enterprise (Table 2). Not surprisingly, 15 percent of the small scale
enterprises reported using bank loans as a source for investment capita, while only 5 percent of the
sole operators did, and only 10 percent of the microenterprises reported using bank loans as a source
for invesment capitd.

Only a couple of entrepreneurs reported taking
an NGO loan and another used a supplier loan .

. . Sole  Micro  Smal
for their investment purposes. Thesefindingsare | gaings %% 5%  68%
smilar to enterprise behavior in most developing | Family & Friends 17%  13%  11%
countries. Entrepreneurs typically rely on Eg‘(‘; tg;” iﬁg 100/2/" (1)?/2/"
persond savings to finance new business Supplier Loan % 1% &%
ventures or expangons, particularly in less
developed capital markets where bank financing
or non-bank financing sources, such as venture capital, scarcely represent the primary sources of
business start-up or expansion costs.

Table 2. Sources of Investment Capital

e Investment capital refersto the latest major investment, either for expansion or start-up purposes,

that the entrepreneur has undertaken.
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Figuresin table A9.3 indicate that the source of investment capitd did not vary much by sector
of operation. However, figuresin table A9.4 indicate dight variation by location. These datistics
indicate, in particular, that a higher percent of the entrepreneursin Amman used bank |oans as a source
of financing to art or expand business ventures than those in Irbid or Zarga. Lastly, gender of the
entrepreneurs did not present much variaions in their use of sources of finance for investment capitd.

B. Contractua Reationswith Suppliers and Customers

Sectord and sub-sectord variaions imply differencesin the linkages and contractsin the
digtribution or production of goods among the different entrepreneurs, suppliers, and customers. These
variations are mainly manifested in the existing contracts between entrepreneurs and their suppliers and
customers across different sub-sectors. Entrepreneurs purchasing input material on credit and/or selling
products after receiving advance payments are engaged in trade credit contracts. Trade credit is one of
the sources of financing working capita for many enterprises in both developing and developed capita
markets. The linkage between input suppliers and entrepreneurs as well as the linkage between
entrepreneurs and their customers in the enterprise sector in Jordan present a complex variety of
contracts across the three sectors under study.

a) Rdations with Suppliers

The mgority of the entrepreneurs in the sample purchased input materias in the domestic
market either from nationa suppliers or loca agents (Tables A10 and A11). The relationship between
suppliers and entrepreneurs typicaly influences the nature of the sale contract between these economic
agents. Entrepreneurs who purchase inputs on credit typicaly buy from one or two suppliers. This
relationship reduces transaction costs and helps resolve part of the asymmetric information problem that
is often encountered between the principal-lender and the agent-borrower in credit contracts'®.

18 See Stiglitz and Weiss (1981) for a discussion of asymmetric information problemsin credit

markets. Asymmetric information problems refer to the adverse selection and moral hazard
behavior that the principal-lender encounters as aresult of the agent-borrower’ s undetermined
type, i.e. good or bad borrower, and unpredictable action, i.e. repayment performance.
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On average, entrepreneurs purchased inputs as
often as twice aweek, with the mgjority
purchasing their principa inputsin cash.
Interestingly, about one third of the entrepre-
neurs across dl three size categories bought
inputs on credit. The credit linkages between
entrepreneurs and suppliers particularly stand out

Table 3. Form of Payment to Suppliers by Size

Soe  Micro  Small
Retained Earnings % 0% 68%
Credit 2% 32%  44%
Advance Payment 1% 1% 2%
Consignment 0% 1% 0%

for micro and smal scae enterprises (32 and 44 percent, respectively, Table 3).

In addition, more enterprisesin the
manufacturing and trade sectors (54 percent and
83 percent, respectively, table 4) purchased
inputs on credit than enterprisesin the service
sector (23 percent).

The terms and conditions of the supplier
trade credit contracts reflect some interesting

Table 4. Form of Payment to Suppliers by
Sector

MNFC SRV  TRD
Retained Earnings ™% 8%  41%
Credit 5%  24%  56%
Advance Payment 1% 0% 3%
Consignment 1% 1% 1%

findings (Table A1l). First, the average vaue of trade credit, which is over JD500 (median JD185),
comprised over half the value of the transaction. Second, entrepreneurs who used trade credit drew on
these contracts as often as twice or three times per month. Third, about half of the entrepreneurs
reported getting goods on credit free of interest charge™®. Some suppliers, depending on the particular
product and market structure, charged interest rates which averaged about 10 percent over the 1 to 2
month typical term of the credit contract. In addition, about haf of the entrepreneurs reported
providing their suppliers with security in the form of aSigned promissory note to pay at the end of the

term. The terms and conditions of the supplier
trade credit contracts varied depending on the
sze of thebusiness (Table 5).

As expected, larger enterprises (i.e,, thosein the
smdl scde category) used larger amounts of

Table 5. Supplier Credit Characteristics by Size

Sole  Micro Smal
Avg. #of Transactions 19 39 37
Avg. Vaueof Credit, JD 722 401 990
Avg. Duration (days) 71 51 55

19 Interest charge on supplier credit was measured by considering the difference between the price of
goods when sold on credit and the price of goods when sold in cash. The mark-up traders usually
attach to the credit price, compared to the cash price, represents the implicit interest charge.
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supplier credit. The frequency of using supplier credit o varied across the Size categories. While
small and micro enterprises used supplier credit as often as 37 and 39 times per year, respectively, sole
entrepreneurs used supplier credit on average 19 times per year. These sole entrepreneurs, however,
had longer term contracts on average than those used by micro and smal scale entrepreneurs.

Surprisingly, only two entrepreneurs (1 percent) in the sample reported providing advance
partial payment on occasionsto their suppliers to secure access to the needed types of input materias.
Thisimplies abundance of raw materid or goods in the market which would require no advance
payment to secure. Findly, only a couple of entrepreneurs in the sample, aso, purchased inputs on
condggnment.

The supply of trade credit by suppliers of inputsis dependent on the type of commodity and the
degree of competition among suppliersin the market. The higher the degree of competition, the more
incentive there isfor tradersto offer trade credit as a marketing tool to sdl their commodities.
Moreover, the more perishable the commaodity is, the more incentive there is for tradersto offer trade
credit to reduce storage period and potential damage. These factors explain why there is more trade
credit offered to enterprises in certain sub-sectors than others.

b) Reations with Customers
Goods and services produced by the enterprisesin the sample were largely sold in the domestic

markets either to immediate neighbors or to severa customers (Tables A12 and A13). Entrepreneurs
sold their manufactured goods, services or merchandise dmost on daily basis.

With respect to the form of sele, the mgjority of Table 6. Form of Salesto Clients by Size
the entrepreneurs sold for cash (88 percent) and T —
less than one fifth offered credit to their Cash 1% 8%  81%
customers (16 percent), while only onereported | Credit 10%  15%  26%

i i Advance Payment 6% 4% ™0
case sold on consignment. Surprisingly, avery Consignment % 0% %

small share of the entrepreneurs (5 percent) took
advance payment from their customers. Thisis
contrary to expectation since advance payment isatypica source of financing, particularly for
manufacturing enterprises.
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The terms and conditions of the customer advance contracts, nonethel ess, were examined
(Table A13). The vaue of the credit reached on average JD250 per transaction (median JD60), which
represented about haf of the total value of the transaction. Businesses took customer advances as
often as 3 times on average per month, for an average period of 3 weeks. Half of the entrepreneurs
reported providing their customers with security in the form of a signed promissory note with the
amount received and the promise to deliver the product at the end of the term.

Typicdly, the nature of the product and its vaue directly affect the method of payment. Most
of the manufacturing products, and particularly custom-made orders, require advance payment as a
guarantee and deposit to adlow the entrepreneur to purchase input materias. Traders have less
customer advances flowing into their enterprises because the nature of their sdes are generdly not
customized.

C. The Demand for Informa Loans
The demand for informa loans by entrepreneurs in the sample was sgnificant (Table A14).

Almogt haf of the entrepreneurs had requested an informal [oan at one time, while only one third used
an informal loan over the past year. Loan

quantity rationing, i.e. borrowers being Table 7. Demand for Informal Loans by Size,
rejected |oans completely, was not reported, Sector, L ocation, and Gender
save for afew cases. Sole  Micro Smal

Ever Requested aninformal Loan  38% 45% 43%
) Usedaninformal Loan Last Year 21%  34%  33%
The source of informa |oans over

the past year was largely from family and MNEC SRV TRD
Ever Requested an informal Loan  49% 3% 36%

friends. Only afew entrepreneurs reported Used aninformal Loan Last Year 3%  28%  20%
having borrowed from colleagues, while no

one reported borrowing from moneylenders. , Ammen ibid - Zaga
. : . Ever Requested an informal Loan  42% 43% 51%
Informal loans were typicaly givenina Used aninformal LoanLast Year 30%  31%  36%

matter of days for periods ranging from 6 to
Men Women

3 months. Entrepreneurs used on average 2 Ever Requested an informal Loan 41%  47%
loans over the past year where the loan Used aninformal LoanLast Year 2%  34%
average value was JD 1500 (median
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JD500). Thisisnot surprising, given that microentrepreneurs demand smaler [oan amounts and have a
smaller capacity for repayment.

Mogt informa loans were unsecured and provided free of interest charge except in afew cases.
Thisistypicd for informa loans asit is socidly and religioudy unacceptable to charge interest on these
types of loans or hold collateral. Persona relations alow lenders to make judgements about the
creditworthiness of their borrowers and induce borrowers to fulfill the repayment promise. Size, sector,
location, and gender differencesindicated that entrepreneurs in the manufacturing sector, thosein
Zarga, and those operated by women, have a higher demand for informal |oans than their counterparts
(Table 7).

D. The Demand for Formd Loans

The demand for forma loans was significantly limited (Table A15). About two thirds of the
entrepreneurs in the sample (67 percent) never requested forma loans. Interestingly, the primary
reason provided by about half of the entrepreneurs (45 percent) for never requesting aforma |oan was
availability of other sources. The second most frequently reported reason by about one fifth the
entrepreneurs (21 percent) was fear of inability to repay, followed again by about fifth of the
entrepreneurs (18 percent) who reported religious beliefs as their reason. Only afew entrepreneurs
reported that they did not have sufficient collaterd (4 percent), or the interest was high (6 percent), or
banking procedures were difficult (2 percent), or they did not have any banking experience (5 percent).
It isimportant to note that among the entrepreneurs who had requested aforma loan in the past, about
one fifth (23 percent) had their [oan applications rgected, i.e. loan quantity rationed. The reasons afew
entrepreneurs were rejected were because they did not have sufficient collatera, or banking
experience, or their project was not accepted by the bank.

Conggtent with the information reported on the loan requests, and the incidents of loan
reglections, about one fourth of the entrepreneurs reported having used at least one formal [oan in the
past (Table A16). Roughly, only haf of those (12 percent) reported using formal |oans over the past
year. Actudly, entrepreneurs reported using one loan on average. Banks were the primary source for
formal loans with afew exceptions (2 percent) who were associated with the NGO Queen Alia Fund.
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Most of the reported loans (56 percent) were working capita |oans, however, some (35
percent) were consumer loans, and afew (9 percent) fixed assetsloans. In contrast to the incidents of
loan quantity rationing, i.e. entrepreneurs who reported being rejected their loan gpplications, very few
borrowers (5 percent) were loan Size rationed, i.e. unable to borrow the amounts they requested. Loan
gpprovals and disbursements were reported to take from two weeks to a month.

Average loan amounts, asexpected,  Taple 8. Demand for Formal Loans by Size, Sector,
were larger than theinforma loansreported L ocation, and Gender.

by the entrepreneurs. Borrowers reported Soe  Mico  Small
an average loan amount over JD 7000 Never Requested aFormal Loan 7%  66%  54%
(median JD3000). Loans were generally Used aFormal Loan Last Y ear 0 14% 15%
granted for periods ranging from one to MNFC SRV  TRD
amod three years at average interest rates Never Requested aFormal Loan  64% 65% 74%
0, 0,
of about 14 percent.?®  Entrepreneurs UsedaFormal LoanLastYear  11%  14% 1%
reported paying monthly ingtalments of Amman Irbid  Zarga
about JD 470 on average (median JD162). Never Requested aFormal Loan  65% 6%  76%

. Used aFormal Loan Last Y ear 13% 6% 15%
Mot notably, however, dl loans given to ’ ’ ’

SMEs were highly secured by collatera with Men  Women
. Used aFormal Loan Last Y ear 12% 13%

loan amount (median 100 percent).

Interestingly, quite afew entrepreneurs

reported securing their loans with a

guarantor (44 percent), real estate (23 percent), bank accounts (14 percent), business licence (12

percent), or more than one collaterd (5 percent).

Finally, size, sector, location, and gender differences indicated that, on the one hand, more
entrepreneurs working on their own, those in the trade sector, those outside Amman, and men
entrepreneurs, never requested aformal loan. On the other hand, micro and small scale entrepreneurs,
those in the service and trade sectors, and those in Amman and Zarga, have a higher demand for formal

2 Interest rate charges reported by entrepreneursinclude fees. Entrepreneurs generally did not
know how much was the interest rate and how much were the fees.
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loans than their counterparts (Table 8).
E Sgnificance of the Current Sources of Financing the Business

In summary, the dternative sources of financing current operations of the business seem to
weigh more heavily on the use of cash or retained earnings (Tables A17-A21). Although about one
third of the entrepreneurs used trade credit and informd loans, the total average value of forma loans
was the highest in spite of the small percent of entrepreneurs who used forma loans over the past yeer.
Interestingly, not all microentrepreneurs relied on externa sources of finance. Just about less than haf
of the entrepreneurs (43 percent) did not report drawing on any source of externd finance, whether
forma or informa. The use of the dternative sources of financing seemed to vary to some extent by
Size of the enterprise, sector of operation, location, and gender. Most notably, fewer sole operators
used externd finance and those who did used smaller amounts than micro and smdl scde
entrepreneurs.  Although the frequency of using forma loans varied across the three Sze categories, the
average vaue of forma loans to sdeswas somewhat smilar. Thisimpliesthet the Sze of theseloansis
afunction of their capacity for repayment.

As expected, enterprisesin the trade sector used more trade credit than enterprises in the other
sectors. Moreover, enterprises in the manufacturing sector used smal amounts of formal |oans than
those in the other sectors. With respect to location, enterprisesin Amman and Zarga had a higher
share of entrepreneurs using forma loans aswell aslarger mounts. Thetotd vaue of formd loansto
sdes, however, was again Smilar across the three regions. Findly, gender of the entrepreneursimplied
some variations in the use of trade and informa credit as men entrepreneurs had larger reported
amounts than women entrepreneurs.

The sources of finance based on the entrepreneurs’ preference indicate the following. Firgt, the
primary source of financing used by most entrepreneurs in the sample was cash or retained earnings.
Second, trade credit in the form of supplier credit and customer advances was the second significant
source used by all enterprises. Third, the average amounts used by the entrepreneurs, across the three
Sze categories and sectors of operation, reflected sgnificantly higher vaues of forma |oans compared
to informd loans. Loan quantity and Size rationing were found to be a problem for some entrepreneurs,
but not the mgority, contradictory to popular belief of discrimination againgt most smal businesses.
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The observation of entrepreneurs often sdf-sdecting themselves out of the formal credit markets was
reported to be based on their fear of inability of repayment, availability of other sources, religious
beliefs, or regarding market interest rates as being too high.

The sources of finance may be characterized in aranking order sarting with the most to the
least frequently utilized. Firg, isretained earnings as the overwhelming source; second, are customer
advances and supplier credit; third, comes forma loans from commercia banks, and fourth informal
loans from family and friends. This prdiminary ranking order fdlsin line with the pecking order theory
of finance®

F. Sgnificance of the Exiging Saving Channdls

Entrepreneurs in the sample were found to participate in various savings channds. Forma
channels conssted of accounts in commercid banks. The informa channels were represented by the
“gam’iyat” or RoSCAs and the informal collectors. Tables A22-A23 present the share of entrepre-
neurs saving with formd inditutions, informa groups and informd collectors.

Among the most common savings channels were the commercid banks. Roughly haf of the
entrepreneurs hold at least one account with one of the commercia banksin the country. On average,
entrepreneurs hold one checking, savings, or fixed deposit account. Moreover, about one fifth of the
entrepreneurs use eectronic cards. The mgority of those (77 percent) use the Automated Teller
Machine (ATM) card, while afew use only credit cards (8 percent), and some (15 percent) use both
credit cards and ATMs. The average limit on the credit cards was about JD3000.

a The pecking order theory of finance suggests that “ Safety first,” i.e. not losing ownership control

of thefirm, isthe principle that is used to rank the firm's preferred sources of financing in priority
order (Myers, 1984). It isargued that firms choose to finance investmentsfirst frominternally
generated funds since this represents the safest source of financing. External sources of
financing, therefore, are ranked second.
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Table 9. Demand for Savings Services by Size,

“Gam’'iyat” or RoSCAswerethe Sector, Location, and Gender.
second most widdy used savings channd Soe  Micro  Small
among the entrepreneurs. About one fourth Holds an Bank Account A%  45%  74%
of the SVMIEs parti Ci pated in these groups. Participatesin Informal Groups 32% 22% 24%
On average, entrepreneurs participated in MNFC SRV  TRD
one group which comprised of 14 members Holds an Bank Account 4% 4%  55%
ici i 0, 0,

on average, 11 of whom were women. Participatesin Informal Groups 31% 18% 24%
These groups had been rotating for an Amman Irbid  Zarga
a/e'@e Of 7 months Wha'e me’nba's Holds an Bank Account 48% 50% 45%

. . Participatesin Informal Groups 19% 40% 36%
contributed on average twice per month.
The average amounts contributed to these Men  Women

. Participatesin Informal Groups 21% 31%
JD450 per year per member. The primary P P

reason the mgority of the entrepreneurs (71
percent) reported for participating in
“gam’iyat” was compulsory savings. Only one fifth (20 percent) joined to access aloan. The use of
dternative savings mechanisms was reported by few entrepreneurs (5 percent) who saved money with
informa collectors. Moreover, few others (8 percent) reported recelving remittances. Findly, about a
fourth of the entrepreneurs reported holding any type of insurance.

In summary, the array of saving channels and the different concentrations of entrepreneurs by
Sze category, sector, location, and gender, among these channels indicates very important findings.
Monetary savings are very important to entrepreneurs. Entrepreneurs draw upon forma channels,
mainly commercia banks, aswell as on informa channds, such as RoSCAS, to deposit their savings
(Table 9). More small scae entrepreneurs and those in the trade sector use bank deposits, while more
women entrepreneurs, those located outside Amman, those in the manufacturing sector, and sole
operators participate in ROSCAS.

3. Potential Demand for L oans and other Financid Services
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An assessment of the potentia demand for individua forma loans reflected that dmost haf of
the entrepreneurs (43 percent) are interested in gaining access to new loans (Table A24). The mgority
of those entrepreneurs (65 percent) indicated that they would request working capital loans, afew
suggested they would demand fixed asset loans (18 percent), and afew others (17 percent) indicated
that they were interested in consumer loans. The average potentia loan size reported by the
entrepreneurs reached almost JD6000 (median JD5000), for an average term of 3 years. Astypicd,
microentrepreneurs willingness to pay for potentid financial services was lower than ther effective
demand. Thiswas evident as the average interest rate the entrepreneurs indicated they were willing to
pay was 6 percent, with 1 percent fees, and additional 2 percent for loan insurance. The mgjority of
the entrepreneurs indicated that they would be willing to use their business licence as collaterd, or have
aguarantor, afew even indicated they could secure their loans with red etate, land, machinery, or
inventory.

Potentid demand for group  Tapje 10. Potential Demand for Financial Services by Size,

loans was dso investigated in the Sector, Location, and Gender.

survey (Table A25). Entrepreneurs Soe  Micro  Small

were lessinterested in group loans Potential Demand for Formal Loans 3%  40%  61%

as only about afourth (23 percent) Potential Demand for Group Loans 19% 21% 31%

reported potentld interest. MNFC SRV TRD

Interestingly, though, the mgjority of Potential Demand for Formal Loans 53%  49%  24%

those were willing to repay for Potential Demand for Group Loans 28% 22% 14%

othersin case of default whichisthe Amman Irbid  Zarga

typ|cd peer monitori ng a‘joptaj by Potential Demand for Formal Loans 43% 50% 33%

. . Potential Demand for Group Loans 25% 21% %

maost group lending technologies.

Entrepreneurs aso indicated that Men  Women
Potential Demand for Group L oans 2% 16%

average two meetings per month and
pay oneloan ingdlment. Similar to
the potentia demand for individud
loans, the average amount of group loans was around JD5600 (median JD3000), for an average term
of 3years. Ladlly, the mgority of the entrepreneurs interested in group loans (68 percent) were willing
to save with their groups.
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More smal scale enterprises, those in the manufacturing sector, those located in Irbid, and men
entrepreneurs, had potentia demand for individua |oans than their counterparts (Table 10).
Surprisingly, men entrepreneurs had higher potential demand for group loans than women
entrepreneurs. Moreover, smdl scae entrepreneurs, those in the manufacturing sector, and those
located in Amman, had a higher potential demand for group |oans than their counterparts.

With respect to other financia services, one fourth of the entrepreneurs, excluding those who
currently use ectronic cards, reported potentid interest in using these types of financia products
(Table A22). The mgjority of these entrepreneurs (74 percent) are interested in the ATM cards, while
some (20 percent) are interested in credit cards with an average limit close to JD1500. As expected,
however, when assessing the willingness to pay for financid services, many microentrepreneurs believed
that these services should be free. Thisbdlief is evident as only onethird of these entrepreneurs
interested in using dectronic cards reported that they were willing to pay afee for such type of service.

4. Problems and Condraints

Entrepreneurs are typicaly perceived to face problems and condtraints limiting their growth and
expanson. Mogt of these problems are often attributed to lack of finance. Problems outside financia
markets, however, represent important barriers to entrepreneurs in many environments. In our sample,
firgt, the most significant problem reported by microentrepreneurs was weak demand (29 percent),
followed by problems with customers (16 percent), and domestic competition (9 percent) (Table
A26)%. Insufficient financing was reported as the most significant congtraint by only afew
entrepreneurs (8 percent). Second, entrepreneurs reported that problems with clients, weak demand,
domestic competition, and marketing were their second most significant problem. Again, finance was
reported as a second most serious problem by only afew entrepreneurs.  Entrepreneurs were further
asked to assess the competition in the market and about half of them reported having over 5
competitors (Table A27). These evduations, although subjective and based on the entrepreneurs
initid responses, serve to highlight the point that finance is not necessarily the bottle neck aswiddy

2 Entrepreneurs were asked to list their two most significant problemsin a descending order, with

no suggestions offered by the interviewers.
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perceived by many small business advocates, including governments and donors. Findly, about one
third of the entrepreneurs were members of business associations and those who were not knew about
them and were interested in joining one.

5. Summary of the Demand for Loans

Table 11 presents asummary of the Table 11. Termsand Conditions of the Effective and
effective and potentia demand for the Potential Loan Demand by Entrepreneurs?.

dterr?a.tlve loans, and t_helr terms and L i FL PEL  PGL
conditions. The effective demand for % of Sample 2% 3% 1% @ 43% 2%
loans over the past year indicates that #of LoansLast Year 24 2 1 n.a n.a

L. Value of Loan (ID) 185 500 3000 5000 3000
the principal sources of externd funds | |nterest (%.) 1% 0O 1% 6% &%
were trade credit and formal loans. Maturity (months) 1 3 20 33 30
While trade credit was used in smal % providing Collateral 42% 0 98% 88% n.a
amounts close to JD200 on average Notea: Amounts reported are based on the median statistics for
twice per month, the use of formd TL: trade loans; IL: informal loans; FL: formal loans;

PFL: potential individual |oan demand;

|loans was alump sum of JD3000 that PGL: potential group loan demand.
was borrowed once ayear. Potentia

demand indicated that entrepreneurs

are interested in larger sums of about JD5000 for individua |oans and JD3000 for group loans. Smdll
trade credit and informa |oans were used for periods of 1 to 3 months, while formal |oans were used
for periods of one and ahdf years. Entrepreneurs reported potentid interest in even longer term loans
up to amost 3 years.

The mgority of the entrepreneurs potentidly interested in individua formal 1oans reported being
able to provide one or more type of security. As expected, the willingness to pay for formd loansis
way below market prices and the effective interest rates entrepreneurs actualy pay. Those
entrepreneurs using trade credit for short periods of time at 10 percent mark-up or implicit interest, are
effectively paying very high interest rates. Therefore, more weight should be atached to the effective
interest rates entrepreneurs are paying which adlow ingitutions to cover their costs and remain
sugtainable.
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1. CHARACTERISTICSOF THE POTENTIAL ENTERPRISE SURVEY

1. Overview of The Survey

To examine the demand for dternative financid services and entrepreneurid potentid in Jordan,
ahousehold survey was carried out in April of 1998. The sample included arandom group of
individuds in the three cities of Amman, Irbid, and Zarga. Random blocks were provided by the
Department of Statistics, with the total number of households in each block. The survey methodology
entailed vigting households randomly within each block and interviewing an adult made or femdein
these households. Typicdly, the adults were the head of the household, or the spouse. The survey, in
addition to generating a sample of 216 potentia entrepreneurs, generated a profile for an another
group. Thiswas the group of individuas who were willing to be interviewed, however had no interest
in garting their own enterprises. The mgority of this group were educated (83 percent) middle aged
adults (36 years), respongble for households with an average of 7 individuas, and largely women (75
percent). Moreover, there was asmal group of household who were not willing to be interviewed and
therefore generated arefusal group. Given the objective of the AMIR project in reaching 50 percent
women microentrepreneurs as part of their clientele, the potentid entrepreneur sample had asmilar
gender digtribution. In addition, the total number of microentrepreneurs interviewed in each region
corresponded roughly to the population distribution in the three cities where by haf of the sample was
in Amman, one third in Irbid, and onefifth in Zarga

A. Potential Entrepreneurship Capacity
The potentia entrepreneurs survey generated mainly three categories of respondents, as

mentioned above. These were “refused to answer”, * not interested”, and “potentid entrepreneurs’.
Table 12 presents the distribution of these categoriesin each area under the studly.
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Thedigtribution indicatesthet, first,  Tapje 12. Potential Entrepreneurship Capacity by L ocation
the refusa rate was understandably

sgnificant, particularly in Amman.

Amman Irbid Zarga

Second, the share of individuals not # of Households Sampled 746 279 158
interested in Sarti Ng-up their own % of Households Refused to Answer 56% 2% 39%

. . % of Individuals not I nterested 2% 41% 38%
enterprises represented over athird % Potential Entrepreneurs 5% 5% 23%
of the sample. The potentia % Current Entrepreneurs 0 % 0
entrepreneurs. group repr te_d Total # of Households 296101 152046 100713
only about afifth of the samplein % with Monthly Income & JD200 % A% 4%
each region. Using the department

Total # of Potential Entrepreneurs 15545 17,865 9,960

of gatigtics data on the total number
of households in each region, and
the percentage of those with monthly income of JD200 or less, generates arough figure of the number
of potential entrepreneursin each region. Thisimplies that there are at least about 15,000 potentia
entrepreneurs in Amman, close to 18,000 potentia entrepreneursin Irbid, and close to 10,000 potential
entrepreneursin Zarga. It is noteworthy to mention that our potentia entrepreneurs sample represents
only 0.7 percent of the lower income household group in Amman, and 0.4 percent in each of Irbid and
Zarga.

B. Characterigtics of the Potentia Enterprises

The potential enterprise survey explored the particular sub-sectors of interest to the
respondents (Table B1). Interestingly, afairly distributed sample among the manufacturing (31
percent), services (30 percent), and trade (32 percent) sectors of the economy was found. A few
respondents were interested in agriculture (3 percent) or were undecided (4 percent). Similar to the
enterprise survey the sub-sectors which represent the more dynamic microenterprise activitiesinclude
garment manufacturing, handicraft production, food processing, wood processing, metal production,
generd sarvices, hairdressers, restaurants and catering, and retall and wholesde trade. As mentioned
ealier, the digtribution of the sample across the geographic areas in the country, based on the
population concentration, resulted in interviewing haf of the sample in Amman (51 percent), one third
(32 percent) in Irbid, and amost onefifth (17 percent) in Zarga. The mgority of the respondents (68
percent) were unemployed, one third (28 percent) were private sector employees, and afew (4
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percent) were public sector employees. Their spouses were largely not going to play any role in their
businesses. Moreover, dmost two thirds of the respondents (68 percent) were interested in operating
their business from stores and the rest preferred to work from home (24 percent), or just where
business would take them, i.e. ambulant (7 percent).

C. Characterigtics of the Potentia Entrepreneurs

The gender composition of the sample was equaly distributed between women and men
(Table B2). Mogt of the respondents had at least basic education (31 percent) or had finished high
school level or higher (63 percent). The typica 33 years old potentia entrepreneur, moreover, was
responsible for a household with an average of 6 individuds. The mgority of the individuds (56
percent) reported that there was another working individud in the family who earned JD195 per month
on average. Over haf of the respondents (57 percent) owned their homes and the rest rented. Finaly,
amogt every house (98 percent) was connected to eectricity. These figuresindicate that the
respondents, dthough were generdly classified among the low income population group in the country,
they had reasonable housing conditions.

2. Sanificance of the Alternative Finandd Channdls

The sources of funding and the savings channels potentia entrepreneurs draw upon are various.
Similar to the sources entrepreneurs use, these fal into informal and formal networks. Asindicated
ealier, theinforma channdsthat prevail in Jordan include family and friends and “gam’iyat”
(RoSCAYS); and the formd financid are primarily represented by commercia banks and afew NGOs.

A. Potential Investment Capita

Potentia entrepreneurs were asked to estimate the vaue of their initid investment and indicate
the sources of funds which they would seek (Table B3). On average, respondents suggested that they
would require close to JD5000, on average (median JD3000), for their initid investment. Almogt half
(43 percent) indicated they would seek bank financing, while one third indicated they would borrow
from NGOs (27 percent), and afifth (21 percent) suggested they would resort to family and friends.
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Only few respondents (7 percent) were willing to invest their own persond savings into new
investments. The mgority who indicated they would seek forma externd sources of finance, both
banks and NGOs, reported that they would request about 71 percent of the total value of their

investment from these sources.

Only two potentid entrepreneurs indicated they
were interested in aloan from their suppliers for
investment purposes. These findings are not typical
of theinitid investment behaviord pattern for
microenterprises. The nature of the survey,
however, is exploratory which probably induces
some respondents to indicate that they are willing to
dart aproject if there are funds available without
committing their own resources.

Figuresin Table 13 indicate that the potential
sources of investment capital vary to asmall extent
by sector of operation, location, and gender. These
datigtics indicate, on the one hand, that a higher
percent of the potentia entrepreneursinterested in
the service and trade sectors, those in Amman and
Zarga, and men would seek bank |oans as a source
of financing their business ventures. On the other
hand, potentia entrepreneursin the manufacturing

Table 13. Potential Sources of I nvestment
Capital by Sector, location, and Gender

Savings

Family & Friends 24%
Bank Loan

NGO Loan

Supplier Loan

Savings

Family & Friends 2%
Bank Loan

NGO Loan

Supplier Loan

Savings

Family & Friends 19%
Bank Loan

NGO Loan

Supplier Loan

MNFC SRV TRD
1% 3% 6%
25% 19%

28% 56% 43%
3% 14% 2%
0% 2% 4%
Amman Irbid Zarga
5% 11% 3%
20% 19%

4% 3% 46%
28% 2% 2%
1% 3% 5%
Men Women

1% 10%

22%

55% 30%

18% 3%

5% 0%

sector and women indicated that they would seek more NGO financing.

D. The Effective Demand for Informa Loans

The demand for informa |oans by potentid entrepreneursin the sample was sgnificant to some
extent (Table B4). Almost haf of the respondents (40 percent) in the sample had requested an informal
loan a one time, while only one third (29 percent) used an informa |oan over the past year. A few

cases (9 percent) of loan quantity rationing, i.e. borrowers being regected loans completely, were

reported.
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Table 14. Demand for Informal Loans by Sector,
The source of informal loans over Location, and Gender.

the past year was largely from family and MNEC SRV  TRD
friends, astypicd. Only afew entrepreneurs | Ever Requested aninformal Loan  45%  34%  43%
reported having borrowed from colleagues, Used aninformal Loan Last Year  36% 25% 2%
while no one reported borrowing from Amman Irbid ~ Zarga
moneylenders. Informal |oans were givenin Ever Requested aninformal Loan  34%  46%  46%
amatter of days, as usud, for periods Used aninformal Loan Last Year 30% 30% 24%
generdly ranging from 6 to 12 months. The Men  Women
respondentsin the potential entrepreneurs Ever Requested aninformal Loan  38%  42%

Used aninformal Loan Last Year 29% 29%
survey reported that they used on average 4
loans (median 2) over the past year where
the averageloan value was JD380 (median
JD200). Thisis noticesbly smdler than the loan amounts reported by the microentrepreneursin the
enterprise survey. Given that these individuas were largely unemployed or employees with limited
sdaries, however, explainsther limited demand for larger loan amounts that they may not be able to
repay. Again, most informa loans were unsecured and provided free of interest charge. Statiticsin
Table 14 indicate that potentid sector, location and gender do not carry significant variationsin the
respondents use of informa loans.

C. The Effective Demand for Forma Loans

The potentia entrepreneurs effective demand for forma loans was sgnificantly limited (Table
B5). Over two thirds of the respondents (78 percent) never requested formal loans. The primary
reason provided by about haf of the potentia entrepreneurs (41 percent) for never requesting aformal
loan was fear of inability to repay. The other most frequently reported reasons were rdligious beliefs
(13 percent), insufficient collatera (13 percent), availability of other sources (11 percent), and high
interest (10 percent). Similar to the findings in the enterprise survey, among the potentiad entrepreneurs
who had requested aforma |oan in the past, dmost one fourth of the respondents (23 percent) had
their loan applications rgected, i.e. loan quantity rationed. The reasons these entrepreneurs were
regjected included not having sufficient collatera (77 percent), or financid statements (15 percent), or
any banking experience (8 percent).
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Consgtent with the information reported on the loan effective demand, and the occurrence of
loan quantity rationing, about one fifth of the potentia entrepreneurs (18 percent) reported having used
at least one forma loan in the past (Table B6). Only athird of those (6 percent), however, reported
using forma loans over the past year. Moreover, respondents reported using an average of one loan.
Banks were the primary source for over haf of the respondents (62 percent), and over athird (38
percent) reported accessing forma loans from NGOs, mainly Save the Children Foundation.

Most of the loans reported (61 percent) were consumer loans, athird (31 percent) were fixed
asats loans, and afew (8 percent) were working capital loans. Similar to the enterprise survey results,
very few borrowers (8 percent) were being loan size rationed, i.e. unable to borrow the amounts they
requested. Loan approvals and disbursements were reported to take generally from two weeksto a
month.

Table 15. Demand for Formal L oans by Sector,

Average |loan amounts were larger L ocation, and Gender
than the informal loans, however they were MNEC SRV  TRD
amaller than loans reported by the Never Requested aFormal Loan 8% 8%  71%

entrepreneurs in the enterprise survey. UsedaForma LoanLastYear 5% 8% 6%

Borrowers reported borrowing an average Amman Irbid ~ Zarga
loan amount over JD1200 (median JD450). Never Requested aFormal Loan  83%  73%  70%
L oans were generally granted for periods Used aFormal Loan Last Year 5% X% 3%
ranging from one to two years & average Men  Women
interest rates of 12 percent. Potential Never Requested aFormal Loan  75% 80%

. Used aFormal Loan Last Y ear 5% ™%
entrepreneurs reported paying monthly
ingtdlments of about JD50 on average
(median JD40). Interestingly, however,
most of the consumer |oans seem to have been secured by collaterd with values averaging just about
100 percent of the loan amount. These collateral values seem particularly reasonable when compared
with 183% collaterd vaue that was reported by the entrepreneurs. The mgority of the respondentsin
the potentia enterprise survey reported securing their loans with a guarantor (77 percent), afew with
real estate (8 percent), or bank accounts (8 percent), or more than one collatera (8 percent). Findly,
figuresin table 15 indicate that alarger share of the potential entrepreneurs interested in the
manufacturing and service sectors, those resding in Amman, surprisingly, and women, had never
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requested forma loans.
D. Sgnificance of the Exiging Saving Channdls

Potentia entrepreneurs in the sample were found to participate in various savings channels.
Forma channels conssted of accountsin commercid banks and informa channels were represented by
the “gam’iyat” or RoSCAs and the informal collectors. Tables B7-B8 present the share of entrepre-
neurs saving with formd indtitutions, informa groups and informd collectors.

Among the common savings channds were the commercid banks. Roughly one fourth of the
respondents hold at least one account with one of the commercia banks in the country. On average,
respondents hold one checking or savings account. None of the respondents reported having fixed
deposits. Moreover, about one tenth of the respondents reported using e ectronic cards which were
exclusvely ATM cards, none of the respondents reported using credit cards.

Table 16. Demand for Savings Services by Sector,

“Gam’'iyat” or RoOSCAs were the L ocation, and Gender
most widely used savings channel among the MNFC SRV  TRD
respondents in the sample (Table B8). Holds an Bank Account 6% 5%  31%
About one third of the potential Participatesin Informal Groups 3% 30% A%
entrepreneurs participated in these groups. Ammen Irbid  Zarga
On average, respondents participated in one Holds an Bank Account 25% 21% 2%
group which comprised of 16 members, 14 Participatesin Informal Groups 32% 3% 3B%
of whom were women. These groups had Men  Women
been rotating for an average of 7 months Holds an Bank Account D M

. Participatesin Informal Groups 22% 48%
where members contribute to the pot on 2 : ’ ’

average once per month. The amounts
contributed to these groups averaged about
JD230 per year per member. The primary reason half of the potentia entrepreneurs (53 percent) who
participate in these groups reported for joining “gam’iyat” was compulsory savings, with over athird
(36 percent) interested in accessing aloan. Only few respondents were members of “gam’iyat” in
order to hold non-interest bearing savings or to help others. The use of dternative savings channds
was reported by a couple of respondents (1 percent) who saved money with informa collectors.
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Moreover, few others (6 percent) reported receiving remittances. Findly, only afew of the
respondents (12 percent) reported holding any type of insurance.

In summary, the array of savings channels used by potentid entrepreneurs indicates very
important findings. Informa groups are quite popular and are used in particular by women, those
individuas interested in investing in the manufacturing sectors, and those residing outsde Amman,
athough they are il common in Amman (Table 14). The use of forma bank savingsis more common
among men than women, and those interested in the trade sector.

3. Potential Demand for L oans and other Financid Services

An assessment of the potentia demand for individua forma |oans reflected that the mgjority of
the potentia entrepreneurs (79 percent) are interested in gaining access to loans (Table B9). The
mgority of the respondents indicated that they would demand working capital loans (45 percent) or
fixed asset loans (48 percent), and only afew (7 percent) indicated that they were interested in
consumer loans. The average potential 1oan size reported by the respondents reached amost JD4500
(median JD3000) for an average term of amost 4 years (median 3 years). Again, willingness to pay for
potentid loansis lower than what the effective demand indicates, the suggested 5 percent average
interest rate the respondents reported they were willing to pay, with 1 percent fees, and additiond 2
percent for loan insurance in some cases, islower than the effective interest rates they are currently
paying. About haf of the potentia entrepreneurs (46 percent) indicated that they did not have any
collateral, while one third (28 percent) indicated that they had a guarantor, and even afew indicated
they could secure their loans with rea estate (15 percent), land (3 percent), machinery (1 percent), or
inventory (1 percent).
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Potentia demand for group
loans was much smdller than the
potential demand for individua
loans. Lessthan afifth of the
potentia entrepreneurs (14 percent)
indicated that they were interested in
group loans. Interestingly, though,
the mgority of those (73 percent)
were willing to repay for othersin
case of default. Respondents
indicated that they were willing to
attend on average one mesting per

Table 17. Potential Demand for Financial Services by

Sector, Location, and Gender.

Potential Demand for Formal Loans 69%
Potential Demand for Group Loans

Potential Demand for Formal Loans 83%
Potential Demand for Group Loans

Potential Demand for Formal Loans 82%
Potential Demand for Group Loans

MNEC SRV TRD
87% 81%

12% 10% 19%
Amman Irbid Zarga
74% 76%

15% 14% 11%
Men Women

76%

20% ™0

month and pay two loan ingdlments. Similar to the potentia demand for individua loans, the average
amount of group loans was around JD3600 (median JD2000) for an average term of about 3 years
(median 2 years). Ladtly, the mgority of the potentid entrepreneurs interested in group loans (93
percent) were willing to save with their groups.

Potential sector of operation, location and gender indicated that male respondents, those
interested in the trade sector and those resding in Amman have a higher potentid demand for forma
individua loans than their counterparts (Table 16). Surprisingly, and Smilar to the resultsin the
enterprise survey, male respondents and those interested in the trade sector have a higher demand for
group loans than femal e respondents and those interested in manufacturing and service sectors.

With respect to other financia services, about haf of the potentia entrepreneurs reported
potentid interest in using these types of financia products (Table B7). The mgority of those (88
percent) were interested in the ATM cards, while afew (10 percent) were interested in credit cards
with an average limit of about JD200. Moreover, most of the respondents (78 percent) indicated that
they were willing to pay afee for such atype of service.

4. Problems and Condraints
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Prior to establishing enterprises, many potential entrepreneurs perceive that they face problems
and congraints limiting their entry into the market. Most of these problems are often atributed to lack
of finance. Problems outside financial markets, however, represent important barriers to potentia
entrepreneurs in many environments. In the potential entrepreneur sample, firgt, the most sgnificant
problem reported by the respondents was weak demand (15 percent). Thiswas followed by costly
financing (13 percent), insufficient financing (12 percent), marketing (12 percent), problems with
customers (9 percent), and government procedures (8 percent) (Table B11). Some potential
entrepreneurs (18 percent) actudly reported not anticipating any problems. Moreover, haf of the
potential entrepreneurs could not specify a second problem. Findly, potentia entrepreneurs were
asked to assess the competition in the market and about half of them indicated that they foresee having
lessthan 5 competitors (Table B12).

5. Summary of the Demand for Loans

A summary of the effective and Table 17. Termsand Conditions of the Effective and

potentia 10an demand reported by Potential L oan Demand by Potential Entrepreneurs?.
potential entrepreneurs and the terms I FL P PGL
and conditions associated with these % of Sample 2% 6% 7%  14%
loansis presented in teble 17. VledLom@ | an &0 %0 200

. . u
Interestingly, both the informa and Interest (%.) 0 1% 5% 5%
forma loans used by potentia Maturity (months) 2 10 36 24
entrepreneurs over the past year were % providing Collateral 0 100% 54% n.a
limited in size. These forma loans, Notea: Amounts reported are based on the median statistics for
seam particularly quite small when IL: informal loans, FL: formal loans;

od with the | rtedl PFL: potential individual loan demand,;
compared wi e10ans repo y PGL : potential group loan demand.

used by entrepreneurs. It is noteworthy
to highlight the very small share of
potentia entrepreneurs who used forma loans over the past year. The term of forma loans used by
potential entrepreneurs again was shorter than that reported by entrepreneurs. Potentia entrepreneurs,
though, indicated a potentid demand for larger and longer term loans, Smilar to what entrepreneurs
suggested. Half of the potentid entrepreneurs, however, indicated that they could not provide any type
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of collatera to secure individud loans.

IV.  DETERMINANTSOF THE DEMAND FOR FINANCIAL SERVICESAMONG
MICRO AND SMALL SCALE ENTERPRISESIN JORDAN

1. Determinants of the Effective Demand for Financid Sarvices

Despite the numerous projects and policies initiated to assist micro and small scale enterprises
over the past couple of decades, thereisalack of understanding about the entrepreneur's effective
demand for aternative financid services under the circumstances found in many developing countries.
Mogt of the literature that describes the sources of finance for micro and small scale enterprisesin low
income countries across various sub-sectors is based on a descriptive rather than a diagnostic
framework (e.g. Cortes et a, 1987.; Levy, 1993; McLeod, 1991; Kilby et a., 1984). Descriptive
studies often provide reports of field surveys of various sub-sectors in developing countries. The
identification of finance as the primary obstacle to develop small scae enterprises in some of these
studies, however, is highly rhetorica when based on the entrepreneurs subjective responses (e.g. Levy,
1993). Entrepreneurs when asked about their access to forma finance typically respond by claming a
need for credit at reasonable prices. These subjective questions are rarely specific to show how the
entrepreneur would respond to a rigorous subset of 1oan terms and conditions. Under increasing
rigorous terms and conditions the demand for credit would decline.

A critica problem in the assessment of small enterprise sector studiesis that they consider
formal financia contracts that entrepreneurs use as being exogenoudy predetermined, and not a
function of the overdl mix of financia services entrepreneurs choose to use and the particular sectors
within which they operate. An entrepreneur's use of dternative financid servicesis determined by a
number of factors. These include characteristics of the enterprise, attributes of the entrepreneur, rates
of return, interest rates, transaction costs of aternative sources of financing, and the respective shares of
these financid assets and liabilitiesin total expenditures over the production period (Baydas, 1993).
Size of the enterprise influences the financid behavior of the entrepreneur sSince lager scale affectsthe
costs and bargaining power of accessing externd financia services.  Sector of operation directly
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impacts the physica asset composition and volatility of earnings which influence the financia structure.
Furthermore, investmentsin physica capitd, i.e. tangible assets, dlow afirm to provide collatera and in
turn access debt financing easier. Findly, among the characteristics of the enterprise and its externd
relationships, the nature of the input and output linkages found among the various economic agents--
producers, traders and consumers--also affect the financial contracts that are available to an entrepre-
neur.

A st of entrepreneurid characteristics influence the financid behavior of the entrepreneur
managing the firm. These include education level and the degree to which the entrepreneur is informed,
age and risk taking attitude. Entrepreneurs who are better informed and have completed higher levels
of education are likely to use more debt finance than their less informed counterparts. Older
entrepreneurs, however, are likely to be more risk averse and less interested in using externa finance.
The entrepreneur's attitude towards risk suggests that risk averse entrepreneurs use less debt finance
than risk taking entrepreneurs.

This section anayzes the differences found across sectors in the sources of finance used by
micro and smal scae enterprisesin Jordan. An examination of the entrepreneur’s effective demand for
the various sources of financing will shed light on how financid contracts influence firm behavior across
sub-sectors. This anaysis utilizes the sub-sector approach to demonstrate how input purchases, output
sde contracts, informa sources and formd finance smultaneoudy determine the financid structure of
the firm. The section presents amodel which addresses the sources of financing of microenterprisein
developing economies and presents empirical implications based on the microenterprise survey in
Jordan.

A. The Empirica Modd

The empirical mode describing the capita structure of the enterprise may be presented by
consdering the set of endogenous variables: cash or retained earnings (CASH), trade finance from
suppliers and customers (TL), non-commercid informa loans (IL) from fellow entrepreneurs, friends
and reatives, formd loans (FL) from commercia banks and other non-bank ingtitutions such as NGOs,
and informa holdings (IH) in RoOSCAs, and the set of exogenous variables: characterigtics of the
enterprise (Y), including vaue of physica capitd (K), the profitability of the firm (P/T), where (T) is
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the total cost of inputs and (P) is the price of output, size of the enterprise (Size: Sole, Micro, and
Small), sector of operation (Sector: MNF, SRV, TRD), location (AMMAN), the age of the firm
(YRS), interest rates associated with the financid lidbilities (i), where (j= TL, FL), the use of bank
deposit accounts (ACCT) and a et of entrepreneuriad or managerid abilities (A), which included proxy
variables, such asthe education level (EDUC), gender (MALE) and age (AGE) of the entrepreneur.
The varidblesin the modd are specified in table C1.

The dlocations of financid assets and liabilities used to finance the firm's operating costs for a
given period arejointly determined in astructural system of smultaneous equations (egs. 1-5). The
empirica model can be written as

(©) " By U, (i1 )R ,(TL)%B(Y,) (1)
(TL) ™ Ry %68, (i ) %R (1 ), (FLY%R, (Y, ) @
(FL) " By 4y, i )R, (IL)%R,, (Y, ) 3)
(IL) "R, %R, (1H)%B,(Y, ) (4)

(1H) ™ R, %8B, (C)%B,(Y,) ()

The objective of this modd is to examine the financid structure of the firm using the structurd
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system of Smultaneous equations which accounts for the endogeniety of financia contracts in different
sectors. Thefinancid assets and liabilities on the left hand sde (LHS) of equations 1-5 are determined
smultaneoudy, and are explained by a set of exogenous or predetermined variables on the right hand
gde (RHS). Following the sefety firg principa, the use of the dternative financid asset and liabilitiesis
jointly determined, with cash or retained earnings ranked first, trade loans second, forma loansthird,
informa loans fourth, and informa holdings fifth.

The model tests for the entrepreneurs’ use of the safety first principd of the pecking order
theory and the determinants that affect the entrepreneurs s choices of the adternative sources of finance,
Thisimplies, firg, that more profitable enterprises, those with larger vaues of physical assets, larger
enterprisesin the small scale category, older enterprises, those run by older and more educated
entrepreneurs, are expected to use safer internal sources of finance or retained earnings (RE) to alarger
extent than their counterparts. Second, entrepreneurs using externa sources of finance are expected to
use safer and less costly sources, such astrade loans (TL), first, and more risky sources of externa
finance, i.e. formd loans (FL), second. Again, more profitable enterprises, those with larger vaues of
physical assats, larger enterprisesin the smal scale category, older enterprises, those run by older and
more educated entrepreneurs, are expected to use safer externa sources of finance to alarger extent
than their counterparts. The gppropriate econometric technique was used to produce the most efficient
results®

B. Results and Discussion

Table C2 presents the results of the long-term multipliers generated from the first-stage

23 The different financing sources that an entrepreneur may use to fund total expenditures over

inputs represent some zero and non-zero amounts for the variables (C, TL, FL, IL, IH) onthe LHS
of the equationsin the model. The sequential two-stage estimation technique used in the study
involves, first, estimating the reduced form equations using the standard tobit model for equations
with limited LHS variables (Table C2). Second, the predicted values of the endogenous variables
from step 1 are inserted for the endogenous variables on the RHS of the equationsin the structural
model. Third, the structural equations are estimated using the tobit maximum likelihood technique
to generate the results of the model presented in table C3. This methodology is similar to that

used in Nelson and Olson's model (1978), reviewed by Amemiya (1984) under atype 4 tobit model,
which generates consistent and asymptotically normal estimates.
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edimation of the reduced form equations. Among the sgnificant relationships, profitability of the
enterprise has a pogtive effect on the entrepreneur's use of informa holdings and negative effect on the
entrepreneurs use of forma loans. The coefficients for profitability indicate that more profitable
enterprises use smdler anounts of formd loans and have more informd holdingsin “gam’iyat”, inline
with the pecking order theory. The value of physical assets of the enterprise has a positive effect on the
entrepreneurs use of both forma and informa loans. This contradicts the pecking order theory,
however it isin line with asymmetric information theory. Physicd assets are typicdly used as collaterd
by lenders, and particularly formad indtitutions, or at least are a proxy for capacity of repayment in an
attempt to resolve part of the asymmetric information problems. The age of the business, however, has
anegative effect on the entrepreneurs use of informa loans implying a preference for the use of other
internal and less externd sources of finance in line with the pecking order theory.

Size of the enterprise seems to have an influence on the entrepreneurs’ choice of the dternative
financing sources. Smal enterprises have a positive effect on the use of cash or retained earnings, in
line with the pecking order theory, implying that they use more retained earnings than micro and sole
operators. Moreover, smal scale enterprises have a poditive effect on the use of trade credit. This
finding can be explained by the large amounts of trade credit flowing to smal scae enterprises
compared to micro and sole operated businesses, in line with the pecking order theory. Small and
micro enterprises, however, seem to draw more on externa sources of financing, namely informa and
formal loans, than sole operators who rely more on the use of interna sources.

Sector differences dso had an effect on the entrepreneurs use of the various channels of
finance. Enterprises operating in the manufacturing and service sectors used |ess trade loans than trade
establishments. This result was expected, as trade credit is more typica for enterprisesin the trade
sector using large amounts of supplier credit.

Surprisingly, education did not seem to have along term effect on the entrepreneurs’ use of
aternative sources of financing. Age of the entrepreneurs, however, indicated that older entrepreneurs
use more cash, informa and formad loans, and less informd holdings than younger entrepreneurs. This
implies, contrary to expectations, that older entrepreneurs seem to be more risk taking than younger
entrepreneurs. Moreover, gender of the entrepreneurs seemed to have an effect on their effective
demand for the dternative financial sources. Mae entrepreneurs seem to use more trade credit than
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women entrepreneurs which could be explained by risk aversion behavior on part of women
entrepreneurs. Location aso implies that entrepreneurs in Amman use more trade credit than those
outsde Amman. The competition among suppliersin particular sub-sectors could provide an
explanation to this phenomenawhich isless evident outsde Amman where there isless competition
among traders. Entrepreneursin Amman, however, seem to use less informd holdings which implies
that participation in these groupsis stronger outside Ammean.

The use of forma deposit services has a poditive effect on the use of cash or retained earnings
and a negative effect on the use of trade and informd loans, aswell asinforma holdings. Thisisnot
surprising given that most entrepreneurs who do not have reservations deding with commercia banks
to meet their deposit demands do not have an effective demand for participating in informal groups and
the use of externa sources of finance such astrade and informa loans. Moreover, the positive relaion
between the use of bank deposit services and the use of retained earnings implies that entrepreneurs
who use more retained earnings in financing their business operations hold deposit accounts.

Interestingly, the use of retained earnings is negatively associated with the interest rate on trade
loans, implying thet at higher interest rates on trade credit entrepreneurs use more retained earnings.
The use of trade loans, aswell asinforma loans, are positively associated with the interest rates on
trade loans, while the use of forma loansis positively associated with the interest rate on formd loans.
These results can be explained by the fact that the equations represent a market outcome and do not
alow for separation between the supply and demand for the financia sources. Thus, the positive
association between the financid liabilities and their respective interest rates implies a combination of
supply and demand behavior and the resulting use by entrepreneurs of these financia channels.

Resaults of the second-stage estimation, presented in table C3, are smilar with respect to most
of the factors discussed among the long-term relationships, reflected in the fird-stage estimation, in
addition to some new implications. Among the additiona implicationsis the finding that enterprises that
have alarger vadue of physicd assets use more cash or retained earnings and less trade |oans than their
counterparts. Thisimplies that entrepreneurs who use less trade |oans and more retained earnings are
resorting to safer sources of finance, in line with the pecking order theory of finance. In addition, the
use of forma loans has a positive effect on the use of trade loans. This result implies a complementary
effect between formal and trade loans, where entrepreneurs using trade loans use more forma loans
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and vise-versa, contrary to the pecking order theory.
C. Lessons and Implications

The results of the capital structure mode provide severd lessons and insights about the
importance of the entrepreneurs’ effective demand for financid services and the sources they draw
upon to finance their operations. Firdt, cash or retained earnings are used more by enterprisesin the
smdl scde category, those with larger value of assets, older entrepreneurs, and those who hold
accounts with banks. Second, enterprises with less assets, those in the sole and micro scale enterprises,
those operating in the manufacturing and service sector, those operated by women entrepreneurs, those
outside Amman, those who hold accounts with banks and those who are not using formd loans, use
lesstrade loans. Third, increasesin formd loans are associated with increases in the vaue of physica
asts of the enterprise, decrease in profitability, those enterprisesin the smal and micro categories,
and an increase in the age of the entrepreneur. Fourth, informa loans are larger for enterprises with
larger value of physica assets, those that have been in operation for a shorter period of time, those that
fdl in the micro and small scale categories, older entrepreneurs, and those that do not hold accountsin
formd indtitutions. And findly, more profitable enterprises, those operated by younger entrepreneurs,
and those who do not hold accounts in formal ingtitutions are associated with using lessinforma

holdingsin “gam’iyat”.

2. Determinants of the Potentid Demand for Forma Loans

A. Potentid Demand for Formd Individua Loans

The empirical mode describing the entrepreneurs’ potential demand for formd individua loans
(PFL) takes into account, firdt, capital structure of the enterprise by consdering the following set of
variables: cash or retained earnings (C), trade finance from suppliers and customers (TL), non-
commercid informad loans (IL) from felow entrepreneurs, friends and relaives, forma loans (FL) from
commercid banks and other non-bank ingtitutions such as NGOs, forma holdings (ACCT) and
informal holdings (IH). Second, the set of variables describing characteristics of the enterprise and
entrepreneurs include: characteristics of the enterprise (Y ), indluding value of physicd capitd (K), the
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profitability of the firm (P/T), sze of the enterprise (Sze: Sole, Micro, and Smal), sector of operation
(Sector: MNF, SRV, TRD), location (AMMAN), the age of the firm (YRYS), interest rates associated
with the financid ligbilities (i), where (j= TL, FL), the use of bank deposit accounts (ACCT) and a set
of entrepreneurid or managerid abilities (A), which included proxy variadles, such as the education
level (EDUC), gender (MALE), and age (AGE) of the entrepreneur. The variablesin the mode are
specified in table C4.

The objective of thismodd is to examine the determinants of the entrepreneurs potential
demand for formad individua |oans using the following equetion (6):

(PFL) " Ry, 3, (i, ) %6, (i ) %Bes(TL) B, (FL)

48R (1 L)%, (C) By (1H)HR,(ACCTIUR (Y, ) )

Thismodd dlows usto take the capita sructure of the firm into account when examining the
determinants of the entrepreneurs potentia demand for formd individud loans. Given that some
entrepreneurs have potentid demand for formal 1oans while others do not, presents some zero and non-
zero amounts for the (PFL) variable on the LHS of the equation. The standard tobit modd s,
therefore, the gppropriate estimation technique to generate the results (Table C5).

Among the sgnificant rdationships, the vaue of the physical assetsof the enterprise hasa
negetive effect on the entrepreneurs’ potential demand for formd individua loans. Thisimplies that
enterprises which have a high value of physica capita do not have a high potentid demand for forma
loans. Firmsthat have been in businesslonger have a higher potential demand for forma loans
compared to enterprises which have been in operation for shorter periods of time. Moreover,
enterprises that fal in the smal scae category, dso, seem to have a higher potentia demand for formal
loans than microenterprises and sole operators. Interestingly, female entrepreneurs seem to have a
higher potential demand for individua forma loans than male entrepreneurs. Findly, the use of formal
loansimplies that entrepreneurs who draw on formd loans have a higher potential demand for
additiond individud formd loans. In summary, results of the potentia individua forma loan demand
model among entrepreneurs indicate that enterprises with less physical capital, those that have been
in businessfor longer period of time, those in the small scale category, women entrepreneurs,
and entrepreneurs who have a higher effective demand for formal loans have ahigher potential
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demand for individual formal loans.
B. Potentiad Demand for Forma Group Loans

The empiricad modd describing the entrepreneurs potentiad demand for forma group loans
(PGL), smilar to the potentia demand for individua loans modd, takes into account, first, capita
dructure of the enterprise by consdering the following set of variables: cash or retained earnings (C),
trade finance from suppliers and customers (TL), non-commercid informa loans (IL) from fellow
entrepreneurs, friends and relatives, formal loans (FL) from commercia banks and other non-bank
indtitutions such as NGOs, formd holdings (ACCT) and informd holdings (IH). Second, the set of
variables describing characteristics of the enterprise and entrepreneursinclude: characteristics of the
enterprise (Y), including vaue of physicd capitd (K), the profitability of the firm (P/T), Sze of the
enterprise (Size: Sole, Micro, and Small), sector of operation (Sector: MNF, SRV, TRD), location
(AMMAN), the age of the firm (YRS), interest rates associated with the financid lidbilities (i), where
(j=TL, FL), the use of bank deposit accounts (ACCT) and a set of entrepreneurial or managerial
abilities (A), which included proxy variables, such as the education leve (EDUC), gender (MALE), and
age (AGE) of the entrepreneur. The variablesin the modd are specified in table CA4.

The objective of thismodd is to examine the determinants of the entrepreneurs potentia
demand for formd group loans using the following equation (7):

(PGL) " Ry 968, (i )8, (i -, R, (TLYR (FL) ,
083 (1 L)%, (C) B (1 H)HR (ACCTIUR, (Y, ) )

Thismodd, smilar to the potentid demand for individua forma loans modd, dlows usto take
the capitd structure of the firm into account when examining the determinants of the entrepreneurs
potentid demand for forma group loans. Given that some entrepreneurs have potential demand for
forma group loans while others do not, presents some zero and non-zero amounts for the (PGL)
variable on the LHS of the equation in the modd. The standard tobit mode is, again, the appropriate
estimation technique to generate the results (Table C6).

Among the sgnificant relationships, the profitability of the enterprise has a pogtive effect on the
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entrepreneurs potential demand for formal group loans. Those enterprises in the manufacturing and
Service sectors, moreover, seem to have a high potentia demand for forma group loans. 1n addition,
enterprises that fdl in the small scale category seem to have a higher potentid demand for forma group
loans than microenterprises and sole operators. Regarding the characterigtics of the entrepreneurs, less
educated entrepreneurs, male entrepreneurs, and those located in Amman, seem to have ahave a
higher potentia demand for group loans than their counterparts. Findly, the use of informa loans
implies that entrepreneurs who borrow from family and friends have a higher potentid demand for
forma group loans, while participating in informal groups or “gan’iyat” indicated a reduced potentia
demand for group loans. In summary, results of the potentia forma group loan demand mode among
entrepreneurs indicate that enterprises with higher profitability, those in the manufacturing and
service sector s, those in the small scale category, men entrepreneurs, and entrepreneurs who
have ahigher effective demand for informal loans and those who do not participate with
informal groups have ahigher potential demand for formal group loans.

V. DETERMINANTS OF THE DEMAND FOR FINANCIAL SERVICESAMONG
POTENTIAL ENTREPRENEURSIN JORDAN

1. Potentiad Demand for Formd Individud Loans

The empirical mode describing the respondents potentiad demand for forma individua loans
(PFL) takes into account, firgt, the sources of finance the individuas use by considering the following
&t of variables: non-commercid informa loans (IL) from friends and rdatives, formd loans (FL) from
commercid banks and other non-bank ingtitutions such as NGOs, forma holdings (ACCT) and
informal holdings (IH), and the interest rates associated with the financid liabilities (i), where (j=FL).
Second, the set of variables describing the sector of operation the potentia entrepreneurs are interested
in (Sector: MNF, SRV, TRD), their location (AMMAN), and aset of individud attributes which
include proxy variables, such as the education level (EDUC), gender (MALE), and age (AGE) of the
respondent. The variables in the mode are specified in table CA4.

The objective of this modd isto examine the determinants of the respondents potentia demand
for formd individud loans using the following equetion (8):
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(PFL) " Ry, .. (i, )9 (i )%y (TL) R, (FL)

083 (L)%, (C) B (1 H)R (ACCTIUB, (Y, ) (8)

Thismode alows usto take into account the dternative financid sources the respondents use
when examining the determinants of the respondents’ potentid demand for forma individua loans.
Again, given that some respondents have potentia demand for forma loans while others do not, the
standard tobit model was used to generate the results (Table C7).

The results of the modd showed that the attributes of the potentia entrepreneurs were among
the significant relaionships. As expected, mae entrepreneurs seem to have a higher potentid demand
for individua forma loans than femae entrepreneurs. Moreover, older individuas who presumably
have more information are dso more interested in loans and, therefore, have a higher potentid demand
for informd loans. Thisresult, however, implies that older individuas who are typicaly more risk
averse are behaving more as risk takers. In addition, individuas resding in Amman aso have a higher
potentid demand for formal individua loans. With respect to the use of the dternative financid sources,
individuds participating in informa groups have alower potentid demand for formd |oans than those
who do not participate in “gam’iyat”. Individuals holding deposit account with formd inditutions,
however, have a higher potentia demand for formal loans which is not surprising given that these
individuas have rdations with banking inditutions. In summary, the results of the potentia individua
formd loan demand model among potentid entrepreneurs indicate that men, older individuds, those
resding in Amman, those who do not participatein informal groups, those who hold deposit
accounts with banks, and those who have a higher effective demand for formal loans, have a
higher potential demand for individual formal loans.

2. Potentid Demand for Forma Group L oans

The empiricd mode describing the respondents potentid demand for forma group loans
(PGL) takesinto account, first, the sources of finance the individuas use by consdering the following
st of variables: non-commercid informa loans (IL) from friends and relatives, forma loans (FL) from
commercid banks and other non-bank ingtitutions such as NGOs, forma holdings (ACCT) and
informa holdings (IH), and the interest rates associated with the financid liabilities (i), where (j=FL).
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Second, the set of variables describing the sector of operation the potential entrepreneurs are interested
in (Sector: MNF, SRV, TRD), their location (AMMAN), and a set of individud attributes which
include proxy variables, such asthe education level (EDUC), gender (MALE), and age (AGE) of the
respondent. The variables in the mode are specified in table CA4.

The objective of this modd isto examine the determinants of the respondents potentia demand
for formal group loans using the following equation (9):

(PGL) " B 4R, (i, )R (i - 6B (TLYHR, (FL) .
83 (L)%, (C) %8 (1 H)R (ACCTIUB, (Y, ) ©)

Thismode alows usto take into account the dternative financid sources the respondents use
when examining the determinants of the respondents potentiad demand for forma group loans. Similar
to the earlier model, the standard tobit model was used to generate the results (Table C8).

Sector of operation was among the most sgnificant relaionships. Respondents interested in the
service sector have alower potentiad demand for group loans than those interested in the manufacturing
or trade sectors. Among the attributes of the potential entrepreneurs, men, surprisingly, seem to have a
higher potentid demand for group loans than women. Moreover, higher interest rates on forma loans
are associated with higher demand for group loans. In summary, the results of the potential group loan
demand modd among potentia entrepreneurs indicate that respondents interested in the
manufacturing and trade sector s, and men have ahigher potential demand for formal group
loans.

VI.  Summary, Lessons and Conclusions

The purpose of this sudy was to generate economic, financiad and socid profiles for micro and
small scale entrepreneurs as well as potentia entrepreneurs in Jordan. The United States Agency for
International Development (USAID) is supporting a project in Jordan to strengthen access to
microfinance and improved implementation of policy reform (AMIR). The am of the project isto assst
banks and non-bank indtitutions in providing sustainable financia servicesto micro and smdl scde
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entrepreneurs. This study presented the findings of a basdine survey of arandomly sdected sample of
350 micro and small scae entrepreneurs and a survey of 216 potentia entrepreneurs across various
sectors in the three most populated aress in the country, Amman, Irbid and Zarga. Mesting the
objective of this study provides the AMIR project with indicators of micro and smdl scde
entrepreneurs and potentid entrepreneurs’ effective demand for financid services aswell astheir
potential demand for formd individua and group loans in Jordan.

1. Summary of the Enterprise Survey Results

Results of the enterprise survey indicate that the entrepreneurs were on average middie aged,
married, generdly educated, and largely the sole providersto their families. The gender composition of
the sample included a few more men than women microentrepreneurs, which is not surprising given that
women represent a very smal share of the labor forcein Jordan. The enterprise survey covered the
manufacturing, service and trade sectors roughly equaly. In generd, the mgority of the enterprises
were in the microenterprise category, i.e. employed between 1 and 4 workers with an average of 2
employees. Very few entrepreneurs used family labor or apprentices. Enterprises had amedian
present vaue of physica assets of JD2000; this value varied depending on the size of enterprise with
sole operators total value of assets at about JD600 and small enterprises asset vaue of JD7000. Most
enterprises were largdly registered and licensed proprietorships. The mgority of the entrepreneurs
established their businesses amost a decade ago and used their own funds to cover start-up costs and
investments. A few smadl scale enterprises used bank |oans as a source of investment capita in order to
dart or expand the business. Based on theinitial number of employees, enterprises that Sarted as sole
operators, i.e. with no employees, have experienced the highest growth rates, while those that started
up in the small scale category, i.e. with more than 5 employees, did not experience much growth.
Moreover, enterprises in Amman and those in the manufacturing sector have experienced more growth
than their counterparts.

Sources of finance reported by the entrepreneurs for current operations included both informal
and forma channds. Firt, about one third of the entrepreneurs reported using trade loans from their
suppliers and afew used advances from their cussomers. Supplier credit was the principd type of trade
credit that most entrepreneurs used.  Second, informa sources of finance from family and friends were
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reported by about one third of entrepreneursin the sample. Third, over two thirds of the entrepreneurs
reported never requesting formd loans primarily because of the availability of other sources, fear of
inability of repayment, and religious beliefs. About one fourth of the entrepreneurs who had requested a
forma loan a one time were regjected, which indicates arelatively sgnificant incidence of loan quantity
rationing. Fourth, only one fourth of the interviewed entrepreneurs acquired forma finance at one point
inthe past. Moreimportantly, only about one tenth had used aforma loan over the past year.

Size of the enterprise indicated that more enterprises in the smal scale category used trade and
formal loans than microenterprises and sole operators, furthermore, those small entrepreneurs used
larger amounts of trade credit and forma |oans than their counterparts. Sector of operation indicated
that more enterprisesin the trade sector used trade credit than those in the service and manufacturing
sector, while enterprises in the service sector used larger amounts of formd loans than those in the
manufacturing and trade sectors. Location of the enterprise indicated that more enterprisesin Amman
and Zarga used forma loans than those in Irbid, and again, those who did used larger amounts than the
enterprisesin Irbid. Lastly, the gender profile indicated that while more male entrepreneurs used larger
amounts of trade credit than femae entrepreneurs, the share of mae and female entrepreneurs who
used forma loans, and the amounts they used, were rather smilar.

On the savings Sde, the entrepreneurs’ use of forma savings channels, commercia banksin
principal, was associated with haf of the entrepreneurs. Another form of savings was participation in
the informd rotating savings and credit groups (RoSCAS) or “gam’iyat”. Roughly one fourth of the
entrepreneurs in the sample reported participating in “gam’iyat”.

Investigation of the effective demand for forma loans indicated that entrepreneurs who
demanded formal |oans over the past year used amounts with a median of JD3000, a an average
interest rate of 14 percent, for aterm of about 2 years, with collateral values reaching over 100 percent
of the loan amount, and a vaue of monthly ingtalments with amedian of about JD150. Investigation of
the potentid demand for individua loans indicated that amost haf of the entrepreneurs had interest in
gaining access to working capita loans with amedian size of JD5000, at 6 percent interest, and for a3
yearsterm. These resultsindicate that the potentia demand bears different loan terms and conditions
from the effective demand. While entrepreneurs effectively pay interest rates that average 14 percent,
their willingnessto pay for potentid |oans reached only a mere average of 6 percent. Moreover, while
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entrepreneurs effective demand for loans had a median size of about JD3000, the potential demand
registered amounts with amedian of JD5000. Lagtly, smal scde enterprises, those in the manufacturing
and sarvice sectors, and those in Amman and Zarga had alarger potential demand for individua loans
than their counterparts.

Investigation of the entrepreneurs potential demand for group loans revealed that only afourth
of the sample was interested in group loans. The potentia demand for group loans was smdler than
that for individud loans, with the median for groups loans a about JD3000 repaid with one ingalment
per month for aperiod of two and a hdf years. Interestingly, more men entrepreneurs, thosein the
manufacturing sector, entrepreneursin Amman and Irbid, and smdl scale entrepreneurs had a higher
potential demand for group |oans than their counterparts.

An examination of the entrepreneur's effective demand for the various sources of financing
sheds light on how financid contracts influence firm behavior across various sectors. An empirical
model which addresses the sources of financing of microenterprises in developing economies was
tested and implications presented based on the enterprise survey in Jordan. The results of the model
indicated fird, that enterprises that have alarger vaue of physica assets, enterprisesin the smal scde
category, older entrepreneurs, and those who hold deposit accounts in banks, use more cash than their
counterparts. Second, enterprises that have a smdler value of physical assets, enterprisesin the small
scale category, those in the trade sector, mae entrepreneurs, those located in Amman, and those who
do not hold deposit accountsin banks, use more trade credit than their counterparts. Third, less
profitable enterprises, those that have alarger value of physica assets, those in the micro and small
scale categories, and older entrepreneurs use more forma |oans than their counterparts. Fourth,
enterprises that have alarger vaue of physica assets, those that have been in operation for a shorter
period of time, those in the micro and small scale categories, older entrepreneurs, and those who do not
hold deposit accounts with banks, use more informa loans than their counterparts. Fifth, more
profitable enterprises, those located outside Amman, and younger entrepreneurs, use larger amounts of
informd holdings with informa groups “gam’iyat” than therr counterparts. Findly, the use of formd
loans was significantly associated with the use of trade loans which implies a complementarity
relationship between the two external sources of funds.

Examination of the entrepreneurs potentid demand for forma |oans was further tested using
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two empiricd modds. The results of the potentid demand for individua loans modd indicated that
enterprises with asmaller vaue of physical assets, those that have been in business for alonger period
of time, smdl scale enterprises, women entrepreneurs, and entrepreneurs who use forma loans have a
higher potentid demand for individud loans. The results of the potential demand for group loans model
indicated that more profitable enterprises, those in the manufacturing and service sectors, thosein the
small scale categories, those located in Amman, less educated entrepreneurs, male entrepreneurs, and
those who use informal loans and informa holdings, have a higher potentid demand for group loans.

2. Summary of the Potentiad Entrepreneurs Survey Results

Results of the potentia entrepreneurs survey indicated that the respondents were in generd
educated individuds, in their early thirties, who were largely unemployed. The potentia entrepreneurs
reported interest primarily in the three sectors of manufacturing, service and trade. The mgjority of the
respondents reported that they were interested in establishing enterprises outside their homes where
their spouses would play asmall or no role.

The estimated size of initid capita for potentia investment reached a median of JD3000. Mogt
of the potentia entrepreneurs reported that they would seek bank and NGO financing. Only afew
suggested they would rely on sdlf financing or borrowing from friends and family. Moreover, the
maority of those who indicated they would seek bank or NGO loans reported that they would require,
on average, up two thirds of the initid vaue of their investment from these externd sources. Gender
and sector of operation factors indicated that more male respondents and those interested in investing in
the service sector reported they would seek bank |oans while more femal e respondents and those
interested in investing in the manufacturing sector reported they would seek NGO |oans.

Sources of finance reported by the potentid entrepreneurs included both informa and formal
channds. Firg, informa sources of finance from family and friends were reportedly used by about one
third of the potentid entrepreneurs over the past year. These informd loans were rather smal asthe
median was about JD200, granted for 2 to 3 months, free of interest and typically unsecured. Second,
the mgjority of the potentia entrepreneurs had never requested forma loans primarily because of the
fear of inability of repayment, religious bdliefs, insufficient collatera, and availability of other sources.
Among the respondents who had requested aformal loan in the past, about a fourth were rejected
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which indicates, again and smilar to the results in the enterprise survey, ardatively significant incidence
of loan quantity rationing. Third, only very few potentia entrepreneurs had acquired forma loans last
year. These loanswere largely consumer loans with a median loan size of JD450, granted at 12
percent interest charges, for a period of about one year, with monthly instalments of JD40, and 100
percent securities.

With respect to savings, on the one hand, the respondents’ use of bank savings services was
reported by only one fourth of the sample. More mae respondents and those interested in the trade
sector reported holding deposits with banks. On the other hand, participation in the informal RoSCAs
or “gam’iyat” was higher as it was reported by about athird of the sample. These were largely women
groups, comprised of about 14 members, who met once a month and the total contribution per member
reached about JD240 per year. Gender and location distributions implied, as expected, that more
fema e respondents and those who reside outside Amman were members of these groups. Potentid
demand for eectronic cards was sgnificant. Mogt of those interested in these cards, however,
reported interest in ATM cards rather than credit cards. Interestingly, respondents suggested they
were willing to pay afeefor their card use. Lastly, few respondents indicated that they hold any type of
insurance.

The investigation of the respondents potential demand for group loans revealed that only afew
respondents were interested in these types of loans. Interestingly, there were more men than women
interested in group loans. The median vaue of these loans was about JD2000 to be repaid over a
period of 2 years with monthly ingtalments. Men and potentia entrepreneurs interested in the trade
sector had a higher potential demand for group loans than their counterparts.

The potentid demand for individua |oans was much more significant than group loans among
potentia entrepreneurs. Over two thirds of the respondents reported interest in gaining access to
working capita and fixed assetsloans. The preferred terms and conditions for these loans included a
median amount of about JD3000, to be repaid over a period of three years, lent at 5 percent interest
charges, 1 percent fee charges, with the mgjority of the respondents offering no collaterd or any form
of guarantee. More mae potentia entrepreneurs, those in the service and trade sectors, and those
respondents resding in Amman had a higher potentid demand for formal individud loans than their
counterparts.

AMIR Program




Final Report

THE DEMAND FOR MICROFINANCIAL SEERVICE IN THE MICRO AND SMALL SCALE ENTERPRISE SECTOR IN JORDAN

Empirica testing of the potentia demand for individua and group loans confirmed some of the
decriptive anadlyss. Results of the potential demand for individua loans modd showed that older
individuas, men, those resding in Amman, those who hold deposit accounts with banks, and those who
do not participate in informa groups have a higher potentid demand for formd individud loans. The
potentid demand for group loans modd indicated that individuas interested in the trade sector, men
and those paying high interest rates on forma |oans had a high potentia interest in group loans.

3. Lesson and Conclusions

The effective and potentia demand for the various types of financid services by entrepreneurs
and potentia entrepreneurs reflect severd lessons.

A. Client Profile

The surveys revealed that entrepreneurs and potentia entrepreneurs both have effective and
potentia demand for various informa and formd financid services. The potentiad demand for individua
loansis much higher than that for group loans for al types of microentrepreneurs. Size of the
enterprise, sector of operation, location, and gender of the micro and small entrepreneurs, however,
affect the entrepreneurs demand for dternative financia services.

Size of the enter prise indicates that more small scale entrepreneurs use trade credit, formal
loans, hold bank accounts and have a higher potentid demand for forma individua and group loans
than microentrepreneurs and sole operators. The highest participation in informa groups is among the
sole operators. Thisimpliesthat small scae entrepreneurs are potentialy the more likely type of clients
to demand individua 1oans from microfinance inditutions while the sSingle operators could possibly be
interested in group loans

Sector of operation indicates that enterprises in manufacturing rely more on the use of informd
loans and participation in informa groups than enterprisesin the other sectors. Manufacturing
enterprises, however, reported the highest potentia demand in both individua and group loans.
Potentid entrepreneurs interested in establishing enterprises in the manufacturing sector, aso, indicated
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the highest use of informa loans and participation in informa groups. Potentid entrepreneurs interested
in the service sector, however, reported the highest use of forma loans and the highest potentia
demand for individud loans.

L ocation of the enter prise indicates that enterprisesin Amman use more trade credit and
forma loans. Entrepreneurs outsde Amman, however, reported the highest participation in informal
groups. Potentid demand for individua loans by entrepreneurs was the highest in Irbid and potentia
demand for group loans was the highest in Amman. Potentia entrepreneurs resding outside Ammean,
a0, reported a higher participation rate in informa groups than those in Amman. Potentid
entrepreneurs in Amman, though, had the highest potentia demand for individua |oans.

Gender of the entrepreneurs indicates mae entrepreneurs use more trade credit while more
female entrepreneurs participate in “gam’iyat”. Both men and women entrepreneurs had a high
potential demand for loans, with men reflecting alittle more interest in both individua and group loans.
Findly, while more women potentid entrepreneurs were members of “gam’iyat”, men potentia
entrepreneurs had a higher potentia demand for individua and group loans.

B. Financid Products

Preference for aternative lending technologies indicates a higher potential demand for
individua versus group loans. The terms and conditions associated with individua loans dlow for more
flexibility in terms of Size of the loan, disbursement, term, and repayment schedule, which render
individua loans as a more éttractive and vauable loan product for many entrepreneurs and potential
entrepreneurs. In contrast, group loans seem to have alower vaue, particularly when associated with
the additional respongibility and risk of group repayment in case of default by any member of the group,
rigid disbursement, repayment schedules, and compulsory meetings.

Effective and potentia demand for forma loans indicate larger loan size than typicaly
associated with informd loans. Thisis not surprising, particularly when one takes into account the
frequency of use of each type of loans. Trade credit, which involves roughly JD200 every two weeks,
yidds atota annua debt figure of about JD4800. Thisis comparable with the potentid demand loan
gze of JD5000 for individud loans, and the effective demand loan size of JD3000 that istypically used

AMIR Program




Final Report

THE DEMAND FOR MICROFINANCIAL SEERVICE IN THE MICRO AND SMALL SCALE ENTERPRISE SECTOR IN JORDAN

once per year by entrepreneurs. Loan quantity and loan size rationing, o, indicate that thereisa
higher effective demand for forma loans than is registered in the market outcome. Moreover, the
potential entrepreneurs’ demand reflects dightly smdler loan amounts of JD3000 for individud loans
and JD2000 for group loans than those demanded by existing entrepreneurs. Thisis reasonable given
the limited repayment capacity of new businesses.

Entrepreneurs and potentia entrepreneurs borrowing from formal sources at market interest
rates, suggest that potentia loans from microfinance inditutions should have lower interest rate
charges. Thistypicd low willingnessto pay for financid services by low income entrepreneurs and
potentia entrepreneursis, however, rhetorical considering that the effective demand reflects that
borrowers actudly are willing and able to pay market interest rates. Some entrepreneurs using trade
credit are even paying higher effective interest chargesto their suppliersin the informa markets.
Moreover, credit rationing indicates that there are some gpplicants who are willing to pay at least the
market interest rates and are screened outside the forma financia markets.

Typicdly, formd loan have longer term to maturity than informd loans. Effective demand
indicates that entrepreneurs and potentia entrepreneurs are using formal |oans that mature in one to two
years. Potential demand, however, reflects interest in even longer maturity periods of up to three years.
While manufacturing enterprises may require longer term loans, traders are likdly to be aitracted to
shorter term loans given the high turnover of their business cycle.

Availahility of collateral requirements did not seem to be a problem for entrepreneurs and
potential entrepreneurs. The use of guarantors to secure loans, moreover, alowed a number of
individuas to access forma loans. Most entrepreneurs reported being able to provide one form of
collaterd to secure individua loans, while only haf of the potentia entrepreneurs indicated they were
able to provide any type of collaterd. While group monitoring attracts some entrepreneurs and
potentia entrepreneurs to the use of group loans, high group transaction codts, rigidities and risks deter
many others.

Hence, the various terms and conditions of individua and group loans and the effective and
potential demand for loans exhibit a set of characteristics that could be used to redefine the lending
technol ogies adopted by microfinance ingtitutions in Jordan to meet the demand of most clients.
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Different types of clients will find a match among the dternative technologies to meet their demand
requirements.

C. Size of the Market Demand

Market niches exist in the largely unexplored microfinance market in Jordan. Effective demand
esimates of the entrepreneurs use of forma loans indicate that the total forma debt used by the sample
over the past year reached over JD300,000. Extrgpolating to the population, using the officid dtatistics
on the number of establishments, generates a more impressive effective market demand that could
reach up to JD168 million.>* Moreover, esimating the potential demand for the microenterprise
population under study indicates even a much larger market of JD158 million for individud loans and
JD51 miillion for group loans?® Similarly, the potential entrepreneurs’ survey reflects that the potential
demand could reach about JD100 million for individua loans and JD12 million for group loans. It
should be highlighted, however, that the potential demand estimates are based on the reported terms
and conditions suggested by the entrepreneurs which include 6 percent interest rates. Nonethdless, the
exercise serves the purpose of suggesting that the microfinance market sze is much larger than what is
currently being met by the indtitutions offering microfinancia services in the country. 28

4. Implications

The supply of financid services should be demand driven and not based on heavily subsidized
intervention programs. The provision of quality products designed to meet the microentrepreneurs
demand should incorporate incentive structures that would induce these economic agents to pay for the
servicesthey recaive. Thisddivery sysem should alow inditutions to have a wider outreach and

24 Estimate used the population size of 73,706 establishmentsin the sub-sectors under study , the 33
percent effective demand for formal loans, and the average value of formal loans over the past year
of JD7,325.

25 Estimates based on the 43 percent potential demand for individual 1oans with a median of JD5000

and 23 percent potential demand for group loans with a median of JD3000.

26 A World Bank study estimates the current outstanding total |oan portfolio for the microenterprise
sector of about JD24 million (Brandsmaand Khayatt, 1996).
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become sustainable and cost effective. Whileinitia limited subsidies may be necessary to support pilot
projects a initia stages of the experimenta phase, due atention should be given to the costs and
benefits of programs providing financid services.

Evidently, there is an effective demand for financia servicesin the microenterprise sector in
Jordan. Thus, it is essentid to develop microfinance indtitutions that ddliver the financia services
demanded by micro and small scale entrepreneurs in particular, and the poor in generd, according to
best practices. Financid services, both loans and savings, are important because they dlow smal
economic units and households to enhance the returns on their economic activities by improving their
liquidity management. However, providing these servicesin a codt effective manner is not easy to
achieve. It requires innovative gpproachesto cregte risk and cost reducing loan technologiesin
organizations or ingtitutions with incentive compatible structures that ensure loan recovery a reasonable
costs.

NGO programs focusing on digtributing subsidized loans are as short lived as the life of the
operation that is required to alocate the funds. A maor weakness of this Sngle loan approach is the
probable impact it has on loan recovery. If aborrower does not gain areward of continuing access to
financid services through repaying his’her loan, then there is little incentive to do so.  Programs that
plan to channd financid services to microentrepreneurs should attempt to mobilize their funds.
However, mobilizing deposits should be subject to regulation and these ingdtitutions should be monitored
by appropriate regulatory authorities to ensure the safety of depositors.

Sustainable microfinance indtitutions should be able to provide better services a lower coststo
ther dientsthan the informd financid sector. Alternative informd financid services used by
microentrepreneurs in Jordan include trade loans from suppliers and customers, informa |oans from
friends and family and informa holdings with RoSCAs. Hexihility, inconsequentid transaction codts,
low adminigtrative costs and credit reserves are among the dominant characteristic of informa financia
sarvices. Mogt importantly, informd financid services solve, a modest cost, fundamentd problemsin
finance: agent incentives, mobilizing deposits, avoiding theft, screening and selecting borrowers, collect-
ing loan repayments, and gpplying sanctions. In large part, informa financia agents manage these com-
plex problems because of the prior knowledge that economic agents have about each other and through
their ability to exercise monitoring and informa socid sanctions againg those who fail to meet ther
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obligations. Informa finance, however, has limitations with respect to the extent to which it can
intermediate between deficit and surplus units and diversify risk over time and across space.

Formd finance cannot subdtitute for al of the services provided by informa sources. Evenin
countries with the mogt efficient forma financid system, informd finance fills important niches. Because
of liquidity, efficiency, and security consderations, however, formd finance should be a more appropri-
ate repogitory for larger scale deposits and larger and longer term loans than are informal arrangements.
NGO programs may have devel oped some comparative advantages in getting to know their borrower
clientele in ways that have not been redized by other formd financid inditutionsin Jordan. The NGO
programs in Jordan, however, have limitations with respect to cost effectiveness and leverage. In
addition to the limited supply of donor funds and small initid capital base, these programs will not be
ableto increase their leverage because they cannot provide depost facilities. Banks engaged in
microfinance should be able to provide more continuous intermediation, more access to liquidity, and
aso redize more economies of scae and scope than NGOs and informd finance presently providein
Jordan.

Microfinance inditutions should be able to serve awide range of clientele rather than specidize
with atarget group or aparticular gender. By diminating the barriers that deter women from
demanding financid services, amicrofinance ingitution should be able to provide services for both men
and women entrepreneurs. Moreover, by competing more effectively in providing avariety of financid
products, a microfinance ingtitution should incorporate adjustmentsin its practices to attract both
women and men entrepreneurs.  This includes assgning women to promote deposits by women,
providing awider variety of financid instruments that emulate some of the advantages found in informa
finance, and providing contractua savings programs. Extending more loans to regular depositors and
providing various forms of credit lines would be additiona ways of enhancing the perceived worth of
being a depositor in amicrofinance inditution. Finaly, microfinance ingtitutions aso may be able to
expand indirectly the amount of lending to smal businesses, to women, and to poor people in generd
by augmenting their lending to merchants, traders and deders.
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