°
()
N

=
o

=
=
S
<
()
2
=
%)

i)
3]

2]

(@]

L

o
S

o

MSME FINANCE GAP

ASSESSMENT OF THE SHORTFALLS AND OPPORTUNITIES IN FINANCING
MICRO, SMALL AND MEDIUM ENTERPRISES IN EMERGING MARKETS

isclosure Authorized

@"WRLD BANK GROUP *» @ | o —
SME FINANCE WORLD BANK GROUP

FORUM



© INTERNATIONAL FINANCE CORPORATION 2017.
All rights reserved.
2121 Pennsylvania Avenue, N.W.
Washington, D.C. 20433 www.ifc.org

The material in this work is copyrighted. Copying and/or transmitting portions
or all of this work without permission may be a violation of applicable law. IFC
encourages dissemination of its work and will normally grant permission to repro-
duce portions of the work promptly, and when the reproduction is for educational
and non-commercial purposes, without a fee, subject to such attributions and
notices as we may reasonably require.

IFC does not guarantee the accuracy, reliability, or completeness of the content
included in this work, or for the conclusions or judgments described herein, and
accepts no responsibility or liability for any omissions or errors (including, without
limitation, typographical errors, and technical errors) in the content whatsoever
or for reliance thereon. The boundaries, colors, denominations, and other infor-
mation shown on any map in this work do not imply any judgment on the part of
The World Bank concerning the legal status of any territory or the endorsement
or acceptance of such boundaries. The findings, interpretations, and conclusions
expressed in this volume do not necessarily reflect the views of the Executive Di-
rectors of The World Bank or the governments they represent.

The contents of this work are intended for general informational purposes only
and are not intended to constitute legal, securities, or investment advice, an opin-
ion regarding the appropriateness of any investment, or a solicitation of any type.
IFC or its affiliates may have an investment in, provide other advice or services
to, or otherwise have a financial interest in, certain of the companies and parties
(including those named herein).

All other queries on rights and licenses, including subsidiary rights, should be
addressed to IFC's Corporate Relations Department, 2121 Pennsylvania Avenue,
N.W., Washington, D.C. 20433.

International Finance Corporation is an international organization established by
Articles of Agreement among its member countries, and a member of the World
Bank Group. All names, logos, and trademarks are the property of IFC and you may
not use any of such materials for any purpose without the express written consent
of IFC. Additionally, “International Finance Corporation” and “IFC" are registered
trademarks of IFC and are protected under international law.

Photo Credits: World Bank Photo Library and Shutterstock



Contents

ACKNOWIEAGEMENES ...ttt ettt 1]
ACTONYIMIS ...ttt ettt ettt ettt ettt b bt esa bttt b e st a b b et st besent st sbeseeesbeneanaeen \
FOT@WOTM........omiii ettt sttt bbb bbb ebeseneneneacn Vi
EXECULIVE SUMIMUATY.....c.cuiiiiiiiiiririetre ettt ettt ettt sttt sttt enebene IX
L INEFOAUCTION. ...ttt besenene 1
Il. Other FINANEe Gap StUAIES...........c.cuiuiiiiiiiiiciiicccccc ettt seae 3
L CUrrent Methodology ..ottt bbb seae 7
IV. Quantifying the FINANCE GAP ..........c.ooiiiiiiriiiicieicee ettt ettt 21
NUMDBET Of ENEEIPIISES....c. ittt ettt 21
FOrMAL FINANCE GAP.....eiuimiiiiiiiiiitrs ettt ettt ettt sttt sttt nenenes 27
GENAEr FINANCE GUP ...cvvviiiiiiieieeieeeeett ettt ettt et b bbb bbbttt ettt seas 36
Potential Demand in the INformal SECLOr ..ot 40
V. Implications of the MSME FINANCE GAP .........c.ccouriiuimiiririiiieiniriieieietetseceietete et 43
The Role of the PUDBIIC SECLOT ......ccviiieerre ettt 43
The Role of the Private SECTOT ... ..ottt 46
COMCIUSTON. ...ttt bbbttt ettt ettt sttt ettt enebene 51
BIBlIOGIAPRY ...ttt 53
AANINIEX ...ttt ettt ettt b ettt b sttt h ettt b et e b e st et bt nne 61
CONTENTS






Acknowledgements

This report, MSME FINANCE GAP: Assessment of the Shortfalls and Opportunities in Financing
Micro, Small and Medium Enterprises in Emerging Markets, was authored by Miriam Bruhn, Martin
Hommes, Mahima Khanna, Sandeep Singh, Aksinya Sorokina and Joshua Seth Wimpey. Analytical support
was provided by Yangyang Zhou.

The authors would like to acknowledge guidance from an Advisory Board consisting of
Deepa Chakrapani, Julie Fawn Earne, Matt Gamser, Dan Goldblum, Sharmila Hardi, Bill Haworth,
Anushe Khan, Jorge Rodriguez-Meza, Maria Soledad Martinez Peria, Peer Stein, and Wendy Teleki,
as well as valuable contributions from Raymond Anderson, Minerva Adei Kotei, Kaylene Alvarez,
Nuria Alino Perez, Melina Mirmulstein and Leila Search.

The team received useful insights from consultations with Luke Haggarty, Hans Peter Lankes,
Toshiya Masuoka and others in the leadership team of [FC’s Economics & Private Sector Development
Vice-Presidency. The authors also benefited from discussions with Mary Hallward-Driemeier and
Navin Girishankar, members of the Country Private Sector Diagnostics team within the World Bank Group’s
Trade and Competitiveness Global Practice.

We thank Nadia Afrin, Barbara Balaj, and Li Wen Quach for the coordination in editing, design, and
production.

The authors would also like to acknowledge the major data providers: Bureau Van Dijk (Orbis), the

IMF’s Financial Access Survey, the OECD’s Financing Small and Medium Enterprise and Entrepreneurs
Scoreboard, and the World Bank’s Enterprise Surveys.

ACKNOWLEDGEMENTS







Acronyms

AFI
BOW
CAGR
CENFRI
CGAP
DTF
EAP
ECA
ECB
EIB
EIF

ES

EU

FI
FCC
FAS
FMO
GDP
GSMA
IFC
IFRS
IMF
IRR
ISIC
IT

Alliance for Financial Inclusion

Banking on Women

Cumulative Adjusted Growth Rate

Centre for Financial Regulation and Inclusion
Consultative Group to Assist the Poor
Distance to frontier

East Asia and Pacific

Europe and Central Asia

European Central Bank

European Investment Bank

European Investment Fund

Enterprise Survey

European Union

Financial institution

Fully credit-constrained

Financial Access Survey

Netherlands Development Finance Company
Gross domestic product

Groupe Spéciale Mobile Association (Mobile Network Operators)
International Finance Corporation
International Financial Reporting Standards
International Monetary Fund

Internal rate of return

International Standard Industrial Classification
Information technology

Key performance indicator

ACRONYMS



KYC
LAC
LIFT
LTDB
MPOS
MIX
NCC
NFS
NPL
OECD
OLS
PCC
PO
MAPE
MENA
MFI
MSME
RoA
RoE
SA
SAFE
SCF
SME
SSA
UNDP
UNIDO
WBG
WDI

MSME FINANCE GAP

Know Your Customer

Latin America and the Caribbean
Livelihoods and Food Securities Trust Fund
Long-Term Debt

Mobile point-of-sale

Microfinance Information Exchange

Not credit-constrained

Non-financial services

Non-performing loan

Organisation for Economic Co-operation and Development

Ordinary least squares

Partially credit-constrained

Purchase order

Mean absolute percentage error

Middle East and North Africa

Microfinance institution

Micro, Small and Medium Enterprises

Return on assets

Return on equity

South Asia

Survey on the Access to Finance of Enterprises
Supply chain financing

Small and Medium Enterprises

Sub-Saharan Africa

United Nations Development Programme
United Nations Industrial Development Organization
World Bank Group

World Development Indicators



Foreword

Atthe International Finance Corporation, we pay special attention to small businesses
because they are the engines of job creation and economic growth. Nine out of ten
new jobs worldwide are created by small businesses, and we need nearly 3,3 million
jobs every month in emerging markets by 2030 to absorb the growing workforce. Lack of access to finance
is one of the biggest hurdles small businesses face that prevent them from growing and creating jobs.

The private and public sector can better address this problem if they have better insights about the magnitude
and nature of the finance gap. With this in mind, IFC and McKinsey & Company conducted the first
comprehensive assessment of the global MSME finance gap in 2010. At that time, the magnitude of the
gap — over $2 trillion annually — caused quite a stir. However, looking back now we find that with the scarce
data available then along with the limitations of the methodology, we were, if anything, too conservative in
our estimation before. To address this, a group of staff from across the World Bank Group has developed a
new methodology that utilizes better and more diverse data from both supply and demand sides to assess
the finance gap in developing countries.

The results this time are even more staggering: 65 million enterprises, or 40 percent of formal micro, small
and medium businesses in developing countries, have an unmet financing need of $5.2 trillion every year.

So how are we addressing this financing gap and helping small businesses thrive?

* We are providing investments and advisory services to financial intermediaries catering to small
businesses. In 2016, 304 of our financial institution clients made 62 million loans to micro, small and
medium enterprises valued at $412 billion.

» We are strengthening financial markets by supporting collateral registries and credit bureaus that
facilitated more than $250.6 billion in financing in 2016. More than 679,900 micro, small and medium
enterprises were able to receive loans secured with movable property.

* We are investing and working with the multiple FinTech companies such as Ant Financial, Welabs,
Afluenta, Moni, Kreditech, and Confio, which use cutting edge innovations to revolutionize MSME
finance. Through these fintechs, IFC reaches hundreds of thousands of MSMEs.

* We also are promoting knowledge-sharing. The SME Finance Forum, which is managed by IFC, helps

banks, fintechs and development banks learn from each other, link to new business and partnership
opportunities, and lead in the industry-policymaker dialogue.
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The World Bank Group has taken on an ambitious goal of universal financial inclusion by 2020. The UN
Sustainable Development Goals adopted by 193 member states calls for ensuring access to finance for small
businesses, and the G20 leaders have also recognized the importance of financing SMEs as a critical piece
of economic development. There is no doubt that closing the financing gap for small businesses has become
a policy priority around the world. With co-operation and action by governments and the private sector, we
believe that closing this gap for small businesses is achievable.

Philippe Le Houérou
Chief Executive Officer of IFC
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Executive Summary

economy, and are one of the strongest drivers of economic development, innovation and

employment. Access to finance is frequently identified as a critical barrier to growth for
MSMEs.! A growing body of literature has highlighted the extent to which MSMEs are credit constrained
across developing countries — including the importance of relieving this constraint to achieve higher growth.?
Creating opportunities for MSMEs in emerging markets is a key way to advance economic development
and reduce poverty. In this regard, it is also one of the major priorities of the World Bank Group and other
development institutions around the globe.

Micro, Small and Medium Enterprises (MSMEs) represent a significant part of the world

In recognition of the need to quantify the extent of the MSME finance gap, the International Finance
Corporation (IFC) partnered with McKinsey & Company in 2010 to produce an estimate of the gap.® As the
first study of its kind, the aim was to produce approximate figures that could, at an aggregate level, highlight
this critical issue and the scale of the challenge. However, the assumption and methodology of the study
raised concerns about its use at a more granular level. For example, cross-country comparisons, crucial for
strategic policy decisions by international organizations and others, were not possible.

In response, a collaboration between various units at the IFC and the World Bank’s research unit developed
an innovative methodology that reassesses the gap and significantly moves this analytical work forward.
The team has estimated the systemic finance gap by utilizing more data from both the demand and supply
sides. As a result, it has produced more accurate, actionable country-level estimates of the gap.

In the developing economies studied,* the potential demand for MSME finance is estimated at US
$ 8.9 trillion, compared to the current credit supply of $3.7 trillion.” The finance gap from formal
MSMEs in these developing countries is valued at $5.2 trillion, which is equivalent to 19 percent
of the gross domestic product (GDP) of countries covered in this analysis. This in turn amounts to
1.4 times the current level of MSME lending in these countries. In addition, there is an estimated
$2.9 trillion potential demand for finance from informal enterprises in developing countries, which is

1. For example, see World Bank Enterprise Surveys: http://www.enterprisesurveys.org/research/enterprisenotes/topic/finance.
2. World Bank, Global Financial Development Report 2014 Financial Inclusion. (Washington, DC: World Bank Group, 2013).

3. Stein, Peer, Tony Goland and Robert Schiff. Two Trillion and Counting: Assessing the Credit Gap for Micro, Small, and
Medium-size Enterprises in the Developing World. (2010).

4. This study covers 128 countries, of which 112 are low- and-middle income countries. The remaining low- and middle-income
countries for which the analysis was not carried out due to data unavailability together comprise only about 1 percentage of the
overall GDP of the emerging (low- and middle-income) economies.

5. The data source for the supply of MSME finance is the IMF Financial Access Survey — actual or extrapolated (if missing).

EXECUTIVE SUMMARY
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equivalent to 10 percent of the GDP in these countries. This research estimates that there are 65 million
formal micro, small and medium enterprises that are credit constrained,® representing 40 percent of all
enterprises in the 128 reviewed countries.’

Ostensibly, in comparison to the previous IFC estimate of the MSME finance gap, the level of the overall gap
is larger. However, the increase in the estimate of the gap is primarily driven by changes in the methodology.
It should not be necessarily interpreted as an increase in the gap, but rather as a more accurate re-calculation
of the gap. Also, this robust methodology has the added benefit of being easier to update in future years.
Thus, for the first time, the evolution of the gap will be captured, and the dynamic changes to the gap can
be more accurately assessed.

Data availability is the main hindrance to providing more granular estimates of the gap than can be provided
here. Even with the currently proposed methodology, the lack of data imposed the need to make stronger
assumptions than would be necessary if data availability was not an issue. As access to financing for
MSME:s continues to be an issue of critical importance, there is an ongoing need to improve data collection
efforts for MSME financing in developing countries.

6. The credit-constrained MSMEs may be either partially or fully credit constrained.

7. There are also a large number of informal enterprises lacking finance. However, due to the data limitations, this study does not
estimate the number of informal businesses.

MSME FINANCE GAP



l. Introduction

s in most economies, MSMESs in emerging markets are widely believed to be the engine of growth

across. MSMEs employ a majority of the population and contribute significantly to economic

growth. Yet, one of the main constraints to MSME growth has been access to finance. Given
the importance that MSMESs play in economic development and job creation, financing for MSMEs has
emerged as a popular topic of discussion and research (Hallberg 2001).

Over the last decade, many researchers and academics have tried to analyze the issue of MSME access
to finance, emphasizing their dependence on credit and cash flows. Beck and others (2014) concluded
that MSMEs appear to be severely underfunded. Ayadi and Gadi (2013) found that SMEs face numerous
obstacles in borrowing funds because they are small, less diversified, and have weaker financial structures.
This is implied by evidence pertaining to payment delays on receivables, declining liquidity, and an
increase in MSME insolvencies and bankruptcies. In addition, MSMEs find it difficult to provide high-
quality collateral at all times. They also experience difficulties in ensuring transparency with respect to their
creditworthiness.

Some studies show that MSMEs are more likely to face more credit constraints than larger firms. They also
rely more heavily on trade credit and informal sources of credit. Indeed, “throughout the developing world
access to credit is inversely related to firm size but positively related to productivity and financial deepening
in the country” (Kuntchev, Ramalho, Rodriguez-Meza, and Yang 2014).

Within-country evidence also points to credit constraints for MSMEs. For example, an impact evaluation
from India exploits variation in access to a targeted lending program. It finds that many SMEs are credit
constrained, and that providing additional credit to SMEs can accelerate their sales and profit growth
(Banerjee and Duflo 2012). In addition, research from Pakistan shows that a drop in subsidized credit led
to a significant decline in exports for small firms, but not for large firms. Large firms were able to replace
subsidized credit with credit at market interest rates. However, this was not true for small firms, thereby
indicating that small firms are credit constrained (Zia 2008).¢

This study presents a new approach to the estimation of the unmet demand for financing from MSMEs in
developing countries. Importantly, it also describes the potential implications for the public-sector bodies,
private sector financial institutions and technology providers. The present research adds significant value
to the repository of data in the MSME space, and opens new opportunities for further investigation. It
estimates both supply of and demand for MSME finance on a global scale, which has never been done in

8. Another potential explanation for the findings is that small firms are less productive. Therefore, they cannot pay market interest
rates. However, over 95 percent of small firms have at least some credit at market interest rates. Moreover, Zia (2008) does not find
that more productive firms were less affected by the drop in subsidized credit.

I. INTRODUCTION



a comprehensive way. Although there are multiple regional and country-level studies, none have looked
holistically at the entire universe of developing economies.

With the primary motivation of developing a robust and replicable methodology for measuring the finance
gap, the authors of this study have benefited from various data sources, such as the Bureau Van Dijk —
Orbis data, the International Monetary Fund (IMF) Financial Access Survey data, the Organisation for
Economic Co-operation and Development (OECD) Financing SME and Entrepreneurs Scoreboard, and
the World Bank Enterprise Survey data, among others.” However, challenges remain with regard to the
availability and reliability of good data (especially in the informal sector) necessary to make strategic
decisions for servicing MSMESs. This highlights the need for further improvements in MSME-related
data globally through investments in primary data collection (surveys) and secondary data aggregation
(maintaining private and public data depositories). In addition, further investments are needed to facilitate
the comprehensive standardization of improved data.

The potential demand approach used in this research assumes that firms in developing countries have the
same willingness and ability to borrow as their counterparts in developed markets. This approach estimates
MSME equilibrium lending in developed economies according to the industry, age and size categories,
and applies this benchmark to MSMEs in developing countries. It estimates the MSME finance gap as the
difference between current supply and potential demand which can potentially be addressed by financial
institutions. The study also estimates the potential demand for MSME finance in the informal sector by
investigating the size of the shadow economy.

This report is divided into five sections. The first section reviews the literature about financing MSMEs. The
second section describes the methodology of the present research, data sources, and the model specification.
The third section analyzes the results of the finance gap estimation, including regional comparisons, formal
and informal MSME sector results, and gender disaggregated statistics. The fourth section elaborates on
the implications of the finance gap for the public sector, including government agencies and multilateral
organizations and lending institutions. Finally, the fifth section highlights implications for the private sector,
including banks and non-bank financial institutions, as well as financial technology companies.

9. There are other data sources of the supply and demand of MSME finance, such as originated by Microfinance Information
Exchange (MIX), GSM Association (GSMA), Alliance for Financial Inclusion (AFI), the Consultative Group to Assist the Poor
(CGAP), Finscope, and the United Nations Capital Development Fund (UNCDF). However, they lack standardization and
comprehensive country coverage, thereby making the data difficult to use in a global study.

MSME FINANCE GAP



Il. Other Finance Gap Studies

research efforts. However, little research has been conducted about the difference between the supply

and demand of financing to MSMEs to determine if a financing gap exists for MSMEs, and, if so,
what the size of such a gap would be. In recent years, researchers have tried to explore this question for
emerging markets in general, or for a smaller group of developing countries.

The challenge of access to finance as a constraint for MSMEs has been thoroughly established through

In 2010, for the first time, the IFC and McKinsey & Company tried to estimate the size of the MSME
financing gap. The results were released through the IFC Enterprise Finance Gap database. This study
was updated again in 2013 (IFC 2013) and eventually covered 177 economies. The study concluded that
the size of the gap in developing economies was around $ 2.1-$ 2.6 trillion, or about one-third of the total
outstanding MSME credit in these countries. Of the 85-100 million formal MSMEs in developing countries,
close to 60 percent are estimated to be either unserved, that is, they do not have a loan or overdraft —or
underserved, that is, they have a loan or overdraft, but still experience access to finance as a constraint.

Regional studies have mostly focused on Europe because the data quality at the firm level is much better
then in developing economies. As such, the OECD has been looking at this issue since 2006. They refer to
the SME finance gap as the “financing gap”. The first study the OECD (2006) undertook was a qualitative
assessment of how prevalent such a gap is in both OECD and non-OECD countries. The study concluded
that emerging economies have a more pervasive gap than in OECD countries. Subsequently, the OECD
(2016) started publishing an annual scorecard on SME financing, and explored options for alternative
sources of financing for SMEs to bridge both their financing and information gaps (OECD 2015). Using the
scorecard, the OECD now annually tracks core indicators for 37 OECD countries.

In 2013, the European Investment Bank (EIB 2013) conducted a series of studies to measure the financing
needs of its Eastern Partnership Programme Countries, including Armenia, Azerbaijan, Georgia, Moldova,
and Ukraine. In its synthesis report containing the results from all five countries, the EIB tried to measure
the demand and supply of credit based on publicly available data. The measure for demand was the average
loan demanded by firms that received a loan. The measure for supply was based on outstanding loans to
SME:s in a given country. The study concluded that although the financial sectors in these countries are
doing an adequate job of providing financing to SMEs, there are sizeable gaps in rural areas, as well as in
the agricultural sector. There are also financing gaps for SMEs lacking collateral, for longer tenure credits,
and for SMEs whose owners have lower literacy levels.

The European Investment Fund (EIF) (2014) tried to quantify suboptimal investment situations and the
investment needs of SMEs through a pragmatic approach that incorporates a forward-looking element into
the market assessment. As such, the EIF complemented the comparison of supply and potential demand for
financing for SMEs with an analysis of SME finance market weaknesses. For each financial instrument,

II. OTHER FINANCE GAP STUDIES



the EIF tried to assess a mismatch between potential demand and supply. The resulting mismatch is their
measure of the SME finance gap.?

Supply was measured based on publicly available data, and expected demand was calculated based on
reasonable estimates of average loan amounts multiplied by the number of expected applications. As the
latter measures potential demand, it is also expected to take into consideration the fact that some SMEs
may not apply for financing because they expect their applications to be rejected. This practical approach
has been tested in multiple countries. Similar to the findings of Kuntchev and others (2013), the EIF also
concluded that smaller and younger companies have bigger financing gaps.

Based on the work of the EIB and the EIF, the European Union (EU) Commission estimated the SME
financing gap for its member countries in 2013. The study concluded that for the years 2009-2012, the
average SME financing gap for the EU was within the range of €20 to €112 billion per country. The study
multiplied the average SME loan size by the proportion of financially viable SMEs that faced problems
accessing financing between 2009 and 2012. This included SMEs that were refused loans, SMEs that had
turned down bank loans, and those that were discouraged from applying for loans.

Lopez de Silanes and others (2015) conducted a pan-European study estimating the difference between
supply and demand in SME financing. In particular, they focused on five European countries: France,
Germany, the Netherlands, Poland, and Romania. They concluded that the SME financing gap (as a share
of GDP) in these countries is three to five times larger than that of the United States (US). This study used

10. The European Court of Auditors (2012b, p. 18) sees “a full analysis of nationwide demand and supply of SME finance by type
of financial instrument” as best practice for an assessment of a financing gap.
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publicly available data on outstanding loans and equities issued to SMEs in order to estimate the supply
of SME financing. The demand for loans and equity among SMEs was computed using the Survey on the
Access to Finance of Enterprises (SAFE) of the European Central Bank (ECB) and publicly available data.
The authors built on the EIB methodology (2013) by using additional sources of data and a broader measure
of loan demand. The loan demand was measured by triangulating loans obtained versus loans desired by
SMEs. They also measured the loan demand of those firms that had applied for loans, but had been rejected.

Alack of cross-country statistics led multiple researchers to focus their work on country-level analysis of the
financing gap. Most of these studies relied on publicly available measures of the supply of credit. However,
some tracked different measures for actual demand, while others tried to measure potential demand. Singh
and others (2016) concluded that in 2014-15, a $0.77 billion financing gap existed for women-owned SMEs
in Bangladesh. This amount corresponds to an unmet financing demand for 60.2 percent of women-owned
SMEs. Similarly, IFC (2014) estimated that there was $5 billion in additional loans demanded by Mongolian
SMEs in 2014, of which 24 percent corresponds to demand by women-owned SMEs. In Indonesia, the [FC
(2016) estimated that 54 percent of SMEs were interested in obtaining a bank loan. Of these SMEs, the
potential demand for credit from women-owned SMEs in 2014 amounted to $6 billion. A similar study by
the IFC in 2012 estimated the potential demand gap by MSME:s in India to be $418 billion.

This study makes a unique contribution to the existing literature by providing estimates of the size of the
MSME financing gap across developing economies from both the demand and supply sides. As noted,
previous literature focused on regional- or country-level estimates due the paucity of data, and the only
other cross-regional estimates analyzed the gap only from the supply side. This report estimates the size of
the MSME finance gap using a potential demand approach, which is outlined in Section III. Essentially, it
models the potential demand for credit by MSMESs, and tries to match it with the supply of credit.

While arriving at this unique approach (Section III),
the team also tried to extend the work of Beck and
others (2013) to devise another measure. Beck and
others (2013) outline multiple frameworks to measure
potential demand using a financial possibility frontier,
or a constrained optimum to categorize different
problems of shallow financial markets that result in
a mismatch between supply and demand for financial
services.

A simple regression equation was used to estimate
the relationship between MSME outstanding finance
volumes and other country-level macroeconomic and
institutional characteristics (for example, population,
GDP per capital, lending rates, existence of credit
bureaus, the stability of the banking sector, and the
number of MSMESs). Assumptions about potential
values of some of the dependent variables were used
to estimate the frontier volume of potential demand for
MSME finance. The difference between this predicted
value of potential demand and the current volume of
outstanding MSME finance could have been another
measure of the MSME finance gap. This measure
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would represent the additional MSME finance demanded by firms if the countries’ macroeconomic and
institutional conditions improved. This approach concluded that the MSME financing gap in emerging
economies exists and is sizeable.

However, the size of the gap was sensitive to data limitations, including missing data and outliers. For
example, as estimates of all countries depend on each other, changes in the data for one country sometimes
led to big changes in estimated demand for another country. Furthermore, in order to use this macroeconomic
model across multiple countries, the list of dependent variables that could be used was limited. In this
regard, the team decided to only present the results of the potential demand approach (as outlined in Section
III of this report).
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lll. Current Methodology

ny proposed methodology to estimate the MSME finance gap faces a number of conceptual and
data availability challenges. This section, guided by the leading question of why a finance gap
might exist, discusses the proposed methodology in detail.

The first issue in developing an empirical methodology aimed at estimating the gap is conceptualizing what
a MSME finance gap actually means. According to the tenets of basic economic theory, under market-
clearing equilibrium interest rates, the amount of financing demanded equals the credit being supplied.
Thus, a “financing gap” is not a meaningful concept. However, subsequent economic literature has moved to
identifying peculiarities of finance that may lead to the existence of a financing gap without price distortions
because financiers may not supply loanable funds for a variety of reasons. For instance, some issues of
primary importance include the complications arising from asymmetric information, such as moral hazard
and adverse selection (Stiglitz and Weiss 1981).

Therefore, the core of an empirical strategy in estimating the financing gap is to frame the effect of these
challenges which leave firms unable to access external financing. The concept of a MSME financing gap
proposed here relies on estimating how much financing MSMEs in a country would have sought (willingness)
and been able to obtain (ability) if they operated in a better institutional, regulatory and macroeconomic
environment. On the supply side, this environment would allow financiers to make available more financing
as challenges, such as asymmetric information, would be mitigated.

The second, more practical issue relating to estimating the finance gap is the scarcity of broadly available
cross-country data on both the supply and the demand sides.

Several institutions collect data about the supply of finance. For example, IFC surveys approximately 400
financial institutions annually (the Reach Survey), and collects data on the loan portfolio to MSMEs, retail
and corporate customers. The data collection also includes deposit volumes, channels, and demographic
information of the client base of the financial institution (FI). Another example is an annual survey conducted
by MIX, which partners with 1,033 microfinance institutions to collect data about their loan portfolios,
deposits, gender financing, channels, margins and other outreach and profitability indicators.

Great progress has been achieved in improving these data sources. However, the data remains fragmented
and is not entirely representative of each developing country.” The Financial Access Survey (FAS) of the

11. Other institutions conduct country-lev