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ABSTRACT

Funding Self-Employment: The Role of Consumer Credit’

This paper investigates whether self-employed households use consumer loans — in
particular instalment loans and overdrafts — to finance business activities. Controlling for
financial and non-financial household variables we show that self-employed households
particularly use personal overdrafts significantly more often than employee households.
When analyzing the correlation between consumer loan take-ups and consumption of self-
employed in comparison to employee households, we find first evidence that overdrafts are
used by self-employed to finance their business as well. This indicates that intermingling
constitutes a financing strategy when regular business loans might not be accessible.

JEL Classification: G32, D12, D14

Keywords: small business finance, consumer credit, financial intermingling

Corresponding author:

Alexander Kritikos

DIW Berlin

Mohrenstr. 58

10117 Berlin

Germany

E-mail; akritikos@diw.de

" We would like to thank Clas Beese, Marco Caliendo, Grace Chan, Oliver Falck, Dirk Schilder,
Andreas Stephan for their helpful and valuable comments. Financial support by the EQUAL-framework
‘EXZEPT’ which is financed by the European Social Fund (ESF) and the German Ministry of Labour
and Social Affairs is gratefully acknowledged.


mailto:akritikos@diw.de

1. Introduction

The availability of external finance is a crucialcsess factor and, if impossible to
obtain, it poses an obstacle for small and micrterpnises around the world. A
growing literature addresses questions pertainmmduhding issues and proposes
solutions how credit availability can be ensuredhimi this sector (Hancock and
Wilcox, 1998; Harhoff and Korting, 1998; Bitler, Blo and Wolken, 2001; Berger
and Udell, 2003). Unlike large corporations, snaaitl micro enterprises cannot rely
on a set of funding sources composed of customimesiness loans (Ang, 1992;
Petty and Bygrave, 1993). This is mainly due to twasons: (i) because of low
profitability prospects, banks have not designeshlproducts tailored to the specific
needs of self-employed households running small mno businesses and (ii)
banks avoid high risk profiles — a legitimate s&agoven the informational opacity of
these kinds of businesses (see inter alia Stighitd Weiss, 1981). According to
Berger and Udell (1998), informational opacity therefore, ‘perhaps the most

important characteristic defining small businegsiffice’.

The purpose of this study is to examine whethdresaployed households make use
of consumer instead of business loans in ordein@n€e the cash needs of their
businesses. This phenomenon is known as finamtiinningling of household and

business resources, which is defined as ‘the ubeusehold assets for the support of
the business or the use of business assets (bt#remtage and salary payments) for
support of the household’ (Yilmazer and SchranlQ6)0Examples of intermingling

are direct loans from the household to the busjrasthe use of a business asset for

household purposes (Haynes et al., 1999).

Assuming that the use of consumer credit shoulceigdly be positively related to
household consumption, we show that this is noagémhe case for households in
which the household head is self-employed. We pnétrthis behaviour as a re-
direction of funds from the household to the buss&@wo types of consumer loans
are considered: personal overdrafts and persosglinent loans.Together with
mortgage debt and credit card debt, consumer cradkes up the bulk of debt

sources that most households accumulate (YilmameD&Vaney, 2005).

% For notational brevity, when speaking of personakrdrafts and personal instalment loans,
respectively we simply refer to ‘overdrafts’ andstalment loans’ below. Business loans are
explicitly exluded from these considerations.
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Previous research in this field revealed under vdeeaditions intermingling takes
place. Still, little is known about the means usedit. The present study aims to
close this research gap by examining the role asamer credit in the process of
intermingling. More specifically, we aim to find bwhether consumer loans are
used to finance business activities in self-emplolileuseholds. The data sources
previously analysed to quantify the extent of imtigigling are not suitable for
determining the role of consumer credit. For examplaynes and Avery (1996) find
fault that ‘unfortunately, loan types were not itieed in the data set used so far'.
Furthermore, as Parker (2004) notes, to date nidsecevidence delivered on non-
standard forms of finance is anecdotal. Acadenseasch is sporadic. By using a
different data set — the German Survey of Incom# @ansumption (EVS) — this
study is the first to examine intermingling by meaof funds obtained through
consumer credit. Furthermore, it links interminglito different loan types, thus

extending the present literature on this topic.

We first examine how the self-employment statutierices consumer loan take-up
behaviour. We find that self-employment is an intaot determinant of personal
overdraft use, even after controlling for a varietyy household characteristics.
Second, by estimating a consumption function fahelaousehold, the relationship
between use and source of household funds is athlg®mparing self-employed

and employee households; the conjecture beingathabnsumer loans that were not
used for consumption must have been directed towsrdbusiness. As we show,
self-employed households seem to use, in particaeerdrafts to finance their

business.

The observed financing behaviour could be undedstm a characteristic of small
and micro businesses. However, this type of ‘détgurfinance’ has three
consequences. First, business owners are not abkstablish a credit history.
Second, consumer loans lack features that are tangofor self-employed. Third,
these kind of self-employed households face additibnancial and liability risks.

The rest of this paper is structured as follows:tiSa 2 reviews previous empirical

research results and outlines our research ag&ed#ion 3 details the methodology.



Section 4 presents the results of the empiricalyarsa Section 5 reviews the limits
of the study and makes recommendations for fuesearch. Finally, conclusions are

provided in section 6.

2. Previous Research and Research Question

Small and micro businesses are generally neithbéfighy traded nor required to
release financial information. This lack of datapi®bably the main reason why
small business finance is ‘one of the most undegarched areas in finance’ (Berger
and Udell, 1998). In the U.S., research is growdng to the development of several
different data sets - most importantly, the NatloBarvey of Small Business
Finances (NSSBF). It provides information on theome situation of small
businesses (less than 500 employees) as well asv#ilability of different types of
external financing. In Germany information aboutysz&ow small businesses make
use of external financing is now provided by a MSpHhel of the state owned bank
‘Kreditanstalt fur Wiederaufbau’ (KfW, 2007). Neteeless, there is no reliable
information addressing our research question of financial institutions book the
various types of loans that they make to firms.r&foere, Samolyk (1997) concludes
that ‘although it is generally believed that lodrmoked as consumer loans are often
used to finance small business activities, thesfaxd] survey data cannot be used to

quantify the extent to which this is the case’.

In this section we provide a short overview whakimown about entrepreneurial
finance in Germany, where we find a way to indigeahalyse our research question
with existing data. Next we provide an overviewpoévious research on financial
intermingling and on determinants of consumer Idamands. The third subsection

motivates our research question.

2.1. Entrepreneurial Finance

Information about the total number of self-employe@&ermany can be found in the
German micro-census (Mikrozensus), which is a sprative 1% sample drawn
every year, in early spring, from the total popwlatof Germany (see, e.g.,
Piorkowsky 2008). The micro-census shows that 0B82€he year that will be further
analysed with respect to consumer loans, aroundn8li&n persons were self-

employed in Germany. It is further known that a@9% of all businesses of the



self-employed have a yearly turnover of less tham€70% of them of less than
€100,000 (see Piorkowsky, 2008 and Wallau, 2006)2003, the same year, the
Institut fur Mittelstandsforschung (IfM, 2007) olrges around 500,000 new start-
ups; approximately half were started by unemployadividuals who were

financially supported by the government (see Cdterand Kritikos, 20105.

Calculating the number of start-ups to the totahbar of self-employed means that
among the 3.8 million self-employed (the relevaendhmark for this analysis), the
total number of start-ups was about 13%. Moreoadittle less than 7% of all self-

employed were start-ups out of unemployment.

According to an SME-panel of the KfW, 75% of allfssmployed did not use any
external business financing (KfW 2007 urther, it was found that, in almost all
cases, the 25% needing external funds preferret laad overdrafts. Venture capital
plays a negligible role. In every second case, lealnmes were below €25,000
meaning that around 13% of all self-employed inrfzary (about 500,000 of the 3.8
million) operate with loans smaller than €25,00(@rbbver, Kritikos and Kneiding
(2010) show that there is a linear relationshipvMeen the loan amount requested and
the probability of approval, with approval rateddve 30 per cent for business loans
of €5,000, and approval rates reaching 75 per fmentequests of business loan of
€50,000. However, very little is known about therees that the self-employed use,
in particular when they borrow capital below €28 0taving faces a rejection for a
business loan. There could be three sources o$ldarst, Berger and Udell (1998)
emphasize the importance of private loans and grpptedits for this segment.
Second, banks might be willing to offer consumanke below €25,000, or, third, the

self-employed try to reduce their funding requirense

2.2. Previous Research

Many researchers ascertain that proprietorshipspanherships tend to intermingle
business and personal finances, which renders atecuneasurement of their
finances almost impossible (Bradbury, 1996; Mest&87; Samolyk, 1997; Bitler,
Robb and Wolken, 2001). Most of this evidence iscaotal, though, and empirical

analysis is scarce (Haynes and Avery, 1996). Fer ¢hse of family-owned

* These support schemes aim to cover basic co$tsrgf and social security contributions during the
initial stages of self-employment, when the businagyht not be able to yield adequate income (for
more details about these start-ups out of unempdognsee Caliendo and Kritikos, 2010).
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businesses, Haynes et al. (1999) use US data froeti@nal survey on 673 business-
owning households. They find that the financesheflusiness and the family seem
to be ‘inextricably intertwined’. According to thestudy, intermingling occurs

especially often in sole proprietorships; when lbisiness owes money to financial
institutions and when the owner is older, more epeed, and without children in

the household. Haynes and Muske (2003) and Muskagdfald and Haynes (2003)
deepen this research by analysing specific suloddtse data utilized by Haynes et
al. (1999). Finally, Yilmazer and Schrank (200dy0ausing US data, compare the
determinants of intermingling in family and non-figmbusinesses. They conclude
that intermingling of household and business fimgneesources is probably more
influenced by business characteristics and houdehet worth than by other

household characteristics or whether a busines$amily business.

The determinants of consumer loan demand by holdsehee analysed in a series of
studies (Yilmazer and DeVaney, 2005; Crook, 200BnNgue and Ojah, 2004).
Their primary focus, however, is on the interraatiof loan demand and credit
constraints or the development of household deet the life cycle. The question of
intermingling is not treated in any study. Thoughméazer and DeVaney (2005)
employ a variable that captured self-employmergy ttid not further interpret its

interactions with consumer loan demand.

In this context it should also be emphasized #mtyilmazer and Schrank (2006) put
it, financial intermingling is a resource decisiomnd must be separated from
bootstrapping. Bootstrapping describes a set afegires used, especially by start-up
companies, to manage liquidity, such as askingif@ancial support from friends and
family instead of banks or other traditional sogr{Eereear, Sohl and Wetzel, 1995),
or as reducing the needs for financing to a minimyrsecuring resources at little
cost or by obtaining resources from the househ@lohiporg and Landstrom, 2001).
In contrast to this, intermingling may continue den than just during the start-up
period. Furthermore, intermingling goes beyond &wapping as it can include
‘direct transfers of cash in the form of gifts arahs or credit card purchases’
(Yilmazer and Schrank, 2006). To the best of owwwkedge, no study analyses what

role consumer credit plays in the context of integhng.



2.3. Research Agenda and Background Information
The following research question is addressed mdhticle: Do we find evidence that
self-employed households use consumer loans, iicpiar instalment loans and

overdrafts, to finance their business activities?

Use of Funds Source of Funds

Labour |

Income

| Employee households |

Self-employed households

Figure 1: Source and Use of Funds in Employee aifdESBnployed Households

In order to answer this question, we first analyseuse of consumer credit by self-
employed and employee households. This univariataparison delivers a first
picture of financing differences across both groups second step we approach the
guestion of intermingling using two models. Thetfimodel includes consumer loan
take-up as the dependent variable and the housshatdployment status as the
independent variable, controlling for various hdudd characteristics. This
procedure gives first evidence on how the use ofsemer loans varies across
comparable household types that differ only inrtleenployment status. The second
analysis establishes a consumption function forhbbbusehold types that is
determinedinter alia by consumer loan take-ups. It is based on a classi
consumption-savings model (Browning and Crossle§012 and rests on the
assumption that all funds that have been genefated consumer credit and were
not used for consumptive purposes are transfeoréftetbusiness (see Figure 1). This
also means that we made the assumption that condoares were not used for
savings or in the bond market (as these are yigltbwer interest payments than

consumer loans cost in terms of interest payntent).

> As we will explain in the next section, the inttreates are between 5% and 10% lower in the bond
market when compared to the interest rates oflmstat loans or overdrafts.
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In this context, it is necessary to clarify why, e one hand, consumer loans are
suited to substitute the use of the commercialdaard why, on the other hand, the
use of consumer loans is an inferior solution ti-es@ployed when compared to
commercial loans. To do so we need to presenthbeacteristics of overdrafts and
instalment loans in GermafyBoth loan types have some common characteristics:
they are originally designed to pre-finance thechase of consumer goods. At the
same time only private persons with the intentmmpuarchase items for their private
use are entitled to be the contracting party obrasamer loan. Accordingly, persons
living in private households, who have to proveutagearnings (for instance from a
position in regular employment), are the signingrdwwers of these contracts. If the
borrowers have no regular income, they need agmesj who must prove regular

income, to guarantee of payment of the loan.

Further, there are some characteristics that ai@adrto better understand why self-
employed persons might choose these two types m$uroner loans for business
purposes. Instalment loans are typically desigseth@dium term loans. They have a
maximum maturity of 6 years and, in most caseqyatcexceed €25,000. This is the
range of loan voluméshat — as mentioned in section 2.1 — is mostdliffito access
for business purposes. Consumer loans tend tcelledithe purchase of a specific
product (e.g., a kitchen or a car) and have tcepaid in regular instalments. Interest
rates are usually slightly higher than those ofifess loans, with an averge rate 5%

above the bond market interest rate.

Overdrafts are actually meant to be short-term,clantbe extended into a long term
loan quite easily, as long as the central preréguis a regular monthly income is
met. Because there is no agreement on the repayimegutency, there is also no
external pressure to do so. The overdraft has, tieither a maximum maturity, nor
any regular instalment, nor is it tied to a spedfobjective. The bank calculates the
maximum loan amount based on the monthly net incevhe&h is then multiplied by

a certain factor (around 3 if the monthly net ineoncan be documented

® Information on the characteristics of overdrafid instalment loans relies on the very detailed
description of Evers (2002).

" see Schéfer and Holscher (2010).

8 Loans via credit cards are designed in a verylaimiay as instalment loans. The major differersce i
that the interest rates of credit card loans amuti0% higher than the interest rates of classical
instalment loans. However, the prerequisites fatingeaccess to a loan via a credit card are someho
weaker than for an instalment loan and these laemsiot tied to the purchase of a specific product.
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retrospectively for a certain time periodf. net incomes change the maximum loan
amount is adjusted immediately, in particular wihe income becomes lower.
Interest rates are ranging between those of instalheans and of credit card loans,

and are usually about 10% above the bond market rat

The consequences that arise from this type of tdetg finance’ have some
important implications that should be consideredehé&irst, there are some legal
issues. German civil law (88 13, 491 BGB) excluttesuse of consumer loans for
business or self-employment purposes. Thus, ifctlate self-employed persons
might face a dismissal without notice or legal @mmsences if the misuse of
consumer loans is proven. Second, if self-empldyaaseholds use only consumer
loans for financing their business, then they act recognized by banks as
entrepreneurs and, therefore, are not able to ledtad credit history. This may not
be a problem during the start-up phase, but it ke8lult in severe restrictions when
larger credit financed investments should be maddrd, consumer loans are not
geared to the exigencies of small business owiérsy lack features that might be
important. Even worse, consumer loans can be callbgl the bank more easily than
commercial loans. In particular, for overdrafts kemwill automatically recall the
loan (usually on very short notice of 30 days) otimeborrower’s regular income is
not registered for two or three consecutive mofth=orth, liability for consumer
loans tends to be unlimited as opposed to limitaility regulations that could be
applied to commercial loans. Last but not leastyYdsazer and Schrank (2006)
state, it is likely that loans from household tsimess are less well documented and
less likely to be repaid than other loans. It sahe lack of a written loan agreement

that puts the household in a riskier position.

Therefore, this kind of intermingling of resourcesay put the household at
additional financial and liability risks. At thersa time, it also becomes clear why it
is so difficult to directly analyse whether consuni@ans are used for business
purposes: no self-employed household will propddgument an illegal procedure.
This is why we need to approach this research muressidirectly.

°For instance, a person with a regular monthly mesine of 3,000 Euros will usually receive a
overdraft of 9,000 Euros. For more details seeMitp/w.piloh.de/dispo-kredit-berechnung.html
19 See No. 26,1 of the “standard business conditdhgnks. According to §§ 488, 489 BGB (the
German civil law) offers reason to reduce the pkabcancellation to less than 30 days.
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3. Methodology

3.1. Data Source

We base our analysis on the German ‘Survey of Iecand Consumption’
(Einkommens- und Verbrauchsstichprobe, E\&S)epresentative survey containing
detailed information on income and consumptionha total German population.
Since 1964, the EVS is conducted every five yeats@mprises of about 0.2% of
all German households (75,000). It can partly begared to the US Survey of
Consumer Finances (SCF). It is a quota sample, hiceiseholds are selected
according to a quota plan. The population is dgiedti according to certain
characteristics for each of the 16 German stabescriteria being type of household,
social situation of the head of household and paséhold income. We use the 2003

survey™

The EVS asks several questions with regard to $keeofidifferent types of consumer
loans. The questions utilised for assessing theotisgerdrafts and instalment loans
are part of a so-called ‘book of household accouwmkere all household members
had to enter any expenditures made. Interest pagnaen principal payments had to
be put down separately. The survey did not askrfortgage loans or lines of credit
backed by equity in the primary residence, whickvig/ this study only considers

overdrafts and instalment loans.

The EVS data has several major advantages. In iaddito delivering a
representative picture of household finances inntewy, this data set is arguably
more reliable than tax statistics, which reguladyfer from underreporting problems
(Feldman and Slemrod, 2007; Hamilton, 2000; Eardéd Corden, 1996).
Furthermore, by collecting data on loan take-ugb@nsumption over a quarter, the
EVS survey design permits a more direct measurememtermingling than the
SCF survey, which captures this circumstance raiingrecisely (e.g., by asking
whether the business owed money to the househ®ld¥ problem is noted by
Yilmazer and Schrank (2006), who point out that #téF survey data might as well
be a measure of delayed repayment of loans or alilhdalaries, and not necessarily

of intermingling.

1 A detailed description of the EVS can be foun&iatistisches Bundesamt (2005).
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The EVS survey is designed to collect data on tinafe consumption of German
households. As the self-employed tend to interneingivate and business finances
(which coherently results in a smooth transitionthe perception of ‘private’ and
‘business’ loans), we use the EVS data to revesdelconnections. An important
caveat is the fact that the EVS does not containabies describing the
entrepreneur’s business. Hence, our study is axatorative nature, trying to shed

light on this rather understudied borderland betwerévate and business finance.

3.2. Sample Selection and Descriptive Statistics

There are around 43,000 households in the samfplédjioh approximately 8,650 are
based in Eastern Germany. For the purpose of thdysa subsample was created
comprising 1,954 self-employed and 25,663 empldyeeseholds (including civil
servants and blue-collar workef8).This classification is based on the social
situation of the head of household, i.e. the pergba earns the main income within
the household. Within this sample, self-employmeniconcentrated on services
(55.8%), construction (13.8%), trade (8.1%), credid insurance industry (6.1%).

Table 1 provides the means of financial and noarfalal characteristics for
employee and self-employed households. The tableal® important differences
between households in the two different employnstates (significant differences
between the two groups are indicated with an asterSelf-employed households
have a higher average incofiésee Fairlie, 2005; Parker, 1999 for similar firgh;

the reverse relation is detected by Hamilton, 200 more financial and non-
financial assets than employee households. Furtiretmemployee households
consume less (quarterly expenditures on consumpioount to €8,400 (median
€7,414) compared to €9,610 (median €8,134) for-emiployed households).
Significant differences also emerge for the useafsumer loans, which are further
detailed in Section 4.1. The household heads dfeseployed households are, on

average, 3 years older than their counterparts feamployee households; 39% of

12 Unemployed, students, and pensioners are excladeour analysis is restricted to the working
population. Thus, the sample proportion of the-eaiployed is 7.0%. A larger sample would reduce
sampling fluctuations; alternatively, one couldwilra stratified sample from the employee category
and retain all the observations in the self-empdogeoup (cf. Rees and Shah, 1986). For reasons of
accuracy, we retain the original sample size.

3 The median of €14,392 is slightly lower than tlaéue of €14,583 for employee households. This is
consistent with the literature review on incomefadiéntials between wage employment and self-
employment conducted by Van Praag and Versloot{200

10



them hold a college education compared to only 1A% n employee position.
Female household heads are more likely to be prasemployee households (31%)
compared to self-employed households (23%), whscbonsistent with the general
trend that there are far fewer female than maleeseployed persons in Germany
(for a risk related explanation of this finding,es€aliendo, Fossen and Kritikos
(2009).

3.3. Measurement Issues

Previous studies on intermingling were based oa dats that allowed for a direct
measurement of intermingling (Haynes et al.; 199@ske et al., 2003; Haynes and
Muske, 2003; Yilmazer and Schrank, 2006). Respaisdead to indicate if the
household owed any money to the business or viceavés the present data set
does not include this kind of questions, our débni of intermingling is of an
indirect nature. Most importantly, it is based observed behaviour instead of

statements made by interviewees.

Intermingling is a two way street (Yilmazer and &atk, 2006): resources can be
transferred between household and business. Gbnetas found that the greatest
incidence of intermingling is of the household-tasimess type (Haynes et al., 1999)
which this study focuses upon. Many researchersndissh between family and
non-family businesses, the definition of this teoging widely inconsistent across
the literature (a comprehensive overview of diffgéreefinitions is provided by
Sharma, 2004). Yilmazer and Schrank (2006) sta# ithiermingling behaviour
between family and non-family businesses is fasihyilar. As the EVS data set does
not allow for this kind of discrimination, this sty will only focus on the
household’s employment status. Variable definitiamsl sample means as well as

standard deviations are provided in Table 1.

Table 1: Descriptive Statistics

Employees Self-employed
Variable (N=25,663) (N=1,954)
Mean | Std.Dev.| Mean | Std. Dev.

Financial Characteristics

LOGINCOME 15.88*** b 8.04 17.42 11.53
(log of quarterly gross household

11



income, in thousands of €)

LOGFINASSET
(log of total household financial
assets, in thousands of €)

38.75%** P

61.28

74.09

142.08

LOGNONFIN

(log of total household non-
financial assets in thousands of
€)

147.61***

b

247.76

288.76

616.59

CONSUMPT
(total quarterly household
consumption, in thousands of 4

8.40%* °

)

9.61

6.71

INSTLOAN

(usage of instalment loan(s)
within household; 0 = no, 1 =
yes)

0.21%** 2

0.14

OVDRFT
(usage of overdraft(s) within
household; 0 = no, 1 = yes)

0.33** @

0.42

QUINTINST
(amount of quarterly interests
paid on instalment loans, in €)

12.55%* b

78.94

20.62

159.93

QUINTOV
(amount of quarterly interests

14.62%** P

paid on overdrafts, in €)

59.66

34.05

137.93

Non-Financial Characteristics

AGE
(age of household head)

43,52%xx P

9.56

46.35

9.46

HHSIZE
(number of household member

2.73%** P
)

UJ

1.27

2.85

1.39

REGION
(0 = West Germany, 1 = East
Germany)

0.20*** 2

0.14

FEMALE
(household head female; 0 = n¢
1 =yes)

0.31% 2
D,

0.23

MARRIED
(0 = household head not marrie
1 = married)

0.66°
d,

0.66

GERMAN
(0 = household head not
German, 1 = German)

0.98

0.98

COLLEGE
(0 = household head has no
college education, 1 = has

0.19*** 2

college education)

0.39

*** gignificant at a 0.1% level
2 Chi-Square test’ t-test

** significardt a 1% level

12
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4. Results

4.1. Incidence of Consumer Credit Use

The use of consumer credit is measured as a dunarigble indicating if the
household was using either an instalment loan oowaerdraft at the time of the
survey. The data we use only details the averaigeest paid per quarter and does
not contain information about the amount of thenloanputing the overall loan
amount from this information would need a seriesassumptions that would

probably not hold true in reality, which is why waeoid using this approach.

Variables were tested for independence of the twaums of self-employed and
employee households (see Table 1). We find thdtesgbloyed households use
overdrafts more often and to a greater extent #raployee households, whereas
instalment loans are more frequently used by eng@oyouseholds. These
differences are statistically highly significans avidenced by the t-test and chi-
square test. When comparing these results to previodings, it is noteworthy that
the higher loan amounts of self-employed househfalti; line with the conjectures

of Haynes and Avery (1996).

The fact that self-employed households show a p#ppreference for overdrafts
might be explained by the advantage that overdeafts- as shown in section 2.3 -
more flexible than instalment loans and thereforighinbe more useful for the
exigencies that day-to-day business poses on sgifesred household. However, the
conceivable explanations for the observed deviatibatween self-employed and
employee households are manifold. For examplehitjeer use of overdrafts could
be explained by the higher mean income of self-eygal households (cf. Table 1).
The same reasoning may hold for the higher loanuamsothat are drawn by self-
employed households. Consequently, it is necessarycontrol for different

household characteristics in order to find out o take-up is significantly

correlated to employment status. The next sectiginesses this question.

4.2. Evidence of Household-to-Business Intermigglin
4.2.1. Determinants of loan usage
The first analysis is based on a logit regressiadehin which consumer loan take-

up is modelled as a function of the household’slegmpent status. Control variables
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are derived from a series of previous studies an lase by households (Haynes and
Avery, 1996; Manrique and Ojah, 2004; Yilmazer dbdVaney, 2005; Crook,
2001), and can be split up into financial and noasicial variables. They are
comprised of household income, age and age-sqoértbé household head, marital

status, education, gender, nationality, househatl] and geographical region.

Two separate regressions are run in order to expta use of (1) overdrafts, and (2)

instalment loans:

(1) Pr(OVDRFT) = @, + /8 SELFEMP+ ) xcontrol +&

i=controls

(2) Pr(INSTLOAN) = a, + 8 SELFEMP+ > x,control + ¢

i=controls
Effects arising from heteroskedasticity are miwghty basing the estimates on
robust standard errors. Low bivariate correlatibesveen the independent variables

indicate absence of multicollinearity. Regressiesutts are presented in Table 2.

How does employment status affect debt holdings@ 3Jéif-employment dummy
shows a significantly positive effect only on treewf overdrafts. The corresponding
logit of 0.599 translates into an increase of 82P4hie odds ratio of loan take-up
when the household’s status changes from regulaelfeemployment. This finding
supports the intermingling hypothesis, as self-@ymplent remains an important
determinant of overdraft use, even after contrgllior a variety of household

characteristics.

Table 2: Logit Estimates of Factors Determining €&amer Loan Use

OVDRFT INSTLOAN
LOGINCOME 0.0249%* | 0.034***
(0.0023) (0.003)
LOGFINASSET -0.019* | -0.051%*
(0.0032) (0.003)
LOGNONFIN 20.001%* | -0.004%*
(0.0004) (0.001)
AGE 0.080%** 0.128%*
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(0.012) (0.015)
AGE2 -0.121%** -0.176***
(0.0151) (0.018)
HHSIZE 0.069*** 0.009
(0.014) (0.017)
REGION -0.148*** 0.307***
(0.034) (0.038)
MARRIED -0.125*** 0.179***
(0.038) (0.047)
COLLEGE -0.064 -0.327***
(0.035) (0.044)
FEMALE 0.0251 -0.046
(0.032) (0.038)
GERMAN 0.052 0.002
(0.101) (0.116)
SELFEMP 0.599** -0.078
(0.053) (0.072)
Constant -1.954*** -3.297***
(0.254) (0.310)
Pseudo R? 0.037 0.080
Observations 27,330 27,448

Robust standard errors in parentheses

*** gignificant at a 0.1% level  ** significarat a 1% level  * significant at a 5% level

It is noteworthy that both household types shovsigaificant discrepancy in the use
of instalment loans. The notion arises that intagiing might be concentrated on
overdrafts, as their utilisation is not tied to gmg-specified conditions as explained
before. Consequently, self-employed households skerake advantage of the
inherent flexibility that overdrafts offer.

The effect of financial household characteristiosl@an use is consistent across all
of the regressions and is consistent with previbodings for the most part.
Household income exerts a positive influence onsaorer loan take-ups, as found
by Crook (2001), Manriqgue and Ojah (2004), and “éiter and DeVaney (2005).
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Financial and non-financial assets are negativego@ated to holding consumer
debt, with a small coefficient for non-financiakass indicating a negligible effect of
this variable. The first result confirms the finggof Crook (2001), while the latter
is not underpinned by previous research. Yilmaner ReVaney (2005) and Crook
(2001) detect a positive relation between non-fonginassets and consumer debt

holdings.

With regard to non-financial household charactesstthe results show some
deviations from previous studies. Age of the hoo&®head is positively correlated
to holding consumer debt, whereas the negative sfgage-squared indicates a
below-average trend. This is corroborated by Yiletaand DeVaney (2005), but
runs counter to Manrique and Ojah (2004). Housebidd positively influences the
holding of overdrafts, but has no significant begron instalment loans or both loan
types simultaneously. Manrique and Ojah (2004)tuim, also observe a positive

influence of household size on holding consumet.deb

Married household heads show a higher probabilithading instalment loans,
while the inverse relation is valid for overdrafSompared to household heads
without a college education, those with a colledacation are less likely to hold
instalment loans or both loan types simultaneouBhys effect of education is also
observed by Manrique and Ojah (2004) and Yilmaner ReVaney (2005). Gender
and nationality of the household head do not shay significant influence on

holding consumer loans.

4.2.2. Determinants of consumption

So far, it is clear that there are obvious diffeesin the use of overdrafts between
self-employed and employee households. Still, weehaot been able to measure
intermingling directly. For this purpose, it is essary to analyse the interrelation
between source and use of household funds. Froank'dperspective, consumer
loans are intended for consumption, a variable ithateasured by the EVS survey.
The following analysis is based on the assumptian &ll funds that generated from
consumer credit but not used for consumptive pwpoare transferred to the
business (see Figure 1). Investment in financig. (8hares) and non-financial (e.g.

real estate) assets are considered as most unligslyterms and conditions of
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consumer loans are not apt for this kind of caifsnding (see also section 243).
Based on the findings of the previous section isuigpposed that self-employed
households will spend funds in particular from a@lafts for consumptiorand

business purposes.

In order to test this conjecture, an OLS modelpisctfied, with consumption as the
dependent variable. The independent variables deemll relevant aspects of
household consumption, includimger alia food, clothes, rent, energy and furniture
as well as expenditures on education, leisure &k culture. Control variables are
adopted from the logit model determined in sectib@.1l., whereas assets are
neglected as their effect on consumption is dubidug different regressions are
run, each employing an interaction term for beirgjf-employed and using

overdrafts, and instalment loans, respectively:

(1) CONSUMPT =  a,+BSELFEMP* OVDRFT ) xcontro| +&

i=controls

(2) CONSUMPT = @, +BSELFEMP* INSTLOAN D’ ycontro| +&

i=controls

Low bivariate correlations between the independeamtables indicate absence of
multicollinearity. Unlike the first model, loan tekups are only measured within the
acquisition period (this is indicated by the supepd t) in order to assess the
temporal concurrence with household consumptiomgréssion results are displayed
in Table 3.

A Chow test shows that the coefficients for the rdvaft and instalment loan
dummies differ at the 1% level of significance. &lg, employees show a much
stronger tendency to channel their loan proceetts gonsumption than the self-
employed. We therefore conclude that this “tricgliaway” is an indication that
funds have been re-directed into other uses tleispecific to self-employed, i.e.
their business. This finding extends the obsermatiof the previous section, and
offers an explanation why self-employed househddtiew different financing

patterns than employee households.

*We emphasize that we cannot exclude that conslames are sporadically used for other private
investments or even for buying shares or other highassets on the stock market.
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Table 3: OLS Estimates of Consumption FunctionSelf-Employed and Employee

Households
Self-Employed Employee
Model | Model I Model | Model II
LOGINCOME 0.260*** 0.267*** 0.282*** 0.288***
(0.019) (0.019) (0.053) (0.052)
AGE 0.005 -0.047 -0.109*** -0.1171***
(0.099) (0.096) (0.019) (0.018)
AGE2 0.0498 0.104 0.167*** 0.171***
(0.105) (0.102) (0.023) (0.022)
HHSIZE 0.721*** 0.699*** 0.682*** 0.684***
(0.142) (0.140) (0.027) (0.026)
REGION -0.486 -0.445 -0.317*** -0.365***
(0.255) (0.245) (0.061) (0.057)
MARRIED 0.523 0.580 0.553*** 0.513***
(0.482) (0.462) (0.073) (0.070)
COLLEGE 0.254 0.317 0.255*** 0.260***
(0.293) (0.286) (0.073) (0.070)
FEMALE 0.520 0.473 0.200*** 0.187***
(0.397) (0.396) (0.060) (0.057)
GERMAN -0.633 -0.546 0.573*** 0.589***
(0.796) (0.798) (0.164) (0.159)
OVDRFT! 0.131 0.409**
(0.242) (0.059)
INSTLOAN ¢ 4.992%** 6.70T**
(0.989) (0.291)
Constant 1.777 2.583 2.403*** 2.220***
(2.398) (2.341) (0.411) (0.392)
Pseudo R2 0.298 0.320 0.342 0.399
Observations 1,954 1,954 25,663 25,663

Robust standard errors in parentheses

*** gignificant at a 0.1% level  ** significarat a 1% level  * significant at a 5% level

5. Limitations and Future Research

A caveat to this study is that due to data resbnst intermingling can only be

measured indirectly. Therefore, we focus more @nititerpretation of the direction

and significance of the specific variables. In orde obtain more accurate

information on this increasingly important topiéfoet should be put into building a

comprehensive panel data set on small businesenm&hy. Comparable to the SCF
in the US, questions should include those direetiiglressing the tendencies of

financial intermingling between households and messes, while simultaneously
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collecting information on loan types and amounts, s Haynes and Avery (1996)
state, ‘the small business finance picture can belgompleted when the finances of

the business and the household can be assessenreotly’.

Related to the present approach, interesting aodoeaically relevant questions
could be analysed once firm micro data with a lardjnhal structure and information
about owners financing strategies of firms is ai#e. First, and foremost, it would
be possible to identify what kind of people ard-seiployed and, at the same time,
use consumer loans as a financing strategy? Wimgeha with the businesses and
with the persons making use of such a financingtestyy? Do the long-term success
rates of businesses financed with consumer lodifer diom businesses that were

financed with other means?

6. Conclusions

The intermingling of private and business finanbgsself-employed households is
becoming a topic of increasing importance. Howeligte is known about which
sources of finance are transferred from the houdeltwm the business. In this
exploratory study we examine the role of consumedit in funding self-employed
activities. To do so, we used the 2003 German §uo¥éncome and Consumption
(EVS), which provides us with data on the majorrees of consumer credit, namely
personal overdrafts and instalment loans. We thempare the data from self-
employed households with those of regularly emplopeuseholds, and analyse

differences in the use of loan types.

We found first evidence that households with seipoyed business owners are
more likely to use overdrafts than households wegularly employed persons. We
test whether self-employed households tend to rmtegle personal and business
finances by using consumer loans for business gegoThe empirical findings

support the fact that these households use condoares for business purposes.

We show that self-employed households are sigmifigamore likely to use
overdrafts, and explain this observation by the flaat these loans are (at the cost of
higher interest rates) highly flexible and not tiedany pre-specified conditions.

Further, this loan type allows access to loan arsobelow €25,000, a segment
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where banks have the lowest approval rates of basifbans. Our second analysis
shows that having a consumer loan has a weakett effe consumption behaviour
for self-employed than for employee householdssThckling away effect gives

support to the ‘hidden financing’ conjecture propb®y Haynes and Avery (1996).

As using overdrafts as a device to finance busesess sub-optimal (we discussed
the problems arising out of this financing strajegyr analysis highlights that more

alternative options of accessing external finaneednto be opened to small and
micro entrepreneurs then in the past. At the montkat most often discussed

alternative is a major increase of microloan ofterthe meet the demand in this loan
segment. As shown in Kritikos, et al. (2009), tloan type has some advantages
versus consumer loans. While similarly flexibleca®rdrafts, the major advantages
of microloans are that this loan type provides hess owners with a legal access to
a more reliable business loan, allows the firm @galiop a credit history and keeps
risk from directly affecting the household, whiteig similarly flexible as consumer

loans.
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