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Abstract This research seeks to add to our understand-
ing about discouraged borrowers by examining the roots
of discouragement. It examines the role of informal
turndowns in which a commercial lender verbally in-
forms a SME owner that if a formal loan application
were to be advanced, it would likely be denied. This
aspect of demand-side constraints to accessing finance
has received scant attention in research. The presence of
discouraged borrowers could be evidence of a market
imperfection; however, informal turndowns represent an
efficient mechanism in SME debt markets providing an
explanation for a type of borrower discouragement. This
research finds more established firms are more likely to
suspend formal loan applications through informal talks
with their banks rather than being discouraged by their
own judgement. In addition, those small business
owners who have a satisfactory relationship with their
banks are more likely to self-ration themselves rather
than conduct an informal inquiry with their banks before
deciding not to apply.
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1 Introduction

This research seeks to contribute to the emerging liter-
ature on demand-side constraints on access to finance
among SMEs. It reflects on Kon and Storey’s (2003)
definition of discouraged borrowers: good borrowers
who need bank loans yet do not apply for a loan because
they fear the application will be rejected. The research
described here differentiates between those business
owners discouraged out of a fear born of their own
self-assessment and those business owners who eschew
a loan application because they know they will be turned
down because their lender had so informed them. While
the profiles of these two groups arguably differ, previous
research has not differentiated between them. This re-
search seeks to address this difference, thereby adding to
our understanding of demand-side constraints on access
to finance.

It is widely understood that SMEs contribute dispro-
portionately to economic prosperity, especially through
the growth of young ventures (Audretsch 2012;
Nightingale and Coad 2014). However, financing is
central to this growth (Beck and Demirguc-Kunt 2006;
Shane 2009; Wiklund and Shepherd 2003) and once
internal capital is exhausted, SME owners typically turn
to banks as lenders of choice (Cosh, Cumming and
Hughes Cosh et al. 2009; Robb and Robinson 2014).
Even though banks approve the majority of loan appli-
cations (Cole and Sokolyk 2016; Vos et al. 2007; Freel
et al. 2012), accessing financial capital is often per-
ceived as difficult among SMEs, and for new ventures
in particular (Berger and Frame 2007; Cosh et al. 2009;
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Petersen and Rajan 1994; Robb and Robinson 2014). To
business owners, the borrowing decision inherently in-
volves some degree of uncertainty as to the outcome of
their applications, which can involve financial and other
less tangible costs that “can be considered as financial,
in-kind, or psychic” (Kon and Storey 2003, p. 38). For
some business owners, the perceived cost-benefit bal-
ance is such that tendering a formal application seems
unreasonable. These “discouraged borrowers”, owners
whose firms need financing but do not apply due to fear
of rejection based on their self-assessment, face the
same consequences as with credit rationing: firm viabil-
ity and growth potential are compromised.

However, results of previous research differ widely
regarding the profiles of discouraged borrowers and the
reasons for fear of applying remain unclear. In particular,
much of the existing empirical literature about
“discouraged borrowers” ignores the reasons owners
choose not to apply (see Brown et al. 2011; Chakravarty
and Xiang 2013; Chandler 2010). Figure 1 (authors’ anal-
ysis of BDRC Continental 2015), for example, provides
one listing of business owners’ main reasons for not ap-
plying for a loan. Arguably, the characteristics of these
categories of firm are likely to differ one from the other and
the composition of discouraged borrower samples used in
previous research are hybrids and also likely to differ from
each other. These differences potentially contribute to
disagreements about our understanding of discouraged
borrowers as presented by existing studies.

This work addresses this contention by investigating
empirically a category of business owners that would
have been classified as “discouraged” by existing re-
search but who, in reality, eschewed a loan application
because their prospective lenders had informally advised
them that a forthcoming loan application would be
rejected. This concept, “informal turndown”, is neither
new nor hypothetical. Based on interview data with SME
bank customers, Wynant and Hatch (1991, 116) reported,

. a large number of financing requests are de-
clined or discouraged after a meeting with the
client ... [and it] is only in those instances where
the proposed financing involves a reasonable
chance of being approved that a formal applica-
tion results.

Even though Wynant and Hatch reported a high
frequency of informal turndowns, the topic seems not
to have been of interest to researchers.

@ Springer

Accordingly, this work argues that, for some segment
of what previous research has defined as “discouraged
borrowers” population, not applying is not justified by
“fear”, but by knowledge information gleaned from
SME owners’ relationships with their lenders. At the
extreme, some lenders explicitly advise SME owners
that, if they do apply for a loan, rejection is certain or
likely. Less explicit situations might include a lender
outlining unacceptable terms of lending or yet subtler
signals of rejection in the context of the lender-borrower
relationship. This study therefore separates non-
applicants who avoid banks mainly because of fear of
rejection from those who know they will be rejected
(having experienced an informal turndown). This sepa-
ration is important because the former potentially con-
stitutes a market imperfection while the latter could be a
sign of efficient sorting. This distinction also better
operationalizes the term “discouraged borrower” as a
grouping free from “contamination” by owners who are
not motivated by fear, but by information they informal-
ly obtained. Arguably, by separating informal turn-
downs from discouraged borrowers, the remaining dis-
couraged borrowers would be closer to Kon and Sto-
rey’s original definition (2003), one that focuses on
unjustified fear of rejection based on their self-assess-
ment. This allows us to draw a more accurate profile of
discouraged borrowers closer to that defined by Kon
and Storey.

This study draws upon data from the quarterly series
of Surveys of Small- and Medium-Sized Enterprise Fi-
nance Monitor 2011-2015 (BDRC Continental 2015) in
the UK." It benefits from questions that report the main
reasons why firm owners refrain from applying for bank
loans even though they need financing. Accordingly, the
first objective of this paper is to compare the profiles of
selected sub-groups from within the discouraged bor-
rower population. The second is to present insights
about informal turndowns—a phenomenon about which
little is known—thereby helping to develop a yet better
understanding of the demand-side constraints on access
to finance.

This paper continues with a critical review of the
pertinent research literature and follows with the con-
ceptual rationales behind the study hypotheses. A de-
scription of the data and methodological approaches

! The data that support the findings of this study are available from
https://discover.ukdataservice.ac.uk/catalogue/?sn=6888 &type=
Data%?20catalogue
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ensues, followed by the empirical findings. The paper
closes with a discussion of findings, their implications
and limitations and directions for future research.

This study finds that more established firms are more
likely to suspend formal loan applications through in-
formal talks with their banks rather than being discour-
aged by their own judgement. In addition, business
owners who have a satisfactory relationship with their
banks are more likely to self-ration themselves rather
than conduct an informal inquiry with their banks before
deciding not to apply.

2 Previous research: discouraged borrowers
and informal turndowns

Research about discouraged borrowers has attracted the
particular attention of academics, practitioners and pol-
icy makers. One reason is that the high frequency of
discouraged borrowers reported in previous research
(for example, Cole and Sokolyk 2016; Freel et al.
2012) is such that discouraged borrowers outnumber
actual turndowns. Another reason is that this phenome-
non may imply market failure. As Han, Fraser and
Storey (Han et al. 2009, p. 416) observe, discouraged
borrowers constitute a “market imperfection” that holds
implications for economic welfare if misplaced fears of
rejection compromise either the viability, or the job-
creating growth, of SMEs.

Accordingly, by studying the profiles of discouraged
borrowers, previous research has sought explanations as
to why owners whose firms need financing do not to
apply (for example, Brown et al. 2011; Cavalluzzo et al.
2002; Chakravarty and Xiang 2013; Cole and Sokolyk
2016; Ferrando and Mulier 2015; Freel et al. 2012;
Gama et al. 2017; Han et al. 2009; Levenson and
Willard 2000). Much of the existing empirical literature
uses a definition of “discouraged borrowers” that is
broader than that specified by Kon and Storey (2003):
firms that need financing but do not apply for any
reason. However, there may be a variety of reasons for
not applying in addition to fear of rejection. The UK
Small- and Medium-Sized Enterprise Finance Monitor
(2011-2015), for example, reveals that 47.2% of busi-
ness owners who needed financing but who did not
submit an application for a loan cited, as reasons for
not applying, lack of time or knowledge or felt the
process a “hassle”. Moreover, 13.6% of respondents
reported having been turned down informally (see
Fig. 1). Arguably, the characteristics of these firms are
likely to differ across categories; so, their inclusion—in
varying proportions—in samples used in previous re-
search can be expected to prompt some of the disagree-
ments seen in existing literature.

The research literature generally agrees that discour-
aged borrowers are indeed engaged in relatively riskier
projects when compared with loan applicants
(Cavalluzzo et al. 2002; Cole and Sokolyk 2016;

= Accepted

= Applicants |-

Do not need debt

-[ capital
Need debt capital

SMEs

= Refused

Fear of rejection (Discouraged
borrowers)(39.2%)

Informally turndown (13.6%)

High expetced costs (13.1%)

| | Non-applicants | |
(100%)

Hard expected conditions (8.3%)

Avoiding hassle or lack of knowledge
and time (7%)

= Other reasons (18.8%)

Highlighted boxes represent the scope of the research.

Numbers in the parantheses are percentage of respondants in each category of non-applicants.

Fig. 1 Structure of the data and scope of the analysis illustrating the main reasons of eschewing loan applications

@ Springer



176

A. Rostamkalaei et al.

Cowling et al. 2016; Ferrando and Mulier 2015; Han
et al. 2009). That is, owners of firms with higher risk
scores are—on average—more likely to feel discour-
aged from applying for credit. This is a finding consis-
tent with the premise that previous samples included
some proportion of informally turned down SMEs. That
is, an alternative explanation is that the finding of higher
risk among discouraged borrowers reflects that samples
are “contaminated”, to an unknown extent, by owners
that had experienced informal turndowns.

Firm size also features consistently as a key factor in
the likelihood of discouragement, such that owners of
larger firms are relatively less likely to be discouraged
(Chandler 2010; Cole and Sokolyk 2016; Freel et al.
2012; Han et al. 2009; Robb and Wolken 2002). How-
ever, the estimated impacts of firm age are mixed within
the existing literature. No impact is reported by some
researchers (Chakravarty and Xiang 2013; Chandler
2010; Freel et al. 2012); others report negative (Cole
and Sokolyk 2016; Cowling et al. 2016; Ferrando and
Mulier 2015) or positive (Han et al. 2009) correlations
of firm age with the likelihood of being discouraged.
Similarly, there remains mixed evidence of the role of
owner gender on the likelihood of discouragement
(Gama et al. 2017). Arguably, these factors could differ
between firms whose owners fear rejection and owners
who have faced informal turndowns.

The literature also disagrees on other points, such as
whether the banking relationship plays a role in discour-
agement. Freel et al. (2012) report that firms with bank-
ing relationships beyond financial transactions are rela-
tively less likely to report discouragement. Conversely,
Chandler (2010) reports that, compared to loan-denied
applicants, discouraged borrowers have stronger rela-
tionships with their respective credit suppliers. Like-
wise, Han et al. (2009) report that, within the group of
firms with longstanding relationships, discouragement
is less likely among low-risk borrowers but more likely
among high-risk borrowers. The finding that discour-
aged borrowers tend to have established lender relation-
ships is consistent with the premise that, in some cases,
decisions not to apply for a loan may reflect informal
turndowns. Arguably, prospective borrowers and
lenders are more comfortable with broaching and
discussing the idea of a loan application within the
context of a good-quality banking relationship than in
the absence of such a relationship.

The prevalence of discouragement also remains un-
clear. Studies in the USA and the UK, Han et al. (2009),
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Cole and Sokolyk (2016), Freel et al. (2012), and Brown
and Lee (2017) report high frequencies of discourage-
ment among SME owners who declare a need for fi-
nance but do not apply. However, the frequency of
discouragement in inter-country comparisons beyond
the USA and the UK appears to vary significantly from
as little as 1% to as much as 45% (Chakravarty and
Xiang 2013; Ferrando and Mulier 2015; Gama et al.
2017).

The frequency and impact of informal turndowns
have not, however, been considered, so the need for
further research seems implicit.® This study addresses
this gap in the literature while attempting to draw a more
accurate profile using a more strict definition of discour-
aged borrowers, one that excludes those owners who
had experienced being turned down informally. If busi-
ness owners approach banks and, based on informal
talks, decide to abandon loan applications, this ought
not be considered as borrower discouragement and thus
may not be a signal of potential market inefficiency.

3 A conceptual framework of informal turndowns

The conceptual framework for this research rests in the
process by which commercial lenders adjudicate loan
applications from SMEs. This process has been concep-
tually modelled in the context of lending relationships
(Besanko and Thakor 1987; Petersen and Rajan 1994).
In the interim, SME lending markets have changed in
that requests for very small loans are typically adjudi-
cated by credit scoring (Berger and Frame 2007). None-
theless, bankers and SME owners continue to pursue
professional relationships. According to Doering (2018)
“personal relationships play an essential role in shaping
financial transactions between intermediaries and
clients”. Moro and Fink (2013) emphasise that lending
to small firms “cannot be reduced to facts and figures ...
trust can also support and increase the amount of other
soft and hard information ... and, thus, help the loan
manager to take decisions”. In addition, bank lenders
remain a source of advice for owners just as they con-
tinue to do so for individuals.

2 An exception is the work of Popov (2016) who mentions the possi-
bility that discouraged firms might be informally rejected yet who
considers discouraged firms and informally turned down firms to be
equivalents.
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The adjudication process may therefore be
conceptualised as comprising two steps. The first stage
is an informal phase situated within the lender-borrower
relationship. The second, more formal, stage is typically
characterised by submission of formal (written or on-
line) documentation from the borrower and, for those
applications that pass an initial review, is followed by
costly due diligence conducted by the lender (Deakins
and Freel 2009).

In this context, an initial informal discussion between
borrower and prospective lender presents an opportunity
for both sides to presage a contemplated loan applica-
tion. This is an efficient process from both the lender
and the borrower perspectives. It saves loan account
managers’ time when a formal request is not well-con-
sidered, obviously too risky, or when considerable—and
costly—due diligence may be required. In addition,
some loan requests are simply too small to be economic
from the lenders’ perspective. From the borrowers’ per-
spective, a formal application—especially if turned
down—is costly in time and resources and, potentially,
the applicant’s credit rating may be negatively affected
by a “formal” turndown. Whereas borrower discourage-
ment may be seen as a market imperfection, informal
turndowns are arguably consistent with efficient opera-
tion of credit markets.

Perforce therefore, informal turndowns take place in
the context of a banking relationship. If the potential
applicant has an established personal or corporate rela-
tionship with the financial institution, the “soft” infor-
mation gleaned from the relationship may provide
lenders additional insights about the risk of the loan (if
approved). Firms without banking relationships or with
poor banking relationships would arguably either pro-
ceed directly to the formal application stage, or be
discouraged based on their own judgement: the former
approach potentially risks their reputations, and the
latter may result in underinvestment. Therefore, it is
argued that it is relatively easier for some SME owners,
those who are satisfied with their banks, to make an
unofficial inquiry about their prospects before making
an official request. Hence, the first hypothesis is:

H;:Among non-applicants who need credit, owners
of firms that report informal turndowns are relatively
more likely than other discouraged borrowers to have a
satisfactory relationship with their bank.

3 Of course, firms may skip the first step and proceed directly to the
second step: a formal application for a loan.

It makes sense for both sides of a transaction to
employ informal discussions to reduce information
asymmetry. However, for small loan requests—typical-
ly those advanced by firms at the small end of the size
spectrum—applications tend to be adjudicated by
means of algorithmic credit scoring models derived
from statistical analyses of default histories (Berger
and Udell 2006). The presence of credit scoring tech-
nologies suggests two reasons why owners of smaller
firms are arguably more likely to feel discouraged. First,
the scoring system is based on hard information but
smaller firms are thought to be relatively informational-
ly opaque. The disadvantages of small firm size in the
context of credit scoring system can be ameliorated
when banks use their discretion in interpreting the score:
that is, when the bank decides to collect “soft” informa-
tion through years of lending relationship with its cli-
ents. Arguably, therefore, benefits of relational lending
are strongest for larger firms rather than smaller firms
(Berger and Black 2011). Second, the conservatism of
bank lenders is well known (Carey, Post and Sharpe
Carey et al. 1998), so owners of smaller firms might
choose to postpone their applications because they an-
ticipate having their applications rejected. Conversely,
owners of larger firms are less likely to be subject of
lender conservatism. Accordingly, owners of large firms
are arguably more likely, in the first instance, to expect a
successful loan application but also may reconsider an
application after advice from their lender. Thus, the
second hypothesis is as follows:

H,: Among non-applicant firms that need credit, the
likelihood of an informal turndown is proportional to
firm size: larger firms are more likely to report informal
turndowns than smaller firms are.

Within any given size stratum, age of firm is arguably
a key factor in the likelihood of an informal turndown.
Owners of young firms are often aware that, as start-ups,
their firms are risky (Carpenter, Pollock and Leary 2003):
that new firms often fail relatively soon after founding
due to “the liability of newness” (Stinchcombe and
March 1965); inexperienced entrepreneurs; inefficient
operations; and unproven factor and product markets. It
is also hypothesised that the owners of new firms are
more likely to be aware of the high degree of information
opacity in their firms and elect not to apply for loans.
Conversely, information about older firms is usually
more widely available. Similar to large firms, older ones
are more likely to have established a banking relationship
and less likely to be a subject of bank conservatism.
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Thus, business owners of older firms are arguably more
likely to anticipate successful applications and proceed
with an informal discussion. Accordingly, the third hy-
pothesis is:

Hj: Among non-applicant firms that need credit, the
likelihood of an informal turndown is higher among
older firms than among younger SMEs.

The following provides an outline of the data and
methodological approaches used to investigate these
hypotheses empirically.

4 Data and methodology
4.1 Data

The paper examines the profiles of two groups of firms
who needed capital but did not formally apply for the
credit: (1) borrowers discouraged due to subjective fear
of rejection; and (2) prospective borrowers who did not
apply for a loan because they had experienced informal
turndowns. The investigation comprises a secondary
analysis of cross-sectional data from the 18 iterations
of the UK-based Small- and Medium-Sized Enterprise
Finance Monitor (2011-2015) survey. The sample is
stratified and all analyses employ sampling weights that
correct for size, location, industry and the share of start-
ups. The respondents are owners or primary managers
of private firms, all within the UK, with fewer than 250
employees or less than £25 million in annual sales
revenues.

4.2 Methodology

The methodological approach consists of estimating a
series of binomial and multinomial probit regression
models. These models suit the binary and categorical
nature of the dependent variables. The universe of inter-
est comprises firms that need credit.

4.2.1 Dependent variables

The first step of this research compares the profiles of
applicants against those of non-applicants. The survey
asked those who did not apply for loans, yet claimed
they needed credit, to identify “the MAIN reason why
[they] did not apply for a facility?” (BDRC Continental
2015). These reasons were classified in six groups illus-
trated in Fig. 1 (see Table 1 for description of responses).
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The first dependent variable is developed to mod-
el a more accurate and consistent profiles of discour-
aged borrowers by employing multinomial probit
analysis. A categorical variable was used to model
three groups:

 the probability of being discouraged because of fear
of rejection;

» the probability of not applying for any other reason
(including an informal turndown (both groups
expressed a need for debt capital); and,

e the probability of making formal applications
(reference category, model 2, Table 3).

The second categorical dependent variable employed
in the second multinomial probit model tests the articu-
lated hypotheses by using the following additional
breakdowns among non-applicants who needed financ-
ing but did not apply:

e =1, for informal turndown (IT);

o = 2, fear of rejection (DB: reference category,
Table 4);
* =3, for any other reason.

4.2.2 Independent variables

To capture the effect of relational lending, entrepre-
neurs’ self-reported level of satisfaction with their
main bank was used as an independent variable.
Previous research often employs either the length
of lender-borrower relationship or the presence of a
relationship; however, this measure is not available
in these data. We argue that the level of satisfaction
is a reasonable measure of banking relationship in
the context of discouraged borrowers and informal
turndowns. These two groups of non-applicants dif-
fer with respect to the mechanism through which
they learn about possible rejection. The main effect
of a relationship is a reduction of information asym-
metry for both parties. It therefore seems reasonable
that client firms who are satisfied with their banks
are more likely to provide information to, and be
comfortable seeking counsel from, their lenders. The
other two independent variables, age and size, are
measured by categorical variables explained in
Table 1.
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Table 1 Definition of the variables

Variable Definition

Applicants

Categories of non-applicants

Discouraged borrowers
Informal turndown
High expected costs

Hard expected conditions

Avoiding hassle or lack of

knowledge and time

Other reasons

Independent variable

Size
Firm age

Legal status
Female-run business

Financial qualification

Formal business plan
Regular financial report
Exporter

Product innovator
Process innovator
Satisfaction with bank

Overdraft
Credit card

Business risk

Dummy variable equals 1 if a SME owner applies for bank loan, zero if he/she did not apply for any
reason despite of needing debt capital

Dummy variables equals 1 if “I thought I would be turned down”(DB), “This is not the right time to
apply for borrowing”

Dummy variable equals 1 if the main reason for not applying for bank loan was “We mentioned it
informally to the bank but they seemed reluctant to lend to us””

Dummy variable equals 1 if the main reason for not applying for bank loan was “I thought it would be
too expensive”

Dummy variable equals 1 if the main reason for not applying for bank loan was “Thought we would be
asked to provide too much security” or “Facilities come with too many terms and conditions”

Dummy variable equals 1 if the main reason for not applying for bank loan was It would be too much
hassle”, “Did not want to go through application process”, “Find bank forms and literature hard to
understand”, “Do not want to lose control of the business”, or “not time”

Dummy variable equals 1 if the main reason for not applying for bank loan was less frequently cited
rationales such as prefering to borrow from family and friends, raising personal funds, being in
specific sector, preferance for other sources of finance, or other reasons not mentioned

The number of employees measured by categorical variable: zero employee (category), 1-9
employees, 1049 employees, more than 50 employees

Years from establishment measured by categorical variable: less than a year, 2 to 5 years, 6 to
9 years,10 to 15 years, more than 15 years

Categorical variable for limited liabilities, sole proprietorship and partnership
Dummy variable equals 1 if more than 50% of the business is owned by women

Dummy variable equals 1 if the person in charge of financial management within the business has
financial qualification or training

Dummy variable equals 1 if the business has a formal written business plan

Dummy variable equals 1 if the business produces regular monthly or quarterly accounts
Dummy variable equals 1 if the business sells goods or services abroad

Dummy variable equals if the business introduced new product or service in the last 3 years
Dummy variable equals 1 if the improved business process within the past 3 years

Categorical variable measuring SME owners’ self-reported level of satisfaction with their main banks:
not satisfied, satisfied and neutral

Dummy variable equals 1 if the business was using overdraft at the time of survey
Dummy variable equals 1 if the business was using business credit card at the time of survey

Categorical variable measuring business risk based on credit scores from Dun & Bradstreet and
Experian rating as minimal and low (low), average (average) and above average and high (high)

4.2.3 Control variables

To control for attributes of the business and entre-
preneur that might affect the likelihood of searching
for finance-related information, several additional
control variables are included. Innovative and
exporting firms are more likely to face difficulty in
raising finance (Freel 2007; Riding et al. 2012), yet
more likely to seek financing (Lee 2014; Riding

et al. 2012) or of seeking finance-related advice
prior to making formal loan applications
(Rostamkalaei and Freel 2017). To reflect these fac-
tors, the models include three dummy variables ac-
cording to whether a firm is, respectively, an export-
er, a product innovator or a process innovator.

The presence of outstanding credit from other
sources of debt could have impacts on both the SME
owner’s decision to apply and the lender’s response,

@ Springer



180

A. Rostamkalaei et al.

possibly an informal turndown. The presence of out-
standing debt approved by other financing sources in-
forms the lender about the firm. In this case, SME
owners, having successfully obtained such financing,
maybe arguably more confident, less likely to be dis-
couraged and less likely to be informally turned down.
Moreover, SME owners who rely on high-cost debt
(credit card, overdraft, etc.) have incentive to apply for
lower-cost bank debt. It is therefore to be expected that
the presence of outstanding debt has a positive impact
on the likelihood of applying and of initiating informal
discussions and a negative impact on the likelihood of
being discouraged. Previous research findings confirm
that success in obtaining other sources of finance is
negatively correlated with the likelihood of discourage-
ment (Xiang et al. 2015; Gama et al. 2017; Cole and
Sokolyk 2016).*

Legal status of the businesses such as single
ownership, partnership or a limited liability compa-
ny has been linked to the likelihood of discourage-
ment (Freel et al. 2012). In addition, the owner’s
gender, financial qualifications and having regular
financial statements have also been found to be
significant (Gama et al. 2017) and are, therefore,
included among control variables. Business plans
are often used as a basis to initiate informal discus-
sion; therefore, we control for the effect of having a
formal written business plan. A categorical variable
based on Dun & Bradstreet and Experian credit
scores was employed to control for the risk of the
firm (Cole and Sokolyk 2016; Cowling et al. 2016;
Han et al. 2009; Ferrando and Mulier 2015).

5 Empirical findings
5.1 Descriptive statistics

Table 2, which exhibits descriptive statistics, shows a
total of 95,273 firms in the sample; subsamples
comprise non-applicants who desire credit (N =
3587), discouraged borrowers (DBs; N=1293) and
informal turndowns (ITs, N=1577). Accounting for
sample weights, these data show that, among non-

4 The low percentage of firms using financing sources other than
overdrafts and credit cards does not merit inclusion in the analysis.
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applicants, 39.2% of firms are discouraged bor-
rowers while 13.6% of firms cited being informally
turndown as the main reason for relinquishing a
formal loan application.

Table 2 shows that compared to DBs, ITs differed
significantly in terms of size and age. That is, older
firms, at least based on univariate comparisons, are
relatively more likely to face informal turndowns.
Smaller firms, those with no employees, reported a
higher incidence of discouragement while firms with
employees are more likely to report informal turn-
downs. In the full sample, 81.5% of firms are satis-
fied with their relationship with their banks. The
proportion of satisfied firms is higher among DBs
and the proportion of unsatisfied firms is higher
among [Ts.

Single-owner firms are more likely to be DBs
while limited liability firms are more likely to face
informal rejection. Female entrepreneurs are more
likely to fear rejection and are less likely to contact
their banks. ITs were more likely to be exporters and
innovators. That is, based on univariate compari-
sons, firms that undertake these growth strategies
are more likely to contact their banks searching for
additional credit rather than to self-ration. Entrepre-
neurs with a business plan and regular financial
statements are relatively less likely to be discour-
aged and more likely to inquire with their banks
about the prospects of loan applications.

5.2 Multivariate analyses
5.2.1 Applicants and non-applicants

The first step in the analysis was to estimate multi-
variate models that compare the attributes of appli-
cants with those of firms that needed credit but did
not make an official request for any of the reasons
listed in Fig. 1. Model 1 of Table 3 shows that size
of firm is significant in determining the likelihood
of making an application, with larger firms being
more likely to make formal loan applications than
smaller firms. Single-owner firms and firms with
high risk ratings are significantly less likely to
make formal applications. Firms with formal busi-
ness plans are more likely to apply (however, such
plans are often required as part of formal loan
application packages). Use of overdrafts or credit
cards increased the likelihood official applications
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Table 2 Descriptive statistics

1 2 3 4 5
Variable Full Non-applicants Discouraged Informal Significance
sample needing credit borrowers turndowns 3) vs. (4)
Sample size® 95,273 3587 1293 577
Size
Zero employees 0.741 0.711 0.737 0.672 o
1-9 employees 0.222 0.263 0.242 0.294 wE
10-49 employees 0.032 0.024 0.019 0.031
> 50 employees 0.006 0.002 0.001 0.003
Firm age
<2 years 0.200 0.278 0.326 0.215 oK
2-5 years 0.221 0.279 0.279 0.258
6-9 years 0.148 0.133 0.137 0.145 HAE
10-15 years 0.150 0.117 0.094 0.147 o
> 15 years 0.280 0.193 0.164 0.235 HoHE
Legal status
Single owner 0.654 0.655 0.708 0.595 HoEE
Partnership 0.049 0.045 0.046 0.046
Limited liability 0.297 0.300 0.246 0.359 o
Entrepreneur
Female-run business 0.219 0.203 0.211 0.130 otk
Financial qualification 0.252 0.263 0.268 0.290
Formal business plan 0.320 0.404 0.402 0.495 ook
Regular financial 0.412 0.449 0.450 0.523 ok
report
Strategy
Exporter 0.083 0.112 0.097 0.136 ok
Product innovator 0.160 0.237 0.234 0.273 *
Process innovator 0.340 0.445 0.427 0.512 wk
Satisfaction with bank
Neutral 0.090 0.150 0.146 0.164
Satisfied 0.815 0.556 0.548 0.418 otk
Not satisfied 0.094 0.294 0.306 0.418 o
External finance
Overdraft 0.191 0.307 0.289 0.369 ok
Credit card 0.167 0.233 0.224 0.255
Business risk
Low 0.195 0.101 0.090 0.096
Average 0.309 0.274 0.240 0.255
High 0.496 0.625 0.670 0.650

* Sample size varies for business risk due to missing observations

Descriptive statistics on other categories of non-applicants available on request

for bank loans when credit was needed. This is reduces information asymmetry and encourages
consistent with the argument that outstanding debt SME:s to apply.
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5.2.2 DBs and applicants

Model 2 of Table 3 shows the results of estimating a
multinomial probit model of the probability of making
an application (reference category), being a DB, or of
avoiding an application for any other reason. In line with
the findings of model 1, the analysis shows that com-
pared to applicants, firms whose owners fear rejection
are more likely to be smaller and have higher risk rating.
Having a formal business plan decreases, and being an
exporter increases, the probability of being discouraged.
Using credit cards is associated with a decrease in the
likelihood of fearing rejection.

5.2.3 DBs and ITs

The final stage of the analysis is based on multinomial
probit comparisons of sub-categories of non-applicants:
informal turndown (IT); fear of rejection (DB) (refer-
ence category); and, other reasons. Table 4 represents
the extract from this analysis that compares ITs relative
to DBs. Model 1 includes only control variables and
firms’ size and age. Model 2 shows the results of the
estimation when the model is augmented with a measure
of the banking relationship. The final panel, model 3,
shows the additional impact of credit risk rating. (This
variable is included in the final panel as the value of this
variable is missing for 15% of observations in the
dataset, especially among smaller and younger firms.)

These findings show that firm size does not seem to
differentiate ITs from DBs. Although firm size is in-
versely associated with the probability of eschewing a
loan application when the firm needs credit, it is not a
discriminator between ITs and DBs. The second hypoth-
esis, therefore, is not supported.

Older firms are significantly more likely than youn-
ger firms to report informal turndowns, rather than DBs.
That is, older firms seem better able to informally seek
their banks’ opinion before postponing a loan applica-
tion. This finding confirms the third hypothesis: SME
owners are aware that they are susceptible to informa-
tion asymmetry, the liability of newness, and banks’
conservatism, and thus more likely to refrain from loan
applications by their own judgement rather than seeking
advice from banks. It also speaks to the debate about the
link between relational lending and the probability of
discouragement. Given that banks have more informa-
tion on older SMEs gathered through longer relation-
ships, the positive association of business age on the
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probability of ITs, compared to DBs, explains one rea-
son that younger firms are more likely to self-ration.

Model 2 shows that entrepreneurs’ reported level of
satisfaction with their banks is a statistically significant
discriminator between informal turndowns and discour-
aged borrowers; however, the direction was opposite to
that which was hypothesised. Business owners who
reported a satisfactory relationship with their banks are
more likely to report being a discouraged borrower.
One possible explanation is that, among non-applicants,
discouraged borrowers self-ration themselves before the
bank (may) refuses their loan applications. Therefore,
their restricted access to credit is based on their own
expectation rather than hearing a rejection or going
through the hardship of dealing with searching and
information gathering.

Use of overdraft and credit card variables, which
partially reflect the amount of information banks have
about their customers, does not discriminate significant-
ly between DBs and ITs. The result is consistent with the
argument that the outstanding debt on credit card or
overdraft is a sign of reduced information asymmetry
(which predicts decreased probabilities of both DBs and
ITs—Table 3, model 2). The statistically significant
relationship between the level of satisfaction with banks
and the probability of receiving informal turndown dis-
appears once the credit risk rating is included in the
model (model 3). It is worth noting that credit risk is
missing mainly for smaller and younger firms. This
effect implies that the effect of satisfactory relationship
is stronger for small young firms than larger, more
established ones.

From model 3, it seems that credit risk rating does not
discriminate between ITs and DBs; however, higher risk
firms are less likely to advance formal applications
(Table 3). This supports the idea that business owners
have some level of awareness of their firms’ credit risk.

Businesses owned by women are significantly less
likely than those owned by men to report ITs. This
implies that women tend to rely on their own self-
assessments without verifying their views with their
banks. However, the effect of gender diminishes when
business risk is taken into account (model 3), suggesting
joint impact of business risk and female ownership (as
well as size and age, as credit risk is missing more often
for smaller and younger firms). This potentially explains
the disagreement in the literature about the role of gen-
der on discouragement: whereas some findings show
that female owners are more likely to fear of being
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Table 3 One-stage probit, and multinomial probit, regression models of applicants and discouraged borrowers

Model 1 Model 2
Applicants (= 1) vs. Discouraged borrowers and other non-applicants
non-applicants (= 0) vs. applicants (= 0)
DB (=1) Other non-applicants (= 1)
Coefficient Standard Coefficient Standard error ~ Coefficient Standard error
estimate error estimate estimate
Size (ref": zero employees)
1-9 employees 0.184 *k 0.071 —0.264 HkE 0.104 —0.193 wk 0.110
1049 employees 0.325 ek (0.092 —0.455 ko (.135 —0.374 ek (144
> 50 employees 0.739 sk (0,113 —1.002 ko (0.167 -0.922 w183
Business age (ref: less than a year)
2-5 years —-0.189 ok 0.096 0.308 ik 0.141 0.158 0.145
6-9 years —0.033 0.109 0.123 0.159 —-0.053 0.172
10-15 years 0.066 0.113 0.040 0.172 -0.275 0.171
> 15 years 0.117 0.106 -0.036 0.159 —0.311  #** 0.161
Legal status (ref: limited liability)
Single owner —-0.149 * 0.083 0.058 0.122 0.397 w=E (0,127
Partnership 0.008 0.097 -0.179 0.139 0.240 0.177
Entrepreneur
Business mainly ran by female —-0.017 0.088 0.017 0.132 0.033 0.136
Financial qualification 0.039 0.074 —0.081 0.109 —0.008 0.115
Formal business plan 0.128 * 0.068 -0.167 * 0.101 -0.162 0.106
Regular financial statement —0.042 0.069 0.017 0.103 0.110 0.108
Strategy
Exporter -0.126 0.110 0.262 * 0.157 —0.006 0.176
Process innovator 0.025 0.071 0.032 0.106 -0.127 0.110
Product innovators —0.106 0.085 0.095 0.124 0.195 0.131
Satisfaction with bank (ref: not satisfied)
Neutral -0.193 * 0.111 0.292 * 0.158 0.185 0.172
Satisfied -0.021 0.073 0.084 0.106 —0.053 0.113
Use of external finance
Overdraft 0.112 * 0.067 -0.118 0.101 -0.178 * 0.106
Credit card 0.191 ek (0.070 -0.273 ko (0.105 -0.206  ** 0.112
Risk (ref: low risk)
Average risk -0.244 HkE 0.090 0.392 HkE 0.131 0.214 0.153
High risk —-0.300 sk (0.088 0.408 k(0,129 0.368 ok 0.148
Control variables
Manufacturing -0.204 0.149 0.291 0.214 0.221 0.256
Construction —-0.149 0.116 0.033 0.173 0.420 ok 0.196
Wholesale, retail, hotel, etc. -0.148 0.109 0.124 0.160 0.298 0.188
Real estate and business activities ~ —0.344 k0,117 0.431 ok 0.171 0.483 ok 0.201
Health, social work, etc. -0.220 0.137 0.213 0.202 0.403 wE 0.229
London —0.091 0.094 0.079 0.138 0.159 0.142
South east UK —0.105 0.089 0.052 0.136 0.249 * 0.144
Constant —0.081 0.176 -0.222 0.260 —0.803  *x (0.284
Prob > F 0.000 0.00 0.000
Number of observations 6627 7376
Estimated population 292,611 351,336

* ok Rk Sionificant at 0.1, 0.05 and 0.01 levels

#Ref'is the reference class for categorical variable. The reference variable for sector and location are, respectively, agriculture and the rest of
the UK
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Table 4 One-stage multinomial probit regressions for informal turndown, discouraged borrowers as reference category

Model 1 discouraged Model 2 discouraged Model 3 discouraged
borrowers (=0); informal borrowers (=0); informal borrowers (=0); informal
turndowns (= 1) turndowns (= 1) turndowns (= 1)
Coefficient Standard  Coefficient Standard  Coefficient Standard
estimate error estimate error estimate error
Size (ref*: zero employees)
1-9 employees —0.065 0.146 —0.067 0.147 —0.040 0.162
10-49 employees -0.192 0.198 -0.189 0.196 —0.118 0.214
> 50 employees -0.117 0.262 —-0.069 0.260 0.044 0.279
Business age (ref: <2 years)
2-5 years 0.228 0.173 0.216 0.174 0.120 0.190
6-9 years 0.316 0.202 0.299 0.205 0.291 0.219
10-15 years 0.648 k- (0.234 0.610 *E0.235 0.495 * 0.274
> 15 years 0.631 k(0,202 0.581 w2k (0,205 0.524 o 0.234
Legal status (ref: limited liability)
Single owner —0.330 * 0.172 —0.306 * 0.171 -0.372 * 0.190
Partnership —0.398 0.249 -0.393 0.247 —0.497 * 0.273
Entrepreneur
Business mainly ran by female —0.385 #*0.181 -0.382 #0181 -0314 0.199
Financial qualification -0.024 0.145 —0.042 0.143 -0.012 0.158
Formal business plan 0.241 * 0.136 0.230 * 0.137 0.230 0.144
Regular financial statement 0.084 0.141 0.098 0.140 0.076 0.156
Strategy
Exporter 0.108 0.215 0.093 0.210 0.303 0.221
Process innovator 0.166 0.146 0.185 0.147 0.256 0.161
Product innovators —0.069 0.172 —0.090 0.173 -0.132 0.187
Satisfaction with main bank (ref: not satisfied)
Neutral -0.010 0.184 0.031 0.205
Satisfied —0.288 e ().143 -0.221 0.154
Use of external finance source
Overdraft 0.146 0.145 0.193 0.153
Credit card —0.031 0.146 0.006 0.159
Risk (ref: low risk)
Average risk 0.213 0.223
High risk 0.264 0.216
Control variables
Manufacturing 0.417 0.340 0.414 0.341 0.476 0.377
Construction -0.122 0.279 -0.109 0.277 -0.016 0.306
Wholesale, retail, hotel, transports and storage  0.151 0.267 0.137 0.265 0.163 0.295
Real estate and business activities 0.099 0.279 0.094 0.278 0.133 0.308
Health, social work, and other community —0.094 * 0.323 —0.088 0.319 —0.061 0.356
L(fr?g(/)lges -0413 #0.189 —0.380 o 0.188 —-0424 *#*0.199
South east UK —0.201 0.201 -0.199 0.204 -0.322 0.222
Constant —0.931 k- (0.338 —0.826 *#0.356 —1.144 k- 0.426
Number of observations 3587 3587 3152
Estimated population 221,252 221,252 182,142
Prob > F 0.0001 0 0

* ok kkk Sionificant at 0.1, 0.05 and 0.01 level

#Ref is the reference class for categorical variable. The reference variable for sector and location is, respectively, agriculture and the rest of
the UK

The base model includes only control variables (prob > F' = 0.024). In the first step, firm size is added to the model. None of the categories of
size was statistically significant (prob > F'=0.006). For brevity, these two models as well as the model for being non-applicants for other
reasons (against DBs) are not reported. Full results are available upon request
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declined (Cavalluzzo et al. 2002; Chakravarty and
Xiang 2013; Ferrando and Mulier 2015); others claim
no gender difference (Freel et al. 2012).

Finally, firms with formal business plans (models
1 and 2) are significantly more likely to report
informal turndowns. It may be that having a busi-
ness plan gives confidence to the owner to ask his or
her bank’s opinion because of the business plan’s
ability to reduce information asymmetry. We specu-
late that the business plan may be used as part of an
informal loan application discussion. Alternatively, a
business plan may comprise an informal substitute
for a formal loan application, leading to an informal
turndown. Compared to limited liability firms, sin-
gle owners are more likely to be discouraged
borrowers.

5.3 Robustness

To test the reliability of these findings, several ad-
ditional tests were undertaken. First, the correlations
among variables were reviewed, finding that no pair
was closely correlated; all variance inflation factors
(VIFs) were less than 10. Thus, multicollinearity
does not seem to be a substantive issue within the
multivariate modelling. The results have also been
verified with alternative definitions of discouraged
borrowers where only “I thought I would be turned
down” was considered DB (SME owners who an-
swered “This is not the right time to apply for
borrowing” were excluded). In addition, multinomi-
al probit regression was performed with dependent
variables containing all the classifications listed in
Fig. 1. The findings did not differ qualitatively from
those reported here.

We acknowledge modelling non-applicants with-
out considering the probability of needing capital
could result in selection bias. Accordingly,
Heckman’s (1979) two-stage model was employed
to address potential selection bias using a selection
equation with the dependent variable being a bino-
mial variable corresponding to whether (= 1) or not
(= 0) the firm needed external credit. Growth inten-
tion was considered as the exclusion criteria; how-
ever, estimates of the inverse Mill’s ratio in the
second stage were not significant. Therefore, analy-
ses were performed without Heckman’s (1979) two-
stage procedure. Given this limitation, extending our

results beyond the categories of non-applicants de-
fined in Fig. 1 might be considered bold.’

6 Conclusions and implications

Drawing upon the UK Small- and Medium-Sized Enter-
prise Finance Monitor Survey (2011-2015), this re-
search compares the profile of SME owners who refrain
from borrowing from their banks as a consequence of an
informal loan turndown with those who do not apply
due to a fear rejection. Although entrepreneurial finance
has recently paid attention to the latent demand of loan
markets, reasons for why it exists generally remain
unclear. To this point, it appears that informal loan
turndowns represent a non-trivial portion of this
phenomenon.

This research compared the characteristics of firms
that reported informal turndown (ITs) with those of
firms that reported discouragement due to a subjective
fear of rejection (DBs). While ITs rely on their banks’
opinions to avoid costs of application and the potential
consequences of rejected applications, DB’s decisions
are based on their own judgements. This work found
that, contrary to the hypothesis, firm size was not sig-
nificantly correlated with informal turndown. Concep-
tually, the scale of a loan seemed to be a reasonable
precursor of the likelihood of informal turndown, but
this was not supported by the empirical results.

An interesting finding of this research is the effect of
business age in discriminating among the reasons for
postponing formal loan applications. Business age
shows mixed effects on discouragement in the existing
literature. While some researchers do not find a signif-
icant effect of age in regard to the probability of dis-
couragement (Chakravarty and Xiang 2013; Chandler
2010; M. Freel et al. 2012), others report negative
effects (Cole and Sokolyk 2016; Cowling et al. 2016;
Ferrando and Mulier 2015), or positive effect (Han et al.
2009). This study shows that firm age is a clear discrim-
inator between being discouraged and being informally
turned down. Within non-applicants, owners of older
firms seek confidential opinions from their banks rela-
tively more often, and therefore they are more likely to
relinquish loan application through their banks other

°>To capture the long-term effect of the 2008 financial crisis and as final
robustness check, the year in which data was collected was included in
the model. The results did not change in any material respect.
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than any other reason. Younger firms, on the other hand,
are more likely to fear rejection. This is consistent with
the conceptual framework developed for the second
hypothesis: the older a firm gets, the less likely it is to
be the subject of lender conservatism and the less likely
it is to face high degree of information asymmetry. On
the other hand, younger firms are relatively more likely
to be subject to information asymmetry, liabilities of
newness and lender conservatism. They are aware of
these drawbacks, so they are more likely to self-ration.
In addition, younger firms tend not to have established
relationships with their banks (or, perhaps, they do not
yet have a specified account manager (Chandler 2010)),
who helps to initiate informal discussions.

The existing studies do not agree about the impact of
satisfaction with bank on the probability of discourage-
ment. Some previous research has confirmed that hav-
ing a better relationship with banks reduces the propen-
sity of discouragement (Chakravarty and Yilmazer
2009; Freel et al. 2012), yet others are equivocal with
some findings showing no significant or negative effects
of relational lending on discouragement (Chakravarty
and Xiang 2013; Chandler 2010; Cole and Sokolyk
2016; Cowling et al. 2016). Han et al. (2009) reported
that longer term relationships with banks increase the
probability of discouragement for bad borrowers and
decrease the likelihood for good borrowers, implying
that discouragement is an efficient sorting tool. We find
that those firms, which are satisfied with their banks, are
less likely to be informally turned down. Once the risk
rating is included in the model, and sample is biased
toward more established and larger firms, the effect of
level of satisfaction on the probability of discourage-
ment disappears. We argue that since discouraged bor-
rowers self-ration themselves and they anticipate rejec-
tion if loan applications were to be advanced, they
remain satisfied with their banks. Future research could
nevertheless usefully examine the mechanism behind
this negative association between the frequency of in-
formal turndown and the level of lending relationship.

This study also attempts to draw a more accurate
profile of discouraged borrowers using a stricter defini-
tion—owners whose firms need financing but did not
apply solely due to fear of rejection. It finds that dis-
couraged borrowers, compared to applicants, are small-
er, higher risk SMEs that are more likely to be involved
in exporting and who lack a formal business plan and
outstanding credit card debt. This profile is consistent
with previous research that reports that discouraged
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borrowers are indeed engaged in relatively riskier pro-
jects (Cavalluzzo et al. 2002; Cole and Sokolyk 2016;
Cowling et al. 2016; Ferrando and Mulier 2015; Han
et al. 2009).

The main limitation of this research is that there
might be SME owners who applied for loans even
though their applications were informally turned down;
however, the data do not identify such applicants. There-
fore, we cannot compare those applicants (who ignore
an informal turndown) with those who gave up applying
following informal rejection. Nor do we know the out-
comes of those loan applications. In addition, while
acknowledging the value of the data used in this re-
search, there are limitations associated with analyses of
secondary data—examples of which include the cross-
sectional nature of the questionnaire that does not allow
us to understand the sequences of events and that limit
firm attribute variables (e.g., the propensities to innovate
and to export variables are unavailable). In addition,
measures of banking relationship usually used such as
length or the extent of lending relationship are not
captured in these data.

Distinguishing the reasons why an applicant decides
not to approach financial institutions for external financ-
ing has implications for researchers. This work has
established the presence of an additional category of
SME owner who otherwise might have seemed to be a
discouraged borrower, but who actually eschew loan
applications for good reasons. This is a finding that, at
the very least, reduces the scale and scope of what might
otherwise be considered a market imperfection associ-
ated with the presence of discouraged borrowers. More-
over, the results of this study imply that both discour-
aged borrowers and informally turned down applica-
tions are riskier than firms that submitted formal appli-
cations for bank loans, suggesting that both might po-
tentially be efficient mechanisms in the commercial
lending market for SMEs.® The findings of this research
suggest that addressing discouragement as a demand-
side credit constraints would be more fruitful if the focus
of attention shifts toward younger firms as they are more

© The following three observations imply that informally turned down
applications are riskier than applicants: (1) non-applicants are riskier
than applicants (model 1, Table 3); (2) discouraged borrowers are
riskier than applicants (model 2, Table 3); and (3) there is no significant
difference in risk levels between discouraged borrowers and informally
turned down applications (Table 4). However, until further analyses are
conducted, we cannot confirm the extent of the effectiveness of infor-
mal turndown as a mechanism of deterring bad borrowers and
attracting good borrowers.
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likely to fear rejection based solely on their own
judgement.

This study presents initial insights about informal
turndowns—a phenomenon about which little is
known—thereby helping to develop a yet better under-
standing of the demand-side issues that relate to access
to financial capital and the dynamics of the SME-
commercial lender relationship. Further research is re-
quired to explore the full range of outcomes from infor-
mal discussions between potential borrowers and their
banks and to advance a yet more robust theoretical
framework for examining the efficiency of such infor-
mal discussions.
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