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Introduction 

Africa is the least developed region in the world; the strategy to lift the continent out of poverty remains 

elusive. The current debate on economic development presents several strands. Some views are anchored 

into the “poverty trap” concept; they advocate big investment programs funded by external sources, mostly 

foreign aid. The investment drive would start a virtuous cycle out of poverty and underdevelopment to fulfill, 

among others, the Millennium Development Goals. Opposite to this is the view by those who argue that aid 

is “bad”; this group includes a growing number of African scholars. According to them, aid corrupts and 

undermines local institutions; what is needed are local, home-grown solutions brought about by market 

functioning and the right set of incentives. Another strand laments the absence of the right institutions, both 

economic (property right or tax systems) and political (forms of government and electoral systems) as a pre-

condition to any development policies and projects. Finally, a last strand, recently awarded with the Nobel 

Prize for economics, focuses on “changes at the margin”: what works and what does not work on the ground. 

The goal is to address poverty even in bad institutional environments by focusing on concrete, measurable 

programs; the methodology applied is the “Randomized Controlled Trial”. 

The various strands of economic development strategies put different emphasis on the role of 

governments and the private sector; the functions of the State and that of the market. Aid policies 

themselves have evolved overtime. While historically aid flows went exclusively from government (and 

multilateral organizations) to governments, today an increasing share of aid is reaching the private sector, 

directly to enterprises (in the form of equity, debt and technical assistance) or through local financial 

intermediaries. The key constraint in targeting the private sector in Africa is the inadequacy of the local 

financial systems especially in the context of the higher credit risk and transaction costs associated with 

smaller borrowers, the Micro, Small and Medium Enterprises (MSMEs).  

As the banking sector remains largely underdeveloped in many countries in Africa, over the past decades 

a lot of emphasis has been put on the creation of a new set of players: microcredit and microfinance 

institutions. “The goal is to provide financial services to households and microenterprises that are excluded 

from traditional banking services. Typically, these are low-income, self-employed or informally employed 

individuals, with no formalized ownership titles on their assets and with limited formal identification papers” 

1. Microcredit programs, as a development tool, have become much more important than the traditional 

forms of “intermediary lending”, e.g. the credit lines extended to local banks for on-lending to Small and 

Medium Scale Enterprises (SMEs)2. At the same time, funds have been set up with development and 

commercial resources. They support private ventures through debt, mezzanine finance and equity but are 

facing even higher constraints in reaching smaller firms.  

Microcredit broadens the economic development toolkit through a truly innovative “lending model”. 

There are several microlending approaches across the developing world, all aimed at reaching poor clients, 

neglected by the commercial financial industry. The innovative elements, for example, aim to offset the lack 

of collaterals by poor borrowers through the “group lending approach”, where liability for loan repayment 

are shared. The microlending model introduces a set of “dynamic incentives”, such as the promise of 

repeated and larger loans. It establishes a “high frequency repayment” schedule for the disbursed loan 

amounts. It requires “collateral savings”, including a portion of the loan, to be deposited on the current 

account to guarantee repayments. All these features are aimed at ensuring proper credit/loan management. 

Microcredit has been focusing on women, given the ample evidence that they are less likely to access formal 

financial services. It is usually extended at rather high interest rates, under the dual principle of generating a 

profit and creating a positive social impact. The high repayment ratio on loans extended to the poor is 

 
1 Thorsten Beck, “Microfinance – A Critical Literature Survey” World Bank, IEG Working paper. 2015 
2 See for example EBRD, “Credit lines – Lending through financial Intermediaries”. 2018  
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explained by the supposedly high return of investment by poor people. This, finally, provides the rationale to 

microlender for high interest rates. Microfinance institutions that accomplish such a result (high return 

lending to the riskiest borrowers) attract new funding from development organizations. 

The microfinance movement leveraged the idea that the poor are “natural-born entrepreneurs” 3. Poverty 

can be eradicated by the right environment and a little bit of help to the enterprises created by poor people 

themselves. Most income groups in poor countries indeed seem to be more entrepreneurial than their 

counterparts in the developed world as witnessed by the sheer number of business owners among the poor. 

The economics of these enterprises, however, do not support entirely these assumptions: businesses tend 

to remain very small, rarely hire paid staff, total assets are modest and for the most part they make very little 

money. Many microenterprise owners may be running their business to make a living while they are looking 

for a wage job and do not have real plans to expand their venture. The concept that the average small 

business owner is a “natural entrepreneur” may be reconsidered in the light of the absence of more 

conventional employment opportunity. Perhaps many businesses of the poor are less a testimony to their 

entrepreneurial spirit than a symptom of the dramatic failure of the economies in which they live to provide 

formal jobs. 

The low profitability of the businesses run by the poor seems to explain why microcredit does not lead to 

a radical transformation in the clients’ lives. If the businesses run by the poor are generally unprofitable, 

giving them a loan to start a new business does not lead to a drastic improvement in their welfare. Several 

decades after microcredit was introduced, there seems to be a consensus that “the initial expectation on 

microcredit being able to pull millions out of poverty by giving them access to credit has not been fulfilled”. 

There is “a consistent pattern of modestly positive, but non transformative effects”4.While microcredit goal 

was to facilitate poor entrepreneurs investments, a large part of borrowers use credit for household purposes 

(to smooth consumption and income shocks) rather than investments, to the point that the original goal has 

shifted over time to “financial inclusion”, with the introductions of other financial and insurance products. 

As a result, “the effect of microcredit seems limited, with efforts to increase take-off of savings products 

somewhat more promising”5. 

The microcredit lending model is effective in reaching the poor but not in supporting businesses with 

growth potential. At the same time, the traditional banking sector focuses on larger and formal businesses, 

through the traditional (corporate) lending model. These two sets of financial players leave a market gap, 

e.g. a segment of enterprises that has growth potential and can generate employment and fiscal revenues if 

adequately supported. The challenge is to identify these enterprises and design schemes support them in 

exploiting their growth potential. The characteristics of the “missing middle” may change from country to 

country; the appropriate support schemes will require the right combinations of financial instruments 

(equity, loan, guarantee, and any hybrid form) ad will have to follow enterprise over their lifecycle. 

 

  

 
3 Tarun Khanna, “Billions of Entrepreneurs “. 2008 
4 Banarjee, Abhijit V., Dean Karlan and Jonathan Zimman, “Six Randomized Evaluations of Microcredit. Introduction 
and Further Steps”, American Economic Journal: Applied Economics, 2005. 
5Thorsten Beck, “Microfinance – A Critical Literature Survey” World Bank, IEG Working paper. 2015 
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“Missing middle”: a definition 

The focus of this paper is the “missing middle”, a concept that more impressionistic than statistical that 

essentially defines the segment of enterprises whose demand for credit remains unmet: “the lack of 

financing options is particularly problematic for MSMEs in the so-called “missing middle” which refers to 

entrepreneurs requiring medium to long-term financing in ticket sizes in the range of 100.000-2mln/USD. 

These enterprises are too big for microfinance and informal sources of capital, but too small or too risky for 

regular banks and private equity firms”6.  

 

Table 1. Senegalese MSMEs Spectrum7 

Entity Entrepreneur Micro enterprise Small enterprise  Medium enterprise 

Turnover 17-51 k/USD <170 k/USD 170-850 k/USD 850 k-3.4 mln/USD 

 

Sub-Saharan Africa is by far the region with the highest number of people involved in early-stage 

entrepreneurial activity. The GEDI (Global Entrepreneurship and Development Institute) survey conducted 

in the context of the Global Entrepreneurship Index casts some light on this issue. According to the survey 

of the adult population in several African countries, large number of respondents signal significant “perceived 

opportunities” for business. At the same time, the region shows a high rate of failure of exiting the business. 

A high rate of entrepreneurship goes hand in hand with a high discontinuance rate. The main reasons that 

explain the high drop-out ratio are a lack of profits, “another opportunity” and “personal reasons”: these 

factors support the conclusion that many businesses tend to be temporary in nature, easily abandoned when 

better alternatives come along. Another frequent reason is lack of finance, and this is the segment that should 

be investigated further to assess the real potential for growth. 

An empirical assessment would reveal that most of the businesses in Africa are very small and informal. 

Assets tend to be limited; few have machines or vehicles (the most common assets are tables, scales and 

pushcarts). The majority never grows to the point where they start having any employees or more assets. 

Smaller entrepreneurs have little or no capital and limited access to formal insurance, banks, and other forms 

of inexpensive finance. They are less able to make the investments needed to run a proper business and are 

more vulnerable to any risk coming from the business itself. For example, in the case of Senegal according to 

the general census of private companies produced by ANSD (National Agency for Statistics and Demography), 

MSMEs account for 99.8% of Senegalese companies with more than 400.000 economic units identified. The 

vast majority of these MSMEs are informal (97.3%), i.e. not registered in the Trade and Real Estate Credit 

Registry and without accounts according to the West African Accounting System (SYSCOA), the accounting 

system used in Senegal since 1998. 

 

 

 

 

 
6 IFC, “Financing Missing Middle SMEs in Emerging Markets: Insights about Small Cap Mezzanine Finance”, SMEs 
Finance Forum. 2016 
7 Louis Sarr, “Particularity of informal Senegalese SMEs and Challenges of their Formalization”. October 2019 
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Table 2. GEM Entrepreneurship indexes (database on adults aged 18-64)8 

N. Country Data Perceived 
opportunities 

TEA Established 
business 
ownership 

Innovation Discontinuity 
of business (% 
TEA) 

1 Zambia 2013 76.80 39.91 16.55   7.86 19.8 

2 Nigeria 2013 84.66 39.86 17.51 18.30   7.9 

3 Senegal 2015 69.91 38.55 18.82   8.21 13.3* 

4 Uganda 2014 76.91 35.53 35.94   7.56 21.2 

5 Ecuador 2015 52.71 33.56 17.40 27.78   8.3* 

6 Burkina Faso 2016 61.88 33.53 28.00 22.50   9.4 

7 Botswana 2015 57.81 33.23   4.60 20.27 14.7* 

8 Lebanon 2015 45.67 30.15 17.96 38.36 10.6* 

9 Belize 2016 71.77 28.83   5.30 48.20 18.8 

10 Cameroon 2016 63.80 27.56 15.20 15.90 14.9 

Legenda: 
Perceived opportunities: percentage of population who see good opportunities to start a firm in the area they live; 

TEA (Total Early-stage entrepreneurial Activity): percentage of population who are either a nascent entrepreneur or 

owner-manager of a new business; 

Established business ownership: percentage of population who are currently an owner-manager of an established 

business (i.e. a business that has paid salaries, wages or any other payment to the owners for more than 42 months); 

Innovation: Percentage of those involved in TEA who indicate that their product or service is new to at least some 

costumers and that few/no businesses offer the same product. 

Informal enterprises are operating outside the formal reach of the law or are not covered by the law in 

practice, which means that the law is not applied or not enforced. The explanation can be that operating 

outside the law confers them with a competitive advantage (e.g. no taxes) or that the law itself discourages 

compliance because it is inappropriate, burdensome or imposes excessive costs. Significant proportions of 

formal sector workers engage in part-time or even “second job”, home-based informal sector activities. 

Informal employment, including the agricultural sectors, accounts between 70 and 90 percent of total 

employment for most of the countries in Africa.  

Table 3. Business Exit Reasons, GEM 2015 (exiting the business %)9 

Economy Sold the 

business 

Unprofitable Problems 

with finance 

Another 

opportunity 

Personal 

reasons 

Others 

Botswana 0.9 40.6 20.2 10.3 15.8 12.2 

Burkina Faso 1.9 29.5 6.8 7.8 29.9 14.1 

Cameroon 2.8 37.3 14.6 10.4 16.5 18.4 

Senegal 2.2 36.6 15.5 6.5 22.3 16.9 

 

When informality is the consequence of the legal and regulatory framework, we are facing “barriers to 

entry” into the modern economy such as 10: i) poor general business environment, difficult and costly to 

comply with; ii) few incentives to formalize, poor government services and high regulatory and tax burdens; 

iii) exclusion and marginalization of groups (i.e. women, indigenous people) unable to engage in formal 

 
8 GEM annual reports. 2013-2017 
9 GEM annual reports. 2013-2017 
10 Simon White, Donor Committee for Enterprise Development, “Creating Better Business Environments for Micro and 
Small Enterprises. November 2018 
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markets; iv) poverty and unemployment, forcing men and women into starting an enterprise as a “safety 

net” to abandon if a decent work opportunity becomes available; v) external shocks (i.e. wars) and events 

that cause social disruption forcing people to operate outside the formal legal system; vi) general perception 

of obtaining few benefits, or no benefits at all, in formalizing the business; vii) absence of law and regulations 

enforcement mechanisms in the informal sector; vii) flexibility and independence in operating the business 

(i.e. production/trade of necessity goods and services for low-income population, using labor-intensive 

technology, in harmony with the abundance of labor force); 

Table 4. Characterization of the components of an economy11 

Economic 
type 

Legality of the production 
and distribution process 

Legality of 
final goods 
and services 

Type of economic 
activity 

Character and examples 

Household 
economy 

Legal, but outside the 
regulatory and tax 
framework of the State 

Legal good 
and services 

Non-monetized 
activities at home or 
among neighbors; 
plus cooperative 
work 

Child rearing activities; 
farming; firewood and water 
fetching; housing construction; 
“do it yourself” activities 

Formal 
economy 

Legal: within the regulatory 
and tax framework of the 
State  

Legal good 
and services 

Formal enterprises, 
the public sector 

Private or State enterprise; 
corporate, SMEs, foreign or 
mixed firms, government 
departments and formally 
organized cooperatives 

Informal 
economy 

“Extra-legal”: outside the 
regulatory and tax regimes 
of the State 

Legal good 
and services 

Production and 
exchange of legal 
goods and services 

Small farmers, self-employed 
workers, unpaid family 
members, myriad small-scale 
non-agricultural activities 

Criminal 
economy 

Unlawful activities, carried 
out illicitly and clandestinely 

Illegal good 
and services 

Theft; some socially 
or environmentally 
destructive activities 

Sale of stolen goods, personal 
use of public property, illicit 
dealing in drugs, arms or 
protected species 

 

In order to achieve long-term growth, an enterprise must graduate into a formal business operating in the 

modern economy. The “barrier to entry” must be removed and incentives provided to this aim. Graduation 

would provide to the entrepreneur several advantages: i) greater access to financial services; ii) more stable 

and enforceable commercial contracts; iii) better access to public infrastructure and service; iv) benefit from 

limited liability and bankruptcy rules; v) access to a formal social security system for employees; vi) creation 

of formal business associations; vii) greater access to government policies (i.e. incentives, public 

procurement, export promotion). At the same time, graduation can cause new additional costs (i.e. 

administrative and regulatory, tax and compliance). It is important that the process is managed in a way to 

create a positive sum game for the graduating enterprise.    

Throughout the years many countries have showed notable improvement in the process of graduating the 

business to formal in emerging countries. The progress however is still insufficient. Senegal, between 2004 

and 2019, managed to reduce the number of procedures, time spent and cost to become formal, reaching 

high income countries’ standards. This notwithstanding, most businesses remain small and informal, 

undifferentiated from the many others around them. At the same time, Senegal has a large number of “large 

informal enterprises”, very dynamic but also very vulnerable to external events. 

 

 
11 Steven Langdon, Archibald R. M. Ritter, Yiagadeesen Samy,“African Economic Development”. 2018 
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Table 5. Becoming formal: progress in Africa and Senegal12 

Area 
Number of procedures Time requested: days Cost as % of GNI per capita 

2004 2014 2018 2004 2014 2018 2009 2014 2018 

Sub-Saharan 
Africa 

11 8 7 63 25 22 136 99 9,9 

Senegal 11 4 4 57 6 6 206,9 19 4,3 

High income 
countries 

7 6 5 27 15 11 21,1 15,5 6,3 

 

The conclusion is that smaller entrepreneurs may not necessarily be “natural businesses” and that funding 

schemes must be developed to tailor the different segments. Poor entrepreneurs are energetic and 

resourceful and manage to make a lot with very little, but most of this energy is spent on businesses that are 

too small and utterly undifferentiated from many others around them. The reason that the poor do not grow 

their businesses is that, for most of them, it is too hard. Once a micro-entrepreneur realizes the impossibility 

of overcoming the obstacles to its growth, it may be difficult for him to be fully committed to his business. 

This in turn may also explain the disappointing effects of the business training programs that many MFIs are 

proposing to their clients as an added service. Poor people are more likely to adopt simple decision-making 

criteria that simply their lives rather than sophisticated approaches demanding ever more intellectual 

resources. 

This does not imply that poor entrepreneurs will not benefit from borrowing; the experience shows the 

opposite. The apparent contradiction is explained as follows: i) the marginal return on the first loan (and 

investment) in the small business can be substantial, as apparently demonstrated by the ability to borrow 

and repay loans at high interest rates;  ii) the overall return on a business, the total revenues net of operating 

expenses is low, so that additional loans (and investments) are not justified. The return at first is high, than 

it lowers; slowly it flattens out, discouraging the entrepreneur and possibly direct him to open other different 

businesses instead of growing the first. Microfinance has a role to play in support of these businesses. 

However, many of them will not grow beyond a certain point and those that will do, will find the microfinance 

lending model unsuitable to help them is overcoming the hump in Figure 1 below, and moving to the higher 

Production Curve. 

 

  

 
12 World Bank, “World Development Indicators”. 2015 
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Figure 1. Marginal and overall return for small enterprises13 

 

Small enterprises with Production Curve “A” have no growth potential that can be leveraged by financial 

resources; enterprises that growth along Production Curve “B”, are facing a hump that on the contrary 

requires a major scale up in investments and lending. For them, small loans might be available (i.e. through 

MFIs) in the first phase of growth, where the return is initially high by quickly levelling off. As the business 

tries to expand further, it faces a production discontinuity, as it needs increasing amount of capital above 

what microcredit can supply. At this stage, commercial banks are still reluctant to lend. Small entrepreneurs 

cannot borrow very much, and what they can borrow is very expensive. For most businesses, scaling up is 

not an option. Crossing the hump is impossible: no one will lend these small entrepreneurs enough money. 

Moreover, getting there might also need some management and other skills that are unavailable or cannot 

afford to buy. Therefore, they are stuck staying small. Sometimes, the initial flattening of the returns comes 

so soon that the same person ends up running three different businesses rather than trying to grow any one 

of them.  

To identify the “missing middle” we need two different dimensions: size and the degree of (in)formality of 

the enterprise are key. They create a continuum of situations from small informal enterprises, to large 

informal ones, to formal businesses. The “missing middle” cuts across the three segments. Among the large 

group of small/informal enterprises, what differentiate them is the ability to fill a real market gap, greater 

managerial resources by the owner or just the “animal spirits” needed to overcome the market “natural 

selection”. Formal enterpises could still have difficulty in accessing credit and other financial services when 

their size is small, that can be measured by a variety of indicators (e.g. turnover, value added, employment 

or, as far as credit access is concerned, average loan). In many countries, “Large Informal Enterprises” operate 

with sales volumes rivaling firms in the formal sector but are much more fragile and less structured. They 

appear to meet most of the criteria that define formality, including access to some bank credit. The difference 

with the formal sector is in the degree of organization, administrative structures, managerial styles, that 

resemble those of small informal firms. Their accounting is typically highly inaccurate, massively under-

reporting sales and profits. 

 

 
13 Abhijit V. Banerjee, Esther Duflo, “Poor Economics”. 2011 
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The “informal sector”, in Africa and elsewhere, has been recently subjected to increasing scrutiny. For a 

long-time the literature on the subject has identified informality in developing countries with (mostly 

family-based) micro-enterprises. Policy actions have focused on the concept of informal sector as “the locus 

of small-scale survival activities in situation of endemic poverty or dislocations associated with structural 

adjustment. This perspective coincides with the identification of informality with the microenterprises or 

self-employment, typical in businesses like street vendors and craftsman. It cannot explain the growth of 

large informal firms”. New evidence brings a major change in the approach, suggesting that substantial 

heterogeneity among informal firms along the formal-informal continuum. This heterogeneity can be defined 

by the following criteria14. 

Table 6. Criteria that define formal enterprises15 

Criteria Definition 

Size a firm with sales below 100.000/USD is defined as “small” 

Registration a firm not registered with any public administration is “informal”; 

Honesty of accounts a firm that does not maintain a full set of accounts or accounts incomplete or false 

Fixity of workplace a firm that does not maintain a fixed workplace 

Access to credit a firm with no access to formal bank loan in the past five years 

Tax status a firm that does not pay regular business income tax or pays a special lump-sum tax 

  

Firms that satisfy all six criteria operate within the “modern sector” and can qualify as formal; other firms 

may fail on some of the criteria. Large informal firms with inaccurate accounting and lack of transparency 

will find it impossible to access to large and long-term funding structures. Informality results from lack of 

compliance with laws and regulations, particularly payment of taxes and social security contributions. 

Informal enterprises may thus have a competitive advantage over formal firms, creating a vicious circle of a 

dwindling formal sector and booming informal sector. This case has been well illustrated from West Africa 

and Senegal in particular16.  

The existence of large informal firms is an important aspect of economic systems in Western Africa and 

raises fundamental questions on their role in the development process: do they play a positive role in raising 

income or are they a sign of a discouraging business climate with a negative overall effect? Furthermore, can 

informality at some point become a constraint to their longer-term growth? Studies available identify a large 

productivity gap between formal and informal firms, with correlation reflecting two-way causations: low 

productivity leads to informal status (for example, lack of qualified management resources); the informal 

status prevents access to financial and other services.  

The “missing middle” can be highly differentiated and funding might not be the only constraint to its 

growth. The graduation into the modern economy might as well be important. The appropriate economic 

policies should differentiate along the small-large and the formal-informal continuum. Most small informal 

firms are a safety net for the poor; some have real growth potential constrained by access to finance and 

other services; other larger informal firms need to graduate into formal entities, offsetting some of the costs 

(administrative and regulatory) and making available the public and private services needed for long-term 

growth. 

 
14 Mbaye A. A., N. Benjamin, S-S. Golub, J. Ekomie. “The Urban Informal Sector in Francophone Africa, World Bank 
Group, 2014. 
15 Reference the various analyses and works published by the The World Bank, i.e. Benjamin, N., “The Informal Sector 
and the World Bank”, Policy Research Working Paper N° 6888, 2016.  
16 Golub, S.S. and Mbaye, A.A. “Obstacles and opportunities for Senegal’s international competitiveness: Case studies 
off the groundnut, fishing and textile/clothing sector”, World Bank Africa Region Working Paper Series, N.36, 2002.  
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“Missing middle”: a funding approach 

The approach to the “missing middle” can be illustrated by Figure.2. The “Enterprise Size” is represented on 

the vertical axis: most household and self-employed businesses are small and likely to remain so. They are 

the target of microfinance and play an important role in the informal safety net system of poor countries, 

but most lack the conditions for long term growth and development. The next box covers small informal firm 

with potential for growth that at some might requires an investment discontinuity. Their growth path can be 

rightward, to become a formal (small) enterprises or upward, to become a large informal enterprise. In both 

directions they are likely to face credit constraints: because they are informal or because they are not large 

enough. To be able to access modern finance, they likely need to become larger and formal. The “missing 

middle” is the result of market failures; to target them requires innovative industrial and credit policies that 

accompany the enterprises along the path marked by the steps 1, 2 and 3.  

 

Figure 2. “Missing middle”: a pathway to growth 

 

 

Funding sources for smaller enterprises include short/long-term loans from friends and relatives and MFI 

loans. Studies conducted in East Africa show that the vast majority of banks (94% of the sample selected17) 

tend to demand collateral as a requirement in granting loans to SMEs and that 50% of the lending institutions 

tend to have problems with the definition and registration of the collateral. Because of the bigger credit risk 

of MSMEs, lenders tend to ask for a higher value collateral compared to what they demand from larger 

companies. Equity financing mainly consists of personal savings, family equity, business retained earnings 

and “sweat equity”. Few banks value the “sweat equity” generated from the owner’s labor and effort and 

add it to the business equity in determining the overall equity base for a loan or leverage. Personal equity 

maybe available for MSMEs, retained earnings are an option only for companies that are generally very 

profitable.  

 

 

 
17 Pietro Calice, Victor M. Chando, Sofiane Sekioua, “Bank Financing to Small and Medium Enterprises in East Africa: 
Findings of a Survey in Kenya, Tanzania, Uganda and Zambia”. March 2012 
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Micro Finance Institutions (MFIs) tend to focus of micro enterprises, typically set up to achieve an income 

for the owner’s family, aimed at survival rather than growth; maximum loan sizes may be 1.000/USD or 

$10.000/USD, depending on the region and the MFIs; this is the point where micro-entrepreneurs benefitting 

from loans from an MFIs, are no longer able to obtain more credit (the “missing middle”). The entrepreneur 

who is running a growth-oriented business has few options: commercial banks are likely to consider such an 

enterprise unattractive, too risky on account of their limited equity, management shortcomings, and lack of 

detailed market and competition analyses. Commercial banks lack the products and processes to service this 

segment of enterprises with higher risk and transaction costs. According to other studies, small businesses 

that employ 2-250 employees show financing needs ranging from 2.000 to 500.000/USD18, during their first 

lifecycle phases: start-up, survival, graduation (into formal business), and growth. This market segment is 

often seen as the target for Meso-finance. While different from microfinance, Meso-finance has not 

developed its own specific approach nor appropriate lending/funding model. To develop meso-lending, two 

approaches are possible: i) supporting MFIs in scaling up their activities thus extending their services to the 

upper segment of microfinance, the more bankable group; ii) encouraging commercial banks to serve the 

lower costumer segment through different approaches. 

“Meso-finance” is usually referred to as the solution for the “missing middle”, although there is no specific 

approach in support of this funding concept yet. The financial tools are the traditional ones (debt, equity, 

hybrid), without any specific structure. In our view, a response to the “missing middle” through new (meso-

finance) approach should combine: i) funding with Technical assistance (TA); ii) specific forms of funding, 

tailored to the specific situation of each enterprise; iii) support over the lifecycle of the enterprise. All these 

elements combined would be the meso-finance innovation: the way the financial support is combined with 

technical assistance; the way debt and equity features are combined in the final funding structures; the way 

the support is provided over a relatively long period of time. Informal enterprises would require, in the first 

phase, assistance to graduate to a formal stage; their lack of adequate collaterals should be compensated by 

strong business plans. As for most companies, past accounts are likely to be non-existent or inaccurate, the 

way to assess the risk and decide the credit allocation, must start from a business analysis and the projected 

corporate cash flows19. The debts available to MSMEs can be set based on the equity value of the company 

as estimated from the free cash flow model. The lending institution could then establish their corporate 

policy as to what proportion of the equity base can be given as a loan (i.e. the loan and all other outstanding 

debts as a percentage of the estimated value of the company).  

This approach based on cash flow is very much like that for start-ups. Figure 4 illustrates the typical lifecycle 

of a new enterprise, with the various funding tools available at each cycle and the average amount 

available. Currently the ability of these funds to reach target companies is limited. Out of a potential pipeline 

of 150 prospects (see Fig. 5 relative to two case-studies), on average only 2-3 investment deals are finalized. 

For start-ups are the challenge is even greater focus as they are characterized by the "death-valley curve", 

the period in which operations are not generating significant revenues.  

 

  

 
18 Thierry Sanders, Carolien Wegener, “Meso-Finance, filling the financial service gap for small businesses in 
developing countries”. September 2006 
19 Ben Amoako-Adu, Joseph P. Eshun, "SME Financing in Africa: Collateral Lending vs Cash Flow Lending". March 2018 
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Figure 3. Lifecycle of a venture, financial products, average size of funding20 

 

 

In developing countries, “Impact Investment” is a new approach to funding new projects, especially in the 

private sector and for start-ups. The key limitation to deploying “Impact Investment” resources is the lack 

of a pipeline of prospects for investment; broadening this pipeline to existing enterprises that have 

undertaken a process to graduation would greatly expand a pipeline. The risk profile of prospects companies 

could be strengthened by the specific TA programs in support of graduation. Enterprises will operate within 

the law and regulatory framework and overtime produce transparent and trustworthy financial information. 

The “Impact investment” schemes will mobilize a mix of products, debt/lending and equity/investment, as 

well as guarantees. As the new approach may not be in line with banks’ risk criteria, in a first stage ad-hoc 

funding schemes should be set up by “Impact Investment” community. As the enterprises consolidate and 

grow their business, commercial banks will become more involved, possible in risk sharing with other 

providers of funds and guarantee programs (e.g. financial and credit guarantee schemes). 

 

  

 
20 World Bank, “What’s happening in the missing middle? Lessons from financing SMEs”, 2017 
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Figure 4. Comparison of Deal Flow Dropout Rates for Two SME Funds21 

 

In this approach, the TA component is a pre-requisite for both lending and equity investment. “Pre-

investment TA with finance” can support enterprises that have been identified as attractive investment 

targets yet require additional preparation before a deal can be finalized. “Post-investment TA with finance” 

can support companies with the additional capacity generated by the investment. It can be estimated that 

the combination of pre and post-investment TA amounts to about 7 to 15 percent of the value of a given 

investment. SMEs often face constraints to financing their own TA; zero-interest loans (or a matching grant 

mechanism) may be used to provide the required TA.  

Figure 5. “Missing middle” financing needs22 

 

 

 
21 Shanthi Divakaran, Patrick J. McGinnis, Masood Sharif, “Private Equity and Venture Capital in SMEs in Developing 
Countries”. April 2014 
22 Thierry Sanders, Carolien Wegener, “Meso-Finance: Filling the financial service gap for small businesses in 
developing countries”. September 2006 
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Tools like venture capital (VC) and angel investor network, incubators and accelerators can be adapted to 

the needs of the “missing middle”. They can help companies to graduate and grow by providing a 

combination of capital, mentorship, technical support, infrastructure, and other critical resources. Often the 

investment provided by such intermediaries can be less than 50.000/USD. Technical assistance can enhance 

the effectiveness of fund managers’ investments in SMEs, mitigating risks and increasing the probability that 

investments will perform successfully by funding targeted operational improvements within these 

companies. In addition to capital, private equity (PE) investors bring knowledge and expertise to the 

companies in which they invest. Through active participation on the board of directors or in partnership with 

management, PE investors equip companies with critical improvements in governance, financial accounting, 

access to markets, technology, and other drivers of business success. 

PE and VC firms operational constraints can affect their ability to reach “missing middle”: 

i. Fund Structures: developed in advanced economies they have been transplanted to emerging 

markets without making the adjustments to reflect the differences. DFIs and Impact Investors 

dominate mainstream PE and VC fundraising. PE funds adopt economic models that generate IRRs in 

excess of 20 to 30 percent, while at the same trying to reach downstream to invest in SMEs. This 

involves greater investment challenges and risks and imposes structural constraints on the flow of 

investment capital to early-stage SMEs while inhibiting the creation of a “feeder” for future high-

quality deal flow for funds that invest in more mature companies.  

 

ii. Market and business environmental: a direct correlation exists between the regulatory environment 

and the size and vibrancy of the industry in a country. Many SMEs are owner-managed or family-

owned businesses and are unwilling to dilute their ownership and decision-making authority. These 

companies are often unaccustomed to how PE transactions are structured and are not always able 

to retain external advisors that can provide adequate counsel on such matters. Small firms would 

prefer to opt for financing over equity, however debt financing would not be available for higher risk 

start-up companies. 
 

iii. “Advisory Gap” and Capacity Constraints: exit options are a constraint to attracting capital in the 

SME space. Initial public offering (IPO) opportunities remain tenuous for investment funds, local 

capital markets are not well developed. Without access to IPOs, fund managers rely almost 

exclusively on strategic buyers, trade sales, or buyouts by other investment firms to achieve exits. 

Numerous PE players on the smaller end of the investment spectrum tend to favor investing through 

self-liquidating instruments such as subordinated debt, as this helps to mitigate exit risk. It is more 

difficult to sell small assets than large investments, and thus SME investors are disadvantaged in this 

respect. Funds that do focus on SME financing, indicate a robust pipeline of SMEs, but only 2 to 4 

percent of proposals move forward to term sheets and agreements.  
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Table 6. The main small cap SME mezzanine instruments23 

 

 
Instrument Description 

Debt-like 
 
 
 
 
 
 
 
 
 
 
 
 

Equity-like 
 

Partially unsecured / 
 Junior loans 

Loans with tailored repayment structure and flexibility regarding 
collateralization requirements, often allowing for long grace 
periods or seasonality on principal repayments and interest 
payments 

Royalty based lending 
Provides the investor with a base interest plus royalties, which 
are payments that are dependent on the performance of the 
company, usually a percentage of revenue or EBIT(DA) 

Convertible loans 
Typically, a loan with a maturity date and a regular repayment 
schedule, and an option to convert the loan into shares of the 
company 

Preference shares 
Shares which have preference over ordinary shares, including 
priority in receipt of dividends and upon liquidation, often with a 
fixed annual dividend 

Redeemable equity 

Mostly similar to ordinary shares, but with a right to sell the 
shares back to the entrepreneur (put option), typically using a 
predetermined price or a formula 

 
 
Among the funding tools, mezzanine finance appears particularly effective, combining pure equity and 

straight debt. There are two models for small cap SME investment funds: i) scaled down private equity funds, 

or equity-like mezzanine providers, with tailor made structures, substantial involvement at investees and 

focused on maximizing value creation and focusing mainly on third party exits; ii) lenders that provide risk 

capital, or debt-like mezzanine providers, who aim to provide capital to a larger number of SMEs while 

minimizing transaction costs and risks using standardized self-liquidating structures. Minimum deal size is 

usually below 1mln/USD for debt-like mezzanine funds, and above 1mln/USD for equity-like mezzanine 

funds24.  Today funds focus on ticket sizes well above 2 mln/USD. The average net returns in hard currency 

realized by the fund is of around 5-6%, including SME equity funds with larger ticket size. The net returns on 

funds focusing on less than 2mln/USD segment will probably be even lower compared with DFIs typical 

required IRRs of 10-20% for equity funds. As a result, several DFIs however, seem to be moving away from 

SME mezzanine investments, as many funds have not been able to meet the return expectations. 

Small cap SME finance will remain a challenging segment, with a risk-return balance that will not easily 

attract large amounts of capital from other investors than DFIs and foundations, such as pension funds and 

insurance companies. However, there is room for further improvement of mezzanine models, which could 

also lead to growth of the segment and attract more and other investors.  

 

 

 
23 Dutch Good Growth Fund (DGGF), “New perspectives on financing small cap SME’s in emerging markets”. May 
2016. The Dutch Good Growth Foundation has identified eight main funds that provides funding to small cap SME’s:  
BPI (Business Partners International), GroFin, Gazelle Finance, I&P (Investisseurs & Partenaires), Pyme Capital, GBF 
(Grassroots Business Fund), SEAF (Small Enterprise Assistance Funds) and XSML (eXtra Small Medium Large). These 
fund managers all have funds under management that start investing in ticket sizes below USD 2m through mezzanine 
instruments. These funds have about 1.2 bln/USD under management. 
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To target the “missing middle”, new approaches are needed. The risk-return profile can be improved in line 

with expectations of the providers of funds but, at the same time, the expectations need to be more realistic. 

This might require the strengthening of targeted enterprises in the course of what we have defined as the 

“graduation process”, before they access to debt or equity funds. It may also require a change in the credit 

policies of investors: 

i. Improving currency risk management (currency losses are single most impact factor to negatively 

impact returns). Capital comes in hard currency, while most Fund managers provide financing in local 

currency. Funds focusing on debt-like mezzanine have less currency exposure than equity-like 

mezzanine funds, due to the regular payments of loan-type instruments.  

ii. Shifting towards permanent vehicles. Permanent capital vehicles allow funds to be leveraged and 

engaged for longer timelines required for small cap SME investing. They also provide more stability, 

flexibility and continuity to the fund manager. Debt-like mezzanine are suitable for permanent capital 

vehicles; the predictable investment reflows provides cash flow to capital providers.  

iii. Standardization of products and procedures can achieve economies of scale and more efficiency; 

reduce costs shortening deal lead times and relying on more local (less expensive) staff. 

iv. Use of information technology to assess credit risk and monitor deals to increase efficiency and 

effectivity. Information technology can regular risk assessments and once the investment has 

occurred, information technology can enable the fund manager to track sales and cash flows. 

v. Use of new products and methods, such cash flow-based credit decision; credit history stored in 

digital banking transactions; credit methodology based on psychometric parameters, predictive of a 

person’s future success as an entrepreneur.  
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Conclusions 

The development of the private sector in Africa largely rests, among other things, on the efficient 

functioning of the financial sector, its depth and capacity to serve specific market segments including poor 

entrepreneurs, informal companies, small enterprises. A financial sector that fails in this role, fails twice: it 

is unable to effectively deploy its own resources and it can’t channel development resources provided by the 

donors’ community. This is a market failure that must be addressed by public policies and development 

programs. 

One credit and investment approach does not meet the needs of all enterprise segments. Microcredit has 

been developed to provide financial inclusion to households and small self-owned businesses, excluded by 

more traditional financial products. While “not transformational”, in its final impact, it nonetheless provides 

a strong impulse to economic development and the creation of new opportunities for poor people. 

Microcredit is essentially a new lending model. 

In parallel, new funds have been set up (many of them with “impact investment” goals) to reach private 

investors through debt, equity and hybrid products. Their impact has been modest because their model is 

not effective. The expected returns are excessive and do not account for the economic benefits of reaching 

truly small enterprises. As a result, most active funds are targeting safer industries (e.g. utilities), neglecting 

smaller companies in construction, manufacturing, food processing. The sectors that generate most 

employment opportunities. 

The “missing middle” in an impressionistic concept more than a statistical definition: it identifies a group 

of enterprises that is not the target of MFI nor commercial banks, nor has access to “impact investment”. 

Their features of the “missing middle” vary from market to market, in size and degree of formality along a 

continuum. In common, enterprises in this segment have the fact that they do not meet microlending criteria 

and are too small and too risky to qualify for commercial lending and “Impact Investment”. Many enterprises 

are still informal and need to graduate into formal entities operating on modern markets before securing 

better access to finance. The graduation presents costs along with benefits that a proper incentive system 

must address.  

The new lending and investment approach to the “missing middle” should recognize and be based on a set 

of key factors:  

- the expectations about returns on debt and equity investments for the “missing middle” should be realistic 

and adjusted in order to take into account the large economic benefit being generated (e.g. modern 

employment generation, fiscal contribution);  

- the overall approach should be longer term and follow the lifecycle of the enterprise, with the first stage 

focused on the graduation process from informal-to-formal enterprises operating the modern economy;  

- a pre-debt, pre-investment TA program is necessary to assist enterprises to become formal (e.g. properly 

registered, abiding law and regulations,) and to develop a proper business plan and growth strategy; 

- the financial products available should recognized that many enterprises lack a consolidated financial 

track record and that collateral-based lending is not possible (insufficient assets); 

- in the early growth phases, a new lending model should be developed based on the cash flow prospect as 

in the case of start-ups; seed equity should also be available in these phases; 

- hybrid funding structures should be created to support later growth stages, to overcome the limits that 

pure PE funds encounter (e.g. lack of exist strategies); 

- when the “graduation” to a formal enterprise has been completed and a proper track record established 

traditional commercial debt will be raised; 

- in order to create risk-sharing options for commercial banks, guarantees products should be offered 

though credit and financial schemes. 
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