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ABSTRACT 

This s~udy estab ishes how F!s ra :o credi mong SEs . 

. he hypo hes·s of t e s udy Has that credi ra~~oning 

influences the opera ions of SEs . Savings , business 

profi ab_~·ty , group members ip , loca :on of e .::msJ. ess, 

ability ~o pay and rr.e frequency of the borrowing were 

es abl:shea as some - the criteria sed by MFis to racion 

credit . 

pera _ons of MSEs we~e iaentif.ed to inc- de !ocat_on , 

esign and _ay out o_ ~he equipment, distribut:on c.ain, 

s-oc.ing a .d product~on capac: y . These operat:or.s 

const.:tut:.e capital a .. d working capital expendi- re. 

~he MSEs mainly requ~red credit to increase their stock 

~e~e-s and repair or add their capital equipmen . ~he 

:evel of credi in te~ms of adequacy was related to he 

_e,el of the operat:o. s in terms of expansion sing Chi

square . 

~he ana sis of the aata collected revealed that higher 

eve s of credit rece:ved enablea SEs co meet more of 

- .e~r p:anned opera ~ons . MSEs that recei7ed h:g levels 

of cred · t were those ~ith profitabl~ businesses, high 
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savings , had abili y to pay , had group guarantee and had 

rece:vea more t an one loan from the MFis . 

The study concluded hat a relationship exist oetween 

creait rationing by MF_s and the operations of MSEs . 

Thus, MFis should es · gn credit rationing programs that 

ennance the overal business operat1ons of MSEs from the 

location of the business to the point at which the product 

gets to the consumer . 



CHAPTER ONE 

INTRODUCTION 

Provision of adeq ate funds especially to Micro and Small 

En erpr..:.ses ( 'SEs ) has been o.: concern to t .e go··er. men 

and evelopmen agenc ' es in Kenya . This is clear_y 

·ocumem:ed · n go· ernme .. t policy papers, for examp e, in 

the 1979- 83 Developmen~ Plan , it was suggested that a 

credit sc.e e wor~. Kenya Shil ..:.r.g 50 mi:lion be se~ asi e 

:or endi~g to sma_ enterprises (GOK 19~9 , 338). :r. 

Sessiona~ Paper o . 2 of 1992, ~he Go er ment of Kenya 

recognisea ~he co p emen-ary role of the donors in 

promoti .g the MSEs (GOK 992) . T . . e provision and de very 

of financial serv1ces and credi~ to the sec~or by forma 

:inancia institut..:.ons has however been below expecta 1ons 

(GOK 2000 57 ) . Accord:ng to the 2001/2002 budg , o ly 

~a . . % o& he MSEs receive credit and other financ1al 

ser ices from formal banking sector (GOK 2001 ) . 

?oral :..:.nancial i.s..:. tions shy away from hese 

en erpr1ses because they cons1der hem too risky and 

costly to ser e . Recent increases in banks ' minimum 

ba·ar.ces and clos reo: ba k branches around ~he co ~try 

also resu in exc us1on of MSEs :rom formal finance . 



F r her, Kenya is presencly experiencing serious economic 

c a ~e ges, wh1ch :nc de nemp oymenc, poor performance 

of various seccors , retrenchments , as well as declining 

economic growth that has reached negative 0 . 3 per cen as 

of he year 000 (Economic Survey 2001) . This furcher 

agg~ava es he f~ anc'al position of the. SEs. 

In the last two decades , Micro Finance Institutions (MFis) 

have been among organizacions within the on Governmencal 

Organizac_ons ( GO) framework t at have been importanc 

sources of credic for a large number of micro and sma 

scale e terprises CGOK 2000 , 57) . MFis take the form of 

GOs , private companies , donors and governmenc 

1nsti~uc~ons . The mai ob'ective of MF_s is ~o provide 

technical assistance in form of credit and training co the 

poor wich ultimate goal of alleviating poverty. OS of 

the MFis rely on donor !undi.g as they are not financially 

viable enough o access commercial funding (Ledgerwood 

998). Howe er, casual observations into the operations 

of MFis show hat there are new evelopments coming up in 

the micro!inance !~eld whereby the donors are emphasizing 

on self-reliance . This means t at the MFis have to lend 

o cl1en s who are able o repay their loans . 



ack of wor i g capital has b en established s the mos 

mpo~~ant reason for business c os res and access ~o 

cred1c as the second most severe constraint facing MSEs 

af•er access to mar e s for t e~r produc s (Cen ral Bureau 

of Stat~stics-CBS 999) . How he ~Fis e erm1ne .ow much 

a d to ~hom the le d are thus crit~cal and ~h~ir 

ecisions may inf ence the operat~ons of the SEs. 

1.1 Statement of the Problem 

reater access to and susta1nao_e ::ow of adequate credit 

-o the informal sec~or opera ors a~e cri ~cal :o progress 

~n po e~ y reduction (GOK 2000, 57 } . The main so rces of 

credit -o MSEs are re atives and friends, formal ba~ks a d 

.Fis . 7he~e ~as bee. a lot of emphasi=e on provision of 

~inancia· services co MSEs in form of credit, training and 

_inkages to &o~al t:nancial i scitutions by che :Fis . 

However, the Fis ha e imi ed o treach o MSEs due to 

limited financial resources among other reasons. They 

on y reach 3.5 of ~he co ntry's poor (CGAP, 4 ) . 

The MFis have litt e o shm.., on what they have ac .. ieved in 

financing the MSEs (The week:y Review 1998,3) . This means 

tha the credit give -o MSEs ·oes not seem to ,..ha .ge 

.... e.:r leve_s o: ope~at.:.ons . 
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Oke ch (1991, 89) found ou hat although many Fis are 

gi vi..g creait o SE:s , they do not seem to be well 

"nformed on he rel t1ve sizes or k1nds of loans needed by 

enterpr~ses :n if~erent sec ors. In light of the low 

_eve s of operations and lack of information on the 

relative sizes and kinds of loans needed by SEs , there is 

need to inves~igate now he AF_s ration credit o MSEs 

nd establish the influence of such rationing on the 

at er's operat~ons . 

1.2 Objectives of the Study 

The ~a~ obJec~ive of ~he study was to determine how MFis 

allocate credit to MSEs. This was ach · eved through three 

sub-objectives name:y: 

1. Deter ine the operations o: MSEs 

2. Determine he crl-eria used to ration credit by the 

F!s and 

3 . Establish the influence of credi rationing by MF!s on 

SEs operations. 
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1. 3 Justification of the Study 

There has been paucity of liter t re on credit rationing 

in the SE sec or i Kenya . ost researchers in ~ is 

sector have st: died ~ .. e impac ... of credit on various 

economic ariables iKe employment , increase i . ho sehold 

inco:nes a. d e .. terpr~se ou-pu (Oke-c' 991; Coppers and 

Lybrana '991) . Other scholars have studied the MFis on 

the cost of various credit proarams, sustainabili y 

eve_opment, tra:ning, technica assiscance met. odo ogies , 

numoer of clients reacned , client drop out from MFis and 

repaymen.: ra es (Kha .. d:<er and P: --c -996; Gurgard, Pederson 

and Yaron 1994 ; Yoder 1993l . The :~ndings of \:his st dy 

will add o the exis.:ing literature on micro and small 

en erprises i the area o= credi~ ra~ioning . 

The st dy wil establ-sh the credi rat'o ing cr:teria 

that are sed by dif:erent MFis , ereby e ightening the 

MSEs and other lending institutions on he various 

criter~a sed o rat1on credit . Th:s wi._ asslst the MSEs 

for credit facil:ties :rom the Fis . 

Furt . . er he resu~ts o_ his study 1-J..:.:._ contribute to an 

understanding of the SEs :inar.c~ng through the MF:s and 

he _n=:.uence such ::.anci g ~as o. ~.e operations or the 



lat~er . This hnowle ge is sefu to policy makers in 

coming p wi h a regulatory frame ork for F:s . , 

1.4 Scope of the Study 

he st dy concentra ed on ~inanc1ng aspects of SEs . The 

aspects of finance considered included financial 

requ · rements and var1ous sources of finances for MSEs . 

Fur her cred· rat1oning by MFis and 1ts influence on 

SEs ' opera t. · ons were ·:he main :ocus of the st. d: . The 

researcner collected data from a random sample of 30 MFis , 

which had credit in their portfolio of services and are 

based in airobi . Data was also collected from a sample 

of 30 MSEs located 1n airobi that had been f~na ced by 

he selec~ed MFis . The sur ey method was sed o col ec~ 

che ata . Data was analyzed using descriptive and 

inferent~a: statis ics (Ch·- square est) . 

1. S Organisation of the Study 

his research project consti utes five chapters . Chapter 

one cons · sts of a br~ef introduction of the study, the 

problem statement , objectives , JUStlfication of the study 

and scope of :he study . Chapter two presents the 

def · n:tions of terms , sources of funds for micro and small 

en~erpr1ses , operations of micro and small enterprises , 



models of funding rnic=o and small enterprises, credi 

ration~ng criteria a .d the hypothesis of the s udy . 

Chapter three elaborates the research methodology with 

emphas1s on the research desig , sampling plan, data 

types, sources , collection procedures and data analysis . 

Chap er four presents a q al· at!ve eval ation of the data 

obtained from the sample . The last chapter dwel~s on 

conclusions and recommendat~ons based on the da a 

analysis . Potential areas of future research are also 

suggested . 
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CHAPTER 2 

LITERATURE REVIEW 

Fi ance deals w1th the basic economic problem of scarce 

resources ~ith n ~mited wants. It is the key o 

inves me. and growth . Profitable invest opportunities may 

exist b t the financial resources required to invest may 

be beyond the capacity of the investor . Under such 

circumstances, investment decisions are made under imiced 

cap · ta budget res ~t~ng ~ capita· rationing (Pandey 

999, 56_). ~imited capital b dgeting may also be ~mposed 

to check on controls . In either case, criteria have to be 

set to determine how much is allocated to each act1 ity to 

achieve optimum results . 

2 . 1 De£inition o£ Terms 

This section defines the term operations and the 

terminologies used in he Micro Enterprise sector . 

Operations : Operations refer to the resources and 

processes of organ~zations in producing goods and services 

for customers (Johns on 1997) . The s udy emphasized on the 

financial resource provided by MFis in form of credit and 

investigated how it is availed to the MSEs . 



M1cro and Sma 1 Enterpr1ses: A definition tha could 

c assify e enterprises on dimension of cap'ta , 

employment and ou put lS best . However , data on capi al 

and outpu is often missing or unreliable , forcing 

ana ysts to rely on e p oyment data a one (Dondo, 994) . 

This study dop s the efinition given by the 1999 

a ona· . S2s Baseline Survey wnereby a micro enterprise 

is :aken to be one employing 10 people and below while a 

smal_ en~erprise is one employing betwee~ "1 and 50 peop_e 

(CBS 999) . Employme .. t here refers to people 'NOrk:. g n 

the enterprise whether they are paid or not . Bus1ness , 

enterpr~se or firm are sed interchangeably to re:er to an 

economic unit producing goods or providing services , for 

example, Kiosks , salo.s, and shops among other ent~ties . 

Microfinance : Micro:i.ance is efined by the Association 

of Microfinance Ins itutions (AMFI) as the provision of 

micro-credi as we_l as other services such as savings, 

depos1~s, i surance services and other financial 

~nstruments/products ai~ed at the poor or low income 

peop.e. Th1s study considers only the provis1on of micro

cred't aspects of Microfinance . 
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Microcredit : einke (2001 , 1) efines micro-credit as 

credit extenaed by ~or al ins -t t-ons o :ndiv~duals or 

informa: groups . ~ e forma 1nstitu ion has been se p 

or is currently financed or supported by donor aid . This 

stu y de:ines m1cro c=edit as . ds pro ·.:.de a by F: s t.o 

MSEs that are o be repaid at a cost and nder specified 

condi .:.ons . 

2. 2 Sources of Funds for Micro and Smal.l Enterprises 

Deb and equ"ty are ~he two sources of finance for a 

business . Debt refers to finances prov"ded ~hrough 

borrow1ng wh~le eq·1~y is fi.ances prov!ded by the owners 

of the firm (Copeland and Weston 1992) . In the context of 

MSEs, -he ex~ernal sources of fina . ce are lim1 eo due to 

their _nabi ity to gain access to funds from ~he 

mainstream formal !!nancia system in Kenya (Parker ~993 ) . 

Alternative sources of external funds in the form of self 

sa ings are almost · mpossib:e to accelerate in Kenya . 

Th~s is because of many factors "nhibiting the sav·ng 

ra e, for example, t .. e poor econom.:.c stat. s of most of the 

MSEs arising from nemployme t , high cost of living and 

inadequate services prov1ded by the government . In early 
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1990s here was rapid evelopment of informal finance in 

form o! M1crofina ce _ns itutions . These inst ' tu io s 

prov1de credi o SEs . The 1999 National ~SE Baseline 

Survey iden ified var~ous sources of MSEs finances . They 

nc e farn~ly so rce ·, moneyle aers, banks an GOs among 

many o hers . 

2.3 Operations o~ Micro and Sma~~ Enterpri~e~ 

Reso rces o~ organ~zations comprise of f~nances, -he hurna~ 

capital, eq ipmen~ ar.~ materials sed in ~he prod c~~on o& 

goods and services . ?rocesses ~nclude location, design, 

layo t and instal_a~~on of equiprnen~, sourc·ng of raw 

material , management of the human resource, production and 

dis rioution logis:ics. The processes are in errelated . 

They are performed to produce a product or service; and 

get ' t to the inter.dea consumer . f"nances used _n 

business processes co. stitute capital and working capital 

expenditure. Accordi~g to (Parker 1993) SEs require 

business finances for; payment of services, license fees; 

working capital requ~rements, for example, buying stock, 

repa i rs and maintenance and raw materials; and as business 

capital both initial capital to star up and additional 

capit - 1 to oe injected into the busi ess. 
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2 . 4 Models ~or Fundinq ~cro and Small Enterprises 

The echniques of gi•ing credit ha e been changing (Yoaer 

1993) . The echn1ques have changed from formal me~hods 

where credi appraisal is emphasized along with collateral 

to tradi~1onal money len ers methods . MFis in Kenya use 

diverse methods of m crofinance molded from the Grameen 

Bank mode_ . This mode is based on use of informa 

communi~y delivery syscems co administer credit and 

savings; Fis organize clients into groups for purposes of 

a~tain1ng economies of scale from t e smal scale 

transactions and ~nstituting small group guarantee 

mechanisms; credit appraisal is based on charac er 

assessment rather than viability of projects to be 

financed and collateral; and the focus is on financi.g 

very smal~ businesses and che poor (Khandker et all995). 

Yonder (1993) identified two approaches of giving credit 

to MSEs in Kenya namely the integrat've and the minimalist 

approac es . Under t e minimalist approach , only credit is 

provided to the borro~ers . The model is based on believe 

that he provision of credit is the means to success of 

MSEs . The integrative approach provides training and 

rela ive cechn1cal assistance ~n addition to credit . 

· ithin t e two approaches, many other approaches have been 
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dev oped ~ ch inc e, the in ividual , group, nd he 

rot ing savin_s and credit societ~es. r r her s dy by 

Oketch (_995 on -he emand nd supply of MSEs f~nance in 

Kenya identif:ed four methodologies mainly individual 

cred · t, :nd: - a_ c~ dit ~:th tec.~ · ca assis nee, group 

cred1 and group ere it with technical assistance . 

Simi.arly in a survey of a· organiza :ens with supper~ 

programs =or MSEs , 4" organizations were found to have a 

credi~ component ~ -he"r assis ance package -o SE ( uon o 

.994 ) . ..ccording t:o ondo (1994 , organizations give 

credit ~n ~wo ~ays ; :ndividuals or t.ro gh Jrouos. Donee, 

Oke-ch and Yoaer st··aies are consisten on t:he approac:1es 

used _n Kenya to =ir.ance MSEs . 

Though the Keny n s~- ation is consiste , Gurgand (_994 ) 

did no :dentify a .y one s:ngle model for successf rural 

financ1a intermediation , rather a variety of operat~ng 

models o improve sa ings mobilization, provide credi and 

ncrease f ex1bi ity i. service de'ivery were being sed . 

2.5 Credit Rat~on~ng Criteria 

Credi- rationing taY.es two =orms . Lenders may ref se t:o 

rna .e _oa s even tno gn borrowers arc wil ing t:o pay a 



14 

higher interest rate or make loans but restric the size 

of ~he loans o less than the borrowers would ike 

(Mishk1n 1997). Fi~ancial institutions engage in the 

second form of credi~ rationing to reduce their risks. 

There are two argurne~ts on how much the MSEs should be 

given . One school o! thought argues that the MSEs know 

best what they want :o invest in and thus they should be 

given wha~ ~hey app_. :or (Reinke 2001) . Reinke states 

that some credit schemes assume that the poor people 

themselves know bes~ how to better themselves and :hus 

cred.t sr.ou d not be targeted to particular ac~ivities. 

In Cameroon and Togo, for example , consumer and i vestment 

credit is provided a .. d there is no constraint on how loans 

are used Gurgand(l994) . 

The other argument contends that credit should be made 

available according ~o repayment capability based on 

cur=ent . Some of the factors of determin1ng the size and 

target for credit include : 

Sav1ngs : Gurgand (1994) notes that mandatory and voluntary 

sav~ngs schemes have been used effectively by RFis where 

sav1ngs play a signi:icant role in gaining access to 



cr a1 . Cr'edit e ' p rgne-logemenc 1n Rwanda provides 5 to 

5 years ere i for home construct1on er one year o~ 

recor ed saving erfor . Reinke (2001) identifies saving 

as a means of determin1ng w o o g1ve credit and .ow much, 

wh reby a borrower ·s required to accumula e savings oo h 

prior o and uring borrowing . The borrower may also be 

re red to pledge such sav1 gs as collateral . This 

excl des the pote 1al borrowers and contradicts logic of 

micro ending n -.a 

save . 

he borrowers may not have unds o 

Abi icy to pay : In Burkina Faso and alaw , failure of one 

member o repay was used o block access to new credit for 

a:~ group members, increas · ng repaymen performance due to 

soc:al pressure (Gurgand 1994) . Reinke (2001) notes that 

access to fu ure arger oans may be made ependent on 

pu ctual and full payment of small initial loans. 

Eva at·on of b s · ess viab1lity : This approac. is 

practiced in Burkina Faso whereby a careful analysis of 

~he economic opportuni ies available in t e Tlllages where 

credit is provided is carried out . Use of credit is 

a:scussed wi h borrowers and includes var·e y of farm or 

• o .-firm inves ments . The scheme is flexible :n allowing 
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re loca 10n of funds to ac ivi ies ha ha no bee 

pr v1o·s y planned . 

Target group : Target groups are also sed to !locate 

credi . G r ar. ( 19 ) foun hat Smal ho: e_ 

Agricultura Credit Administration (SACA) in alawi 

concen~ra es on sma~ o der farmers, Cr'edit Soud re 

aurkina =aso concentrates on poor people in rur 1 Sahel 

~hat s f=er l.!'Om _ack o capi a wit. empnases o. · o:"e .•. 

Ot er organ~-ations ave no we_l-defined ~arget 

pop lat.:.on . Reinke 1dent~fies several ways of 

targe- group . Among -he ways ident1fied include: arge-

women 'l'lho are seen as economically less i .dependent, .e 

youth due to high nemp~oymen and insufficien~ Jobs , a .a 

~he rura people #ho re seen not to benefit from 

eve oprnent and emp oy.ent creat~on in the c~ i_s a .d 

towns. r. ~ender has to decide how to reach his arget 

gro p -nd ens re tha~ he targe ~ng objectives are ~e . 

Character assessrnen : .he Grameen bank model bases cred't 

on ~he charac er assessment and rust of t. e groups. 

However, if an individ al does not belong to a gro p and 

~s ab_e -o pay, he ~a_ be denied credi · = the F: is 

pure y sing t is model . 
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0 hers : 0 her fac~ors identified by Rein e (2001) include 

such factors like ethnicity , nationality or fac ors of 

soci~l aisad~antage such as physical disabi ity , location 

and ob · ective of the microcredit inst~ ut1on and mandatory 

training . Objecti es of the lender may be to fund 

act it-es away from rading act~vities so as not to 

dilute the sector ' s profit thus undermining the viability 

of a - traaing act:vit:es . An F: serv1ng the poor may 

ocate :ts offices where the poor live . Such criterion 

may sometimes lead to poor choices as cit:es and ~owns 

have the best infrastructural connections . Access for 

credit may be condit:oned on undergoing credit training . 

This may be worth as more borrowers Nill succeed in their 

business and be able and willing to repay their loans . 

However , training is costly and it will exclude some 

po ential borrowers . 

Oke ch , 1995) when s- dying the emand and supp.y of MSEs 

finance in Kenya established that the size of loans to 

vari o us borrowers depended on the lending technology . 

Where funds were lent to individuals , appraisal depended 

on business assessment , collateral , business needs and 

repayme~c capacity , type of business and availabi_ity of 
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funds . For group based loans , it depended on age of the 

group , group appraisal of the project , past repaymen 

records demand by c_ients and availability of funds . 

Oke ch used the MSEs financiers and did not cons1der he 

influence of rat·on~~g on MSEs operations . OKetch's 

findings contribute co this study in defining the possible 

variab:es from the pe~spective of MSEs such as cred~t size 

and security . This study took the perspectives of both 

the MSEs and the~r f~nanc~ers and went further o 

deter~~e the influe .. ce o£ credit rationing on operations 

of MSEs . 

This literature iden~ified savings , ability to pay , target 

group , b siness vlab~:ity , lenders ' objectives , :ocat~on 

of the lender , funds availability and mandatory training 

among t e ~any variab:es of determining the credit size . 

Some of these variab:es are beneficial to the MSEs while 

most of them ensure that the MFis ge back their funds . 

The variab:es identi=ied in the literature were 

investigated in the field . The influence of credit size 

on MSEs operational :evels was -hen established . 



2.6.0 Hypothesis 

ull Hypo hesis : Credi size (in errns of adequate or 

inaaeq ate) oes not ave infl ence on the ope~at'onal 

levels (in errns of increasing either capital or working 

capi a ) of he SEs . 

Al ernative Hypo hesis : Credit size ( in terms of adeq a e 

or inadequate) oes :nf uence he SEs operat ' ona levels 

(in terms of increasing ei her capita or work ng capital . 
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RAPT R THREE 

METHODOLOGY 

This sec ion discusses the research design , sampling 

me hod, and, ata co~_ection and analysis . 

3.1 Research Des~qn 

A survey method was employed in his study . A semi 

structured quest~onnaire was used ~o col ect the primary 

data. 

3 . 2 Popu~a tion 

The population of the study was all the Fis providing 

Creai~ to MSEs in Kenya and all che MSEs in airobi that 

had been financed by the MFis between January 2000 and 

June 200 . 

3.3 Accessib~e Popu~ation 

ost of the MFis are concentrated in a~robi (K-REP 997) . 

This fac or in addition to time , finances and logis ic 

problems limited ~he study population within airobi . The 

direc or of MFis produced b y K- REP in 1997 lists 61 

organiza ~o. s giving various types of services ranging 

from credit o ~raini.g . :nits sources of business 
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capi a~, K nya anagement Assistance Program (K-MAP) lists 

two more sources of loans for micro , srna 1 and medium 

scale companies t a are not in the list of K-REP . The 

register of AMFI consis s of 11 MFis, three of which are 

not in ~he K-REP lis Thus, the K-REP list is not 

inclusive of all the MFis in Kenya . Nachmias (1996 , 182) 

suggested that when the sampling frame is incomplete , one 

may use supplemental lists to come up with the population 

frame. In this case, the population frame for the study 

was a combination of the K-REP list as of 1997, K-MAP list 

as of 2000 and the register of AMFI as of 2001. The MFis 

located · n Nairobi and had a micro credit were 44 in 

number and formed the sampling frame. 

3.4 Sampling P~an 

A random sample of 30 Fis was selected among the 44 sing 

random numbers . Th1s was preferred as it ensured equal 

chance that each MF: would be selected and minimized 

samp ing bias . 

Due to he large number and informal nature of the MSEs 

cluster sampling was used to select them . The studied 

MFis were clustered under church , bank , GO, company and 

others. One MF: from each category was randomly selected . 



The se ec~ed Fis ad ised the researc er on e ays tha~ 

the~r clients hold meetings . The researcher t ended these 

mee ings and randoml: se_ec ed six MSEs who haa recei·ed a 

loan between January 2000 and June 2001 from each MF! . 

Th~s pe~:od ensured ~.at data was ava~lable c~om the 

respondents . Mos of the MSEs studied were informal and 

their busi.esses were run unoer either a fam~iy or owners 

name. !or his reason a list of selected MSEs could noc 

be composed . 

3.5 Data Types, Sources and Collection Procedures 

The study employed pr~mary and secondary data . The primary 

data obtained from MFis included : MFI background ( arne , 

location and ownersh~p ) , sources of funds , amount of loan 

disbursed , lending criteria , conditions on lending, loan 

repayment , and other services offered to t .. e clien~ ir. 

form of training , business adv~se , and business 

monitoring . A drop and pick semi-structured ques: ' onnaire 

was ~sea co col ect ata from the Credit Officers of MFis 

(Appendix C) . 

The pr-mary data collected from MSEs included; the 

background informat~cn, for examp e, name of business, 

locat~on , and type of business ; fina~cial needs and 



operations of the SEs and sources of funds . A semi -

s ruct rea questionnaire was administered to he SEs 

entrepre eurs (Appendix D) . The respective micro finance 

institution giving credit to the selected MSEs ass1sted 

~he researc.er in loca ing the MSEs . 

The secondary data was ob~ained from relevant 1: erature 

and records available in libraries , government offices and 

respective offices of MFis and SEs . 

3.6 Data Analysis 

The data was presented using tables and escriptive 

statistics . 

The data was analyzed using descriptive statistics (mode , 

mean, _requencies and percentages) and inferential 

s~atis ics (chi-square) . Descriptive statis~ics enabled 

the researcher to describe the distribu ion of the various 

variables in the study , for example , credit amount , 

sources of funds , and expenditure types of MSEs . The chi

square tes~ was sed to establish the relationship between 

the level of funding provided by MFis as determined by the 

ration "ng cr~·eria and the operations implemented by the 

MSEs , and whether this relationship was significant . 



CHAPTER FOUR 

DATA ANALYSIS AND INTERPRETATIONS 

This chapte r presen~s data on credi~ rationing and the 

opera~~ons of SEs . The s~udy had ~hree obJect_ es name y 

to de~errnine the ope~ations of MSEs , determine the 

cri~eria used co rat~on credi by - he r:s and es~ablisn 

the influence of crea·c r ationing by MFis on he 

operations of MSEs . 

Data on MSEs operat~ons and ~he cr~teria sed -o ration 

credi~ assis ed ~o achie~e he relc ~onship be~ween c~ecit 

rationing and opera~~ons of MSEs . Data was co lec~ed from 

the fie d and was presented, analyzed and interpreted 

under data co lectio. and response rate ; background of the 

studied AFis and SEs; ~SES business ac ivities ; 

opera~ions and financ~al needs of MSEs ; operations o£ MSEs 

financed by MFis and MFis funding methodology . The 

chapter concl des by proving the hypothesis that credit 

rationing has influence on he operations of MSEs . 

4.1 Data Collection and Response Rate 

Data from 24 ou~ of 30 selec~ed l Fis was obtained through 

a q est~on aire sing he drop and p "ck method . Where MFI 
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cred1 of ·cers had time , the researcher he d disc ss'ons 

wic them on the1r rationing methodology in addition to 

them respond~ng o he questionnaire. This was used to 

val~date the data in he questionnaire. A response rate 

of 80 per cent was received (Table 1) . The few cases of 

non-response were a tributed to two factors . First!y , 

some of the sampled MFis said that they have a policy of 

no releasing informa ion to outsiders and secondly, 

others s ated that they were too busy . 

Tab1e 4.1 Response Rate 

Number of umber of Percentage 

questionnaires Questionnaires 

sent Received 

MF!s 30 24 80 

SEs 30 27 90 

Source :Research Data 

Thirty ques ionnaires were administered to MSEs at their 

business locations . 27 questionnaires out of the 30 

administered were received represent~ng a response rate of 

90 per cen~ (Table 1) . The non-response of the three MSEs 

was a~tributed to the fac~ ~hat some of them were ~oo busy 
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on e_r businesses -o give comprehensive a d releva c 

data . The others were limited in terms of their 

nderstanding of ~he MFis credi programs ar.d ab li y to 

communicace informat1on abou heir businesses . This ed 

to inadequate response to the uestion aire . 

T e findinos and concl sions were based on the 80 per cenc 

and 90 per cent response rates of the Fis and MSEs 

respec~ively . 

4 . 2 Background of the studied M1cro F~nance Institutions 

and ~cro and Small Enterprises 

The background infor~ation includes he form , location of 

operacions , ac~ivicies and the sources of funds 

4.2.1 The Micro Finance Institutions 

The sample of MFis se ected ranged from GOs to churc 

based organizatio s as shown on Table 4 . 2 



Tab e 4 . 2 s ows t a the ~ Fis ake different for s . 

However , the ma jority are GOs (50%) . A fe w commercial 

banks ( 3 ) were also involved . The banks have 

established special units to serve MSEs and in some cases 

they work in collaboration with he MFis . 

Tab1e 4.2: Form of Organizational Base of MFis 

Form Frequency Perc en age 

GOs 2 50 

Banks 3 13 

Company 3 13 

Ch rcn 4 7 

Others 2 8 

Total 24 100 

Source : Researcn Daca 

These resul s demonstrated some discrepancy in the sec or 

whereoy though the Fis encourage the MSEs to save , 

majority of the lat er do not have direct access to their 

clients deposits . This may ead to transfer of wealth 

from those who do not qualify for loans from the 

commercia banks to those who qualify as the latter ' s 

deposits are lent out . 



The MFis operate in different regions of t e country and 

carry ~ffer nt development progr ms ha~ vary !rom o e 

organ_za ~on ~o the o .er. 

Sources of .inance :or MF:s include foreign donors (20%) , 

·n ernal operations (20%) , borrowing (25%) and members ' 

deposits (5%) . Table 4 . 3 shows that on verage , the 

highest proport "on of :inances were :rom in er~al 

opera ~ons (50%) and t~e least ere fro, members deposits 

( 5 %) . R simi:ar rend ~as obser7ed :n ~aole 4 . . w ~ch 

shows t.e freq ency of MFis and t .eir sources of finances . 

Table 4 . 4 shows that major~ty (79 ) of MFis generated 

funds from their internal operation and least (17 %) got 

their funds from members ' deposits . 

Table 4.3: Average Sources of Finance for the MFis 

Source Mean Percentage of 

the Fina. ces 

Foreign donors 20 

Internal 50 

operations 

Members deposits 5 

Borrow1ng 25 

~ota: :oo 

Source : Research Data 
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The .F s credit officers stated that he internal 

oper t ons invo ved operating revolving funds that 

resu-ted from credit programs ha were initially funded 

by donors . 75 per cent of the MFis reported that the 

onors had pulled out of the programs leaving the MFis to 

operate on their own. The low proportion of members ' 

eposits was explained by the fact that apart from the 

banks, the other MFis do not have access to he members ' 

deposits . 

Tab~e 4.4 Sources of Finances for MFis 

Source Frequency of Percentage 
MFis 

Foreign 16 67 
donors 

Internal 19 79 
operations 

Members 4 17 
deposits 

Borrmdng 6 25 

Source : Research Data 

Of the 24 MFis studied it was established that they 

recei ed between 0 to 50 per cent of their total finance 

from borrowing. Proportion of f~nances from donors, 

:nter~a- operations and members' deposits varied :rom 0 to 
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100 per cenc of the ~otal finances : or differenc Fis 

(Table 4 . 5) . Most MSEs ob cain finances from more than one 

source and only a few obtain from a single source . 

Table 4.5: Sources of Finances and Range of Proportion of 

Total Finances 

Source J Percencage Range of 
p . . roporc1.or. 

?oreign donors I 0·100 
:r.cerna! operaclons I 0-lOO 
Members depos1.cs I o-1oo 
Borr owing I o- 50 

Source: Research ~aca 

Apar t from giving credic to MS Es, 75 per cent of the MFis 

also gi e business training while 33 per cenc participate 

in deve_opmen~ programs, for examp~e, in health and 

agr i culture (Table 4 . 6) . 

The type of train1.ng offered includes book keeping, 

fi l ing in sa ings passbooks, and developi ng business 

plans . This training is geared to1ards introducing MSEs 

co banki.!j.g . .F:s =:.::ar.ce capic.al equipment and · . .;orking 

capital requ rements of the MSEs {Table 4 . 7) . 
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Table 4.6: Services Offered by MFis to MSEs 

Type of Service Frequency of Percentage 

MFis 

Credit 24 100 

Training 18 75 

Development 8 33 

Programs 

Source: Research Data 

Table 4.7: Type of Operations of MSEs and Frequency of 

Funding by MFis 

Type of Frequency Percenta 

operation MFis ge 

Initial capital 3 13 

Working Capital 24 100 . 

Addit onal 10 42 

capital 

Source : Research Data 

All the Fis finance working capita expenditure of the 

MSEs . The res lts indicate that a b1g proportion of 

initial capital for the MSEs were not from MFis, but from 

other sources . Generally , MFis tend to finance working 

capital and to a limited extent addi ional capital for the 

MSEs as indicated in Table 4 . 7 . Al_ (100%) MFis finance 
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SEs work·ng cap~~al , 42% of Fis finance SEs dditiona 

capital while 13% of the MFis finance MSEs init'al 

capi-al . 

4.2.2 The Micro and Small Enterprises (MSEs) 

The survey targeted ~he MSEs located in Nairob1 tha~ have 

been financed by MF-s . Most of he MSEs financed by MFis 

are ~ocated in he lew c!ass areas of Nairobi main y 

Dandora , Kariobangl , Kayo e and Kawangware . The 

bus1nesses were es ab:is ed ~hrough the in:tiati es of t .e 

entrepreneurs and ma~y of ~hem had evolved from one ~ype 

of bus1ness ~o ano~he~, fo= example, from sell~ng second 

hand clothes to prov:ding food or from se ling green 

groceries ~o a e .e~a· shop . 

The businesses were elther family owned (40%} or sole 

proprietorship {60%) employing between one and five 

employees . Thus a _ the businesses selected were micro 

en~erprises . T.is cold be due to the me hodology used by 

most MFis in gi ing c~edits whereby individuals are 

requ1red ~o :orrn gro•ps (Tab e 4 . 10} . Of he MSEs 

studied , 30 per cen~ of the entrepreneurs engaged in more 

than one business . However, in collec~ing the data , the 
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researcher concentrated on he businesses th ~ had been 

financed by the MFis . 

2.2.2.1 MSEs Business Activities 

.he act vicies of t e MSEs ranged from running shops to 

cimber sales as shown on Table 4 . 8 . 

Tab1e 4.8: Type of Businesses Undertaken by MSEs 

Business Frequency Perce tage 
of MSES Encrepreneurs 

Dress making I 6 I 22 

General Shop 4 15 

Embroidery Shop 1 4 

Sale of cereals 5 I 19 

Sales of charcoal I 1 I 4 

Food I 5 I ... 9 

Princ.1ng 1 4 

Saloon 1 4 

Second hand 2 7 
iclothes 
Timber Sales I 1 4 

Total 27 100 

I 

Source : Research Data 

The most popular activities included , dress making (22%) , 

sale o: cereals (19 ) and food (~9%) . o her bus1ness 
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activities included general shop business (15%) , sale of 

secona hand clothes (7%) and embroiaery , sale of cnarcoal , 

printing and timber sales each representing 4% of the MSEs 

surveyed . 

The enterprises were either pure trading ac ivities or 

invol·.red some sma 1 scale processing . 

4.2.2.2 Operations , Financial Needs and Sources of 

Finances for MSEs 

MSEs were in the ~n:ormal sector . The studied 

entrepreneurs did not have icenses from the local 

authority and they paid minimal or nil amounts on charges 

like electricity , water and rents . The main expendi ure 

was on purchase of s ocks and capital equipment . ~h s the 

businesses required =unds to increase t eir stock or b y 

more capital items !or expansion . 

The MSEs surveyed stated that thelr sources of funds were 

from business income , from MFis and from friends and 

relatives . The contribution from each source was as per 

Table 4 . 9 . The Table shows that 55 per cent of MSEs' 

finances is from business income , 20 per cent from 
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personal saving, 15 per cent from friends and rela ~ves 

and 10 per cent from MF!s . 

Tab1e 4.9 MSEs Sources of Finances 

Sources Average Percentage 

Contribution 

Business income 55 

Friends and 15 

relatives 

MFis 10 

Personal savings 20 

Source : Research Data 

Thus , the highest proportion of MSEs ' sources of finance 

was busi ess income and the lowest was from micro :inance 

institutions . 

The high income from businesses could be attributed to the 

fact that these enterprises paid minimal amounts on many 

of the general bus · ness expenses like sa_ar:es , rent 

electric1ry, and water because of their locations and 

i nformali y . The results indicated that the con ribution 

of MFis to MSEs finances was minimal compared to other 

sources . 
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4. 3 Operations of MSEs Funded by MFis 

On inquiring from the MSEs the purpose for wh ·ch -hey 

request loans, 27 per cent of the loans were for 

additional capital while 73 per cent were &or working 

capical . Thus , al ~he scudied SEs ha already s arted 

heir businesses before borrowing ~rom the Fis . 

4.4 MFis Funding Methodo~oqy 

87 per ce .. t of t:he s-:udied , Fis stated that hey end to 

ind~v~dua s through groups (Table 4 . 10) . In addition 14 

per cent of the 87 per cent also lend to groups of MSEs 

for on-lending to individuals . The MFis stated that 

credit is granted to MSEs groups only if the groups are 

cohesive . Where groups are not cohesive , che MFI reverts 

to funding individua:s through groups . 

Tab~e 4.~0: The Proportion of MFis Giving Funds Through 

Groups or Individua~s 

Category Frequency Percentage 

Individua s throug 21 87 

groups 

Direct to Indi "duals 3 3 

Total 24 100 

Source : Research Data 
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The MFis stated that where groups are not cohesive, group 

members may use che funds to intimidate their colleagues , 

delay loans or lend _ess chan che amoun the MFI could 

have lent to individual members . Such behaviour may s ifle 

the MSEs' businesses . 

3 per cent of the MFis (mainly banks) fund individuals 

hrough their normal procedures of assessing the credit 

worthiness of their customers . However hese banks have 

come up with products that provide concessionary terms to 

the MSEs . Such terms require the client to produce 

acceptable security such as household goods, be guaranteed 

by a third party and be operating an account with the 

bank . 

4.4 . 1 Group Methodology of Giving Credit to ~cro and 

Sma~l Enterprises 

The methodologies used by different MFis have very i tle 

variations . The MFis have adopted the Grameen Bank Model . 

The methodology entails the MSEs forming nuclear groups of 

five members and six such groups combine to form a bigger 

group of thirty members . The bigger group is registered 

as a self help group with the Department of Social 

services at Division Head Quarters . This group is also 
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registered with the FI . The bigger group opens savings 

account whereby the MFI is a mandatory signatory. Group 

members save in this account on weekly basis . The savings 

in the account are used to guarantee loans to the members . 

Each member of the group of five grantees each ot.er and 

their savings act as security for the loans borrowed . In 

addit~on to pledging savings as security , 50 per cent of 

the MFis also required the MSEs to pledge their household 

goods as securi y . This means that in case of de:ault the 

MFis can repossess the entrepreneur household goods. 

Both MSEs and MFis explained that the groups are based on 

social interactions of the members. The researcher found 

out that group formation vary from one MFI to another. 10 

per cent of t:he MFis assis~ the MSEs to come up ·.-nt: 

groups . The rest of the MFis have groups which have 

formed on their own. The researcher found out that where 

the MFI facilitated the formation of the groups from 

different individua s, the groups were not as cohesive as 

those formed by members on their own. It was also found 

out that members who formed groups on their own had other 

objectives , for example , health care and merry go rounds 

apart from sol~citing for credit from the MF:s . 
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4 . 4 . 2 Credit Ra ti.oninq 

All the Fis surveyed ~ndicated that hey ra ion credit . 

78 per cent said that they do not have sufficient funds , 

63 per cent would like to reduce the risk involved in 

lending , 52 per cent needed to introduce credit to their 

c ients gradually , 37 per cent did no have credible 

borrowers , and 22 per cent needed to develop the 

management capab~lity of the their clients (Table 4 . 11) . 

Tab1e 4.11 Reasons For Credit Rationinq 

Reasons Frequency Percentage of Response 

of MFis 

Insufficient: funds 21 78 I 
Reduce risk 17 63 I 

I 

In reduce credit 14 52 I 
gradually 

~ 

Lack of credible 10 37 

I borrowers 

Improve Management 6 22 I 
capability of their 

clients 

Source : Research Data 

These results indicate the scarc1ty of finances as well as 

the character assessment used by MFis to guard against 

risk . Over 50 per cent of the MFis incroduce credit 
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gradually to their c~:ents as hey learn their character 

thro g the sav1ng process . Banks sta-ed tha ey maL !y 

ration credit o guard against risk of defaul as hey 

have enoug' funds from deposits . Table 4 . 12 depicts the 

ex ent of rationing by five MFis that provide data on 

their average oan requests and the amount they end on 

average per year . T~e Table indicates that not all loan 

requests are honoured and the amount granted is far much 

ess than ~he amount requested . 

Tab~e 4.12 Extent of Credit Rationing 

Amount Amo nt ;..mo nt o . of No . of Applicants 
Reques"ted Gran'ted :ranted Applican App icants who go 

as ~ of ts who ~o:: _oar.s as a 
::equests loans . of ota-

ao~-cancs 

1250, 000 I S9 !0 , 000 9 , 000 190 I .;25,000 
:,000 , 000 600,000 €0 80 75 94 

:5,000,000 2,400,000 :6 1, 000 100 10 

350,000, 000 80 , 000 , 000 123 5 , 000 1 , 600 32 I 
6 , 000 , vO .:;,ooo,ooo 6i 300 200 6i I 

Source : Research Data 

he ~o al number o~ _oans g·ven to the st aied · SEs were 

.3 ~hereby _6 of he: SEs had recei·ea two :oans a.d rest 

had rece~ved one :oa each . . per cen had moved :rom 



one MFI to another in search of suitable terms while 4 per 

cent were dissatisfied by the cond.tions of the var-ous 

Fis and had ec1ded not to borrow aga1n n fu ure . Their 

main complains were delays , high interest rates , low 

amount of credit and offsetting of their savings against 

group member defaulters ' loans . 

85 per cent of the first loans were less than Kenya 

shilling 20 , 000 . The amount ranged from Kenya Shillings 

3000 to Kenya Shilling 15 , 000 . 15 per cent had ~ecei·ed a 

:oan rangi g =rom Kenya shil-ings 3,000 to 75 , 000 ana .ad 

mainly borrowed from the banks . On those with the second 

loan , the amount ranged from 10 , 000 to 46 , 000 but only 31 

per cent had got over 20 , 000 . It was noted that for chose 

wno got NO oans, the second loan was higher than ~he 

first loan . For the first loan , 48 per cent got what they 

had requested for while 52 per cent got less than they had 

applied for . On the second loan , 50 per cent got what 

they had applied for and 50 per cent got _ess than what 

they had applied for . This shows the confidence hat MFis 

ga1n as they start interacting with the MSEs and learn 

~heir character . Thus as the number of loans increase, 

more MSEs may be expec ed to rece:ve an amount equal to 

heir reques s . 
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Cred1t terms included the wai ing period on requesting for 

a loan , the repayment period , interest ra e and periodic 

installment . MSEs wa1 ed for a perioa be ween two ~eeks 

and two months to receive funds after approval of the 

loan . Interest rates varied from 2 . 5 per cent to 22 per 

cent . The var~ation of interest rates was based on the 

operation cost of managing the credit program . Some of 

~he MF!s repor=ed tha~ their operation cos~s were low as 

they were invo ed :r. other development programs a~a ~ . us 

shared the operacio .. _osts . The:r interest rates were 

here=ore low . Repayment period varies from weekly to 

monthly . On average , 60 per cent to 98 per cent of 

borrowers paid their _oans on the due ate ref ect1ng _ood 

repayment rate. Borrowers who pa~d after the ue a~e 

were between 2 per cent and 20 per cent of the total 

borrowers and they paid within one week and three months 

after he ue date . 

were negligible . 

.he MSEs who paid before che due date 

·7 per cent of the .F:s stated that they auction t e 

busi . ess f t .e MSEs ~~ they :ail o pay , 21 per cent 

reschedule the loan and all the MFis deny any further 

cred1~ to an SE who ·era _ts . Other meas res iaent~:ied 



were to repossess he pledged security, offse e loan 

from the cliencs savings, group leaaers follow p with the 

e:aul ers, discussions are held wi h the efaul ers nd 

as a last resort , the MFI may take legal action. 

4.4.3 Rat~on~nq Cr~teria 

MFis reported that an MSE was eligible for a loan on 

meet~ng various criteria as shown on Table 4 . -3 . The very 

impor~ant :actors had scores ranging between 1 . 0 ~o ess 

than 2 . 0, important factors had scores ranging be ween 2 . 0 

co less than 3 . 0 and less ~mpor a t :ac~ors haa scores 

ranging be ween 3 . 0 to less than 3.5. The most ~mportant 

factors were considered to be the nature of business, 

location of business and savings as secur~ y (Tab~e 4.13) . 

Businesses funded were micro scale run by entrepreneurs 

wno met the requirements of he Fis. 13 per cen~ of the 

MFis with different programs gave credit co only their 

clients in their other programs . On location, each MFI had 

deli eated its region of operations. 

Business viability and group cohesi7eness were rated as 

importan factors. Busi ess viability was in form of 
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proper books of accounts, ability o save regularly, ana 

less outstanding debts . 

Table 4.13: Order of Importance of Credit Rationinq 

Criteria: Qualification for a Loan 

Credit Rationing Criteria Average Score Categories 

Particular nature of 1.3 Very 
business Important 
:..ocation of business 1.3 

Savings as security 1.9 

Proper books of accounts 2 . 2 Important 

o outstanding debts 2 . 2 

Group cohesiveness 2 . 2 

Active group 2 . 4 

Savings as assurance o:: 2 . 4 
ability to pay 
Saving for on lending 3 . 0 Least 

Important 

Membership du r ation in a 3 . 2 
group 

Source : Research Dac-

On group membership , group cohesiveness and ac ive groups 

were also rated as important . The main reason for this was 

t at 89 per cent of ~Fis disbursed credi to individuals 

through the groups . . his implied that groups formed needed 

to be cohesive and ac~~ e . 
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factors that were ra~ed as least important were savinas 

for on lending and duration of membership in the group . 

on bank based Mfis do not have direct access to memoers 

sav~ngs and thus they could not use savings for lending . 

Whe her memoers were old or new in a group did not 

indicate the exten~ of being cohesive or proactive and 

~hus was considered ~o be least important . 

From ~he daca collected on t~e studied MF:s , it was ~o ed 

that the criteria to qualify for a oan was sys~ematic 

whereby the most important ranked cri eria had ~o be 

fulfilled before the next level of importance . A client 

had to be in the area where MFis ~s operating before 

joining a group to solicit funds from the subject MF 

Three factors were identified as determinants of the 

amounts of cred1t gra ~ed to MSEs . These factors were , 

business profitability , ability to pay installment and 

·nterest , and reg lar savings . 

Profitable business and aoility to pay were ranked as very 

~mportant in determining the amounts to lend . Profitable 

bus1ness ens res the sus~ inab1-ity of the business while 



~~stallment and in erest paymen s were impor nt as these 

made the MFI remain in business . Regular savings were 

important because they acted as security for the loans 

g~ven . Again , there was a hierarchy whereby a business 

had to be profitable to meet its obligations . Once 

interest and periodic installments were fully paid, the 

.SE could borrow more funds . The MSEs was only entitled 

- o higher funds if e had saved eno gh to secure he oan . 

From his analys~s, it was evident that the factors 

considered in determining the amount to lena -o an 

indiv1dcal were business profitability, ability o ~epay 

the loan and ability ~o save . The MFis explained that 

they use ~he sav1ng period to study the character of t e~r 

pete. t~a- c_ie. ts . The criteria :or deterrnini g tne oa .. 

amount are innovations that enabled the MFis to learn the 

character of their clients and increase the amoun s as the 

c ients became familiar . This was consistent with the 

received iterature . 

On inqu1ring from the MSEs as to whether the funds granted 

were e. ougn to carry on the operations they intended to 

perform, out of the 43 loans given, only 17 per cent of 

t e :oans were enoug~ . 83 per cent of che cans were not 
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enough . Of the 83 per cent, 60 per cent o the loans ~ere 

equal o the request. This was common wnere the Mf_s had 

set different levels of loans which the MSEs could apply 

depending on whether the MSEs were borrowing for the 

first , second , third, or the nth time . Some of ~he MFis 

set the levels arbitrary while others tried to relate o 

the needs of the MSEs or to the gross domestic product of 

the country . The MSEs had to go by these leve s 

irrespective of their financ~al needs. The leve_ of 

inadequacy of funds reported by MSE (60%) impliea hat the 

MFis levels of :he amounts to be borrowed were not 

commensurate with MSE business needs . 

For the loans that were inadequate MSEs had two 

alternatives . To _ook for other sources of finances 

(19%) , or operate at the affordable level (81%) . This 

re:lects the inabilit7 of the majority of MSEs co get 

funds . The MSEs business needs were not adequately me 

and thus their businesses did not expand . The bulk of 

MSEs finances carne from business income and with inab.lity 

to expand their businesses, the MSEs continued operating 

at low scale . Sent~ments were expressed by one of the 

MSEs entrepreneur who commented that MSEs would remain at 

a m~cro leve because they did • ot ge: enough finances ~o 
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inject in their businesses to increase their level of 

operat~on . Such views ha~e made .SEs o be comp ace.~ on 

heir low level of operation . 

89 per cent of the MSEs reported that b siness income was 

able to :inance periodic installments including interes 

and savings required by MFis . 22 per cent were not able 

-o finance the in tial insta_lment as businesses needed 

t~me ~o enera e i .come . 15 per cen of ~ e MSEs sed ~he 

can g1ven _o pay the first two i stal men s . MSEs 

repor- ed t.at they were find~ng 1t ··f:ic• lt ~o meet some 

credi~ conditions . They felt that e interes rates were 

too high for the kind of businesses they were · nvolved ~n 

and lack of grace per~od especially for the few who were 

not in irect trading ac ' vit~es put them in 

situation . 

4 . 5 Test~nq of the Hypothesis using Chi-square 

The hypothesis for test1ng were : 

ull Hypothes1s : Credit size (in terms of adequ e or 

inadequate) does not ave influence on the operational 

evels (in terms of ~ncreasing either cap·tal or working 

cap1tal ) of the MSEs. 
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Alternative Hypothesis : Credit size (in erms of adeq ate 

or inadequate) does influence the MSEs opera~iona leve_s 

(in t e rms of increasing either ca ital or working 

capital) . 

Test sta is ics : Chi- square at 5% level of significance . 

S1nce the computed chi - square is greater than the 

tabulated chi-square , we reject the null hypo~hes's and 

conclude .at credit rationing has influence on the 

operatic s of the MSEs (Table 4.14). 

Table 4.14 Contingency Table for Observed and Expected 

Frequencies 

Action of MSEs 

Loan Expansion of Non expansion Total 

operations of 

Adequacy Operations Operations 

Enough 4 ( l. 7) 1 (3 . 3) 5 

Not. enough 4 ( 6 . 3) 15 ( 12 . 7) 19 

Total 8 16 24 

Level of Significance 5% abu ated Chi-sq are ·1a ~e , X. ) = 

OF: 1 Calculated Chi-squ re ( X. l =5 . 97 

Source : Research Data 

3 . 8 ' 
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The strength of this influence as indicated by phi sq are 

= 
2 = 5 . 97/24 = 0 . 25 , which means hat 25 per cent of he 

variance of expansion of MSEs businesses was accounted for 

on the bas's of the loan size given by MFis and whether 

the loan is adequate or no~ . 

4. 5. l. Interpretation of the Hypothesis 

From the _::_ era~ure r-e iew a. d -he research findi .. gs, :. .. e 

variaoles ~ha~ const:tute credit rationing were abil~ty to 

pay , profitable business , sav1ngs, freque.cy of borrow·~g , 

group memoersnip and delay in giving loans . Operations 

result from incurri .g business capi al expendi ure and 

working capital expenditure which in urn resul o 

busi.ess expans~on . 

The stu dy has shewn that MFis rarely give credit to 

business starters . The st dy has further shown t at : .e 

highest percentage of MSEs =inance is from business 

activi t ies . Thus , without a profitable business, the MSEs 

abili~y to pay a loan is limited . This means tha~ SEs can 

not get adequa e loan o expand . 11 per cen of he 

respondents used the loaned funds to finance some of the 

insta! lrne ts . When ASEs use the loaned funds to repay the 

insta:lrnent, the p rpose :or which -~e loan was made ~s 
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not met . 44 per cent of the respondents said thac 

repayment schedules put the entrepreneur under pressure to 

first raise the weekly repayment installment. The fasc the 

MFI required its periodic installment, the more co~~it ed 

the MSE entrepreneurs were in their businesses. A MSEs 

having a loan is committed to his business because of the 

obligations ahead of him in terms of periodic repayments . 

The higher the savings, the higher the credit given 

because savings act as sec rity. However, continuous 

sa ing was only possible if the 1SEs business was 

profitable . Profitability of the businesses depended on 

the level of capital and working capital expenditure 

invested in the business. 

The more times a MSE borrows and repays the loan the more 

the amoun of credi one could get from MF and ~h s 

expand his business. However this had a _imit as the MFis 

explained that once an MSE requested an amount that 

exceeded he maximum credit for ~heir target gro p, he 

MSE was referred ~o the formal bank. 

Group membership creates confidence in MFis to give credit 

~o MSEs . · his con~idence res _ts from ~roup pressure which 
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instills some motivation in the MSEs to be committed and 

responsible to their businesses. 30 per cent of the MSEs 

respondents stated that, when credit is given through 

group guarantee , defaulting repayment of installment could 

lead to business closure due to group pressure. Thus, the 

MSEs had to be very keen on the performance of their 

business . 

Delays in giving loans, as stated by 67 per cent of the 

respondents , delayed their expansion plans as they were 

not able to increase their capital equipment or stocks . 

Although the expansion of MSEs operations was related to 

the size of MFis' loans, it was not strongly related as 

suggested by Phi Square (25%) . The factors that could have 

contributed to the influence not being strong were that 

the funds given by MFis were too little to have major 

influence on MSEs operations. Both the MSEs and MFis 

shared this view. Another reason cited by 26 per cent of 

the MSE respondents was that they diverted part of the 

loans they got to other non-business activities. Finally 

all the MSEs respondents stated that the interest rates of 

about 22 per cent was too high for the kind of businesses 

they are involved in . Further the MSEs stated that they 
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would have wished the interest rates to be on the 

declining balance rather than being on a flat rate . 
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CHAPTER FIVE 

SUMMARY OF RESEARCH FINDINGS AND CONCLUSION 

5.1 Research Findings 

This study set ou ~o deLermine t e operations of . SSs , 

determine the cr1teria sed to ra ion credit by Fis and 

establish the influence of credit rat~oning on the 

operations of SEs . 

The st dy establishea ~hat the MSEs :~ anced by ~F-s are 

in the ow c_ass areas of 1 a1robi, rna~ .. y Dan<iora , 

Kariobangi Kayole and Kawangware . The businesses were 

micro in nature employing less than five employees . 

ajori y of the b sinesses were 1nformal and :amily or 

so~e proprie or owned . The mos po ar act:i it.:.es 

carried out by the MSEs were dress making (22%) , sa e of 

cereals (19 ) and :ood (19%) . Other activities ·nc ded 

general shop business (15%) , sale of second hand clot.es 

(7%) and , embroidery , sale of charcoal , printing and 

timber sales each representing 4 per cent . 

SE operations were establ'shed to include getting space, 

procuring and insta ling equipment , managing he human 

resource , act a proa ct~on of goods ad ser-~ces, ar.d 
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d~stribut~on of the same. In carrying out these 

operat1ons, the MSEs incurred either capital or workir.g 

capital expenditure. However, it was established chat the 

MSEs pay min'mal or nil amount of the normal business 

expe. ses ike rene, electricity and ·.-1ater because o: the.:.r 

location and informality. Most of the MSEs finances come 

from their operations while the least is from the MF:s. 

The studf established that MFis involved in credit o 'S~s 

take different. :orms t: at include NGOs, churches banks, 

and companies. 

Sources of finances for MFis were established to be from 

1nter~al operations (50%), borrowing (25%), donors (20% ) 

and members' deposits (5%) . It •.-Jas noted -hat most Fis 

obtain finances from more than one source and that 

int.ernal operations i~volved revolving funds estao ished 

b: donors. 70 per cent o: the MFis stated hat the donors 

had pulled out of the revolving fund programs. It was 

further noted that despite most. of the MFis encourag ' ng 

the MSZs to save only the banks had access to the sa ings t • 

for lending to borrowers. 
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The methodology of giving credit was not very differen 

:rom one MFI co the other . Apart from the banks , the 

othe r MFis had adopted the Grameen Bank model with very 

little variations . The MFis lend to individuals hrougn 

groups while banks followed the1r normal proce ures of 

assessing the credit worthiness of the MSEs . However , the 

banks had introduced products that favoured the MSEs . 

Apart from giving credit, the MFis offer business raining 

and par ic · pace i deve opmen~ programs . Generally, F:s 

financed working capital and to a limi~ed extent 

additional capital for MSEs . The MSEs had raised the 

initial capital for their businesses . 

The research found out that no~ all loa s requested were 

received and those granted were far much less than the 

amount requesced . Under such cases, the MSEs looked for 

other sources of funds or used the available amount o 

carry out the planned activities . As the number of loans 

granted to a MSE increased , the arnoun s received each t~me 

a so tended to increase . 

The Fis credit terms were waiting period , repayment 

perioa , 1nterest rae and periodic instal me.t. SEs ~a-
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for a per~od of two weeks to three months to receive the 

funds after approval of a loan. The interest rate vary 

between 2.5 per cent to 22 per cent. Some of the MSEs 

stated that an interest rate of 22% on a flat rate was too 

high for the kind of businesses they are involved n. The 

periodic repayment varied from weekly to monthly. 

Majority of the MSEs pay within the repayment schedule. 

However, a few who were required to repay on week~y basis 

complained that th~s period is too short for the bus1ness 

to have generated funds that could be used to pay the 

instal~ments. They thus used part of the borrowed funds 

to repay the first installments. 

MSEs who failed to pay as scheduled were denied further 

credit, and the p~edged security repossessed to offset the 

loan. 

It was established that MFis ration credit due to lack of 

enough funds(78%), the need to reduce risk of default 

(63%), the need to introduce credit to the MSEs gradually 

(52%) , lack of credible borrowers (37%) and the need to 

improve the management capability of the MSEs (22%) . 
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T e various criteria that MFis consider in ending to 

qualify for a loan were; nature of business , location of 

business , savings, proper books of accoun s , no 

outstanding debts and group cohesiveness . The criteria 

used to determine the amount tha a borrower received were 

ability to pay , profitab e business a d regular saving in 

that order . 

The study found out that credit rationi g has ~nf uence on 

the operations of MSEs ~n the following ways : 

Savings ; More savings led to more credit to finance the 

business . 

Repayment ability : The more loans received an repaid , the 

more credit was received for financing the business . 

Group : The more cohesive MSEs groups were, the more 

confidence the MFis had on the groups and the more likely 

that individual group members received credi . 

he extent to which the entrepreneurs met the sec 

rat~oning criter1a determined the level of operations of 

their businesses in terms of bus1ness expa sion . 
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5.2 Conclusions 

The scudy concludes thac the operat'ons of MSEs invo e 

acquiring operac~ng space, equipment, stock, burna~ 

resource, produc~ion of goods and services, and 

discr1buc~on of the same. MSES finance the initial 

capital of their businesses :rom their personal sa· ings 

whi_e che ~Fis provide loans to pay for addit'onal 

equ ' pment and scocks. 

Further, this sc dj· cone udes that the credit rationir.g 

cr .:..ceria ·..:sed r.o er.erm.:.ne the amounc chat a oorro·.·1er 

recei-ed ~rom F_s were abi it to pay, pro~itab:e 

business, regular sa-·ings and group membershlp, among 

other factors. 

Finally, the study found out that credit size has 

nf _uence on c. ~e operat.:.on e·1els o.: SEs · n terms of ::he 

expansion of the businesses. Thus, MFis should design 

credit rar.~oning programs in a way tha considers the 

entire processes and resources of c.he MSEs and not jusc. 

capital equipmenc. and stocks. 
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5.3 Limitations of the Study 

These study findings have to be viewed ·n accounc of 

cert ain shortcomings that occurred in the course of the 

conduct of the study. The imitations ~nclude: 

ajo!:'it·· of SE entrepreneurs '.-Jere sem · ill· cerace 

and the interview had to be conducted 1n a language 

- hat most of them understood. Th~s might have _eac 

o rn:sincerp!:'ecac:on o= the quest~onnaires. 

2. The SEs •.-1ere entrepreneurs in the informal sec;:or . 

Because~= c.e nature of he business ~heJ keep, 

·.rar~_-::..r.g .:~e::..r ope!:'a .:.~g ::.ocac~o~ and !:Je.:.r..g 

widespread, _t was not poss1ble to gee a random 

sample of the MSEs studied. This might ha e 

introduced ::.imiced b1as of che da a collec_ed. 

-.1 Rec mmendntion · 

l.~he study recommends that the MF!s consider the needs o: 

. SEs · ·.e .• fixi:1g .:!:e · arious e els of oan amo s. 

Wh1le the MF!s consider risk, they should also have a 

credit lerel commensurate w"th the SEs business plans. 

2. F: s should cons~de!:' the na re of business when 

decermining the repayment and grace per~ods . This 

would o ercome the problem o: some o: the SEs usi.g 

:::::e :oa~e · :· .. ds co pa: 
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business is not in a form to generate income fast 

enough especially where the business undertakes some 

processing act_vity. 

3. MFis should let members form groups on the1r own or use 

the already existing groups involved in other social 

and development programs to ensure group cohesiveness . 

5.5 Suggestions for Further Research 

1. There is need to study the group social dynamics i. 

the group lending methode og. . ~ost responde~ts 

reported that ini~:a_ly when =he groups are be-~g 

formed they are very cohesive but when ~hef star 

defaulting or getting different amounts of loans, 

an·mosity tends o develop among tne group members 

and :h1s affects the socia_ i~ceractions of the 

communities involved as well as their businesses. 

2. There ~sa need for a study on ~he effects of the 

interest rates c.arged by. Fis on :he performance of 

MSEs' bus1nesses. A risk return relat~onship should 

be established to determine whether the expected 

return on in esting the funds lent out b; 4Fis covers 

the cost of such funds as most of the , SEs studied 

stated that the interest rates charged are too high 

for the k~nd of activities the. invest ~n. 
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3. A study should be carried out to establish what 

happens to the character and business performance o: 

MSEs as chey graduate from small loans to b1gger 

loans . The MFis explained that the ~arious 

graduation levels are used to sieve ~heir clientele. 

Thus it is important co establish whecher there are 

any . SEs ~he stare borrcw1ng =rom che MFis and 

graduate to borrow from formal banks and the race of 

such graduation. 
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APPENDICES 

APPENDIX A 

LIST OF SELECTED MICROFINANCE INSTITUIONS 

1 . Kenya Rural Encerprises Programmes - (K-Rep) Bank 

2 . K-Rep Development Agency 

3 . Kenya Women Finance Trust (KWFT) 

4 . Faulu Kenya 

5. Pride .1:\frica 

6 . Young Women Chr·scian Associac1.on ( YV'CA) 

7 . Ecunem1.ca Church Loan Fund (ECLOF ) 

8 . Jitegemee Trust 

9. The Co-operative Bank of Kenya 

10. Pose Bank 

11 . Small and. icro-Snce~r~se ?rogrammes (S~EP) 

12. Action Aid 

13. Dandora Catholic Church- Welfare Advisor/ Ser;ices 

(WAC) 

14. Hope Africa 

15 . Archdioceses of airobi 

16 . ADRA Kenya 

17. Vintage Management: Consultancs 

18. Kenya Commercial Banks- Speclal Loans Unic 

19. United D1.sabled Persons of Kenya (UDPK) 

20 . Kenya Small Traders and Enterprise Society 

21. Private Sector Development Unit 

22. St. Johns Community Center 

23. Undugu Society of Kenya 

24. Family Finance 

25 . Trio Caire 

26. Small Enterprises Credit: Assoc1.acion 

27. ··orla V1.s::..on 



28. Daraja Trust 

29. Christian Health Assoc~at:on of Kenya 

30. Skills Across Kenya 
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APPENDIX B 

I TRODUCTORY LETTER 

To whom it may concern 

Dear Sir/Madam, 

Ref : Request for Research Data -

Finance Inst~tutions and 

Margaret Rukwaro 

C/o Faculty of Commerce 

University of airobi 

P.O. Box 30197 

a:ro.oi 

August: 31, 2001 

2n the operat~ons 

I am a post graduate student at che ~~~ers_cy o~ .a1robi 

undertaking research 1n the Microenterprise sector w1th 

specific reference to credit rationing and its 

relationship to Micro and Small Enterprises operations. 

Your organizat~o~ has been se:ected ra~aoml =or this 

study . I would greatly appreciate if ::ou could provide 

the requested information · n the questionnaire at your 

earliest convenience. 

All responses are strictly confident~al ar.d are only used 

for research purposes 1nto credit rat:o~ing and ts 

influence to MSEs operations' . 

Thanks . 

Yours faithfully 

>1argaret Rukt.varo 
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APPENDIX C 

MICRO FI ANCE I STITUTIO QUESTIO AIRE 

Background information 

i . Name of MFI.. ............... -·-····· 

NGO Bank ii . Form of MFI 

Church ..., Other (Specify} ..... . 

iii . Whe:-1 established ··-···-·-·-·-·-·-·· 

Pri ate Compan:.; 

7 . Geograph1ca_ area of operation ---------------------

v . What proport1on of your funds come from the fol_o~ing 

sources? 

Foreign donors --------% Internal operacions -----% 

Borro~::1g-------% Others (Specif~) ----------% 

vi. Tick the cype of bus · .. ess ser: ices o:fered to : s=:s 

c_ed.:.:::. = Training : An_· oc.t:er (Spec:.::· ) ·····-·······-·· 

vi · . Tick :he type of MSEs' operat ' ens :inanced by .. he 1<1FZ 

In1tial capital 

v1orking capita 1 

Additional capita 

Other (Specify)-------------

1iii. Tick che categor1es through wh1ch :ou end :unds co 

SEs? 

Groups ------- % Individuals through a group ----% 

Direct to che individual ----------------% 

Credit Rationing 

i. Do yo rac·on credit? Yes/ o 

.:.i If yes gi7e :he reason for credit rationing 

Lack of funds to give to the clients 

Lack of credible borrowers 0 

eed o introduce credit gradual y 

eed to de elop t.e management capabi 1ty of che 

borro·.-.:ers ;._.,y oc: er \ speci :: ) ··-·-·-····-·-·-·-····· .. 
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iii If no give the reason for no rat ' oning cred:c 

Hav e enough funds to meet borrowers ~equests 

Lack of enough borrowers 

Any other (specify) ""·-.. ··-........ . 

iv. Tick the criteria used to lend to che borrowers ~n 

order of importance 

..., 

1 Very important 2 Important 3 ~east imporcant 

4 ot important 

Viable business 

Sound financial systems 

Proper books of accounts _ 

Prof~table Business 

o debt outstanding 

Sa inas 

Regular saving 

Saving :or onlend-ng 

Sa ·i.. g as securit: 

Sav.:..g as assurance that clien can pa: 

Group membership 

Acti e group 

Memberships duration in the group 

Group cohesi reness 

Location of the business : 

Particular nature of business : 

Abi ity to pay their Interest and ins:al~ments : 

Others ( Spec:.fy} ..... _ .. . . 

v. How many app :.cat · ons on a·1erage o : ou get annually? 
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vi. What is the average amount (Kenya Sh1llings) of 

requests per year? -------

vii . How many MSEs did you give credit in calendar year 

2000? ........ . 

Viii How much (Kenya Shillings) did you lend to SEs in 

calendar year 2000? --------

ix What are your credit terms 

viii. 

Waiting period on applying for credit ----------

Interest race ----- Repayment period ··-·-·· 

Periodic inst:allment (weekly, monthly)------

Grace per1od .......... ·-·····. Any other (Specify)··-········ 

Tick the percentage of encreprene rs on average 

·"'ho pa:.; periodic i~stal_me."lt -nd app_icable .:r.ceresc 

by the fo_lowi:"!g t:..me periods 

On the due dace .... ·-·-··%. 

Past the due ace: 

One week past: due -----% 

Two months past due.·-·-··% 

One month past due .... ·-····-·-··% 

Three and above months past due ---- % 

Before the d e date: 

One ~eek before due date -----% 

One month before due date ··-·-··% 

Two months ber:ore due date.·-·-·· · 

Three and above months before the due dates----- % 

_x. What ac~ion do ou take on those who fail to pay as 

spec..:.fied 

Auction the business 

Deny any further credit 

Thank :ou for your assistance. 

c Reschedule the oan ~ 

An. other (Specify) ........ . 
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APPENDIX D 

MICRO AND SMALL E TERPRISE QUESTIONNAIRE 

Backgr ound information 

i. arne of business.·-·-·-·-·-·-·-·-··········-·······-·-·-·-·· ... 

ii. ature of business .. --·-·-·-·-·-·-·-·--·-·-·-·-·-·-·-·--

iii. umber of employees in your organizat.:on .. -·-·-·--·-·-·-.. 

iv. Tick the form of ownership 

Sole proprietor Partnership 

Company Others Specify -------

v. Locat:ion of business ...................................... -... .. 

vi. When established .. _____ ....... _,_, ........................... _ .. 

Financial needs and operations 

i. Tick your business f · nanc.:.al neeas oet·.vee!'l Jan ary 

2000 and June 200 

Inicial capital equipment 

Add.:.tional capit:al 

Working capital 

Any ocher (Specify) 

ii. Tick your business expenses becween January 2000-June 

2001 in order of magnic de 

1 Not paid 2 Low 3 Medium 4 High 5 Ver high 

Rent 0 Water 0 Electricity Stock 0 

Salary Capital P~y other specify------

Sources of Finances 

i. Tick the sources of finance for your business during 

January 2000 and June 2001 

MFis J Friends and Relatives : 

Business income Others ( spec_f:· ) -------
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ii Indicate the percentage of finance from each source 

MFis -----% Friends and relatives ------\ 

Business income --------% Others (spec1fy)------ -

iii . Name of MFis financing your business 

iv. State the number of loans received from the major MFI 

that financed your business between January 2000 and 

June 2001 

1 loan 2 _oans 3 loans 0 

Over 3 oans 
...., 

v. Tick the amoun of each credit requesced from the MFI 

in year 2000 for each loan 

Less chan Kshs. 20,000 

Kshs. 20,000 to Kshs. 50,000 

Over Kshs. 50,000 

vi. Whar. amounc aia you actually rece1 e for each 

request: in year 2000 

ls 2nd 3r 

Loan Loan Loan 

Loan 

Amount Requested 0 

Less chan amount requested 0 0 

vii ihat percentage of credir. granted was utilised 

directly on the business ? 

0 to 50% 51 to 80% 81-100% 

viii How much \<Jere the funds granted by the MFI in 

relation to your business financial requirements? 

..... 

... 
4 -·· 

.... : :.oan 2nd loan 3rd loan 4th loan 

Adequate w 

:nadequace 



75 

ix If inadequate, what other sources of funds were 

available to meet the shortfall 

Other MFis Friends and Relat'ves 

Personal saving I Others specify-------

x If no other sources were available, how did you deal 

with the shortfall? .·-·-·-.. . 

xi Is the business income able to finance che periodic 

repayment including interest required by the MFI? 

Yes/No 

xii If No, indicate the percentage o- cte other sources 

of funds thac finance the repaymencs including 

interest 

Personal saving -----% Personal ~ncome -------% 

Borrowing ------% ~-'1.: o t~e:::- , spec:.f· ) ------% 

Thank you for your assistance. 


