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Over he )'ears, banks ha c be n ab ent in the pro <vi ion f 

rna I and mi ro ·nterpri e . e · c or Lb remained the pr I! f li rotinan 

lnstirurions IF! ). The liberaJizan n the fin an 1al se t r ha · ncre· - d 

om etition: hen e banks are 1 t..ing [I r avenues to xpand heir re 'enue ba 

Th r s nc of a large und rs ned market in the mall and micro ~r dit ·e ror 

pro\ 1des an opportunity. 

Tlus paper highlights the Issues that ffi t p rformance of the banks and I Fls in 

the pro s1on of micro red it: their credit mana::: mem models and the impa t of 

th models and related issu s on d1 d fault rat o the insututJons. 

The oaper observes that banks lend to the sector using the indi ·idual lending 

model. \ lule majority of the \licrotinance l.nstttutions (\lfls) use group-based 

mod l ( Grameen , . 

The stud~ finds that properl_ adm.injst red r dit programs do' ell wh th r 

mdi,idual or group-based 1 ans. In ase of poor administration. mdividualloans 

ar more lik ly to perfonn p or I~ . 

Th tud_ finds that Bank products ha e a higher default rate than lFis sine 

IFl treat micro redit as ~;ore and th refore expend effort and tim on the 

serv1c s. 

The tud_ 'oncludes b_ en ouragmg bank to parti ·1pat more in the pro\ision of 

mi ro credit sen es using methods uopt d b: succes ful Nl FJ·. 



CH. PTERO E 

ROD CTIO 

1.1 Background 

1.1.1 Emeroeoce of licro cr dit ector 

. ccess to fo rmal credit b. small-scale busmesspersons has been qutt poor 

pam ularly amon0 the low-mcome ate::::ory. Th1s is largel . as a result of the cr 1t 

poli 1es assoc1ated v.ith loans pro vi ed b. the formal sector To bnd_ e th1s _ap, the 

micro credit sector with spec1fic pnnciples that target and feed loans to the small and 

mtcro enterpnse (St lE) sec or. has emer£ed ri_ht. _QOQ . 

It ts :vtdely known that banks ha ·e ... een more c 1ve m provtdm savmgs on behalf o 

tHe ME sector. collectmg epos1ts yet lending the same to the tormal sec or (Otero 

and Rhyne, l 94 ). Banks are still argely absent m the prov1sion of mtcro cred1t. The 

ar_ea has literally evolved on n"s ov.n accord from an informalle el o the urrent 

status whereby some banks actuall proVIde mtcro cred1t fac1httes as a result o 

growing ev1dence of the via btl icy of m1cro cred1t 0 tch. _OQ l ). 

1.}.2 Banks and ~licro credit ector 

• Iany banks may be unwtllin to prov1de cred1t to the small and m1cro enterprise 

sector because the cile1s of the sector are largely poor, lacking of normal secunues 

thaJ can be used as collateral m conventional lending. Banks have therefore for a long 

t1me perce1ve su h businesses as h1ghly nsky nd un-deservmg of any credit even 

though the busmesspersons save wtth the banks . . loreover, the costs associa ed wtth 

a mm1st nng and mom onng credn services are quue h1gh The loan value reqUJred 



by chents m thiS sector ts lo""' hence proporuonately low revenues are ~enerated ITom 

the loans Th1s is an tssue that could explam why tor a long t1me I ndin.r to ;hi! rnl 

a as has been dri ·en by go emments or donors who substd1se lendm_ Ban s hJve 

aJso been unable to de elop the n cessary capacity to be sustamable m the mar t 

The banks av01ded and v.ere unable to learn and understand the operation of the 

market preferring to deal wtth the conventlonallending actav1ties that they knov. best 

. bener understanding of the market would lead to better cred1t nsk management 

technolojes that would enhance thetr revenue generatin act1v1ties It 1s also evtdent 

that :overnment regulation has not encouraged commerc1a1 banks mto the sector 

Cenrral banks demand cash ratios that ltmtt the a a1lab1ltty of funds to len . whtle the 

nature and cost of setttng up an operatmg bankmg premtses tscourage banks from 

locattng m areas where the poor would access loans (Ba. das et I, 1997). 

Growth in the micro credit sector has been mainly dnven by GOs that are donor 

supported. large number of these . GOs have collapsed or are unable to operate 

sustainably and ontinue to rely heavily on donors (Baydas et al 199 ) 

The world over. there are cases of . 'GOs that started out by offenng mtcro cred1t, 

transformmg themselves mto commercial banks with admtrabl comparable le els of 

profitabtltty to commerctal banks (Christen et al, 19 5). 

lnt 1al attempts into mtcro lendmg were made by governments through creation of 

development banks that v.ere meant to allocat credtt to certam sectors at substdised 

rates. tud1es have shown that dtrected credit has undermmed development of sound 

financial systems tn man. thtrd world coumnes maml because the loans are ltmited 



to budgetary allocation and are pn ed belov. mark t rates The presence of moral 

hazard m many developmg ountnes means that ere it rarely rea he des1r chet u 

and 'fi many cases. there ts no cbhgatton to repa)' the loans Cr it management 

techntques are rarely in place. and e en 1fthe are, largelv 1gnored (Coetz e. 1 • 7 . 

The default rate 1s therefore une h1_ Dunng latter years. some de'velopment ban s 

ha e been restructured to provtde loans commerctally . 

Over the past few years, banks have also made stgnrficant push mto the provtston of 

micro credit m order to take advanta_ e of the prevru.hng high levels of protitabtli . 

The hallen::;,e taced by banks 1s whether to repltcate cr dn ppratsal techniques 

alrea y established in the industry or to apply thetr own tned and tested credit 

appra1sal techntques to the ne market (Otero et aL 19 4 ). 

1.1.3 Definition OfTerm 

L9an Products: Types ofloans Wlrh particular sets of tenns and condittons, and often 

for a particular use. 

~licro credit: Iicro credtt may be defined as the credtt given m tnl)' to low-mcome 

entrepreneurs or the informaJ sector to finance them m thetr businesses The loans 

rna_ be provided by both the fonnal sector and the mtonnal sector. 

licro nd mall Enterprise: The study adopts the definition ~tven by the 1999 

. anonal ~1SEs Basel me survey whereby a mtcro enterpnse refers to any business that 

employs not more than 10 people . small enterprise IS one that employs between ll 

and 50 persons CBS 1999). Employment here refers to people v.orkmg m the 

enterpnse whether patd or not B~;smess enterpnse or finn are used interchangeably to 

1 



refer 10 an economic umt producmg =oods or prov1dmg servtces for e. amp! salons. 

ktos · , amen_ others. 

:Vli rofioance he Assoctanon of~Lcro i . ance lnstltutions IFr defines 

~licrofinance as the proviston of mtcro credit as well as other semces such as 

sa mgs deposits, insurance servtces and other financial mstruments,produ rs auned at 

the poor or low-income people Th1s study focuses on the micro credtt aspect 

Microfinance Institution. Thts is an mstltutton set up and primanly deaJ1ng m the 

pro tsion of mtcro finance servtces. 

Banking Institution or Bank Thts IS an mstltution that IS allowed b. lav. to accept 

depostts and ~tve ad ances under ·arious statutes. 

De\ elopment banks These are banks that are constttuted only to deaJ wah spectfic 

sectors such as agnculture etc. The. gtve directed cred1t. Tlus study 1s no oncemed 

wit.1 development banks. 

Default Rate: The rate at wh1ch loans become bad and cannot be collected unless 

le_al process commences 

1.'2 Problem tatement 

. maJor tssue that 1s encoura~m;:, entry mto the micro credit sector is the growmg 

level of competition withm the banking industry Baydas et al. 1997). The mcrease m 

the number of banks and other financ1aJ instttutJons fi_htmg tor the formal bankmg 

sector has led o a glut m the sec or. A large number of international banks are takmg 

over corporate bankmg busmess. forctng many local banks mto retail busmess T e 

hberahsat1on wtthm the bankmg sector m he mtd 19 Os has led bulldtn_ soc1e 1es to 



rethink thetr strategses and ended up m mtcro credit a er realtsing that this is one 

market that remams Jar ly un apped (Coetzee et al. _QQ_) 

1l1ere are mdtcations tha· orrowers from mtcrofi <!.11ce mstnuttons ha 

efault rate than mtcro credtt orrov..ers "", hm commerctal banks. (Annual Reports 

KREP. _QOL Annual Reports KCB_ 2001 ). Given this rate commerctal ban· mtg.ht 

benefit from understandmg how best o employ the methods adopted b, the. (fls so 

as to reduce their default rate. The htgh default rate oul be as a result of the ere Jt 

management techniques employed by the commerctal banks. 

1.3 Objecti OfThe tud 

. 

The objecttves of the study are 

a) · To eterrnme credit mana::ement techniques employed by msututlons otfenng 

mtcrofinance servtces m ·en. a. 

b) To tdenhfy any differences m credit mana ement techmques employed by 

commerctal banks in micro credi versus those employed by other ~ lFis 

c) To determine whether there IS relarionshtp between credtt management 

techniques and the default rate of institutions offering Mtcrofinance servtces . 

lA nificance Of The tudy 

The study will be important in the following ways. 

i) The study will assist banks in their endeavour to culti ate better methods of 

managing credtt for the ! fE sector. Banks wi 11 understand the issues that are 

a, ed withm the sector and the factors that determme success 



ii) l ltcrofinance Instttuttons l~lfls) tn Kenya wtll use the r earch findmgs and th 

knowled_e ained to ass1s them as they commerc1allse .. hero mane mstt. t1ons 

are faced with the need • opr sustamable methcds o dehvenng serv1ces, "'hich 

only can be ach1e ed b: or enng sustainable produc s. of ht h the detault rat is 

a ruc1al pan. 

iii) _ tanagers m N nya w111 ha e ·nowled_e on how to hm1t default among mtcro 

redJt customers. ince the m1cro cred1t area 1s a o owtng sector. mana_ers need to 

learn how to handle the hallenges of growth by understandm0 all the facets hat 

include loan default. 

1v The Government in fonnulatm_ policy that relat s o the regulatory envtrorunent 

of the countrv as far as m1cro credit activmes are concerned As the sector rows. . . -
he government has to come up With polic1es that address the anous challenges 

withm the sector to reduce any resultant chaos and to facilitate faster growth w1th 

mtmmurn drawbacks. 

v) Donors v..ho prov1de fundm_ for credit need better understandm_ of the best 

opportumty to invest money. Donors should understand tf their funds are reachmg 

the estred objectives and whether lenders to rv1Fls are putting m place safeguards 

o reduce default. They also need to compare the1r mstttutions 

v1 Fac1htatin:::> an increase m the general knowled .... e of the subject. The area of mtcro 

cred1t 1s still suffenng from a dearth of mformauon. Research m the vanous 

components of the sec or v..ill help to unearth h1therto unknown mforrnation that 

w11l 0
0 along way m fa lllta ·n_ further understan mg ofthe micro credit sector 



IL P ER2 

LITE RE 

-·1 m Jl and licro Enterpri 

The Importance of small and m1 ro nterpnses. also referr to as th mtormal or 

or JuaKah' sectormthealle 1 t1 nofpove m ·en~ahas eenr gnt:> dmthe 

:\limstry of Finance bud et spee hes (19 ·-000, -000/ _ 0 I. _001 _oo_, _00_/_003). 

The businesses are largely undertaken by self-employe persons: O\: n um 

wor • rs or working employers of small number of w 

_003) The mall and. ltcro Ent rpnses 1 Es) employ n arly _ mtllton pers ns or 

_9% of the country s total emplo ment (CB , l 9 . 

2.2 • licrofinanc Institutions 

.\ficrofinance Instituttons ha 'e pro' ded the largest volume of redtt to the • IEs. The 

mar t for small loans m K nya has remamed under-serve tor a Jon ttm and 

therefore filled by the • flcrofinance lnstJtutJons Coetze tal. _00-) Th 

Go emment of Kenya 1s also m the process ofdeveJopmg a frame\.\."ork Wlthm whtch 

• !icrofinance provtders Will fall (Budget speech _002/_003). 

2..1 Financial .. ed for ME 

mall and micro enterprises have aced persistent pressure when s ekmg funds for 

tn'-estment The iVIEs cannot eastly access fundmg because they have 

underdeveloped busmesses that have a ery short history hence banks are o en not 

wtl m to lend usmg onvenuonal methods Furthermore. the promoters lack 

securi ies that can be tven to lenders or guarantee other m es ors mto the1r busmess 

n , the promot rs have netther the edu ation nor the abtli o on mce nvestors or 



financial intermedianes. O""ners rna_ also not ha e a sa ·in htstory ith a financta1 

intermediary that can form the basts or sa m~s-led credtL ThtS posstbl explams why 

banks in the pas few years have relocated from rural and suburban areas ren ennk 

potenual customers m these areas o ave no ccess to credtt Coetzee et aL _QO_) 

MEs need credit tor new in estmem m busmess. operanonal acuvmes. an tor 

ro""th of the business. 

In estment in busin s: f.Es reqmre funds as start up capaal for mvestm= in new 

ventures that the_ may have come up wtth Rukwaro (-000) obser\~ that m st lEs 

obtam funds from own sources. mcludtn0 savm_s and from fnends mng the fact that 

very few crednors are ""illin_ to len for start up busmesses. 

Op~rationaJ purpo es: S.Nf.E s need funds so that the · can purchase raN ma enals. 

supphes and carry out act1 tUes that they need to acllitate the produc 10n process. 

IEs may make sales on credit and hence need bridgin funds as they awaJt 

repayment. Studtes have found that most funds received from credit mst1tu tons are 

used for wodong capttal (Gatune. _QO-). 

Growth of Busine · As SMEs grow, they require funds to finance growth m fixed 

assets and increase v.orking cap1 al. t fEs theretore requtre longer-term credit m ever 

mcreasm amounts. S 1Es obtain such funds from formal instJtuttons as well as own 

funds smce many mtcro credtt instttuttons lack the appropnate programs to finance 

such growth. tudtes indtcate a htgh drop out rate from lfls that remam ngtd. 

inststJng on group methodology and lower amounts of loarts for customers. who ha e 



progressively graduated to higher loan requirements (Graham. _()()Q~ Gatune. _OQ::!. 

Rukv -aro _ooo 

Ot er purpo es: Promot rs ofS~lEs need lumpsurr fundmg to finan e ers nal 

1ssues so that they can repay the credit usm_ income generated from usmess. ··often. 

loans are dtverted to "provtdenual" or "non-productive" purposes, to meet emergency 

medtcal or education expenses. lt ts mcreasmgly clear that to tie loans to specific uses 

v thout addressing other nee s and opporrurubes IS naive at best· (Graham. 2000) . 

• A ources of Funds for S IEs 

rEs source funds through equity own funds or, through ebt. Intemal/o""'n funas 

mclu e accumulated savmgs from hkely stra egic investors who become part owners 

R~aro. _QQl · tteno. 1998) S lEs also access credit. wh1ch requires repavment 

tth interest or v.nen given as a grant wah no mterest. In a few sttuauons the L: IEs 

may be awarded grants and they may not be requ1red to repay. ccess to credit has 

been lim1ted mamly to mtcrofinance mstltuuons and informal msuruttons hke 

moneylenders and rarely do the commercial banks lend o the sector to pro 1de micro 

credit and other financtal services to the sec or. tudies how that commerc1al banks 

proVlde the lowest amount of mancm~ o . lEs and wh re 1t is prov1ded, the credit is 

rat10ned ( tteno 19 8 . 

2.5 Clas ification of MFls 

Financial mstJtuttons otTenng micro credit are classttied on the bas1s of emphas1s on 

m1cro credit at the time of establishment of the mstttut1ons, a maJOnty of the 

mst1tuttons bemg GOs that ha'.e !ways offi red an contmue offenng m1cro redlt; 



other r GOs staned out pure!. as micro tinanc institutions. but have smce e olved 

and operate as commercial banks offenn both formal and micro ere 1t sen ICe5 

(Glosser, 1994) as those mstttuuons that started out as ban s. and. have sm\.:e 

diversified mto offenn either. mtcro ere it alongstde con enuonaJ bankmJ products 

or strictly mtcrocredit products such as Bank Raykat lndonesia (Boomgard et al, 

1994)· and, banks that were set up pnmanly as mrcrofinanc banks e Cent nary 

Bank in Uganda(Baydas et al, 199 ). 

The SNIE sector is ripe fo r entry of more banks because banks have the nenvor 

necessary to offer loans to the sec or. The comrnercta1 banks are therefore stable and 

can lend. g1ven appropriate lendmg methodologies. to a larger number of people 

hence realismg a bigJer impact ~loreover, banks have the resources o xpand further 

and lend more money They are unhke most GOs that rely hea ily on donor and 

government support. which IS drying up. Governments are beginnmg to realrse the 

1m pact of the small and micro enterpnse sector on the economy and are therefore 

availing mechantsms that wtll facilitate ns growth (Budget speech _0031-004 ). 

Governments have realised the need to de-link themselves from competm wtth the 

pnvate sector and that subsidtsmg the sector has worked to 1ts dtsadvantage. There is 

effort towards regulation, as well as encouragmg private bartks to get more mvolved 

m the sector (Coetzee 200 .. ). The Ken. an Government ts m the process of finalismg 

a sess10nal paper on the • IE sector, wtuch wtll encourage entry of more players 

(Budget speech .... 003/2004) 
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•. 6 Requirements for ucc ful Micro Credit Provider 

uc essful m1cro cred1t a trvmes for banks must be dn en by amon2 oth rs the 

ful.o\vlng· Oketch ( ... 00 l) hiJbhghts comm1tment an ank culture v.h re the banks 

mus treat the m1cro credit sector as part of the areas withm the mst1tut10n \ here 

pro tits Will be made. staff must be appropriately rewarded and mou ated o or · 

to rards improving busmess and limit delinquencies· admimstratl e structures should 

be put m place to ensure that the banks are able to mom tor thetr loans from analysts to 

rep a. ment. evelopment of appropnate lendmg techno log1es that fit the pamcular 

lientele so that the orrov..ers can benefit from the loar1 pro _rams as well as repay the 

loans Y..nh mterest to lim1t efault rates. The necessary capacity m terms of uman 

resources must be m plac o ensure thar statT are able to appratse loanees. and follow 

up on loans made (Otero et al. 19 4 ). 

2. Credit Technique for MicroFinaoce Institutions 

As a result of the umqueness of the S!vfE sector, the m1cro credit sector has developed 

a number of cred1t models. :Vloharned Yunus. a Bangladeshi protessor advanced the 

most famous model, the Grameen model (Graham -000) The model re olves around 

the m1cro cred1t mstltution provtdmg credit to groups of people who come ogether to 

access loar1s and guarantee each other. The Grameen model uses the group as a 

substitute for mdivtdual collateral vVhen a member of the group defaults. the group 

pays on behalf of the defaulter under the strict Grameen model, any savmgs collected 

by the group cannot be Y..Jthdravm and the members of groups may be forced to 

access loans even when the. do not need the loans. lt has been observed that the 

II 



model works best in the early stakes of lendmg to a !:,rOup ofb rrowers as well as 

when the group members '-"ant rela vely small loans. The system works wetl withm 

the first few loan c 'des before be ommg largely irrelevant ( akub. l 5. hanf 

1997). Many micro finance inshtuuons have htgh drop out rate as a result as the: 

have not sufficiently designed pro ucts that are flex1ble and allo\ =raduauon. The 

security aspect under group guarantees may also be defeated with the ·unztppm~ · 

effecL in which case, the enure group efaults. The second model revolves around 

mdividual based lending programs. Thts ts led by the school of thought that believes 

borrowers can graduate and a cess loans at m1mmal risk m IVIdually. The. se 

examples of the cred1t unions. wiuch use tndlvtdual guarantee. In ivtdualloans may 

use savmgs accumulated or better analys1s of the mcome generatmg ac 1 mes oi the 

person to secure credtt number of mstltuuons have successfully managed to carry 

out these activittes. surve. by Oketch {200 I) observes that banks mvol ·ed m m1cro 

fuiance hnk credit gtven o cash crops grov.n hence payments are made 1rec ly to the 

banks. problem that mtght hinder further involvement of banks mto the sector ts 

prevcuhn rules where all unsecured loans are classified as bad and doubtful. 

. 
2.8 Principle of) icro Credit 

The past few decades have led to the development of pnnc1ples or best prac tees m the 

provts1on of m1cro credit. Graham ( ... 000) highltghts these pnnc1ples as follows 

F uJl co t loan : m1cro credtt provtders. whether banks or 1 GO s, should pnce the 

loans at full cost so as to ensure the products are sustcunable. tudtes have shown that 

what matters to the borrower IS not the cost but rather ccess o credit. ubs1dised 



credt attracts the v.Ton::~ types of borrowers. Gatune 2001) obser\'es m a surve. of 39 

tirms that there ts a posttt e relauonshtp ben: een mterest rates cnarged and pr fits 

nade Therefore chargmu loans at full cost wtll not reduce profits of firms . 

lndh:'dual basi ~ loans on an m tvtdual basis are more east I collec abl espectally 

" hen ell apprrused The md1vidual method of lendin0 IS popular among 'lients that 

have specific needs and who ha e _raduated suffictently to ha e other means of 

man ::in~ the1r associated nsks. 

Group ouarantee: loans may be~~ en to::: oups ot people v.ho lack olhu rai 

secunues. Th1s lendmg methodolo~y ts necessary for indt tduals who ha e a common 

hemage and yet the_ do not ha e other means of collateral. 

mall regular pa ments: a standar succ ... ssful f arure of mtcro financ msmutions 

that succeed IS a loan repayment schedule emphastzmg small regular payments. MEs 

tel)d to get small re enues regularly and tend to rely on one source of mcome. 

Collections should ensure the amount does not mcrease to excesstve amounts that 

cannot be collec ed. 

Fle ible purpo e. successful programs aJlow the borrower to use or dtvert the loan to 

other acnvtttes . lany times. borrowers take credtt for lump sum ac tvtties and repay 

usmg their busmess mcome rather than WJthdraVvmg fun s from the busmess. 

hort loan duration : m1cro finance practittoners cross the globe have shown that 

longer-term loans have htgher default rates than shoner-tenn loans. In cases Vvhere 

long term loans are requtred. the here's need o msist on phystcaJ secunty. 



locr in loan ize nd credit hi tory 11us IS an area that has be n borro\! ed from 

the banktn sector As borro\! ers b come anuhar v.:1th the ere 'tt program:s. 1 • 

become better trained and educated. whtle the instttutton 1s able to vou h for the 

tabdtty of the borrowers proJects. On th1s basiS they can be iven Jar: r l ans 

2.9 }lethodologies of Micro Enterprise Finance. 

In Otero et al 1994 the authors idennfY four types of lend mg. Each of the end m_ 

methodologies is graduated· at the lowest level is the vtllage bank where credtt ts 

ace ssed at the rural level and by the very poor. The Foundatton For Commumtv 

Intemauonal Assistance (FD;CA) pioneered the v1Jlage banks concept Tht:_ are 

commumty managed credit and savmgs associations tbrrned to 1mpro e the member' 

acc~ss to financial s n.1ces (Holt. 19. . At the secon level1s the soltdarny group 

lendm wh1ch accesses credtt to the more affiuent. The soltdari group lendm=> ts the 

basts for ;:,roup lendmg and ts the most common form of lending to J lEs. The third 

le ·elts trans onnatton len mg, whereby borrowers ha e aduated sufficient! 

enough to warrant longer-term finance but JUst not enough to ace ss conventional loan 

pro ucts R ed et al. 19 4). Lastly. there 1s a fatrly d1 ferent approach to mtcro 

emerpnse finance aJled the credtt umons. These are cooperative financial mstttuttons 

that begart developmg m the developmg world in the 1950s. They are orgarused along 

baste cooperative pnnc1ples and also finance m1cro enterpnses ~1ag1ll. 1994) 

2.10 licro credit Pro ram 

hero red it programs ha\e a number of dtmenstons whtch mclude those targeted 

to ard poor people or :omen only. tndlvtdual or _roup-based, savmgs or cred1t-le 



parallel or hnked. credit-only or cred1t and other servtces. and overnm nt or non­

governmental orgamzanon ~ GO) sponsored. 

ln pract·ce, one is more hkel t "ind combinanons of one or more of the above 

tmt!nsions. orne mstuuuons pro .... tdm_ m1crofinance sen tees ar
0

et pro_r.uns 

tov.ards v.omen only or the very poor m order to enhance the1r socml stand mg. In 

Uganda the Foundation for Cre lt and Commumty Assistance (FOCC ")and 

Foundation tor International Community Assistance (F . C ) sef"\.e only'.: omen. 

·htle U _and a M1crofinance Umon ( L \IIU serves all (t hcroSave -\fuca. 2G03 . The 

Center for\ omen and Emerpnse tn Boson assists only women to m1tmte busmess 

through tts micro enterpnse trammg and techrucal asststance programs pnmarily to 

ensure that women. who have been excluded from commerce, are able to -ustam 

themsel es and offer themselves a .Jreater chance of mdependence. ~hero credn 

programs are modelled either as mdtvtdual borrowers or w1th o cups compnsed of 

1ri · vidual borrowers. Bank Ra_ ·kat Indonesia (BRl) mak s m1cro loans to mdivtduals 

only. On the other hand, pro_ ams offered'under the Grameen model are ery ltkely to 

be roup based With the associated 0 roup dynarmcs The groups may contribute 

towards savin s and withdraw from the pool. Most group based m1cro cred1t programs 

hold the group accountable for loan repayment should mdi'-Jduals etault. avmgs-led 

mtcro credit IS normally used as a limited secunty a_!ainst default on repa!'ment. In 

ad 1t1on to leveragmg cap1tal and servmg as a source of emergency funds. groups 

often are requtred to meet regular!) to mom tor loan activity, collect repayment of 

m erest and pnnc1ple. and offer mutual support as m the case of programs under 

KREP Thts substantially lowers ansacnon costs, makmg m1cro credn programs 



v1able Government-led mtcro credit programs are programs that are mainly tinanced 

by the governments They are maml tar 0 eted owards a cenam mcomt: ~ace gory or 

communit) For insrance they may be targeted towards financmg agriculture m the 

ruraJ areas on-Governmental Or:anisattons rrucro ere 1t programs re ere 1t 

programs mamly handled by t GOs and financed by donor funds. Cre 1t programs 

may be mimmalist or mtegratecl mmtmalist credit programs are those that otfer only 

redn serv1ces to clients whue integrated credit programs are those that oner other 

services such as mtcro insurance, trammg and other serv1ces to suppl ment ere It 

(Otero et al. 1994) 

-·11 Permanent Institutions and ustainable ystem . 

· Successful micro finance programmes start wtth a clear objective to set up 

permanent instirunons or s;stems es1gned to proVIde financtal servtces on a lon_ 

term sustamable basts, Graham. _000). The instttunon must therefore de ·elop 

pro ucts or serv1ces that re ect the needs of the ommumty rather than the financtal 

ins trution. in whtch case the servtces are expected to meet the needs of the tar _eted 

that will therefore utilise these serv1ces to generate income and therefore minimtse 

default. In addiuon. the Mtcrofinance Insntunon must have the comn11tment to 

prov1de sustainable products to the clients and not prov1de substdies to benefic1anes. 

Th1s WJII have a pOSitive 1mpac on the att1tude of staff Oketch, 2001). The products 

must be ptlot tested betbre roll out to ensure that they wtll ass1s the organ1sauon o 

learn by doing Graham. 2000). Institutional framework needs to be put in place to 

ensure that the programs are targeted and the appropnate corpora e governance 

structures are m place to prevent abuse of the system by pohtlc1ans Pohuc1ans are the 



maJor caus of moral hazard m len m~ espectally m publicly o-wned banks as the. 

m uence the borrowers to a cess credtt and encoura e th m not to repav tn~ loans 

{. lucheke _QQO). 

-.1- Credit ppraisal c r ·ter ia in. lFl 

The guidmg principle m credit appratsalts o ensure that only those borrowers who 

reqwre redit and are able to meet repayment obhgattons can access credit. Lenders 

rna refuse to make loans even though borrowers are willin0 o pay a ht 0 her mterest 

rate. or. make loans but restrict the size of loans to less than the borrowers would ltke 

o borrow lishkm, 1997). F manctal msutuuons enga~e m the second form of credit 

rationmg to reduce thetr risks. 

There are two arguments on ow much cr it the \-lEs should be gtven. One school 

of thought argues that the • IEs know best what they\ ant om est man ~us th 

s~ould be giVen wh t they apply for (R inke 200 I). The author further argues that 

some credtt schemes assume that the poor people themselves know best how to better 

themselves and thus credit should not be targeted to parncular actJVmes In Cameroon 

and Togo. consumer and investment credit is provtded and there 1s no constramt on 

how loans are used ( Gurgand. 1994 ). 

The other argument contends that cred1t should be made avatlable accordmg to 

repayment capab1hty based on current performance orne of the fac ors of 

determming the stze and target for credit include: 

in : Gur 0 and ( 1994) notes that mandatory and voluntary savmgs schemes have 

been used effecttvely by Rural Fmance lnstttuuons (RFls) v..here savm~s pia a 



stgmficant role m gainmg access to credit. Cr'edtt e'pargne-logement m R\\-anda 

pro"1des 5 to 15 years credtt for home constructiOn er one year oi re or ed · m' 

effon. Remke ::!00 I identJ fies saving as a means of e ennining " ho to :1 e ere it 

and ow much., whereby a borrower tS requued to accumulate savmgs both nor o 

and after borrowmg. The borrower may also be reqUJred to pie ge su h sa\. mgs as 

collateral. Th1s excludes the potenttal borrowers and conrrachcts lo_tc of mtcro 

lendm;:;> m that the borrowers may not have funds to save 

Ability to pa · In Burkina Faso and ~lalaw1. fallure of one member to repa was used 

to block access to new credtt tor all group members mcreasm repayment 

penorrnance ue to soc tal pressure ( Gurgand 1994 ). Remke (:'!00 l) notes that mstead 

of lockin~ all the ~ oup members. ccess to future lar _ er loans m y be m e 

dependent on punctual and full payment of small imttal loans. 

EvaJuatioo of business ability · Thts approach is practtced m Burkina Faso whereby 

careful analysts of the economic opporrumt:Ies available m the villages where crecitt ts 

proVIded ts earned out Use ot ere it ts dtscussed with borrO\"vers and mcludes a 

vartety of tirm or non- firm mvestments. The scheme IS tlextble allowm_ reallocabon 

of funds to activities that had not been previously planned. 

Target roup. target groups are also used o allocate credu Gurgand (1994) found 

that mallholder gricultural Credtt. drnm1stratton ( ~C ) m . Lalawt concentrates 

on small holder farmers cr'edtt soudure m Burktna Faso concentrates on poor people 

m rural ahel that suffer lack of capttal wtth emphasts on \.\Omen . Other organtzattons 

have well-defined target populatton Remke tdenttfies se eral ways of determmmg 

IR 



tar~et group. Among the ~a. tdentihed mclude, target women -who are seen as 

economtcally less mdepend nt.. the ~·outh due to h1gh unemplo)ment :llld msuffic1ent 

jobs. and the rural people \\rho are seen n t to benefit from de elopment and 

emplovment creation m the c1 tes and O\\ns. lender has to dectd ho to reach hts 

target group and ensure that targetmg objectives are met. number of mtcro finance 

loans are targeted owards the emplo. ed class in order to mrmmise default. 

Character se ment. The Grameen bank model bases credt on the character 

assessment and trust of the groups. However. if an indivtdual does not belong to a 

group and ts able o pa , he ma. be ented credit if the ylfl 1s purely usm_ th1s 

mo el. 

Others other fac ors 1denniie b Rem e _QQ 1) inclu e such fac ors ltke ethmc1ty, 

nanonahty or factors of soc1al dtsadvam.age such as phystcal 1sabtltty. locauon and 

objective of the micro credit insututton and mandatory traming. Objecttve of the 

lender may be to fund act:J mes a\; -ay from the trading activ1oes so as not o ilute the 

sector's profit thus undennmmg the vtabihty of all tradmg acuvltles. An YlFl servmg 

the poor may locate tts offices where the poor hve. uch cntenon may somettmes lead 

to poor chotces as Ctttes and owns have the best mfrastructure connectlons. ccess to 

credtt may be condittoned on undergomg credtt tram mg. Thts may be worthy as more 

borrowers wtll succeed m thetr busmess and be able and ow1lltng to repay thetr loans. 

However trammg is costly and tt W111 exclude some potenttal borrowers. 

Oketch ( 1995) \.\rhen studytn_ the demand and supply of , ISE s finance tn Kenya. 

establtshed that the stze of .oans o vanous borrowers depended on the lendmg 



echnology \Vhere funds are lent o md1 ·tduals apprrusal depended on bu tn s 

assessment collateral business needs and repayment capacity, rvpe of u ·mess and 

avatlabtlity of funds For group-based loans. it depended on ge of the g o p appratsal 

of the proJect. past repayment records, demand by clients and avatlabtlt oi fun s 

Oketch used the • IEs nancters and dtd not constder the mt uence oi rattonm: on 

:VlSE s operations. Oketch's findings contnbute to this stud .. m definm_ the posSlble 

vanables from the perspective of the NfEs such as credit stz and secunry. Ru :l.aro 

(:2000) took the perspective of both the S.MEs and their financters and went further to 

etemune the ini1uence of credtt rattening on operations of IEs and m eed 

concluded that credtt rattonmg 1mpacts neganvely on operations of . 1Es . 

• .13 Credit. ppraisal Techniqu . moo Banks 

Cre tt appraisal techntques among banks are very costly. The techntques mvolve a lot 

of paperwork and procedures to ensure that a bank covers all it's costs and mterest 

char~es and the bank must be sure that the borrower has mtent and abtlity o repay. 

The . e determinants for bank credit inclu e: -

Character of the mdtv1dual. whtch ts vouched throu_h reference checks 

ProJect appraisal to assure the vtabtlity of the proJects of the borrower However, 

many S.MEs do not keep records of their businesses 

Ph:-stcal collateral, whtch 1s meant to ensure the tinanc1al msutut1on oes not lose 

funds m case the borrower does not repay the loan (Otero e al, 1994) The key 

de erminants are represented by 6 Cs, namely Character of the person borrowtng; 

Collateral or secunty wh1ch IS mamly phystcal, Comnbuuon m assets to the proJect 



tor which the borrower needs fun s. C mmon sense m t nns ofth reasonablen s of 

the borro~ers proJeCtions, C nditlons wtthm the area. econom. and lastly th 

Cap l:Ity of the busmess to ac11eve or borrO\\.er to ttain his ;:,oals 

Borrowers may default if there is poor cred1t appratsal hen the mdt tdual ts gtv n a 

loan m wtuch case the financtal instiruuon fails o g1ve the borrower the correct credtt 

rati g either as a result of the borrower pro tding wrong information or the bank 

usin_ the 'WTOn;:, mstruments to \et the borrower; poor msntut10nal mecharusm m 

followin 0 up the loans espec:ally where the tinanctal mstJtuuon must ensure that the 

loan collections and tallow-ups are n:::orous so as to avoid loan amounts becommg 

un-collectable, unforeseen contmgenctes may mean that a borrower mtght be unabJe 

to pay back their loans because there has been flood. or other unforeseen s1tuattons 

that paralyse their operations: pol meal mterferenc .. where poln ctans encoura_e 

organisations to give loans to undeserving clients or encourage hents nat to pay up 

loans leadmD to high levels of efault: and collapse of securi .: In cases of group 

guarantee this may entail all members of a group decidin;:) to· unztp'. that IS 

choosmg not to repa ·the loans advanced to all of them at a go. 



CR P ER THREE 

3 RE E R H 1 lETHODOLO Y 

Thts sectton c vers the rese3.fch dl:!stgn. p pulation and sample tz data olle ton 

methods. and procedures· and d ta analysis. 

3.1 R earch Design 

The survey destgn was used m thts study 

3.2 Population 

The target population of thts study was the micro finance msutuuons (. lfls} and 

banks offenn mtcro credit m K n a. 

There are hundreds of mstttutlons that carry out m1cro-tinance acnvmes tn • nya. 

some organised withm churc es. :some organtsed as ooperattve socteues. and others 

operatmg on part-time basts. The population of regtstered mtcrofinance tnstltunons tn 

Kenya comprise of 64 accordmg to the KREP reg1ster of ~lFis. the soctauon of 

ticrofinance Institutions of enya and the Central Bank of enya There are also 6 

other banks offering micro ere tt servtces, that ts. - bUtldtn soc1ettes, I spectalised 

microfinance bank and 3 commerctal banks. 

The population targeted by this study constituted the banks and regtstered 

mtcrofinance institutions. 

3.3 mplino 

The sample frame constituted the commercta1 banks and mtcrofinance institutions. 

The quota sampltng techntque was used whtch mvolved the use of both stratttied 

sampltng and convenience sampling. The str ta mcluded the banks, and mtcro finance 



institutions. Convemence samplmg was used to s lect the regist red microtinance 

Institutions ~1thm 4 rurobi. whtch ar 30 m number 

3.4 Data CoUection . lethods 

The names and addresses of ~licrotinance Institutions ( ~tFls m a '-ere obtamed 

from the Association of Iicrotinanc lnstnut10ns. Central Ban f · n a ollld the 

KREP re_1ster. 

Da a was collected from pnmaf)- :>Our es through s mi- tructur uesttonnaJfes 

istributed to the mana:::ers of the commercial banks and mtcrotinan e ms truuons 

Follow-up was done through a res arch assistant who assisted in mm1stenng the 

quesnonnrures. econdary at was obtamed to reintorce collected dat from 

brochures and supplements m nev.spapers .::ovenng micro cr tt pro ers 

3.5 Data naly is 

Data was analysed usmg descnptl e stattsttcs such as means, percentages an 

tabulations with the help of the P package. The analysts was carried out on the 

credtt mana;:,emem approaches of ttferent institutions when offering mtcro credit. 

The analyses helped detennme 1fthere aresigmficant ifferences n credn 

management approaches used by bank based mtcro credit instltutlons ersus those 

used by other 4 licrofinance msutuuons. 

Chi-square was used to establish the default rate among institutions offenng 

mtcrocredit a 0 amst the type of mst1tutlon I.e. whether bank or ~1icrofinance 

Institution and whether the relationship was stgmficant. 

.. 
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CHAPT R 0 

D T. L ND TERP E . TIO 

Thts chapter co <.rs data anal_ ts and "r.terpretation on the ere i management 

tee tques employed by instltu ons otfenn mtcro credi and the relationshtp 

bemeen the credtt management techntques used and the pertorman e of the 

ms rutions m terms of default rate 

Data on the vanous types of msuruttons was collected. separated mto dtstmct 

omponents, and analysed. 

The ata was collected in order o respond to the 3 k y obJectives· I.e. o etermme 

ere ·n management techmques employed by instttutions offenn mtcro credit servtces 

in · nya.. to tdenttfy any dtfferences m ~redn management echntques emplo_ ed by 

banks versus those emplo ... ed by other mtcro tinance mstituttons. and: to etermme 

whether there is a relationshtp between the credit management techmques and the 

deiault rate of mstituttons otfenn~ mtcro finance servtces. 

4.1. Data CoU ction and R pon e R te 

Da a was collected from _Q msttruttons located WJthin atrobi out of h total 30-

tar_eted institutions through a questionnaire. The questiOnnatre was admmtstered 

us n:;, drop and pick later method The data was collected from the heads of the ffls 

offenn mtcro credit as well as heads of the vanous umtS handlmg mtcro credtt m the 

selected banks. 

Follow up questions were directed to the respondents as well as staff Within the 

ar eted mstttuttons to ahdate mformauon that dtd not come out ery clearly. 



Brochures were also obtained from the spectfic mstitutions to further clarify 

information on credtt management and products offered by the insutuuonl! 

The overall response ra e was 6. o -o o. p ctfically. the response rate was 0°1, for the 

banks and 64% for the w1icrofinance lnsututions otterin= mt ro cr tt htch ""as 

constdered adequate to use as a basts for denvmg conclusions from the sru y. 

Table 1: nalysi of TheRe pon Rate 

Type of in titution Questionnair _ umberwho r ponded ! Perc nta~ 

I Banks 5 14 80°'o 

lt.GOs _s 16 % 

Total 130 20 66.67°14 

Source: Research Dara 

The insututions that did not respond postnvely to the research gave a number of 

reasons. any financial instnutJons have a policy of not releasmg mfonnauon to thtrd 

paines for fear of misuse of such mforrnabon by the thtrd pames: due to the sens1tive 

nature of financial infonnatton. only specific indtvtduals have the mandate to avrul the 

requtred mformatlon to other persons. However. the empowered persons were not 

trnmediately available as they were either too busy finalismg some other work or 

frequently out of the country 

The completed questionnaires were m certrun mstances incomplete as to certam 

requtred mformanon. However. the researcher was able to access and verii)' th1s 

mformation through direct intervtews with staff m the relevant departments of the 

s r . e. ed tnstltutJons 

.'i 



The ilndings and conclusions dra-.: rn are based on the 80°{, respons by banks and 

64°'o y hcrofinance Institutions. 

·'--· Backoround of the tudied In ti ution OfTerioo " licro redit 

The nformatton on the background mcludes the locatton of mstltuuons. type of 

msuruhons, source of funds for mtcro ere it. whether the mstttuuons operat separate 

uruts for mtcro credit, whether th msututJons have a separate strate_y for mtcro 

credn. 

-t2.1 Type of Institutions 

The credit institutions included banks and :Vlicrofinance Instltuttons 3 out of~ banks 

surve. ed have special umts tor handling m1cro credit acttvmes. whtch translates to 

S0·o of the respondents. One ban surve~ ed mana=ed mtcro credit ac tvmes alongstde 

other types of activities. 

The \1icrofinance Institutions surveyed showed that 13, that ts 81 .-5% had spectal 

units for the micro credit servtces while 3 institutions or 18.75°'0 offered mtcro credit 

to supplement the other core operauons of the ~GO 

4.2.- Location of the Institution 

For mtcro credit provtders surveyed all the 4 banks, t.e. 100% that responded had 

thetr head offices located w1thm the city centre while ll . licrofinance Instttuttons 

(68 5%) were located outstde the tty centre They were located wtthm areas th tare 

eastly accessed by thetr target markets. 5 ~hcrofinance Instttu tons ere located 

wtthm the ctty centre. 



-4..2.3 ources of Fund for licro credit 

The sources of funds for m1cro redn ran be from mtemal operauons and sa\ mgs. 

among others. The study sho'\ ed that I the banks obtained I 00% of funds for icro 

credit from mtemal operations Y.htle tor the \llicrofinanc Institutions the break 'oy.,n 

is as indicated in table _ bel w: -

Table-= ources of Funds For ~IFI 

ource Percent oe of funds . ·um b r 1 Percentage 

Donors only 1 00°'0 8 

Donors 

Internal Operat1ons l 00° o 

1

rm.emal operations I Below _Q% 

ource: Research Data 

There was a mix as to the sources of funds for lendmg b ms. The study observed 

that . IFis relied heavily on donor fundmg for funds o lend. 50% of the msntutions 

indtcated that they received I 00% of thetr funds from onors. v..rule _5°'o shov..ed that 

the. received o er 75% of thei r funds from donors. This in total adds up to 75% of 

• hcrofinance Institutions recetvmg over 75% of their funds from donors. 

F unhermore only L .5°'o fully obtained funds from mternal operauons while 37 .5% 

of the mstltutions obtamed I 0% o _oo~c, of funds from savmgs made b the borrowers 

The heavy rel iance on donor funding has an Impact on the sustainabthty of the credtt 

provtders as they are hea !ly subsidised by donors 

7 



.tJ :\-lanagement of icro Credit ctiviti 

4.3.1 Long Term tr tegy 

Out of the total number of msuruuons sun. eyed. 19 that is 95° o m tcated that the 

had a long-term Strate to deal m mtcro credit acu tries Onlv one v..ht h IS 5°·o or - . . 
the respondents. tndicared they 1 not have long-term strategy The msn unons that 

have a long-term strategy treat the business as a future busm ss tor them and therefore 

stnve to make it sustamable. 

4.3.- Availability of Micro Credit Polici 

All 6 Microfinance Institutions ( l 00% surveyed had eve loped specific mtcro credtt 

polictes to guide in thelf credtt proviston. _ banks (50% had developed mtcro credtt 

p0Ji tes WhtJe - others, 50° 0 • dtd nOt have a SpectfiC pOIJC. , OveraJJ. 9Q0 ·o Of the 

providers of micro credit had prepared and documented pohctes m mtcro redtt as 

shown in Table 3 below. 

Table 3: Whether Providers Have pecific ~Jicro Credit Policies. 

In titution Type Has Sp cific Policies No p cific Policies Total 
I 

Bank 2 :! 14 
NGOs 16 0 16 

Total 1 ts 2 20 

' Percenta e 90% 10% 1100% 

Source: Research Da1a 

The study shows that a majonty of institutions tend to have poltctes set for thetr 

products. 



The response on micro credtt targetS among banks was that onlv 50°·o of th banks 

that responded had specttic officers w1th mtcro credn targets or he sef\t~ :> n the 

remr-ming 50%, the same officers handlm corporate b smess han led ebt collection 

(see table 4 below . The targets set \vtthm banks. were not separated for the ttferent 

sets of products i.e. mt ro credi products. an corporate produ tS 

Table 4: Whether Institutions Have pecific . licro redit Targets 

Institution Type I Have Specific Tarnets 11 0 
-

p cific Polici I Total 

Banks 12 :2 p 
I i 

MFls 12 4 11 6 

Total 1~ 6 ~0 
j 

Percentage 70% 30% 100% 

Source: Research Dara 

In the case of Microfinance lnsmuttons. 12 mstltutlons representmg 5% of the 

res ondents had specific credit officers lith clear targets or the products _5% 

handled their credit activities alongstde other acttvittes lake proVlston of .VO among 

others. For the 25%. micro credn was carried out as a subs1diary ac tvity to other 

• ·GO related actiVlttes like trammg empowerment of women, and l-ilY/AID 

ac tvmes. 

lost Mtcrofinance lnstnuttons have a tendenc to set separate tarrrets for their 

products as they consider thetr mtcro credit busmess core to thetr survival 

4.3.3 . licro Credit ervices 

Out of the banks surveyed. only one bank had more than 4 produc s· he remammg 3 

ban s had less than 3 products each. The . licrofinance lnstJtutJons surve ed showed 
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that 13 Microfinance lnst1tu tons h.1 less than 3 products e h. v.hile "'h more than 

4 products each. MaJOnty of he mstttutions provtded fundin~ to tar~ete mar ets For 

mstance some targeted commerc al sex workers, whtl others targeted c rtam 

localities etc. 

Table 5: umber of Products Per In titution 

Institution Type 0 to 3 products I Above 4 Products 1 Total 

Bank 13 I I 4 

:Vffls 13 
.., 

116 .) 

I 

Total 16 I ~ 20 

Percentaoe 80% 20% 100% 

Source: Research Dara 

The findings show that most msnrunons preferred to k ep fev.er numbers of products 

for control and management ofthetr services. 

~ . .)..t Credit Manaoement Technique 

The banks provided all thetr products (I 00% through mdivtdual basts. On a erage 

87 .5% of the products provtded by Micro finance lnstttutwns were offered through 

group guarantee while 12 5% were provided through individual basis. The loans 

provtded through mdivtdual basts meant that cltents were iven loans on thetr 

mdivtdual strength and failure to repay did not revert habtlity to other persons Banks 

avoided group guarantee, instead preferring to lend to mdivtduals as per the pracnce 

in lendmg to thetr corporate customers. 
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.tA Evaluation of Default te 

.tA.l Default Rate Versus Group Guarantee 

Table -l indicates that 75°'o of the anks had a default rate of less than _Q0 o. hlle lhe 

remaming bank representm _ _ .:o·o recorded o er 30% et'ault rate. 7 8°~ of ilie (fls 

recorded a default rate of less than 10°·o. whtle the rest (3_.3° o) ha ad fault rate of 

above _Q%. 

Table 6: Default Rate Versus Type fIn titution 

Type of 

In riturion Below 5% 5.1% to 10°'- 1 10.1°-'nto.:!O% 

10.711~ 

ource: Research data . 

The analysis thus shows that a larger proportion of products offered by 'vficrofinance 

Institutions had a much lower default rate than those offered b banks. In the category 

of default rate below 5%, a htgher percentage of products from . 1Fis featured as 

compared to banks (Table 6). The default rate among banks was more evenly spread 

across the selected bands, whtle the iv!Fls were more concentrated wtthin the very low 

and very htgh default rates 

In the case of products offered under mdivtdual basts, the default rate amon~ products 

featured m the extreme bands. The study shows that 61 5% of the products had a 

default rate below -% Table 5 · with 38 5°·o lytng above 30% default rate. Thts 

indtcates that the products otTered under tndivtdual bas1s have a good chance of 

pertormmg well 10 the mtcro credtt sector. 



Table : Default R te mong Product oder Individual Ba i 

I Default Rate 

I Bela~ 5% 

Frequency 1 Percent 

8 

bove30% 5 

113 
ource: Research Data. 

161 5 

38.5 

tOO 

nder the group guarantee ( Grameen model). 4 7 _% of the products had a default rate 

below 5%, which was lower than the mdiv1dual basts. Hov .. ever. when expandin the 

efault rate band to below 10%. total of 68.5% of the products had a default rate 

below 10% (Table 8). This shov..'S hat products under this model have a chance to 

have a low default rate mainly dn en by peer pressure. Table 8 aJso in JCates that 

31.7% of the products had a default rate of more than 10% wtth -l.l% of the 

products having a default rate of over 30%. 

Table 8: Default Rate nder Group Guarantee 

·-
Default Rate Frequency Percent 

BelewS% 9 47.4 

5.1% to 10% 4 _1.1 

10 1% to 20% 1 SJ 

_0.1% to 30% 1 53 

bove 30% _1.1 

Total 19 100 

! 
Source: Research Data 



from th1s anaJys1s. whether produ ts are otTered under mdhadual basis. or _roup 

guarantee they have an almost equal chance to perform y.,ell. Hov.evc!r. proom:ts 

under ndiV1dual basts have a . gher chance of pertorman' p orly tf other factors are 

not v. ell mana ed. 

4A.2 verage Loan ize ersus Default Rate 

There was no evidence of loans amounting to less than Kshs 5.000. The study 

tndicates that on average. loan s1zes of -ooo to Kshs 10,000 had the lowest average 

default rate of 4 .-%, whtle loans of above 50.000 had the ht~hest average e ault rate 

of 47 .3%. Loans between Kshs 10.001 o Kshs 50 000 had default rates ran~ing from 

14% 0--%. 

The survey found out that avera_ e lower loan stzes had relan ely lower efault rate 

than loan s1zes of relatively lar::)er amounts (Table 7 . 

Table 9: Loan ize Versus Default Rate. 

Relative loan ize Avera e default rate 
_!_ 

5 000 - 10,000 3% 

10.001 - 20,000 l4°'o 

-0.001 - 30,000 15% 

.> 0.00 I - 50,000 ..__o,o 

Above 50,000 47% 

Source: Own research. 

. verage efault rate or loans below Kshs 50,000 averaged 4% while for larger loans 

of over · hs 50.000 averaged 4 3% 
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The study showed that banks ha an ave rag loan value of Kshs ... .:.500 \\>hich was 

ell over the a erage loan ·alue for \.1Fls of Kshs _4,6 (T ble ) 

The st1 y also found that ban · n to t!tve loans of lar er size th:m lfls - -
Table 10: Type of In titution Ve u veraoe Loan ize 

Type of institution I· vera e loan tze 

Banks 7 . -oo 

~-t600 

Source: Research.Data 

lndtvidual loan stzes for loans borrowed ranged between ' hs 5000 ro ~hs 500.000 

for all types of instttutlons 

4A.3 Default Rate er us. verage Loan Duration. 

The study further noted that maJonty of the loan products had loan duranons 

ran~m:= between 3 months to 1- months . 

. ·one of the loan products surveyed had max1mum loan duration of ~ months. 14 

products ·LA-%) offered by lf[s had a loan durat1on ran m~ between 3 months 

and 6 months. while 8 mst1tuuons {- _4%) of . 1F£s had loan durat10n between 6 

months and 12 months. Only one product had loan durat1on above 12 months. 

For the banks, 7 products, _] _% o the products had a durat1on of between 6 months 

and L months. wh1le 3 9.1%) of the products had loan durabon be ond L months. 

Thts shows that on average banks tended to have fairly longer-tenn loans than \lFis 



Table 11: Type of In titution ersu Loan Duration. 

Typ of institution .\ veraoe Loan Duration 

3 to 6 month. 6 to l2 month e 11 month l 
-'-

Banks 7 3 

MFis 14 8 

Total 15 

Source: Research data 

lt was hence observe that man mtcro cred1t provtders prefer to g1 e loans of shan-

term duration smce they are able to recover money within the shortest possible 1me. 

In terms of default rates 16 loan productS (48.5%) had detault rates below 5%, whtle 

loan products (_4 _5°·o or' between 6 months and J_ months had d fault rates of 

above 30%. The only loan produc above L months had a efault rate 3bove 30°·o. 

The rest of the products had default rates rangmg between 5. l% and 30° o. 

Table 1-: Default Rate Versu . verage Loan Duration 

M:u.imum Loan Al'l!~ Defa ult R:n IT t:d ~ 

Duration Belo\\ 5% ! 5.1% to IU% 10.1 %to2001o 20. 1%to30% I Abo ·c 30° q I 
i 

3- 6 months 16 10 
0 0 0 116 

6 -ll m nlhs 
, 

I' 2 2 ~ 1 12 -
Above 1:! months I I 1 0 I) I I ~ 

Total 18 2 2 2 19 33 

Source: Res ~arch Data 

Average detault rate was 5% as compared to _ 0-'o for loans of L months. 



-4AA Default Rate ersu curity Required 

The YlFls respondents tdemitied types o · secunty that th use tor thctr loan 

pro ucts. Under the group guarantee loans. two types of secunty were tdcnu tied. 

namely the group guarantee and savmgs. It was observed that 40% of the products 

requtred only group.:: aramee. whJle 55°·o requlfed both group guarantee .md avmgs. 

One msntution requtred a Ken ·an guarantor 

The reason advanced for group guarantees was that the borrowers were unable to rruse 

any savmgs to recet ve loans. 

Tobie 13: Type of ecurity for In tjtution 

.\'IF Is Banks 

Type ecurity ecurity 

Group guarantee ~0{, Physica!Jsavmgs 

Group Guarantee/savings 55% Phystcal! savmgs/ Insurance Products 30°'o 

Kenyan Guararttor 
I 

Source: Research Dara. 
I 

5% Savm.::s 
I 

In the case of loans advartced by banks, 3 main types of secunty were 1dentlfied. The 

survev found that 100% of the loan products mcluded physical security and savings 

products as requirements forth loans. Almost 30°/o mdicated that msurance products 

could also be used to access loans (Table 13 above 



Table 14: Default Rate er us urity 

! ecurity Type 

a~~up Guarantee/ 

Ke ya Guarantor 17:oo 

Group Guarantee 

Ph_ -sica! security/savings 1 -o 
- 0 

Ph_-stcal secunty only 

l Physical secunty/savin~s/insurance products 14% 

Overall, the default rate arnon_ mstmmons thar had both group ~uarantee and savm2s 

was the lowest t 3%. Products that h d only sa mgs h a default rat of_} 0'o. the 

de ault rate for both physical secunty an savings was 1 5°'o. whtle the efault rate for 

ph_ -steal secunty only stood t l..1°'o. The w-orst performers were the insututions that 

accept only _ oup guarantee. v.mch had an average. default rate of 3_ 0 'o One 

insutution gave loans to persons on the basts of a guarantor an had efault rate of 

5°'1,. which was the highest evtdenced m the survey 

4 4 5 Default Rate ersus Frequency of Loan CoJJection . 

Banks surve ed mdicated that a maJonty of them collect repayments of loans wtth the 

same frequency of loan collect10ns as applted tn collecnng thetr other loan produc s 

0 of the 4 banks, 75% tndtcated that they collect loan repayments on a monthly 

basts, whtle the remammg I 1 e :5°·o collects v.ee tv 



funher enquiries revealed that the banks preferred to ~ it tor \,;ustomers to come to 

thetr banking halls and repay the loans 

Table 15: Loan CoUe tions Ver u Default Rnte 

Institution Frequency of collet:tion 1 %of respondents Default Rar 

Banks \Veekly 75°'o I 
~o~, 

rvms Weekly 75% 

Banks \ Monthly 25% I 
... , ... 0 

- 0 

I 

~ms I Monthly l iS 75°·o I 
MF1 I Ad hoc 6_5% I 75% 

Source: Research Data 

The survey showed that 75°'o of the MFis collect loan repayments on a veekly bas1s. 

while 18.75% collect the same on a monthly bas1s. One msutuuon mdtcated that the_ 

collected the loan on an ad hoc bas1s . 
. 

InstitutiOns that collected loans on a weeld basis had a better repayment rate than 

those that collected on a monthly bas1s The mst1tut1on that collec ed ad hoc had the 

worst default rate at 75%. 

4 4.6 Default Rate ersus Proportion of Ucro Credit Revenue to Total Revenue 

Of the 4 banks surveyed, - md1cated that revenue from m1cro cred1t products 

accounted for less than 5% of the1r total income: - msutut1ons md1cated that thetr 

revenue lay 10 the 50.1% to 100% ranges of total revenue. 

In the case of • licrofinance Institutions. 60% of the . GOs surveyed md1cated that 

mcome from m1cro credit actl ltles accounted for 50 I% o J00°·o of the1r total 

income 
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The banks that had over 50. 1° o of re ·enue represented by mt ro redu me me h the 

lowest average default rate of .>0 'o 

Tabl 16: Institution Type Yer u ).Iicro redit Re enu to Total R enue. 

Type of Proportion of r I Total 

Institution I 
Banks 2 14 
~IFis 3 5 18 

' 
Total 16 19 
'ource: Research Data 

The survey showed that 13 products of institutions that had micro credtt revenue as a 

proportion of total revenue below :5% regtstered efault rates above 30% one of the 

products in msnrutions where re enue to total revenue was above 50 1% . ad a default 

rate higher than 10.1%. 

The higher default rate amon= mstitutions Wlth lower proportion of mtcro credit 

revenue to total re enue can be attnbuted to the focus ven to the busmess as a result 

of its contribution. 

Table 1 : Default Rate ersu ~licro Credit Revenue to Total Revenue 

Revenue To An~r.tge Default Rate I Tut:ll I 
Tot lR enue Belo\ :5% :5 1% to IO"AI IO .l%tol0% 20 I ~-'.Ito 30"/., I Above 30% I 
Bdo\ 5% l I' 0 C) 

1 '1 
JJ 

5 ;•{, to 20% 8 10 •o :! 10 10 

I 5Q.I% to lf)()O/a 8 I ~ 0 C) l(j 10 
I 

I 1 Total I Ii 3 I 0 
:! l 'l 33 

Source: Re earclz Data 



-4.~ Reason dvanced For Hioh Default Rate 

The mstitutions surveyed tdentttied number of reasons tor th htgh etilU!t rate 

among microcredit pro ders. 

Generally low business tncome also atfec ed the repa ment of loans since borrowers 

Y.ere forced to spend the money on their O\l ;n pkeep 

Poor performance of the agnculture sector as also hsted as thts led o po r mcomes 

GOs felt that they sufiered when thetr clients ·ere face with unco\ ered busmess 

nsks including fire. theft among others. A number of mtcro credit prov1ders m tcated 

that they suffered v.hen the. d1 · not manage he1r portfol1o very ell. Thts means 

that they did not adequately appra.tse borrowers or mom or an e aluate thetr chents. 

Another category of lenders telt tha loss of source of mcome or JOb affec::s the ability 

of borrowers to repay. Thts shows that some borrowers ask tor loans to supplement 

thetr income. Diversion of funds was also listed as a key reason where funds are 

diverted to non-productive uses rather than being for the mtended purposes. 

eason advanced parocularly with lenders in AID prone cate ones 1s death due to 

the tllness. Borrowers dte betore hey can repay the loans 

Lack of a loan trackmg system. whtch would track loans from the ume tt 1s g1ven. and 

age it also affects loan assessment 

lntenuonal default was listed as contributing to the default rate smce some borrowers 

borrow with the atm of defaultm . There is also lack of qual1fied staff among the 

lenders v.ho can momtor the loans advanced to borrowers 

JO 



.to Rea ons For Limited Involvement B B nks In Microcr dit 

The banks surveyed hsted the folio" mg reasons as gutdmg thetr limit d tnvohemen 

tn lendin_ o the licr and m ll Enterpnse sector. The mdJcated that compan~ 

poh tes regardmg lendm~ to ertain markets dtscouraged entry into the s ctor ~lost 

banks preter to lend o the corporate sector Lac. of collateral b. he target market 

affects the creditwerthmess oi the borrowers. as banks prefer ph steal collateral on 

whtcn basis they lend. Banks const er lendtng to the mtcro sector as non-core to thetr 

operations and they believe hat they would run a rugh risk of default if the. lent to 

the sector. 

\lhcrotinance instttuttons hsted the tollow1ng as reasons tor limned m olvemem of 

ban~ m the small and mtcro emerpnse sector 

tnngent lending condmons by banks, whtch have tong proceaures tor handlin0 

micro-credit and other credtt related servtces. There is also the ear of the nsk of 

default. NIFls feel that banks v.ould hke to make more money per account yet the 

sec or has low incomes per accoun . 

-4. E tent of Potential in icro Credit 

The institutions were asked o rank the extent of potential they felt there ts m m1cro 

credit on a scale of 1 to 5 Wlth 1 as the highest potennal and 5 as the least potenual 
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Table 18: Ranking of In titution Pot ntinl 

-
Institution Type Rankin . ' um ber of Percent:1ge of 

o tentiaJ in titutio ns ate 

Banks I 1 l - 5o·o 

13 -o o 

).IF Is 

I ~ 
15 

11 
-ol 

-""' ' 0 

The result was that 16 insurutions felt that there ts very high pot mial nde only J 

ran 'ed potential as _ i.e. hi_h potenttal. \\ben broken dO\'vn o ret ect the di erent 

types of institutions 15 1\ltcrotinance Instituttons ranked potenual as l hsle on!. one 

insntut10n ranked potential - · The score for banks was 3 reflected potentsal JS 2 while 

one bank indicated 1. 

It an therefore be deduced that even though all players felt that the sector has good 

potential banks were less opnmtstic of the potenttal avatlable in mtcro credi t 

compared to icrofinance Instltu tons. 

0 · he products of banks that md1cated highest potential, 67 9% had a default rate of 

below _Q%. v.h1le 32. I 0 ·o of the products bad a default rate of abo"e 30°~. In the case 

0 products m mstttutlons that elt there is low potenttal. 50°'(, of the products had a 

e ault rate of below _Q0 '0 while 50% of the products had a default rate of above 30% . 
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-4. Testing of the H poth i and it' Interpretation 

4.8.1 Hypothesis Testino ino hi- quare: 

The ·IJ>othesis was tested usmg Cht-square as follov,s: 

. ull Hypothesi · Credit mana_ ement techmques employed by banks h e no etfect 

on the default rate of borrov.ers relanve to the techntques employed by the lfls 

otfenng mtcro credu 

Alternative Hypoth i · The ere 1t mana emem techmques employed by anks 

affe the default rate of borrowers (v.ilere thetr chents are more li ely to det'ault on 

loans borrowed) relative to Lhose -;:e hruques employe by 1Fis otTenng mtcro credit 

(where the clients are less It: el~ ·ode ault on credtt ad anced) 

Te t tatistic: Cht-square at 5°'o level of Significance mce the compute cht-square 

1s greater than the tabulated h1-square (Table 19) below. vve reJec the h pothes1s and 

conclude that the credit management techniques employed b banks affect the default 

rate of borrowers relative to those echniques employed by. ffls offenng mtcro 

Table 19: Continoency Table for Observed and Expected Frequencie 

T. -pe of \·e rage Def3ult R3te 

ln lilutlon Belo\\ 5% 

Degrcl! of fr cdom = 4 Computed Chi U3rc \ ' luc = t6A 

Source: Re earch Data. 
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The strength of the influence as indicated by phi square = 16.45 3.> =-+ . 8~ ·0 Thts 

means that the credit management techniques employed by the banks relative to those 

employed y N1Fls can explain -+9.'3% of the variance of the efauh rate amon 
::::;, 

borrowers from banks thus 50.2% of the ariance is explained by credit related 

techmques. 

4.8.2 Interpretation of the Hypothesis 

The hypothesis has very strong indications regarding the mvol ement and 

pedorrnance of institutions in the lendin;:, to the small and mtcro sector. 

It shows that the banking institutions that operate withm the sector face a greater 

likelihood to have clients default on their loans. while Microfinance Instttuttons have 

a Lower likelihood. 

The study has shown that when other factors have been properly cons1dered, such as 

the loan value loan collection periods among others have been properly instituted· 

loans under group guarantee or individual lending have an equal chance of performmg 

welL However, when the other factors are not properly instituted individual basts 

loans are likely to perform poorly as compared to loans under group guarantee. 

The study shows that institutions are more likely to record a high default rate if they 

give loans of smaller quantities o customers. Many serious borrowers m this sector 

can manage only smaller loans. as there businesses are likely to be smaller. 

The default rate further indicates that an institution is more likely to perform well if 

the loan is shorter term. However, micro credit prov1ders face the challenge of 

devtsing ways of dealing with loarts to ensure a low default rate . 
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Focus on the mtcro products ts also very cructal to the success of mtcro crecilt 

acm mes. Thts can be shov.n throu_h haVlng a long-tenn strategy as well as 

separaung micro credtt ac 1 mes from the rest of the products. senmg separate targets 

and rreatm_ the market segment as separate and tdent1fiable as such. 



CHAPTER FIVE 

5. :\- R OF RE EARCH Fl Dl G 

LIMIT TIO. OF THE ;n • RECO \. D 

UGGE TIO S FOR Fl. 'RTHER RE E RCH 

~.1. ummary of es reb Findin sand Conclusions 

·.1.1. ummary of Research Findinos 

The study atmed at estabhshmg the dtfferences ben: een redit management 

techntques employed by banks m macro credit versus those emplo ed by 

vltcrofinanc... Instnutaons an hether relanonshtp extsts bern.een credit 

management and the default rate o ·the mstiturions offenn_ macro credit serv1ces. 

The study established that there J.Te broadly - credit models that are emplo. ed in 

Kenya by mst1tutions offering mtcro credit, namely the Grameen (group-based) model 

and the individual loan model. 

It was realised that aJI products of banks that responded are base on the mdtv1dual 

loan model. while a maJOflty of the 1 licrofinance Institutions (87 5°'o) products are 

based on the Grameen model. . few products offered by ~flcrofinance Institutions 

L .5°·o are based on the indavadual rna el. 

The study estabhshed that wh1chever credit model as adopted, a product has an almost 

equal chance of performing well However. products un er m tV! ual basts ar mar 

like! to do poorly than those under .. oup _ arante_ i other factors are not well 

managed 

Tne study establtshed that most \1icrofinance Instnutaons end o be located tn the 

s burbs where a maJonty of the1r chents can be found 



. 11 the micro finance institutions had prepared and do ument d pohci s that _Uid 

them m operations, ""hlle onl. 50°o of the banks had done the same. Th1s 1s hkel. as a 

resu ofth_ fac that to most ~lFis 'ending o th1s sector is th core business. 

maJority of the .. licrofinance lnstnutiOns had fewer products per institution 

compared to the banks. The ~bcrorinance lnsuruuons are ..::enerally small with only 

one outlet and provtde ar=eted busmess o an 1dent1fied market such as slum 

populatton m Kibera. or commerc1al sex orkers wtthm awangv..ure among others. 

The default rate of insnruoons offenn!! micro credit was mt1uenc d bv the - . 
con;nbuuon that m1cro credtt busmess made to the overall busmess of the mstitution. 

It v.as realised that the mstttunons 11th a Larger contnbunon of m1cro cred1t revenue 

to otal revenue had a lov.er efau·t rate than those w1th a much htgher contnbut1on. 

Th1s defined the focus of management m the products since such tnstttutlons need to 

have a sma11 default rate to remain in business. Banks generally had a lower 

contribution of micro credit revenue to total revenue than M.icrofinance Lnsutut1ons. 

Thts is because, many banks considered Microfinance Instttut1ons to be non-core to 

thetr busmess 

The default rate was also mfluenced by the pnnc1ples of m.Jcro credit. The res arch 

found that loan products that were on a erage of lower value had a much lower 

default rate than those ofhtgher value. ClientS borTO\.t.,ed and were able to repay smce 

th1s was WJthin their means. 

The loan duration further intluenced the default rate. lnst1tuttons offering m1cro credit 

offered products for up to 1-year urat1on. Loans of much shorter penods v.ere more 

-17 



hkel. to be reprud than those of long tenn BorrO\\ers ne~ded loans to tinance 

workmg capital m ttmes of need and when the had done so, qu1ckly repatd th~ oans. 

Th- loan repayment penod also had a relationship with the default rate. lnstirut1ons 

that collected repayments more frequently were more likel . to ha e better 

repa_ ment rate than those that collected less frequent! . Thts 1s because the cit ems 

received little amounts more often and hence could not accumulate large amounts of 

money that could eventuall. become bad and oubtful debts 

It was real1sed that secunty of the products ~as also cruc1 I o the loan repa mem 

Institutions that relied on a combmanon of sa"1ngs and group :uarant e. Jnd physical 

assets had a much better repayment rate than those that had a guarantor. and onl. 

;:~roup guarantee. 

The institutions surveyed when asked to mdicate the extent of potent1al thev percetved 

existed in micro crediL indicated that m1cro credit business has htgh pot nual to the1r 

business. They were mamly optimistic because many considered such busmess can do 

well m a country that has a htgh rate of poverty. 

The study mdicated that there are a number of factors that mtluence the htgh default 

rate among micro cred1t customers Low business and agncultural mcom affected the 

repayment of loans smce borrov.ers were forced to spend the mane · on the1r o~n 

domestic upkeep high level of unco ered insurance nsks mcluding fire. theft of 

property. among others . lany provtders have poor skills to manage mtcro cred1t 

ponfolio leadmg to poor appra1sal and monstonng of borrowers or momtor. orne 

borrowers dt ert funds o non-product1ve uses such as consumptJon when they do not 

have an alternative source for funds to repay loans. Tnere 1s also prevalenc of 

..1, 



f-IT · AlDS am on the commun mes that borro from the institutions. \ en the 

borrowers fall tll. they are unable o pro uce and repa_ their loans. r h~' are torced 

to spend most of their incomes on medr~auon When the 1e. thev lea e I rge unprud 

debts. Most institutions lack ~ood management mtormation systems o asstst m 

tracking loans and a em_ debtors hence affectmg loan asse sme t The srudy also 

found out that there is outnght mcompe ence among mtcro ere It statT in monttonng 

loans advanced to borrowers. 

The study shows that there are a number of reasons that are affec m_ the involvement 

of banks on the sector. CnucaJ amon0 them is the pohcy of the banks. wh1ch does not 

favour involvement in the sec or uch pohctes have affected the development of 

criucal policies in managmg the sector. the locatiOn of thetr mam offices that deal m 

mtcrofinance, and the development of specific targets that deal w1th the sector There 

ts fear amon banks that the sector is too risky. Customers do not have the necessary 

collateral to support the lending programmes. The low margins m mtcro credit loans 

due to the low value of the loan size and the associated work mvolved in managmg 

the cltents 

-.1.2 Conclusion 

The stud found that there are very few banks involved IIl the pro ision of mtcro 

credit m K nya whtle there are very many Microfinance lnsuruuons that operate m 

the sector MaJonty of the ~ltcrofinance lnstttuttons are small and target only a few 

cltents. The IFis are also heavtly substdised m thetr operattons by donors and hence 

there total operations may not be sustainable. 

J 



The study concludes that ban ·s ha' e a h1gher default rate than other h refinance 

lnstuutlons mainly because m1cro ~redn IS constdered non-core to the1r operauons and 

he . ~e they have other areas · .... here they ha ·e always rece1ved high incomt=s su h as 

lending to the corporate sector 

The main factors that hmu default mclude small a erage loan stze. frequent 

collections. security of funds. an focus on the products. The sru y concludes that 

m ividual credit model or Grameen based group model ha e an equal chanc of 

per.onnmg well all factors bem_ constant. However. 1f other factors are not 

considered. then mdividual based rnodelts more like!_ to have a poor default rate than 

the Grameen model. 

Both categories of mstirurions are opumisnc that there 1s high potential m lendmg to 

the small and micro credit sector therefore mstltutions should destgn structures that 

Will accommodate the expans10n of the sector. 

-.2 Limitations of the tudy 

While conducting the above study the researcher came across various Limttattons. 

These include the followmg. 

Many of the mstitutions targeted by the survey though listed. were found to have 

changed locations too frequently The researcher was thus unable to locate and 

mclude them m the research. 

1ajonty of Mtcrofinance Insntuuons unlike Banks whose mforrnat1on ts pubhc due to 

regulatory requirements. operate ltke mdiVldually owned sole propnetorsh1ps 

therefore, they are very sens1ti e about financtal mforrnauon that comes o the publtc 



domain. The researcher had to rei. on mtbnnatton as gtven b. the ~lfls 1ntroducmg 

some btas. 

The study was lim1ted to t.,~ re it mana::~ement techmques an de ault rate. Issues of 

OYerall sustamability of the programmes were not dressed. hence detaul rates rna. 

have been low yet they comprom1sed on the osts of operat1on. 

The concenrranon of the stu y "~1thm . aJJObl may have mtroau ed an el ment of 

eographtcal btas. However. ue o the nature of infonnaoon requ1red. tt v.as dtrlicult 

to get data from outstde 1 ·atrobt. 

• .J Recommendations 

The study recommends that banks increase thetr presence m the small and mtcro 

enterprise sector. Wlule lendin __ to he sec or, banks should tbcus on the customer as a 

different category of customer wtth tdentifiable differences with the conventtonal 

customers. 

The study further recommends that institutions offering m1cro cred1t may adopt 

mdtvidual or the Grameen model depending on thetr areas of strength. as they have a 

good chance of perfonnm_ well. However such instJtutions should 1mplement the 

pnnc1ples of mtcrofinance to hrrut poor perfonnance. 

A tion For Further Research 

There IS need to carry out research to detennme 1f cred1t for lon er-terrn penods ts 

sustainable. The research earned out had very limned ev1dence on cred1t for longer 

term (be and 1 year) as a maJonty of the mstituuons pro ided cred1t tbr penods 

shoner than one year 



A study on matchmg of the credit repayment h1story and longer-term needs of the 

borrowers can be undenaken. othen 1se. it could be suggested that borro\ ers \.\1th a 

good history of repay"nent gra uate o formal loans wtth banks. 

Further research may be earned out to determine the causes of the mdt tdual 

iscrepanctes among vhcrotlnance lnstnuhons. While some of the best pertbnners in 

terms of default could be found among the . ffls. the worst efault rates were also 

observed m the sector. lt 1s ery hkely that the management styles within 

ficrotinance Institutions are affect ng the performance of the . ffls . 

There JS need for a stud · to etermme the sustamabiliry of he enure credit 

programmes. For mstance the tns. tut1ons that have a lov,, default rate may have such 

high costs. that they may nee to be subs1dtsed all the nme, wh1le those ith relauvel . 

high default rates may have other features that are making thetr credn pro_rammes 

sustamable. 
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. PPENDIX A: LIST OF TIT TIO OFFE G DCRO REDIT 

I . Kenya Rural Enterpnse Pro rammes- -REP 

., enya Wonen Fmance Trust 

.., 

.J . Faulu enya 

-+ . PrideAfnca 

5. Young Women Chnst1an soctatton 

6. Jitegemee Trust 

Cooperative Bank 

8. enya Comrnerc1al Bank 

9 Hope Afnca 

10 Sunlmk 1 licrofinance Partners 

11 Farntly Building Society 

l _ Equtty Butlding ociety 

13. Barclays Bank ofKenya 

1 ~- Jaru Micro Credtt Afnca Ltd 

15 WEDCO 

EcurnemcaJ Church Loan Fund 

Ghetto Chtld Programme 

18 Vintage . tana ement Consultants 

19 DaraJa Trust 

_o. World tston 

.. 1. mall and llcro Enterpnse Programmes 

-2. Jarnu Bora 

7 



I> 
.J Ken. a mall Traders and Enterprise OCJe 

:~ Vinta:e Management Consultants 

_5. CnCu6U Soctety 

-6. mall Enterprise Credit Asso tatton 

_7 . ADR..~Kenya 

_g Actton AID 

29 \ idows and Orphans Welfare 

30 A.REP 



\PPENDlX B: ROD CTORY LETTE 

JO EC J.l,'DIRJ 

F. CliLTY OF COiVIMERCE 

. VERSITY OF AIROBI 

P 0. BO 30197 

. · IROBI 

AUGuST _003 

Dear Sir [adam, 

Ref: Request For Research Data - Credit Management Techniques pplied By 

Financial Institutions Offering icro Credit In enva. 

I am a postgraduate student at the Cniverstty of_ atrobt undenakmg research m the bove 

area. 

Your institution has been selected randomly for this study. I would therefore htghly 

appreciate tf you could provide me wtth mfonnation requested in the quesnonnatre at the 

earliest convenience. 

1 would -w1sh to guarantee that the mfonnarion provided would be treated confidenttally. and 

used only or research purposes. 

~e report wtll be available to you ifrequued. 

!look forward to your favourable response. 

Thank you. 

Yours smcerely. 

)ludiri Jo eck. 



A.PPE DIXC: Q TIO AIRE FOR TID: L TIT TIO. 

In titutional Information 

Please ndicate· 

a) arne of institution. 

b) arne of respondent Opuonal . .... 

c) Location of lain office. 

d \Vhen the institunon was established. 

e) How many outlets the msnrunon has. 

Ownership 

a Please indicate the proportion of ownership by each of the followin 

• Government )% 

• Churches ( )% 

• • GO ( )% 

• Pnvate ( )% 

• Other. specify ( )% • 0 ..... 0 • 

b) l • our or ani tion involved in micro credit? 

e ( ) 0 ( ) 

c) If y • when wa micro credit introduced? 

+ On inceptton. . . . . . . . 

• Any other state the year) 

,;o 

• 0 ...... 



d) Please rank the followin in a cendin order (i.e. with 1 as the main rea on) th 

r son wh micro credit en.·ice ere introduced in your or ani tion. 

+ T ass1st the poor. ( 

+ To increase profitab1liry of the mstttuuon ( ) 

• To sausfy a government requirement. ( ) 

+ To satisfy a powerful promoter vtthm the or ... anisanon ( ) 

+ Any other reason. pec1 ·. ) 

~tanaoement of Micro credit ctivitie 

) 

a) Doe your institution ha' e looo-term trategy to maintain micro credit 

activities? Plea e tick bere appropriate . 

Ye ( ) • 0 ( ). 

b) lf the answer above is yes. please hi blight the main objective of your trat y 

c) How are your micro credit acti ities organised? (Tick as appropri te) 

ithm a separate deparnnent ) 

unit \Vlthm a department ( ) 

y other. spec1fy ) 

d) Plea e indicate the proportions of fund ourced for your micro credit activiti . 

(Give relative percentaoes) 

• Internally generated funds 

• Customer savmgs ( )% 

• Donor funds ( % 

"' 



• Government funds )~o 

• Disbursement of funds for other orgamsanons )~o 

• Any other. ( 01, 

e) Please indicate the number of outlets where micro credit · offered to our 

institution. . 

f) Does the institution have specific micro credit policies? 

e ( ) 0 ( ) 

lf yes, please highlight the perceotaoe of involvement of your in titution in 

formulating micro credit policies for the micro credit products? (l.: e relative 

percentages) 

• The institution 

• Third parties 

• Other please specify 

( 

( ) 

) 

b) Does the institution set taroets for micro credit services? 

es ( ) 0 ) 

If yes how does monitorin of these targets compare with monitorino of taroets 

of other type of services? 

+ Favourably comparable ) 

+ There IS lower emphas1s on targets than the other products ( ) 

• Any other, spec1fy) ( ). 

c) Do the micro credit dep rtment have specific credit officers? 

e ( ) o( ) 



If ye • indicate the I vel of attachment to the micro credit products. (Tick where 

appropriate). 

F lly attr.. hed 

+ Panially attached 

+ Other. spectfy 

{ 

) 

If partially • ttached. bow i the performance of the staff e aJuated? 

+ taff have separate targets for mtcro ~redit products { ) 

+ tafftargets are not separated Or ffilCTO credit products. ). 

+ Any other spectfy ). 

d) Ho are new products introduced? (Tick which ever is appropriate) 

+ . ew products are destgned 

+ Tested before mtroductlon. 

• Any other Highlight how 

\licro credit ervic 

) How man micro credit products do you bave? ....... . 

b) What proportion of our products are offered throu h 

+ Group guarantee 

+ lndtvtduaJ basis 

• Any other (please descnbe 

) 

( ) 

) 

( )% 

( )o 'o 

( )% 



c) For each of your products kind! complete the table 

Loan type Avera e Maximum Se-curity Frequency of Averaoe . veraoe 

loan loan require collection I default r:tte ou tandino 

ize duration d if any (e.g. weekly, I in loan 

( hs) (in eeks daily etc) percentaoe balance. 

or 1onths) I I I ( . h ) 

Group 

Loan 

I l I I 
I I I I 

I I I I I 
I I I I 

Individual 
I 

! loans 

I I 
I 

I I I 
Any Other / I 

I I I I I I 

I I I 
I I ! I I 

d) The Or.! ni arion applies the folio ing in credit appraisal criteria (tick where 

appropriate) 

l!cro eoterpnse Best Practices ) 



The 6 Cs of credit appraisal 

Any other credtt appratsal cntena ( ) 

e) lf your institution appli . licro nterprise Best Pr ctice , what I el of 

importance is placed on the followino attributes? Rank the attribut in th 

micro credit pro rnmm ' here 1 tand for most important. 

Savings ) 

. btlity to pay t 

Evaluation ofbusmess bthty ( 

Target ) 

Character ssessment 

Other state) ) 

f) lf your oroani ation applies the 6 Cs of credit apprai aJ in micro credit kindly 

rank the followin ttributes in the order of importance, wh re 1 tand for mo t 

important. 

Charac er 

CapacityiCompletton 

Conditions 

CollateraJ1secunty 

Common sense 

Contnbuuon 

) 

) 

( ) 

( ) 

( ) 

( ) 

) indly indicate the proportion of revenue to total re enu that micro credit 

ervice brino to your bu m s. (Tick where ppropriat ). 

( ) ( ) 



20.1% to 50% ( 50.1% to 100% ) 

h) What are the main reasons for the default rate in your institution. 

i) What are the reasons for the limited involvement of commercial banks in micro 

credit? 

j) Please hiohlight on a scale of 1 to 5 the extent to which in your opinion there is 

p'otential in micro credit for our institution. Where 1 indicates the hiohest 

potential and 5 the lowest potential. (Tick where appropriate). 

Potential 3 5 


