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ABSTRACT

Kenya, like any other developing country is beiaged by numerous challenges among them
high poverty levels, illiteracy and lack of progaslicies to curb these many challenges. In
fact, majority of the household in Kenya live belpaverty line and dwell in slums where
they face serious challenges. One of the key imiégsin the Kenyan economy and all other
economies in developing countries is the microfegasector which has recently attracted a
lot of attention.

The world today is also becoming a global villagghwhe advancement in technology and
liberalization. As a result, macroeconomic varighle the country have been so flexible as
compared to some years back. These unpredictablggeb in the macroeconomic variables
and the reducing returns being earned by the nficemce institutions (MFI) were the main
driver for this study whereby it sought to find otite effect of these macro-economic
variables on micro finance returns.

To achieve the objective of the study, the depaging micro finances in Kenya were used.
It was found that MFI financial performance coulel ébetermined to a very large extent by
three macro-economic variables, namely economiwiirdmeasured by GDP), interest rates
and inflation. It was found that increase in GDM ko increased MFI performance as
measured by return on assets (ROA), increase énesit and rates led to reduce ROA. The
numbers of years the MFIs have been operating aisie found to positively affect MFIs
ROA where MFIs in operation for long were havingsistently high ROA.

This revelation gives regulators vital informatiand if they want to boost micro finance
industry, they should check on the three macro-eeon variables which will instead lead to
high employment levels and lead to increased ligtagndards.
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CHAPTER ONE

INTRODUCTION

1.1 Background of the Study

Micro-finance institutions (MFIs) — refers to thadncial institutions formed with sole aim of
giving small scale businessmen and women loanthé&capital to start businesses. The MFIs
have stepped in for the purposes of provision mdricial services to low-income clients or
solidarity lending groups including consumers amel $elf-employed, who traditionally lack

access to banking and related services (Gatomeatakidm, 2003).

Microcredit and microfinance has been used for nmben five decades in the field of

development, from the 1950s through to the 197@s,provision of financial services by

governments or donors was mainly in the form ofsglibed rural credit programmes but
according to Robinson (2001) and Otero (1999) nfilkamce came into prominence

starting1970s. However they could not reach poaalrbouseholds and reported high loan
defaults (Robinson, 2001). Robinson states thatl889s represented a turning point in the
history of microfinance in that Microfinance Instibns (MFIs) such as Grameen Bank
began to show that they could provide small loars savings services profitably on a large
scale in Bangladesh. Thereafter subsidies werenlistied, and hence were commercially
funded and fully sustainable, and could also attade outreach to clients (Robinson, 2001).
It was also at this time that the term “microcrédiame to prominence in development
(MIX3, 2005). The major difference between micratiteand the subsidised rural credit
programmes of the 1950s and 1960s was that midibdresisted on repayment, charged
interest rates that covered the cost of credivdgli They also focused on clients who were
dependent on the informal sector for credit (ibiBy that time, it was clear for the first time

that microcredit could provide large-scale outrepuaifitably.

In the 1990s in line with Robinson (2001), accekutagrowth was knowledgeable about
within the variety of microfinance establishmentsdaredoubled stress on the reach.
Robinson (2001) and Ditcher (1999) named the Neretblineties as “the microfinance
decade” and within the same decade Microfinancedradn into an industry to Robinson

(2001). aboard with the expansion in microcrediileishments, attention modified from



simply the supply of credit to the poor (microctgdio the supply of alternative money
services like savings and pensions (microfinanc&edt became clear that the poor had a

requirement for these alternative services (MIX)20

1.1.1 Microeconomics Factors

Macroeconomic according to (Wikipedia) can be defined as “bran€leconomics dealing
with the performance, structure, behaviour, andsitee-making of an economy as a whole,
rather than individual markets. This includes nadip regional, and global economies.
Macroeconomists study aggregated indicators suc®BRB, Interest rates, unemployment
rates, and price indices to understand how the eveobnomy functions”. For the purpose of
this study, three main indicators will be discuss@tiese will include Interest rates;
According to (Investopedia, 2008). Interest ratescaan be defined as “The amount charged,
expressed as a percentage of principal, by a ldndeborrower for the use of assets. Interest
rates are typically noted on an annual basis, knasvthe annual percentage rate (APR). The
assets borrowed could include, cash, consumer gterge assets” When the borrower is a
low-risk party, they will usually be charged a liwterest rate; if the borrower is considered
high risk, the interest rate charged is also higterest rate charges are one of two main
revenue sources of financial revenue for MFls ang007 interest rate charges accounted for

a reported 89% of all revenue from loan portfoMidro Banking Bulletin, Issue No. 17)

Inflation is persistent increase in the level ohsemer prices or a persistent decline in the
purchasing power of money, caused by an increaswailable currency and credit beyond
the proportion of available goods and services.Ndllcon, 2010). Inflation affects different
segments of the population very differently, a faikten forgotten by most people and often
exaggerated or misrepresented in the media. Inrgkemaflation affects the rich far less than
the poor, where the rich hold greater assets awe higher incomes which let them adjust to

rising prices.

Domestic Gross Product (GDP) according to Wikipédicthe market value of all officially
recognized final goods and services produced withitountry in a given period of time.
GDP per capita is often considered an indicatax obuntry's”. Bhusnurmath (2012) looked
at the effect of microfinance on key macroeconoméasures of development such as output,
capital, total factor productivity (TFP), wage arterest rates and its distributional

consequences. They argued that since the wealtbgdyl have access to financing beyond



the microfinance limit and that only the poor hélveir choice set expanded by microfinance,
and the small entrepreneurs who would have chaséro run their own business in the

absence of microcredit are affected in the mostctliand significant way.

1.1.2 Financial Performance

Financial performance as defined by (Investopedia, 2010) “is subjectiveasure of how
well a firm can use assets from its primary modéwsiness and generate revenues”. This
term is also used as a general measure of a fowveill financial health over a given period
of time, and can be used to compare similar firer®ss the same industry or to compare
industries or sectors in aggregation (Investopelid0). MFIs earn financial revenue from
loans and other financial services in the formraéiest fees, penalties, and commissions.
Financial revenue also includes income from othearcial assets, such as investment
income. An MFI's financial activities also generatious expenses, from general operating
expenses and the cost of borrowing to provisiorforgthe potential loss from defaulted
loans. Profitable institutions earn a positive imebme (i.e., operating income exceeds total
expenses). For the purpose of this review and tmwat for the institutional scale of
operations, financial revenue and expense indisasrwell as returns are compared against
the institution’s assets.

Return on Asset

The return on assets (ROA) percentage measuresphafitable a company's assets are in
generating revenue (Wikipedia).

ROA can be computed as:

T e o
ROA = Net Income

Average Total Assets

1.1.3 Effect of Macroeconomics factors on Financiderformance

Rijn(2008) in his study suggested that all of thecro-economic variables i.e. employment
rates, inflation, per-capita GDP and interest ratesld fairly impact on repayment rates or
MFI profitability under his study .However argueliat it was certainly possible that an

international development organization may chdosestablish an MFI in a country because



of that country’s macro-economic environment big @& fact the majority of MFIs are
currently managed by non-profit organizations ia bBusiness of helping people, not earning
profits. Therefore, they go to developing countriggere unemployment rates are low,
inflation and interest rates are likely to be ubktaand per-capita GDP is low.The result of
his study showed that per-capita GDP increases pi&fitability meaning that there was
relationship between them and that higher MFI psofause GDP per-capita to rise, or that
international development organizations specifyjcerget countries where per-capita GDP is
high or increasing. The close link between macronentucs and microfinance industry

become a very important area of interest in th@ecouc development of a particular country

MFIs operate to be profitable at best and susténatthe least. Its main purpose has been to
alleviate poverty levels and in this process thpgrate on two main premises — a social
mission and a financial mission. The type of ingiitn, whether it be a nonprofit outfit or a
for-profit outfit, would determine which missionpect is stressed. The interest rate level is
therefore just one manifestation / factor revealihg mission that the MFI is trying to
achieve. Inflation is also an element that facinte the interest rate function, as it would

directly cut into the returns on equity and cubiptofit

1.1.4 Microfinance Institutions in Kenya

In Kenya, the activities of micro finance date b&aKL 980’s with activities of NGOs. In the
2000’s also the mainstream banks have also entbeedight and created micro finance
products (Ochanda, 2012).

Institute of Economic Affairs (2002) found that thmicro-finance and micro-credit

institutions in Kenya had followed different devetoent paths but with the main focus of
providing varying degrees of credit facilities flenyan borrowers in both the rural and
urban areas. MFIs had developed in response tovithespread poverty in Kenya and the
need to provide financing and funds for investminpeople who were unable to secure
loans through the conventional banking system. Atiog to Institute of Economic Affairs

(2002) , the rapid growth of institutions providingcro-credit services was illustrated by the
finding that less than 10% of Kenya's enterprisexl taccess to financing from the
conventional banking channels by then. The comgteabse primarily from the fact that most
of these enterprises had neither sufficient assetsother property to enable them to post

collateral. In spite of the constraint, there wasniense demand for direct lending by small



and medium sized enterprises. From the demandouaiinstitutions have developed and

tested specific methodologies towards their satigfa (ibid).

The earliest cases of micro-finance and microcréelMelopment were church-based lending
programs that arose in the 1980s. Most were camfioespecific church parishes that started
with local financing for members before they depeld into institutions that could cover a
wider number of people in rural and suburban awdakenya. While these church-based
lending programs served the primary function ofvimg the credit to the members of their
congregations, they were often very small and djmers limited to specific geographic
locations hence with limited reach and financiadources. However, they still served the
function of providing limited credit facilities faheir members for use in specific purposes.
In many cases, these organizations were overwlielogethe demand for credit by their
membership. From the beginning, nongovernmentarorgtions (NGOs) began to fill the

gap by extending the credit services more widely.

Due to this, in the 1990s, the NGOs developed fanitg systems to facilitate the

administration of the credit delivery. The progragswere funded and were not necessarily
considered as outright business ventures in spittheo success that most of the schemes
achieved. As the successes of the microcredittutistns grew, they received considerable
funding and began to turn into full commercial #e§. This development was also aided by
the increased competence in administration, cradgessment and the organization of
individuals into groups to facilitate the colleaiguarantee of loans by individual members.
As the micro-finance industry in Kenya grew, thestitutions assumed various formal

structures and were registered under differentitgst Towards the end of the 1990s, many
micro-finance institutions have moved away fromvs®y closed groups and into more

formalized institutions (ibid).

According to Institute of Economic Affairs (2002)he institutionalization necessarily
required that the micro-finance and micro-credistitntions also moved away from
subsidized institutions into more commercial eesti Evidence of the growth and
increasingly significant role played by the micmedit and micro-finance institutions was
seen in the development of the notably Equity BatRep Bank, Faulu Kenya and Kenya
Women Finance Trust (KWFT) among others. The Mioarice Act was the established and

became operational froni%May 2008.



According to (Central Bank of Kenya, 2012), The Mimance Act, 2006 and the
Microfinance laws issued there underneath estaddidiegal, regulatory and supervisory
framework for the microfinance institutions in Keny The principal object of the
Microfinance Act is to regulate the establishménisiness and operations of MFIs in Kenya
through licensing and supervision. The Act alsobé® Deposit Taking Microfinance
establishments authorized by the central bank ofylleo mobilise savings from the final
public, so promoting competition, efficiency andcess. It is, therefore, expected that the
microfinance industry will play a pivotal role iredpening financial markets and enhancing
access to financial services and products by mgjai the Kenyans As at June 2013
according to Central Bank of Kenya; Kenya had 1podé taking Microfinance institutions
(See appendix I).

1.2 Research Problem

The microfinance sector is very important for theomomic development in Kenya.
Generally, the MFIs are the main assistance toouarimicro enterprises. These micro
enterprises have a great potential for decreasiegnployment rate, not to mention that the
contribution of small and micro business to the G@IRoss Domestic Product) is relatively
large. MFIs need to be sustainable to continuohslp the micro enterprises. Recent trends
are for MFIs to become more and more like commelmaks, attempting to leave behind
the subsidies that once supported them and to caekal at competitive rates on world
markets, Equity Bank an example of a financial iingbn that largely operated as a
microfinance-commercial bank in Kenya. However,tlas institutions become more and
more like commercial banking, burden of competitre¢éurns make many to ask whether
institutions that commercialize are also forgoihgit outreach to the “poorest of the poor”
(Morduch 1999).

It is necessary therefore to evaluate the MFIsfd®erance, especially financial performance.
Several studies about the MFIs’ Performance haes lm®nducted in different parts of the
world. The most notable studies by Ahlin and LiO{g), Gonzalez (2007), Woolley (2008),
Krauss and Walter (2006), Loncar, Novak& Cicmil @@, Ahlin, Lin. & Maio (2011) and
Muriu (2011) focused on explaining the impact of cne@conomic on the MFIs’
Performance. Gutierrez Nieto,Serrano Cinca & Malliivmo(2007) examined the efficiency
of MFI's. Mersland and Strom (2009) explain the at®inship between the MFIs’

Performance and corporate governance while TchaKbeciiuigoua (2010) examined the



Performance of MFIs in geographical and legal statantext. The findings of the these
studies also varied; Ahlin and Lin (2006), Kraussl &Valter (2006), Loncar et al. (2009),
Ahlin et al. (2011) found that macroeconomic coiodithad an impact on the MFIs’
performance. While Gonzalez (2007), Woolley (200énd Muriu (2011) found that the

macroeconomic condition has no impact on the MP&formance.

Similarly some studies have attempted to link tbenemic growth and performance of the
microfinance institutions. These studies, howewaee, not fully complete, since they only
look at one aspect of microfinance success. MFIswaioonly seek to maximize financial
returns, but also try to maximize poverty assistarar outreach to poor. Indeed, goal of

poverty relief may be what defines microfinance@garate from commercial banking

In Kenya several studies have been carried focudiffgrent areas in micro financing
Nyabwala( 2010) studied on how microfinacing impacon perfornance on SMEswhile
Nzomo (2012) looked at factors affecting sustailitgbof Micro credit in Kenya. Maina
2011 looked at factors influencing the growth of IsIfh Nyeri County where she pointed out
various factors ranging from, technology, manageams&aff motivation, and infrastructure
greatly influences growth of MFIs in the area fastidy her study. Muganga 2010 studied
about role of regulation and supervision of MFIsSauth Africa and its implication or the
development of Non-Deposit taking microfinance ieniga. In other words Micro financing
area has been widely researched in Kenya but #rerao published studies that ever tried to
connect performance of MFIs and domestic econorig, fiact together with findings of
previous studies carried elsewhere in the worldober a good motive for this study to
analyse the macroeconomic impact on the MFIs’ fonperformance in Kenya. The
financial performance is measured by return onstment, while macroeconomic indicators

are measured by GDP growth, interest rates aratiiofi rates.

1.3 Objective of the study
To determine the impact of macroeconomic factorghenfinancial performance of the MFls

in Kenya

1.4 Value of the Study

The finding of the study will be important to vau®stakeholders of the country’s economy.
Some these stakeholders include Micro-financetirgins in Kenya because it would enable
the institutions to assess what influences econogrowth has on their financial

performance. Kenyan Government will benefit frone ttudy because it will be able to



understand operational efficiency and sustainghilitMFIs, these may be act as guidance in
legislation such during reviewing Microfinance Amtd even licensing of MFIs and policies
formulations. Potential Investor will also be imsted with performance of MFIs and the
study finding will shed light on the future of NMd#~thus enabling investors make sound
investments decisions. Last but not least, Acadamscwho may be interested in conducting
further research on this area will undoubtedly filis study to be significant point of

reference for literature and research gaps.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter summarizes the existing literaturerosunrding financial performance of

microfinance institutions in light of changes inngestic economies. The specific theory
guiding the study and various empirical studiesitrey to role of MFI and impact of

economic factors to their performance are covengdsammary and conclusion drawn
2.2 Theoretical Review

2.2.1 Micro-credit theory

Muhammad Yunus (1998) explains the psychologicatmanent of the micro credit theory
called as social consciousnalg/en capitalism which he says has been advangeddadst of
enthusiastic promoter of micro finance; His theargues that kinds of profit making private
ventures that's cares about welfare of its custocaer be considered. In other words, it is
possible to develop capitalist enterprises thatimepes private profits subject to the fair

interests of their customers. (Elahi, 2004)

The rationale of the theory is straightforward,haligh philanthropy is totally absent;
capitalism is founded mainly on the basis that ¢eiare selfish by nature. Thus, individuals
interested in businesses are generally motivateg@rimciple of profit maximization, with
little for interest of their clients. This propasit is too limited to be a general model for
capitalism however because it excludes individudle are concerned about the welfare their
fellow human beings. A more generalized principleuld assume that all entrepreneurs will
maximise both financial return or profit and socdiaturn. These assumptions created the
groups of entrepreneurs (Elahi 2002). The firstugr@onsist of traditional capitalist who
mainly maximise profits or financial returns. Thecend group consist of philanthropic
organisations (like traditional micro credit NGOsdapublic credit agencies that mainly
maximise social returns. The third group consistmfepreneurs who combine both rates in
making their investment decisions under the adufii@onstraint that financial return cannot
be negative. This group include microfinance entsgs that are treated as socially concern
people and are microfinance which are to be treasesiocial consciousness driven capitalist

enterprises. Microfinance theoreticians have advdriwo theories their aims- an economic
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and psychological. Economic theory treats MFI agrit industries while Psychological
theory differentiates micro finance entrepreneursmf traditional money lenders by
portraying them as “social consciousness drivenplego The essence of the economic
argument is that success of any business ventawuding MFIs is determined by

entrepreneurs’ ability to determine appropriateises and profitability (Remenyi, 2000).

In Kenya like many other countries approaches ¢oréigulation of MFIs are complicated by
the facts that are involved in providing MF sergiesmder legal structures. As indicated in the
website (Central Bank of Kenya, 2012), “the Mitnaihce Act, 2006 and the Microfinance
Regulations issued there under sets out the legglatory and supervisory framework for
the microfinance industry in Kenya”; Commercial kasre also offering MFIs’ services
hence offering and competition to MFIs. As a reMlifll are seen focusing more on financial

than social return

2.2.2 Theoretical motivation For Micro credit

Neo-liberalism Theory

Neo-liberalism became a central theory of develaprnirethe 1980s, and still continues to be
the theoretical motivation for influential organiims such as the International Monetary
Fund (IMF) and the World Bank. Neo-liberal ideokegidepend on individuals to make
rational decisions that are in their best interemtsl such decisions are assumed that will lead
to the improvement of society through the Markeiwgh. This market should be as isolated
from the government as possible, with the goverrinmegulating rather than originating
economic activity. Economic growth and prospergytlie main goal of any development
project, and “is considered of greater value thadition, individual welfare or even local
culture and the environment in development agenfiathe beginning Micro-credit does not
appear as an area in which neo-liberals will haxterest in but micro-credit for micro-
enterprise becomes a neo-liberal concept when mves\it as the formalizing an informal
economy. The author argues that through exposiegxpisting informal economic networks
and providing the opportunity for the creation dfidgional formal businesses, neo-liberalism

theorizes that the macroeconomic situation of tageswill improve.(Shepard, 2000)
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Participatory development Theory

Participatory development (PD) is concentrated owgy and community. In PD, economic
power forms a part of a complete conception of powhich includes structures of political
influences knowledge and social situations. PD eslwcal variety and agendas, seeking to
implement projects using local knowledge, locablaty and local capital. The community is
the agent that requires development, rather thamttividual or the country. As such, PD is
largely delivered by NGOs and community organizaticather than national or international

bodies.

The influential pressure of participatory developnieest explains the link between PD and
micro-credit. The Author argues that “The goalsle¥elopment are valid although the many
institutions are failing, but can be improved bydlving the all stakeholders.” Micro-credit
becomes a way of developing local communities aliogrto a mainstream definition of
development in an alternative way. By challengimg bureaucratic government, micro-credit

allows the true needs of individual communitiebéocaddressed hence (Shepard, 2000)
2.3 Empirical Literature

2.3.1 Social Mission of the MFIs

One of the key roles MFIs play in development i®imging access to financial services to
the poor and those neglected by the formal bankexgtor. This is their social mission.
Mainstream banks target clients that have collatditae poor do not have valuable assets
they can presents as collateral, this make theamafnored by the formal financial sector.
These commercial banks tend to be found in urbatre® while the majority of the poor in
the developing world like Kenya live in rural aresasd for those living in urban areas leave
in slums, where financial services are not providdterefore, if MFIs are to be relevant and
able to fill this void they must reach the rurabpoHowever, according to most studies on
microfinance role of reaching the poor shows thbHels reach a small fraction of the
estimated demand of the poor for financial servitéttlefield and Rosenberg, 2004). MFls
do not have the depth of outreach that is needetiget the demands of the rural poor.
Serving the rural poor in the developing world ilmes a major financial commitment and
investment, because it is costly expensive to ruorafinance projects in rural areas.
According to Claessens (2005) high transactionsgcashall volumes and the high costs of
expanding outreach and running the projects, maketiprofitable to serve the rural poor. It

is for this reason that commercial banks are possl in areas of high population density.
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However, if MFIs are to meet their social missidrserving the poor then financial services
need to reach the rural poor. Another common @iticof the current operational procedures
of MFIs, for instance, the drive for self-sustaiig make MFI prefer working with the
moderately poor, and hence end up marginalisingptiteest of the poor. Markowski (2002)
and Rogaly (1996) argue that MFIs in their projeéesigns are failing to meet the needs of
the very poor, who do have a demand for microfieaservices and who cannot even afford
savings (Littlefield & Rosenberg, 2004 and Dicht&999). They are ignored, although an
objective set out in the Microcredit Summit 2006svis to reach 175 million poor people by

2015 but MFIs do not seem to be on target for mgetiis objective.

In relation to reaching those living in extreme edy, (Morduch, Hashemi &
Littlefield,2003) refer to a study of 62 MFIs tHadéve reached full financial self-sufficiency
with 18 MFIs that targeted what they defined ase“{oorest clients” averaging better
profitability than the others. This shows thatwiéll managed, programmes that target the
very poor can also become financially sustainabfe burden is therefore on other MFIs to
develop products and services that will meet thedseof the very poorest if the social
mission of microfinance is to be achieved. MFlIsr¢iiere need to improve their depth and
breadth of outreach. Simanowitz & Walter (2002) gegied that MFIs must design
appropriate products based on the needs of theegiband they must ensure such products

are delivered in a cost-effective manner.

2.3.2 Economy and Financial Sustainability

MFIs have more than just a social mission. MarkawgR02), explains twofold mission of
MFIs; A social mission that is “to provide finankgervices to large numbers of low-income
persons to improve their welfare”, and a commeraigsion which is “to provide those
financial services in a financially viable manner”.

From previous topic of “reaching out the poor”, sa&w that MFIs are not fulfilling their
social mission by not meeting substantially the deds of the poor for financial services.
Simanowitz &Walter (2002) argue that microfinanseai compromise between this social
mission and commercial mission. As there is morehamsis on better financial performance,
opportunities for maximising poverty impact and tthepf outreach have been compromised.
There is need to strike out balance between saaidlfinancial/commercial objectives since
the current focus on financial objectives meansefeaf those most in need of microfinance

services are being targeted. To achieve this Simign&Walter (2002) suggested that was
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not only high time for MFIs to innovate and desigrvices that maintain high standards of
financial performance, but also set new standards have impact on poverty. Markowski
(2002) states that CGAP estimates that only ab&utob MFIs worldwide are financially
sustainable while the IMF (2005) puts the figureoaly 1%, so this is a huge issue for the

microfinance sector.

To achieve financial sustainability according tovelis (1996), an MFI must cover the cost of
funds, operating costs, loan write-offs and inflativith the income it receives from fees and
interest. According to the Littlefield & Rosenbgf2004) the MFIs that have become self-
sustainable tend to be larger and more efficieheyTalso tend not to target the very poor,
because by targeting moderately poor will lead roreases in loan size and improved
efficiency. MFIs focusing on the poorest tend tomaen dependent on donor funds (IMF,

2005). This is how the compromise arises. HaveBf13uggest how MFIs can to achieve
sustainability and at the same time reach thoset imoseed, through the programmes
managed in a rigorous and professional manner, evh&ubsidises must be removed, and
tight credit control procedures and follow-up oriaddters needs to be in place .According to
Von Pischke (1999) , there is no doubt that suatality is also very important from clients’

perspectives, as they place a value on continaoasss to credit, and whenever they feel
that the MFI will not survive they tend to it redutheir motivation to repay loans .According
to Havers(1996) sustainability can be achievedutjnoappropriate loan sizes for clients
matching their needs, realistic interest ratesjnggvas a precondition, regular, short and

immediate repayment periods.

If these measures to achieve sustainability atenpplace, while still focusing on the needs
of the poorest, the will be no doubt that both Hueial and financial objectives can be
achieved. Morduch (2004), states that the tradesefiveen financial and social objectives
can be balanced if the MFIs are properly managéduaderstands the market and its clients.
Pawlak & Matul (2004) also suggest that combinimghbobjectives, financial returns can

potentially be increased in the long run. The aurrehallenges facing MFIs are can be
summarised as not only in achieving financial sostaility, but also extending the services

to greater numbers of poor, and depth of outredacyirg to reach the poorest members of

society.
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In Kenya, a dissertation study conducted at Usitae of Nairobi by Nzomo 2010 focused
on the factors affecting sustainability of micr@dit in Kenya. The research sought to
establish the importance for microcredit groupséoself-sustaining in for them to enable
their members achieve revenue generation, assklirtyyi self-esteem, enhance livelihood
and empowerment. In the end the researcher deamdr$ affected sustainability of rural
based microfinance programs which included thailawdity of lending funds and client

exit/retention, capacity building, and participatias well as competition among service

providers

2.3.3 Effects of Domestic Economy on the FinanciBlerformance

Several studies used three methods to analyseffénet ef the domestic economy on the
financial performance of MFIs. McGuire and Conr@998) looked at microfinance financial
performance and the domestic economy by logpkinpercentage changes or simply levels of
financial indicators during periods of economicsii They used survey data to observe the
effects of the Asian financial crisis on MFI in gircountries by looking at percentage
changes in loans, savings, total assets, and tapiieks of microfinance institutions over
six-month periods from 1996 to 1998.Interestinglyey found that MFIs were able to
maintain relatively better financial performancepecially among those institutions that
serviced poor clients. Their survey found that éeenomic crisis had the least impact on
MFIs operating in the poorest countries and thatitimtions with poorer borrowers were
better off, and three, while commercial banks lmdubstantially raise interest rates, village
MFIs were able to maintain relatively lower intdarestes. Rather than looking at the changes
in financial indicators, other studies have obséntke levels of these indicators and

compared them to commercial banks in the same desant

Jansson(2001) observed the financial performancefoafteen MFIs against that of
commercial banks in three South Americans coun{Resu, Bolivia and Columbia) for each
year from 1997 to 2000 when these countries wdeztaid by the Asian financial crisis. He
measured growth as increase in total loan pordadind profitability by return on assets He
also measured portfolio quality as by percentage ldelinquency greater than 30 days. His
study found that MFIs were extremely strong in thitlee aspects when compared with
commercial banks.

Marconi and Moseley (2005) also look at levels eanyy financial indicators and compare

them to commercial banks in Bolivia from 1998 tdd20observing the total portfolio value
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and the percentage amount of the portfolio in asted@hey also look at the different MFls
individually to determine what characterized ingtdns that were heavily impacted
financially by the economic downturn versus thdss fared relatively well. They found that
institutions primarily serving poor women and uswillage, or group, lending styles faced
heavy losses on bad debt, forcing many of thenageowhile those that provided additional
services such as savings, training, and quasianser schemes, maintained high repayment

rates.

Krauss and Walter (2006) used regression analgsgeé¢ how MFIs compare in financial
indicators to commercial banks in response to warld domestic economic systemic risk.
They did several analyses, looking at both world domestic economic movements. To
measure domestic systemic risk they used dome&die &s the independent variable while
several financial indicators namely, profit mardevel ,change in gross loan portfolio,
change in net operating income, return on equitginge in total assets, change in gross loan
portfolio, and the level portfolio at risk wereedasas dependent variables: They found that
only two of the six variables is the financial perhance of MFI correlated, and only weakly,
with domestic GDP, while for commercial banks @ mdicators are strongly correlated.
They furthermore tested the effect of domestic GidPnet operating income in during
macroeconomic distress i.e. where GDP growth wastlean 1%. And found that MFIs fared

much better than commercial banks.

Hermanto and Astuti (2013 used five variables tcasnee institution performance; three
variables for financial performance and two forreath to measure MFIs performance
where the results showed that the macroeconomidittmm has no impact on the profitability
of MFIs in Java Island. The study supported Woo(2§08) and Muriu (2011). In contrast,
the inflation rate had a negative effect on the M&io of MFIs in Java. The empirical result
also showed that there was a significant differemtehe financial performance of the MFls

in the East Java.

The above studies explaining the financial resiienf MFIs and the lack of correlation of
their financial indicators with domestic GDP sudggésat microfinance, as opposed to
commercial banking, has several unique charadteisthese characteristics can be grouped

into three categories: the atypical ways they amedéd, the unique ways in which they
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operate, and the unusual client profile they sefiest, microfinance financial success may

not be connected to domestic GDP because of tlii@nvay institutions are funded.

McGuire and Conroy (1998) found that, the lessitistitutions were linked with the formal

financial system, the better they weathered the@m\&nancial crisis. While as explained by
Armendariz de Aghion & Morduch (2005) recent tref@dse shown institutions more and
more seeking financing from world markets, Mostlse institutions still receive subsidies
in the form of low interest government loans or N&G©r direct donations from various
sources . These subsidized funds make MFI comygetiind perform well financially while

commercial firms must face rising interest ratassea by a financial crisis or poor economic
conditions. Another explanation is that village kawith little contact with the outside world

were better protected from exchange rate risk ttten commercial banks (Reille and
Gallmann 1998). Jansson (2001) additionally suggtsit owners or financiers of MFIs as

opposed to commercial banks, are keen to provitta &érancial assistance if necessary.

Krauss and Walter (2006) suggested that MFIs haeess to both international funds and
investors that are interested in the long run amh’twreact negatively to a short-term
downturn in the domestic economy. Moreover, theg, adicrofinance institutions tend to
operate with less leverage than normal financiatitutions, making their returns less
volatile. The second category of explanations psedoby scholars for why microfinance
institutions’ financial performance is less affettey the domestic economy has to do with a
variety of operational methods unique to microficenJansson (2001) argues that MFlIs,
unlike commercial banks, operate very close todbemunity and thus are able to have
better information about and close links to tharrbwers. Additionally, they use screening
mechanisms such as group lending and dynamic iwesnto ensure clients will repay.
Observing the case in Bolivia, Marconi and Mosg[2§05) found that the institutions that
maintained small loans characteristic of microficeuactually had an advantage in the wake
of demanded debt forgiveness because it decrehseantount of leverage each client had.
Many other institutions that were more like comnmrbanks and gave larger loan amounts
were pressured into writing off debts, eventuallpking them insolvent. Marconi and
Moseley (2005) also found that Bolivian institutorthat followed a more traditional
microfinance pattern by establishing an internaéegancy account to help deal with difficult
economic times were able to maintain their goodrial performance, but for those firms

who operated like commercial banks struggled tanbeperation. Krauss and Walter (2006)
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suggest that because of smaller loan sizes anteshoaturities, MFIs can be more flexible
in adapting to economic conditions. All of thesstitictive methods of operating may explain

why financial returns of MFIS are not linked withetdomestic economy.

The last category for explaining why institutiofisiancial success is not connected with the
domestic economy is that microfinance serves augnidientele. Krauss and Walter (2006)
suggested that clients of microfinance are lessgnated into financial markets and hence
they are less affected by changes in the domestiooeny than other borrowers in the
country. Robinson (2001) noted that the goods iato entrepreneurs sell generally see an
increased demand when domestic economic conditeteriorate, as consumers shift away
from more expensive imported goods. She also ndted, fundamentally, micro
entrepreneurs have stronger repayment ethics begzfua desire to prove themselves or
because they do not have access to other souraesdif. In addition to micro entrepreneur
characteristics, Marconi and Moseley (2005) fouhal tinstitutions who lend primarily to
women offered loans with high rates and higheryept amounts. They suggested that was
because women are believed to be less risk avidesece, MFIs, which traditionally have
focused on lending to women, may be seen to regmdial benefits from their clients’ risk

profiles.

While all three of these categories may contriliotéhe financial resilience of MFIs, there

are two interesting points about them. First, foy af these reasons, as microfinance
institutions become more like commercial banksy tweuld lose financial resiliency to the

domestic economy. Second, while McGuire and Col(t898) found subjective evidence of
institutions reducing outreach to deal with thesef$ of the Asian financial crisis, none of the
explanation was given suggested that institutiorss/ lhe for going outreach in order to
maintain high financial success. On the contramgytsuggest that the institutions with the

most outreach are best able weather economic dowgtu

2.3.4 Effects of Domestic Economy on the Outreach

Outreach to the poor has been defined in sevengs waempirical literature; though no much
research had been performed measuring the effabiealomestic economy on it. There are
several methods of measuring outreach that have pemposed. Yaron (1992) suggested
measuring outreach using loan portfolio value, amiaf savings in an institution average

loan size, variety of financial services offeredywgth rate, number of branches, percentage

19



of target population served and number of womeneskrin their study of the effects of
sustainability on outreach, Christen, Rhyne, andyéVo(1995) categorized measures of
outreach in three ways: - scale of outreach, qualitservice and depth of outreach to the
poor. Quality of service was measured qualitatiiejythe number of services offered, the
type of lending and the quality of the availablevisgs options. Moreover, the authors
measure quality through evidence of client accamasuch as low delinquency and
willingness to pay high interest rates. Scale wasasured by number of borrowers and
branches institutions had and percentage of thgettigropulation serviced. They measured
outreach through number of women reached, aver@ae dize, qualitative descriptions of
clients and average loan size as a percentage 6f (&X capita of the host country. They
argued that average loan size provided a good iaire measure because poorer borrowers
can only service smaller loans and hence tend ke tat smaller loans. Variables for
measuring outreach of MFIs have not been measuredtlg in relationship to the domestic
economy, but McGuire and Conroy (1998) provide s@ukjective evidence. They found
that in the wake of the Asian financial crisis, mamicrofinance institutions were more
cautious in offering new loans, and also had teeraverage loan sizes, giving larger new
loans, to preserve their financial situations. Sanstitutions reported that they were only

giving loans to already established customers gaitd records to prevent defaults.

In Kenya the study carried by Nyabwala (2010) fothret most SME’s in Kenya financed by
MFIs in Kisumu area were owned by individuals wherevexperiencing financial difficulties

in getting capital to run their business. Authorttier found that the poor from area studied
were willing to pay for higher interest rates thwese of commercial banks that provided
access to them offered. He suggested that MFI dirolvide services other than giving loan

such as allowing saving for them to achieve finahsuccess and remain profitable.

2.4 Summary

In recent years, microfinance has received incngaattention in discussions about reducing
poverty and stimulating economic development. Hug@bers of poor people face a difficult
problem accessing Financial Market. They haveelittiollateral reducing their credit

worthiness and small loans made to poor peopla oéisulted to high fixed costs, leading to
lending to the poor become unprofitable businessy (R998).Microfinance seeks to solve
this problem. An impressive fact about the micrafine institutions is that they have shown

high resilience financially in the face of stre$sfuslow economic conditions. Past research
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indicates that microfinance unlike commercial bartk@ve been able to contain economic
downturns with little or no negative effects (Krawmnd Walter, 2006; Jansson 2001). They
further pointed out that financial indicators ofasmge number of microfinance institutions
actually show little or no correlation with domestGDP changes. MFIs are also seen
offering other than serving the poor, some of tteame role as commercial bank and hence
their financial performance is closely linked tamer of factors. Various studies discussed
above have attempted to establish various linksedxn financial performance with domestic
economy, outreach with economy and financial snatdlity with serving the poor in

addition to theories argued.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This Chapter discusses the methodology that was insgathering data, processing the data
and translating the collected data into meaninigfisirmation. The process of research for the
study was primarily exploratory as it sought todfiout if the Macroeconomics factors have
on MFIs financial performance. It also encompass®es research design that took into
consideration aspects like the size of samplelatioa to the target population, the variables

under the study, the approaches to the researditharmethods employed in data collection.

3.2 Research Design

The study employed the descriptive survey in Kepu#ting the evidence on how Micro

economics factors impacts on MFI performance. Dptee survey design was chosen
because the sampled elements and the variablesvénatbeing studied were simply being
observed as they were without making any attempotdrol or manipulate them. Correlation
method will be used to determine the relationshétwieen macroeconomics factors (the

dependent variable) and microfinance institutioegrmances.

3.3 Population and Sample of the Study

The target population in the study involved thenailtro finance institutions in Kenya with a
purposive sampling of all deposit taking Microfimaninstitutions in Kenya. As at June 2013
according to Central Bank of Kenya; Kenya had 9odéptaking Microfinance institutions
(See appendix 1).All 9 licensed deposit taking Mfarance institutions as at June 2013 were
targeted for the census in the research study.dépesit taking MFIs were chosen because
first, they have the widest geographical coveragthé Kenya through their branch network
and secondly they offer both saving and creditisesv These two facts make the two MFIs

ultimately represent other MFIs.

3.4 Data Collection
In the study, the data collection exercise wasi@dmut to come up with concrete data that

was invaluably used to draw conclusions. The stushd the data collection instruments from
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two main sources which were the primary and seagndaurces of data collection. The
primary data collection instruments were self-adstéred drop and pick questionnaires so as
to extract valuable first-hand data from the MHisancial reporting staff. The set of
guestions will be simple and straight-forward threguiring straight-forward answers. In
designing the questionnaire for research of pringita, the study used both open and closed
type questions. Secondary sources of data colteetith involve the documentary reviews of
data available in the relevant web sites such @&n@ial statements, annual reports and
information available in the Microfinance Informai Exchange (MIX) and this will be
important for making informed conclusions and reo@ndations concerning the case study

as well as supplementing data received from quasdioes.

3.5 Data Analysis

The study used quantitative and qualitative methodgalize the relationship from the data
and to strengthen the analysis emerging from the. ddis model of analysis examined the
simultaneous effects of the independent variablea dependent variable. In the study, the
yearly data will be collected from MFIs, Central riBaof Kenya and National Bureau of
Statistics.

In order to measure effects of domestic econonoevtr, interest rates and Inflation on the
financial performance of microfinance institutionsyiable measuring financial performance
as dependent variable will be used. Domestic GORvir (GDP), interest rates (IR) and
inflation (INF) were used as independent variabBsgle variable for financial performance
was used to measure performance of the sampledsMAY measure financial performance
financial ratio- Return on Asset (ROA) over pastefiyears 2008 to 2012 was used. This
variable is relevant for two main reasons. Fitstepresents the financial performance of an
institution and second, it's coordinated chronatadly with GDP growth, interest rates and
inflation. For the independent variables yearlycpatage of domestic GDP growth (GDP),

interest rates (IR) and inflation (INF) for the pfige years was used

The statistical Package for social sciences (SR8Sion 7) was employed to analyse the
above data.
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3.6 Model Specification

Because of limitation of data, the study used nmeawoomics indicators for independent
variables. Like Hermanto and Astute (2013) an OlL&leh to measure the effect of changes
in the domestic economy on the performance of Mis used with only one dependent
variable as opposed to the three used by HernammdoAstute (2013) . Similar model was
used by Krauss and Walter (2006) to measure affe6DP on performance of MFIs

The model used for this study is:
ROA;: =Fo + P1 GDPyy+2 INFiey + B3 IR 1+

Where?04:: is the dependent variable of MFI i at time t, theercepf1 £z and £z are
parameters for each independent variables, the @DWth (GDP), the inflation rate (INF)
and the interest rate (IR) respectively

Fo i s the regression coefficient whileis an error term normally distributed about a mefn

0. For the purpose of computatians assumed to be zero.
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CHAPTER FOUR

DATA ANALYSIS, RESULTS AND DISCUSSION

4.1 Introduction

This chapter contains detailed research findings amin depth discussion on the research
findings. The research findings are presented usaldes, figures and percentages. As
discussed in chapter three, data was collectedyudosed and open-ended questionnaires
and from secondary sources. The data collectedchesked thoroughly to ensure accuracy,
completeness, consistency and uniformity. Thesethes arranged to enable tabulation. The
results were then presented in cross-analysis dabeaphs and charts to facilitate

comparisons and interpretation where relevant.

The data collected was analysed and interpretelinén with the objective of the study
mentioned in chapter one which is, “to determireaffect of micro economic factors on the
performance of MFIs in Kenya”. The chapter hasnbdirided into section 4.2 covering
summary of statistics, section 4.3 covering the ieng) model develop to achieve the study
objective, section 4.4 on key discussions fromghgly and section 4.5 which contains the

summary of the key findings.

4.2 Summary of Statistics
This area shows in details the data collectednisortance and has been presented in tables,

charts, figures and graphs.

4.2.1 Position of the Respondent

The objective of this part was to determine theitpos held by the respondent so as to be
able to evaluate the accuracy and reliability of thata provided. Since the information
sought was sensitive financial information, persionsigh ranking positions in the company
were in a position to provide more accurate andtd information. The positions of the

respondents are shown in chart 1 below.
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Chart 1: Position of the respondents

Position of Respondents

B Finance Manager
m Managing Director

m Chief Accountant

The chart shows that 56% (5) of the respondents W MFIs Managing Director, 33% (3)
MFIs Finance Managers and 11% (1) were Chief Actants. This implies that the data used
by this study was more reliable since majority @pgondents were Managing Directors and
Finance Managers.

4.2.2 MFIs Years of Operation

The purpose of this question was to determine tmber of years the MFIs have been
operating. This was important since the MFIs padiiiity, efficiency and stability is usually
affected by the number of years the institution b@sn in operating. Also, the analysis data
for MFI that has long been in operation will shoansistent results as opposed to an MFI
that has been in operation for few years. For thggse of accomplishing the research
objective, the MFIs which have been in operatingrfmre than two years will be the ones
considered. The data obtained is shown on the drdytow.
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Graph 1: MFIs Years of Operation

MFIs Years of Operation
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4.2.3 MFIs End of Financial Year

The question sought to determine the month andwlaén financial year for MFIs run. This
was important for analysis and comparative purpasee for data analysis to be accurate; the
MFIs data need to be for the same time framesthiké of microeconomic factors and if not

so, the adjustment had to be done.

For all the MFIs studied, it was found that thémahcial year ends at Decembef'3thich is
in line with the microeconomic data released by teatral bank of Kenya and Kenya
National Bureau of Statistics. Therefore, the asialywill not be affected by failure of

correspondence in timings.

4.2.4 Reasons for MFI

The objective of this question was to determinertian reason why the MFIs were formed.
The understanding of these reasons and their rgskiras important in that it would assist in
data interpretation since as observed from secgndata obtained, some MFIs had
considerably low or even negative ROAs over theryemand hence anybody would be
concerned why they remain in operation without mgkprofits. The data obtained is

summarized in table 1 below.
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Table 1: Reasons for MFIs Formation

Rankings 1 2 3 4

To improve peoples’ lives 44% 56% 0% 0%
To make profit 56% 33% 11% 0%
Create Employment 0% 11% 78% 11%
Others 0% 0% 11% 89%
Overall ranking Ranking Percentage
To make profit 1 56%

To improve peoples’ lives 2 56%
Create employment 3 78%
Others 4 89%

As seen in the table above, 56% of the respondaotied making of profits to be the main
motivation why their MFIs were established whil€/s6f the respondents ranked improving
peoples livelihood to be second factor. Employnvess ranked number three by 78% of the

respondents and others reasons were ranked fourth.

From the analysis, it is clear that while many MElsote other reasons in public domain

about reasons why they were formed while as foun@itpnotive is also a key reason.

Other minor reasons quoted for the formation of 8Mkte offering financial services not
offered by commercial banks, exploiting unexploitedrkets, expanding existing lines of

business and countering increasing competition.

4.2.4 MFIs Performance in the Last Five Years

The question on this area sought to find out haevNtrls have been performing for the last
five years. This information was very importantcgnt was the one to be used in analysis so
as to achieve study objectives. While some of tdta would have been obtained from
secondary sources, it was important to confirmstimee from the respondents as to determine
the accuracy of the information given. Some of thfermation also could not be attained
from secondary sources and hence the only way tairolbhe information was from the

respondents.
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For the purpose of the analysis, ROA was our kewcem and the data obtained is shown in

table 2 below.

Table 2: MFIs Five years performance as measured bROA

Year 2008 2009 2010 2011 2012
FAULU -1.08% -0.10% -3.43% -0.20% 0.77%
KWFT 6.55% 4.30% 1.60% 1.50% 0.92%
SMEP 4.30% 5.00% 0.30% 0.90% 2.10%
REMU - - - -11.60% | -4.90%
RAFIKI - - - -3.50% 1.40%
UWEZO - - - -15.70% | 9.50%
CENTURY - - - - -
SUMAC 2.60% 3.30% 5.30% 6.00% 8.30%
Uué&l - - - - -

The MFIs century and U&I were started at the en@@f2 and therefore the data relating to
their performance could not be obtained. From #iiidet it is seen that some MFIs have very
low and or even negative ROA for the last five gedrowever, there those which have
consistent positive ROAs. Notably, for most MFIggHer ROA are observed in 2008 and
2009 but the same reducing substantially in 201 2011. It also worth noting that only
33% of MFIs have positive ROA while all the othbesse negative ROA.

4.2.6 Economic Factors Affecting MFls
The question sought to determine the key econoattofs that affect the performance of
MFIs according to the respondents. The respondeste required to state the extent to

which the stated economic factors affected theitdferformances.

The data obtained and its standard deviation ig/sho table 3 below.
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Table 3: Economic factors affecting MFls

Economic factors affecting performance| Average Stadard Deviation
Interest rates 2.0000 0.0198

Inflation 2.8889 0.4550

Economic growth 1.5556 0.5166
Exchange rates 3.0000 1.8446

From the table, it can be seen that economic grastmeasured by GDP was ranked as the
main factor affecting MFIs performance with a mednl.5556 and standard deviation of
0.5166. Interest rates were ranked second factbravimean of 2 and a standard deviation of
0.0198 while inflation and exchange rates were ednwith three and four with means of

2.8889 and 3 respectively.

From the table, economic growth was found to affdétls performance to a very large

extent, interest rates to a large extent, inflaiod exchange rates to a small extent.

The results can be explained by the fact the redgmus take economic growth as the main
factor driving all the other economic variablesjntluences interest rates which in return

affects inflation rates and exchange rates.

4.2.7 Other factors affecting MFIs performance

The question sought to find out the other factdksly to be affecting MFIs performance

other than macro-economic factors. This was imporia that it would shed more light on

operation of MFIs and would be of high importancleew interpreting the findings results.

The key factors quoted by the respondents as aftebtFls performance were the number of
years the MFIs have been in operation, the leveegtlation in the industry, high levels of

unemployment among the target clients, high povextgls in the areas operated by MFIs
and high illiteracy levels among the target groupise factors were highlighted as the key
issues that the authorities need to address sossrtulate growth of microfinance industry.

However, these challenges can be adequately addraésmacroeconomic issues are

addressed. For example, unemployment can be rediued)h increased economic growth.

4.2.8 Response to Factors Affecting MFIs performarec
The purpose of this section was to determine hoe MFIs were responding to the

challenges facing them. This was important for iatteént of study objectives since
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macroeconomic factors pose challenges to MFIs awduld be important to determine how

the MFIs responded to these challenges.

Some of the key responses brought forward by tepomdents were more application of
information technology as to improve efficiencyaperations and reduce costs which was
meant to address competition issue, offering firEneducation so as to address illiteracy
challenges, offering more products and serviceassto remain competitive and reach more
clients, staff training to be able to better handfies and making of submissions to central

bank of Kenya concerning regulations.

These responses were highlighted by all the MFth positive ROAs and hence explaining
the reasons why they have remained profitable dwoeeorganizations deals with challenges

highly determines its overall success.

4.2.9 MFIs Sources of Income

The aim of this question was to determine main ceof incomes for the MFIs. This was
important in that the effect of macroeconomic fexton MFIs incomes is much dependent on
what is the MFIs main source of income. The datmiobd is summarized in the graph 2

below.

Graph 2: MFIs sources of incomes

MFIs Sources of Incomes
100%

100%

80%

60% M Interest on loans and advances

Frequency (%) B Foreign exchange trade
40%
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20% M Dividends

m Others

0%

From the graph above, it can be seen that over @GB¥FIs have interest on loans and

advances accounting to over 80% of their incomesilew56% of MFIs had fees and
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commission accounting for 21%-40% of their totaldme. Dividends and foreign exchange
gains account for less than 20% of the total inctonall MFls.

MFIs source of income therefore is interest on adea and fees and commissions. This
implies that interest rates are likely to be affegtMFIs performance greatly, but this study
will find out.

4.2.10 Challenges facing MFls
The question sought to find out the specific chegs facing MFIs operating in Kenya. The
question was important in trying to relate MFIsfpenance to macroeconomic factors and

the challenges facing MFIs.

Some of the specific challenges highlighted inclinigh competition for loanable funds
between MFIs and commercial banks, high regulatreduced number of customers and

financial illiteracy among the clients.

4.3 Estimated Empirical Models

The study objective was to determine the effectmafcroeconomic factors on financial
performance of MFIs in Kenya. To accomplish thisjecbve, data relating to MFIs
performance as measured by Return on Assets (R@8)used. During the study, two likely
models were developed where the first one triedltain the relationship between MFIs
performance and the number of years the MFIs had breoperation. The need for the model
was necessitated by the fact that MFIs which hah e operation for long showed positive

higher returns as opposed to those that had begperation for lesser time.

The second model is in line with the study objextnd developed by use of empirical data
and it shows the relationship between MFIs perforteaand the various macroeconomic

variables. The both models are discussed in sectidhl and 4.3.2 respectively.

4.3.1 Relationship between MFIs Performance and Nuber of Years in Operation
In developing the model, assumptions that more syedroperation would lead to high
positive ROA and that the relationship betweengrerince and years of operation is linear

were made. The summarized data used to develapdbel is shown in table 4 below.
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Table 4: Relationship between MFIs Years of operatin and Performance

Years of Operation 22 32 14 2 2 3 9.00
Average ROA -0.81% | 2.97%| 2.52P6.25%|-1.05% | -3.1% | 5.10%

For analysis purposes number of years was usetieasdependent variable and average
ROA as the dependent variable.

The results of the analysis are shown below iretadbelow.

Table 5: Relationship between MFI performance and Nmber of Years in Operation

Coefficients Regression Statistics
-2.84976 Coefficient of Correlation 0.587293
0.24659 Coefficient of determination 0.344913
- Standard Error 4.422219

ThereforeROA= -2.84976 + 0.2466YWhere ROA refers to Return on Assets and Y is the

Years the MFI has been operating.

The model has a standard error of 4.4222 with &ictnt of correlation of 0.5873. As it can
be seen from the model above, the changes in R@A@rounted for by the years the MFI

has been in operation up to 34.49%.

4.3.2 Relationship between MFIs Performance and thiglacroeconomic Variables
For this study, the macroeconomic variables usedafalysis include Economic growth
measured by GDP, interest rates and inflation. Mhaeroeconomic variables over five years

are shown in the Graph 3 below.
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Graph 3: Macroeconomic variables over 5 years
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As seen from the Graph above, GDP was rising imsy2@08 to 2010 after which it declined
in 2011 and partially increased in 2012. When GLC#3 Yowest in 2008, inflation was very
high as seen in the graph while interest rates ir@dastable over the four years just to rise
drastically in 2012.

The relationship between GDP, Inflation, Interegés and their effects on MFIs performance

as measured by ROA is shown 1n the figure 1 below.

Figure 1: Relationship between ROA and MacroeconomiVariables
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From the figure above, it is definite that macroemoic factors have an effect on MFls
average ROA. Notably, GDP has the highest relatipn®ith ROA since it can be clearly
observed that as GDP is rising, ROA is also rigsind hence the two variables have positive
relationship. GDP is also seen to have a very dleksgionship between inflation and interest

rates.

It can also be seen that when interest rates areasing, ROA is reducing and vice versa.
However, there are some inconsistencies observede sithe change is average
macroeconomic variables are quite different fromm¢hange in ROA. This is probably out of

other variables other than macroeconomic. Thigiogighip is what this study sought to find.
The model to show this relationship was developedgithe data shown in table 6 below.

Table 6: Average ROA and macroeconomic environment.

Year 2008 | 2009 2010; 2011 2012
GDP (%) 1.5 2.7 5.8 4.4 4.6
Inflation (%) 16.2 | 10.5 4.1 14 9.4
Interest rate (%) 8.85 7.88 6.46 8.42 15.75
Average ROA (%) 3.09] 313 0948 -3.23 2.58

During the analysis, average ROA was taken to lee dépendent variable while GDP,
inflation and interest rates were the independantibles. The results obtained are shown in

tale 7 below.

Table 7: Regression model on Relationship between A and Macro economic

variables
Regression Statistics Coefficients
Multiple coefficient of correlation 1 14.74006
Multiple coefficient of determination 1 -2.20108
Adjusted coefficient of determination| 0.6554 -0.861
Standard Error 0 0.349416
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The model developed from the data is:

ROA;; =14.7401 +2.2011GDP,+ —0.802INF,+ 0.3494IR,

Wheregi0U4:: is the MFIs Return on Assets at time of MFat timet, GDP represents
economic growth at timg INF is the inflation rate at timeand IR is the interest rate at time
t respectively.

The model determined as it can be seen from tHe &dinve is 100% accurate since it has a
standard error of 0 and multiple coefficient of etatination of 1. This implies that MFls
ROA is determined to a very big extent by leveleabnomic growth, inflation and interest

rates.

4.4 Discussions

From the two models developed, MFIs performancaletermined by Return on Assets
(ROA) can be said to be a function of time in whitte MFI has been operating,
macroeconomic factors and other very minor factdis.a huge extent, MFls ROA is

determined by the three macroeconomic factors.

To determine the extent to which these macroeconéagtors affect ROA, we examined the
relationship between ROA and each of the macroenanovariables. The results are
summarized in table 8 below.

Table 8: The relationship between ROA and each ohe macroeconomic variables

Statistics GDP Inflation Interest Rates
Coefficient of Correlation 0.3085 0.4734 0.3126
Coefficient of determination| 0.0952 0.2241 0.0977
Standard error 3.3528 3.1047 3.3480
Coefficient 3.8985 4.0127 -1.22401
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The table shows that change in ROA is determinedoup.5%, 22.4% and 9.8% by GDP,
Inflation and interest rates respectively. It igenesting to realize that inflation is the single
factor with the highest effect on MFIs ROA. Thisxdze explained by the fact that both GDP
and Interests are affected by the rate of inflatioerease in inflation leads to decrease in
economic growth (GDP) and increase in interessrdtas definitely a point of discussion on

the fact of this statement but empirical findingsws so.

4.5 Summary of Key Findings

The study found the main reasons for formation mguif profit, improving peoples living
standards and creation of employment. It was @sod that most MFIs have negative ROA
and only 33% have positive ROA, this is despiteftflee that most of these MFIs have been

in existence for over 10 years.

It was also found that macroeconomic factors wegbkl affecting MFIs performance and
they could be used to accurately predict MFIs RO#her factors affecting MFIs were found
to be the number of years the MFI has been in tiperéwhere it accounts up to 34% of
MFIs ROA) , unemployment and high regulation. Itsvedso found that MFIs respond to
challenges facing them by use of IT, financial edion, offering more products and

submissions to central bank concerning regulations.

The study found out that MFIs sources main sount@scome are interest on loans and
advances accounting to over 80% and fees and caiemigccounting for 21%-40% of their

total income.

It was also found that macroeconomic factors haveféect on MFIs average ROA. GDP
was found to have the highest relationship with R&@® when GDP is rising, ROA is also
rising and hence the two variables have positilaticmship. GDP was also found to have a
very close relationship between inflation and iestrates. Increasing interest rates leads to
reducing ROA and vice versa. The study also fourtdhat the number of years the MFI had
been in operation related with ROA up to 34.9%.

The study also devised a model of determining thltionship between ROA and
macroeconomic variables which was found to be 1@@%urate with a standard error of O
and multiple coefficient of determination of 1. imdually, change in ROA was determined
up to 9.5%, 22.4% and 9.8% by GDP, Inflation artdrest rates respectively.
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CHAPTER FIVE

SUMMARY AND CONCLUSION

5.1 Introduction

This chapter presents a summary of the import@mehts of the study, discussion of major
findings and interpretation of the results. Thisygter further presents the conclusions drawn
from the research findings as well as recommendsitior improvement and suggestions for
further research.

The chapter is subdivided into section 5.2 on suryrofithe study, section 5.3 on conclusion

of the study and section 5.4 on limitations of ttedy and section 5.5 which offers

recommendations for further research.

5.2 Summary of the Study

The study sought to find out the effect of macroeenic factors on the performance of MFls
in Kenya. To achieve this objective, the data aimdifrom deposit taking Microfinance
institutions were to be used in the study. Theystalight to shed more light on microfinance
sectors so as to provide the much needed by tkeesied parties including investors, the
government donors among others. The informationthig study is much relevant in
formulation policies aimed at promoting the micnafince sector and stimulate economic

development.

The study found that the main reasons why most Miele formed was making of profit
(ranked number one), improving peoples living d&ds (ranking number two) and creation
of employment. It was also found that most MFIs hadative ROA and only 33% had
positive ROA, this is despite the fact that mosthefse MFIs have been in existence for over
10 years.

On the effect of macroeconomic factors and MFIsfquarance, it was also found that
macroeconomic factors were highly affecting MFIsfpenance and they could be used to
accurately predict MFIs ROA. It was also found thetcroeconomic factors had an effect on
MFIs average ROA. GDP was found to have the higheationship with ROA and when
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GDP is rising, ROA is also rising and hence the waoables have positive relationship.
GDP was also found to have a very close relatignbleiween inflation and interest rates.
Increasing interest rates leads to reducing ROAv&relversa. The study also found out that
the number of years the MFI had been in operatitated with ROA up to 34.9%.

Other factors affecting MFIs were found to be thenber of years the MFI has been in
operation (where it accounts up to 34% of MFIs RQA)employment and high regulation. It
was also found that MFIs respond to challengesiathiem by use of IT, financial education,
offering more products and submissions to centakizoncerning regulations. The study
found out that MFIs sources main sources of incamdnterest on loans and advances
accounting to over 80% and fees and commissionuaticty for 21%-40% of their total

income.

The study also devised a model of determining thkitionship between ROA and

macroeconomic variables which was found to be 1@@%urate with a standard error of O
and multiple coefficient of determination of 1. ividually, change in ROA was determined
up to 9.5%, 22.4% and 9.8% by GDP, Inflation anénest rates respectively. However, the

model is a part of discussion and more researchidto@ done.

5.3 Conclusion

The microfinance sector in Kenya has received afattention in the past and the need to
protect the public has made the sector to be meghlated. Its tremendous growth in the
latest past and increasing competition in the banlgector has led to commercial banks
joining the sector, for example, chase bank in 2&thtted Rafiki DTM Itd so as to be able to
serve the lower market. All these factors and theedn to understand the effect

macroeconomic factors have been having on MFIpednce, led to this study.

The study specifically targeted the deposit takifigls whose list was given by the Central
Bank of Kenya. The data was collected from primaogrces using questionnaires and
interviews as well as secondary sources includiath drom Kenya National Bureau of

Statistics and Central bank.

The study found out that MFIs performance meashyeeturn on Assets (ROA) was highly
affected by macroeconomic factors. In fact, the eha#veloped by this study from the data
obtained showed that MFIs ROA is wholly a functimnhGPD, interest rates and inflation.

The model was 100% accurate with a standard efraem. However, the accuracy of the
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model should be a matter to be researched furthéryvhat is definite is that the model is

accurate to a large extent even if not 100%.

This implies that MFIs ROA is highly a function @hacroeconomic factors and more
specifically GDP, Interest rates and Inflation dhe three variables can be credibly used to
predict MFIs expected ROA. This revelation offeegjulators and those responsible over
macroeconomic variables, vital information thatNfFls are to operate profitably and
encourage growth in the sector, then; they hawdfey favourable economic variables. That
is, they should ensure high economic growth (GD#) lsave low inflation and interest rates
in the economy which will instead boost MFIs pemi@nce and therefore creating room for

higher economic growth.

5.4 Limitations of the Study

The study was faced by numerous challenges buthadiet not hinder the achievement of the
study objectives but only called for approachesdanter then. First, the study was only
targeting the deposit taking MFIs in Kenya. Howeuwbere are more than 20 other MFIs
which only give credit to public but they are nattlzorized to receive deposits from the

public.

Secondly, collecting the filled questionnaires frtme respondents took a lot of time. This
was due to the fact that the targeted respondesits igh ranking staff of MFIs who did not
have time to answer the questions. We had to malkeerous calls in following up. In
addition, some respondents did not want to givethesinformation since it was highly
sensitive information and they treated some ofitii@mation as their business secrets. We

had to give the respondents verbal assurance itiadtb the request for information letter.

5.5 Recommendations for Further Research

Microfinance industry has huge potential in Kenya & highly affected by macroeconomic
factors. This research found out that macroecondattors and specifically GDP, Interest
rates and Inflation were the main factors affectitigls performance as measured by ROA.
In addition, we developed a model which could bedus® project MFIs ROA with 100%
accuracy with standard error of zero. This looksresting but calls for further research to
determine the accuracy of the model, the situationghich it can be applied and to which
form of organizations it can be used; can it ordyused for MFIs or even commercial banks?

Further research will offer more light on this argwers this questions.
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Further, this study only used the deposit takingdVik Kenya. However in Kenya, there are
more than 20 MFIs which are not authorized to td&posits but only gives credit. Further
research should be undertaken in this area tordeterwhether the non-deposit taking MFls
are affected by the macroeconomic factors in thmesway as deposit taking MFIs. Also
further research should be undertaken to determmé&ow macroeconomic factors would
affect MFIs ROA when using the deposit taking ameh-deposit taking MFIs. Lastly, the
model used did not include other variables thaedffROA of the MFIs other than
macroeconomic factors. Further studies should Ipeedato include firm specific variables
that also affect ROA
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APPENDIX |

List of Licensed of Deposit taking Microfinance Insitutions as at June 2013

Faulu Kenya DTM Limited
Date Licensed:21st May 2009
Branches: 27

Kenya Women Finance Trust DTM Limited
Date Licensed:31st March 2010

Branches: 24

SMEP Deposit Taking Microfinance Limited
Date Licensed14th December 2010

Branches: 6

Remu DTM Limited
Date Licensed:31st December 2010

Branches: 3

Rafiki Deposit Taking Microfinance
Date Licensed:14th June 2011

Branches: 3

UWEZO Deposit Taking Microfinance Limited
Date Licensed:08 November 2010

Branches: 2

Century Deposit Taking Microfinance Limited
Date Licensed:17th September 2012
Branches: 1

SUMAC DTM Limited
Date Licensed:29th October 2012

Branches: 1

U&I Deposit Taking Microfinance Limited
Date Licensed:8th April 2013

http://www.centralbank.go.ke/index.php/bank-supgon/microfinance-institutions/14-bank-
supervision/83-list-of-licensed-deposit-taking
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APPENDIX I

TRANSMITTAL LETTER

Dear Participant

My name is Patrick Nduati Njuguna and | am a graduate student at University of Nairobi. For my
MBA project, | am examining impact of macroeconomic factors on the MFls financial performance. |
have selected your institution to represent other MFIs and | am inviting you to participate in this

research study by completing the attached survey.

Thank you for taking the time to assist me in my educational endeavors. The data collected will
provide useful information regarding MFI financial performance. If you would like a summary copy of

this study please complete and detach the Request for Information Form

Sincerely,

Patrick Nduati Njuguna

0722-256-418

Nduati.njuguna@gmail.com

3k 3k 3k 3k sk >k >k 5k 3k 3k 3k 3k k %k sk >k 3k 3k 3k 3k >k %k 3k 3k 3k 3k 3k >k %k %k >k 3k 3k 3k 3k %k %k >k %k 3k 3k 3k 3k %k %k %k 3%k 3k 3k 3k %k %k %k >k 5%k 5%k >k 3k %k %k %k %k 5%k 3%k 3%k %k %k %k k kok ¥

Request for Information
Please send a copy of the study results to the address listed below.
Name:

Address:
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APPENDIX Il

QUESTIONAIRE

This questionnaire is purely for academic research purpose at University of Nairobi and the
information provided herein will be therefore exclusively used for the same purpose and will be kept

confidential. This questionnaire is intended to achieve the following objectives.

1. To assess the financial performance for last five financial years

2. To determine the factors affecting the performance

SECTION A

1. Name (OPLioNal) ...t et s s sre e sras
2. Organization and DePartMeNt. ... verereein e s st s

3. POSTION. et st st e sr e e b aen eas

SECTION B

4. How long have this Institution being in operating in Kenya?

Less than 2 years [ ]
Between 2- 7 years [ ]
Over 7 years |:|

5. When does your financial year end?
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DD | MM

6. Please rank the following reasons to show why your organization was formed/ established using

numbers 1-4 where represents the main reason.

To improve people lives by offering cheap credit

To make profit

To create employment

Others

If others, kindly specify

0o O

7. How was your financial performance for the last five financial years (Please indicate the specific

years starting with most current

Figures in Millions Kshs.

Year

Total Assets

Return on Assets

Return on Equity

49




10.

11.

Please indicate to what extent the performance of your institution was affected by the following
economic factors using a scale of 1-4 where 1 is to very large extent, 2-large extent, 3-small
extent and 4 to very small extent.

Interest rates

Inflation

Economic growth (GDP)

0 0 oo

Exchange rates

Which other key factors other than ones in 4 above that has affected your institution

performance?

How have you responded to the above factors to ensure that the organization continues to

survive?

To what proportion do the following sources contribute to your total income? Please tick

appropriately.

Percentage Contribution to total income

Source of Income Below 20% 21%-40% 41%-60% 61%-80% Over 80%

Interest on loans and

advances

Foreign exchange trade

Fees and commission

Dividends
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Others

12. What are the key challenges facing your Microfinance?

The End

Thank You
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