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ABSTRACT

Empirical evidence has shown that the growth of the microfinance sector in Kenya has been
constrained by increasing competition in the microfinance industry from other emerging
models such as digital lending institutions, short-term unsecured lenders as well as micro-
lending activities from commercial banks. These constraints have also resulted in shrinking
lending capacity and declining profitability due to attrition of high-quality borrowers to
competing lenders. However, there is limited research on the factors that affect credit extension
by Kenyan microfinance banks, which is vital in understanding the dynamics of the sector.
This study examined how firm-level financial characteristics influence credit extension by
microfinance banks. The study sought to find out the effect of firm size, liquidity, NPLs,
deposits, and interest rates on credit extension by microfinance banks. A descriptive research
design was applied, fogusi orlbtltghe 13 licensed mICI?UI (%1 : anks as at December 20109.
Panel data was collect§h 2 Between 2011 gﬁ %frgm financial submissions by
these microfinance baRks Whlch are publlshed by the en?ra anale'of Kenya. Data analysis
involved descriptive, —The study found that
firm size and interest rate&ohadsaape&wa relatlonshlp with microfinance banks credit extension,
while non-performing negative relationship
with credit extension bg,gzllcensed MFBs in Kenya. In the Panel estimation model, only Firm
size and Liquidity found é\? estl rs of Credit Extension. The main
recommendations fromﬁ}ﬁg ere't at a§rﬁﬂﬂajf%%l?ﬁé%rff§ thie Growth ambitions of a
microfinance mstltutloﬁ%ﬁfﬁtt RSN AN CERCRITAYEh P FHitRBfinance banks should aim
to maintain high asset GREAI®f IS?r‘[lﬁ%'i‘rll@%?ﬁ%@éﬁ'%@ftnﬁé’sc%lﬁﬁﬁﬂlcatlon on the institution’s
ability to absorb the impact of risk, and hence affects the institution’s ability to target credit
extension growth. The study also recommends that, given the findings that deposit mobilisation
is not a good predlctosr@fmore c;;l;r}séxtensmn Microfinance banks should focus on mobilising
capital from diversified sources, mcludlng low-cost funding from microfinance developmental
funding institutions, as they are not able to rely on deposits as a cheap source of funding. On
interest rates, while fj estimator of credit
extension, care should BE-TAKER, to.avaid.overly.expensive.loans.so.as to observe fair lending
practices and support WElfare"of bigrowers:To- the regealator; the recommendation is that the
sector should be watched closely to ensure liquidity levels remain above the minimum statutory
level of 20% which was found to have a negative relationship with credit extension. Study
limitations included the exclusion of external factors such as macroeconomic factors and
competition, and the exclusion @ prirHarsraata M yethreraiitative and quantitative.

Key words: Lending, microfinance, credit extension, fmanual inclusion, liquidity, deposit,
non-performing 10ans, iNtErest s s A A,
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OPERATIONAL DEFINITION OF TERMS

Client Protection A set of 6 core principles that encourage MFIs to take

Principles practical steps to treat clients with fairness and respect to
achieve responsible financial inclusion (Forster, Lahaye,
clark, Koning, & McKee, 2010).

Credit Extension This is operationalized as total loans and advances (Fourie &
Botha, 2011) issued by microfinance banks to its borrowers
as indicated in the balance sheet financial statements of each

Stratium@ifince bank in Kathy@ Strathmore
UNIVERSITY University Library
FalS

Firm size

capacity of a bank

Electronic Theses and Dissertations

measured by the total assets (Schildbach, 2017)
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Firm-level characterfsﬂcs Thfeﬁe arF in}e{nal or micro factors, are those that originate
nfluence of firm-level financial characteristics on

credit exteorfIdhe finanriad friaternenistRuglvas: income statement and
case of Kpgyaitl HRetq INSIRER SHY0K2019)

Interest rate winnie Njeri KJBBIest rate is the percentage amount of principle repaid to a

§§rammore Eus[ness School
rathmore Universt -
‘fefder for the use of its money through loans (Patterson &

Lygnerud, 1999)
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2014)
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Deposits Bank deposits are claims on banks that are liabilities to the

bank nand.belong,.to..thebank’s customers (International
Monetary Fund, 2003)

Non-Performing Loans A loan whose principle or interest has been due and unpaid
for sixty days, as reported in the MFBs Financial statements

in other disclosures (Central Bank of Kenya, 2019)
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Microfinance This is a way of providing loans to the poor who are outside

the conventional banking system (Independent Evaluation
Group - World Bank Group, 2015)
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CHAPTER ONE
INTRODUCTION
1.1 Introduction to the Chapter

This chapter presents the background information to the study, a summary of findings on the
study variables from other relevant studies, outlines the research objectives, and summarises

the scope and significance of the study.

1.2 Background 0 §U hmore SU+ @ Strathmore
UNIVERSITY University Library
ke g
Microfinance Institutions, commonly known as s, are financial organizations tailored to
. L. EIedrt_)nicThsesandDiss_enations . A . A
serve those individu - et in terms of earning

capacity. They typ¥eally have little or no access to conventional banking products
(Marconatto, Cruz, &' Pears2oCbi1e). Riferbfmiarat dofvities st B4tk to the 1970s, where

credit extension by microfinance institutions: a

credit facilities were £Eog|:qgedmt/% rpﬁ)gerngaerénr%rlsc By gover %el?é agencies and international

donors and as a way of enhancing agricultural production (Chowdhury, 2009). In the mid-
1980s, the microfinange secterbegan to incur losses, and insufficient capital inhibited its

§tt’rathmore Eusjness School
. - T ) - - . - . - -
lending operations.” THIE “fécéssitated reforms in multiple jurisdictions that saw the

integration of MFIs into the financial sector and the development of regulatory frameworks

A enId onerate sustainably (L-edgerwood, 2013).

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http//hdl.handle.net/11071/126036

Microfinance is now considered to be one of the most effective economic development

within which these

interventions that can foster financial inclusion - providing access to finance to those
Follow this and additional works at: http://hdLhandle.net/11071/126036

excluded by the commercial banking system. Since its early days, Microfinance has evolved

exponentially. It is considered to be one of the most strategic approaches to fostering
economic development throu'@ﬁ"“ﬁ?‘i’éﬂt%”immﬁ“ﬂm;income countries (Bangoura,
2012). Indeed, Microfinance can enhance access to finance for the poor - which is a crucial

enabler to at least 10 of the 17 Sustainable Development Goals, as it has a direct link to
poverty eradication, eliminating hunger and achieving food security, attaining universal
health standards, promoting gender equality and promoting economic growth (Klapper, El-
Zoghbi, & Hess, 2016).



Globally, the microfinance sector grew by 11.5% between 2009 and 2018, as the number of
borrowers is estimated to have grown from 98 million in 2009 to 139 million in 2018, with
an estimated loan asset of USD 124 billion in 2018 ( Mix Market, 2019). However, in Kenya,
the sector has shown signs of constrained growth, as noted by Maina and Ishmail (2014) who
established that in Kenya, MFIs have been characterized by low efficiency levels, poor loan
performance, and high financial leverage level; these factors have resulted in poor return on

owners’ equity.

Despite the poor performance, Kenya’s Microfinance sector is among the most exciting in
Sub-Saharan Africgsgivetraihragiensive networksof @saaetigsreand a large number of
institutions (Wamb u.-é\. “Ngugi: 2012). However, itl"P8I8%H888bening financial access in

Kenya - which currently stands at 82.9% as of 2019, up from 26.7% in 2006, can be termed
Electronic Theses and Dissertations

as minimal (Financial Sector Deepening, 2019). Over the years, innovation in the sector has

not been able to ke up with the other formal financial institutions such as banks and
SACCOs, informal 'S5(1RBSSQEH 48 {RYSH rﬂﬁlarg‘r@uﬁ@aé?ﬂeﬂ%f:é R&ently, digital lending
o credit extension by microfinance institutions: a

Institutions. case of Kenyan licensed microfinance banks

CBK (2017) reported that there is a dramatic change in the market dynamics, which has

Winnie Njeri Karanja

Strat B hool
resulted in mobile I8nding platiorms and other emerging financial technologies driving the

microfinance institutions into their grave. The pre-tax losses in the industry increased to 935

million in 2018 as [campaked to 171 million in 2017, fuelled by decreasing personal loan

Ka ral Ja W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

demand and tightenj Y- Capacity-twithin “thefirms. Kathomi, Maina, and Kariuki

(2017) note that the exorbitant rates charged by microfinance institutions have led to a

decrease in the sustainability of the institutions as most people are finding it difficult to access

Follow this and additional works at: http://hdLhandle.net/11071/126036

their facilities due to the high cost.

1.2.1 Licenced Microfinance.BamKSaiti BB v s,

In East Africa, Kenya’s microfinance industry is the largest, estimated to account for about
75% of the entire microfinance industry in East Africa (Mutethia, 2017). The industry is
categorized into unlicensed deposit-taking MFIs and licensed deposit-taking microfinance
institutions (dt-MFIs). The CBK licences deposit-taking institutions which allows them to

mobilize cash deposits from the public so as to finance their lending objectives; non-deposit



taking MFIs can only carry out lending activities and are therefore not licensed by the CBK
(Aduda & Kalunda, 2012).

There are 13 Microfinance banks registered by the Association of Microfinance Institutions
of Kenya (AMF-Kenya) and licensed by the CBK (Central Bank of Kenya, 2017). According
to the CBK, the total asset base held by licensed deposit-taking MFIs in Kenya stood at KES
70.8 billion in 2018, having increased by 4.7% from 2017 (Central Bank of Kenya, 2018).
This growth follows a slump period, which saw a decline in total assets by 7% in the previous
year, driven by the overall impact of the election cycle, which had a negative effect on the
economy in general tX Blad@inmB#8). Research orsconstkaistsdergrowth of MFIs indicated

&Nl
v f NIVERS

that high operating 8&s, high client drop-out rates Hi§K ¥&BRrforming loan ratios, and

insufficient risk management strategies in MFIs in Kenya are the main factors constraining
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the growth of MFIs (Munala, 2017)

Licenced microfinanegubarksoplaymarsenporaatareleainctbesfinaneial System in Kenya
through enhancing 46edls F8teNARe PhorisHR{iRRISe ((RGHIHIATS aRd MSME’s) who are

case of Kenyan licensed microfinance banks ) .
excluded from formal mainstréam commercial bank lending; Commercial banks were in

2015 estimated to serve less than 4 million people, leaving the rest of the market unadrressed

Winnie Njeri Karanja
. trath i Sch . . .
(Ali A. E., 2015). Migrotinance banks operate much like commercial banks insofar as

financial intermediation is concerned — i.e., collecting deposits from one customers with

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

surplus funding and channeking these funds to customers who are in need of funding through
mg ﬁgntéa:;ﬁ&:@ﬁrm@n’anzws§fls Strathmore University].

lending (Yakubu,

This process of lending from deposits increases an MFB’s funding available for further
lending, referred to as credft¢reatisHprags 4 SigHificatt¥6le in an economy’s monetary
policy, making it crucil to understand the driver’s of a lending institution’s lending decisions
(Yakubu, Omosola , & Obiezue.,.2018).-Asidentified:by.Qlokoyo (2011), a bank’s lending

behaviour is determined by external factors such as macroeconomic factors and institutional

fundamentals including central bank policy directives, as well as internal factors which
control supply of lending — such as management style and financial factors (Yakubu,
Omosola , & Obiezue , 2018). As this study will only be based on verifiable financial data

from secondary sources, the focus will be on the internal factors of a financial nature.



1.2.2. Firm-Level Financial Characteristics of Microfinance Banks

Firm-level characteristics refer to the aspects of a firm that are affected by firm-level
management (Arora, 2014). According to Athanasoglou, Brissimis, and Delis (2008), firm-
level financial characteristics, also referred to as internal or micro factors, are those that
originate from the financial statements such as income statements and statement of financial
position. The characteristics of the firm directly affect how the firm performs both in the
short-term and long-term. These include firm size, liquidity, capital including deposits
(Dogan, 2013), asset quality (YYazdanfar, 2013), liquidity (Dogan, 2013) and asset tangibility,

(Bresnahan, Brynjo@ns&é—iﬁh-@&). SU+ @ Strathmore

UNIVERSITY University Library
Deposits are a cruci - institution, including

microfinance banks:“&8“tREy ' 156¢Tte the cheapest form of capital (Shahchera, 2017).
Attracting and retaining deposits — often referred to as sticky deposits — has been found to
positively influence|lgndinge hehavieueef finaneial dnstittdens@sot enables the financial
institution to have a6E8Y4 16’4 FOR StV I YBIRES TFCapieditteighsi heir lending activities

. case of Kenyan licensed microfinance banks
(Olumuyiwa, Oluwatosin, & Chukwuemeka, 2012).

. . Winnie Njeri j . .
The size of a |endlng£fﬁ%§%éjrah <as measured by total assets is one of the control variables

niversity

which will dictate its relationship with creditors (Davydenko, 2010). A study on

=

determinants of bank long-term lending behaviour-in Russia found that bank size was
Recommended Citation

positively correlated §iith, BRI, 85 e taroet: afi Tistrtitior, tfe more flexibility it has to

http//hdl.handle.net/11071/126036

increase its diversification efforts by tapping into new markets and customer segments, as

well as the flexibility to diversify its product offering to meet the varying needs of its
customers (Chernykh & Th&Sssittf207 T ) whdhandenet /1107112605

Benedicto (2017) highlights that liquidity.of.a.lending.institution is its capacity to finance its

short-term obligations, mostly payable to suppliers and depositors. Firm failures have been
associated with insufficient liquidity. A study on factors affecting bank lending behaviour in
Nigeria found that liquidity ratio is positively and significantly correlated to the lending
levels within microfinance banks because high liquidity would enable the financial
institutions to withstand short-term shocks and therefore expand its supply of loans

(Olumuyiwa, Oluwatosin, & Chukwuemeka, 2012).



According to Khan and Sattar (2014), interest rate affects growth either positively or
negatively, depending on its movement. A decrease in interest rate to the depositors and an
increase in spread discourage savings. An increase in interest rate to the depositor adversely
affects the investment. Murimi (2017) indicates that the interest rate has significant effects to
a bank’s credit growth. The introduction of interest rate capping interferes with the market.

It hinders financial institutions from giving loan products to those at the market's lower end.

Non-Performing loans result to higher levels of risk in the financial institutions’ assets as it

implies a declining portfolio quality. Various studies have revealed that a rise in non-

NJE

RIS ;StRateassrEne provisioning expsisémebich would decrease the
2 J UNIVERSITY
d earnings of the financial HIYREHSHMis is because a decline in

overall profit and refgm
retained earnings reduces growth in capitalisation levels, thus constrain the financial
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institution’s ability to lend as a result of declining capital adequacy (Islam & Islam, 2018).

2022

1.2.3 Credit Extensiafieyidlisrefinaace Banksial characteristics on
credit extension by microfinance institutions: a

Globally, more that FeesiiIfenTagIfeharRV 8 NAERFFINEHRRTKStitutions as sources of credit
and they have managed to register impressive repayment rates on the loans, justifying the

performing loans (¥

Jpn Karanja

increasing number o t %@gemtqlon in Sub-Saharan Africa granted (Cull, Demirgli¢-Kunt,

tr athmore

& Morduch, 2009). This increase in use of microfinance services has resulted in the sector

being pressured to i _
associated supervisigiii: has. heefi: Qeﬁm o100 EXpErsive 1o foow nby thee institutions

http//hdl.handle.net/11071/126036

(Yahaya & Osemene, 2011).

ial regulations and the

According to Ali (2015), the,increasing Javel.of successin.ihe microfinance sector resulted
in the government increasing incentives and funding to encourage start-ups. Some of the

established ones took advantage and.have grown.to.become full commercial entities. There

University.

was also an increase in managerial and admlnlstratlve capabilities, better credit risk

assessment, and an increase in the number of group investors who take large credit. The
collective agreements discourage high rate of default. However, despite this development,
the Kenyan microfinance sector still struggles with low asset quality, recording the highest
non-performing loan levels in sub-Saharan Africa and third globally after Ghana and Egypt

(Africa Competitiveness Report, 2015 ).



The institutions have attempted to improve loan performance by increasing financial literacy
among creditors and by enhancing the application of monetary policy; steps which were
noted to work efficiently in other countries but the level of creditor education in the country
is still too low (Central Bank of Kenya, 2016). As a result, credit extension efforts remain

primarily constrained.

1.3 Statement of the Problem

Microfinance usage in Kenya is declining as digital lending platforms continue to rise, as

al.Sector De?ﬁening (2019), where consumers reported declining usage
B Strathrmore SU+ @ Strathmore

of MFI services COR pared ty Eigital lending; MFlunisagityisbreforted to have attained a
compounded annuamgmmmwmuoo&amzol@— from 1.7% usage in
2006 to 3.6 usage in0TE, BEFIFE®Elining back to its 2006 level in 2019. In contrast, usage
of digital lending platforms increased from 0.6% in 2016 to 8.3% in 2019, overtaking
microfinance institutignsemdshdn arperniae ofjastithrgeayeats-fhiapeial Sector Deepening,
2019). Dwindling el Gkt intrésiny CotipRbitfo o YRAEr Rnders has constrained

. case of Kenyan licensed microfinance banks ] ]
growth in loans and advances by MFBs. If this trend persists, it could negatively impact the

long-run financial sustainability of the sector. While credit extension is partly a factor of

Winnie Njeri Karanja

demand, internal chavaoteristres of the institution also have a role to play. The sustainability

of the licenced microfinance banking sector has significant implications on the overall

macroeconomic stal 1.to borrowers at the micro-level. To borrdwers, licensed MFBs

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

offer a more transparent’ soufree “of firarcing-comparedto unlicensed non-bank lending

institutions which operate in a regulatory vacuum - making it difficult to control their

activities and ensure that Client Protection Principles for responsible financial inclusion are

Follow this and additional works at: http://hdLhandle.net/11071/126036

upheld.

Various studies have been condutted-to iitiaarstant

characteristics and lending behaviour (credit extension) of financial institutions — mostly

.the..relationship between firm-level

commercial banks. For instance, in Nigeria, Olokoyo (2011) identified interest rates, deposit
mobilization, level of domestic and foreign investment, liquidity, and the central bank policy
rate as some of the determinants of bank lending. While these insights highlight how these
factors affect lending growth of financial institutions in general, the study focused on listed

commercial banks which operate within different bounds compared to Microfinance Banks



— for example, a more significant deposit mobilisation ability and different capitalisation
requirements. There may be instances where the sensitivity of microfinance lending to their
specific characteristics differ with commercial banks.

In Kenya, most studies on MFIs have focused on financial performance, loan performance
and growth. Hermes and Hudon (2018) identified size, age, type of organization, and
macroeconomic factors influence the performance of Kenyan MFIs, while Abdulai and
Tewari (2017) studied microfinance outreach and found that portfolio risk, interest rate, asset
quality, and the number of clients served affected the microfinance outreach in Sub-Saharan
Africa. To date, the (30 shesthpastadies on the intgtactacsirhaingeen firm-specific financial
growth of loans and advanc¥8VSRCH®RuId offer insights on the

lending behaviour of microfinance banks and identify bottlenecks. This proposed study

Electronic Theses and Dissertations
solved this gap by -examining the effect of firm-level financial characteristics on credit
extension by microfiffance banks in Kenya.

Influence of firm-level financial characteristics on

1.4 Obijectives of thé@(yafxtension by microfinance institutions: a
case of Kenyan licensed microfinance banks

characteristics and {T¢

The main objective of this study was to examine the relationship between firm-level financial

W|nm. er| Karanj

characteristics and ch

trati more tversty

epsion by licensed microfinance banks in Kenya.

1.4.1 Specific Objectives

Recommended Citation

i. To determl%g;‘mé eXreLt gt Tirtny size o Credit extension: by licensed microfinance

http//hdLhandle.net/11071/126036

banks in Kenya

ii.  To establish the effect of liquidity on credit extension by licensed microfinance banks

i n Kenya Follow this and additional works at: http://hdLhandle.net/11071/126036

ili.  To determine the effect of non-performing loans on credit extension by licensed

microfinance banks in Kenya: = e

iv.  To establish the effect of interest rate on credit extension by licensed microfinance
banks in Kenya
To establish the effect of deposits on credit extension by licensed microfinance banks

in Kenya



1.4.2 Research Questions

I.  What is the effect of firm size on credit extension by licensed microfinance banks in
Kenya?
ii.  What is the effect of liquidity on credit extension by licensed microfinance banks in
Kenya?
ii.  What is the effect of non-performing loans on credit extension by licensed
microfinance banks in Kenya?

iv.  What is the effect of interest rate on credit extension by licensed microfinance banks in

Kenya? % Strathmore SU+ @ Strathmore
v.  Whatis the of GepoSits on tredit extension Byiveseitsétbraricrofinance banks in Kenya?

1.5 Scope of the Stuekyonic Teses and Dissertations

The study was geogfaphically focussed on the registered microfinance banks operating in

Infl f firm-level fi ial ch teristi . . .

Kenya. The contextual su%?)ceeo? the S ugvesoﬂlca ?fbaescta%ﬁsﬁﬁﬂé'e ect of firm-level financial
credit "extension b?// mictofinance institutions: a

characteristics on credieextansigabydicerseehmierafinraosianks in Kenya. The theoretical

scope of the study included the liquidity preference theory, credit rationing theory, and

loanable fund’s theopyidhe methodological scope of this study was a quantitative approach

more Business Sc
Strathmore University

with the unit of analysis being the licensed microfinance banks in Kenya. The time scope of
the study reviewed panel data on the study variables for the period 2011-2018.

Recommended Citation

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
(nstituty Kenyan licensed microfinance banks [Thesis, Strathmore University].

1.6 Signiﬁcance of h@[:.gmowﬂ 126036

The results of this study are expected to be beneficial and timely to various stakeholders

ollow.this apd additional at: http://hdlhandle.net/11071/126036

within the microfinance banks'in us%ry. 0 the management, the findings will be critical in

identifying the vital firm factors that are key to their credit extension services and how best
to manage lending. As a rapiddwe%@mggm@g@&t@we&%s of this study will be valuable

to policymakers at the Central Bank of Kenya as the findings can provide useful information

that can be part of the basis of discussions related to reviewing and coming up with new
regulations to support growth of the microfinance industry. The findings can also be essential
to future investors within the microfinance banks as the results can offer insights into the

soundness of the institutions. The results of this research are further expected to add to the



body of existing empirical evidence; thus act as reference material for future research work
in the industry.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction

This chapter was critical towards the examination of the various literature concerned with the
variables of the study. The chapter presented the theoretical literature, the empirical studies,
the summary of research gaps, and the conceptual framework as well as the operationalization

of study variables, which formed the basis of the study.

; Strathmore SU+ @ Strathmore
2.2 Theoretical Re@ UNIVERSITY University Library
ke g
A theoretical framework 1s made up of empirically proven and tested theories that are to
Electronic Theses and Dissertations
support and direct ; —Thi ih liquidity preference

theory, credit rationitfg theory, and the loanable fund's theory, as discussed below.
Influence of firm-level financial characteristics on

2.2.1 Liquidity Prefgﬁgiltcee;i—tﬁgai&p by microfinance institutions: a

case of Kenyan licensed microfinance banks

The Liquidity Preference Theory (within the General Theory) was developed by John
Maynard Keynes in %%%ﬁﬁj@oﬁs the theory of interest — defining interest as the price of
parting with liquidity, which was later on developed to explain other phenomena such as
premiui ers (Bibow, 2001).
According to this | HHEAA. prETerEncE, oL HiGUiAN. 18 dfiven” by three main motives;

http//hdl.handle.net/11071/126036

speculation, as a motive drives preference for liquidity as owners of the liquid asset, can take

market pricing, ris

advantage of opportunities to make a profit when they arise unexpectedly; transaction motive
notes that holders of liquid aS3&t praterts Hold o 5 fiGtidit o meet daily transaction needs.
Precautionary motive assumes that owners of liquid asset prefer to hold on to liquidity to
cater for unexpected events or.unforéseen-expenditiie-{be-Carvalho, 1995).

Larsen (1951) adopted Keynes’ liquidity preference theory to explain banks’ liquidity
preference, by institutionalising the theory instead of looking at it at the household level.
According to Larsen (1951), banks’ liquidity preference is driven by both short-term and long
term expectations. The resultant interest rate charged on loans is a factor of these expectations
on future prices of bonds, which is part of the speculative motive of holding on to liquid

assets (cash). As bond prices are inversely related to interest rates, when the price of bonds

10



goes up, the interest rates will fall; thus investors will buy bonds when interest rates are
expected to fall, and hold them speculatively to sell in future when bond prices rise, and vice-
versa. These motives for holding on to liquid assets, therefore, affect the volume of money
circulating in a financial system and hence the number of loanable funds available as well as
the interest rate which is determined as the price at the equilibrium of money demand and
money supply (Itimu & Abdul, 2018).

Microfinance institutions as intermediaries of a financial system are affected by the liquidity
preference theory insofar as it explains the setting of interest rates and the availability of
loanable funds. Spggificdiyatariv¢eofinance instityion sudigmadity preferences will not

ogiz Yor credit indifferently bYRHY 88RNare expected returns and

accommodate the

liquidity premier of all purchasable assets (Bibow, 2006). This theory was essential in

Electronic Theses and Dissertations

examining how liquidity affects a microfinance banks; capacity to extend credit, as well as

the setting of interest¥ates.
Influence of firm-level financial characteristics on

Critiques of this thediPFoc R HE TuRYamET el TG e HSESBTRAE theory as it relates to the

. . case of Kenyan licensed microfinance banks o
setting of interest rates and the concept of non-neutrality of money. Bertocco & Kalajzic

(2014) note that, while the theory is reliant on the concept of uncertainty which contributes

Winnie Njeri Karanja
ope Business Sc

to the expectation o urre/erwe}fdl from assets (store of wealth), it does not define the

significance of the level of uncertainty and whether different perceptions of uncertainty have

varying impact on the.expesfation of future yield. Another critique of [the theory was that it

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

ignores the fact that pigriks cafjwider the-supply-of-mortey without relying on a central bank,

through the concept of credit creation; this stems from the theory’s fundamental assumption

that those who need credit turn to owners of capital who lend their liquid balances at a

Follow this and additional works at: http://hdLhandle.net/11071/126036

premium (interest) and this amount is finite, which is untrue as wealth owners can gain

additional liquidity by borrowing from banks through credit creation (Bertocco & Kalajzic,
2014). ' G L

2.2.2 Loanable Funds Theory

A product of the studies by Robertson (1963), the loanable funds' doctrine is a theory of the
market interest rate. It views interest rate as a result of the demand for and supply of capital
in the economy at the level of equilibrium where both are equal (Snippe, 1985). This means

that it is a standard demand-supply theory as applied to the market for loanable funds (credit),

11



treating interest rate as the price (per unit time) of these funds (Lindner F. , 2013). The
weakness of this theory is that it assumes that the market competition is perfect and that each
borrower and lender benefit from the credit received and one and only one real rate of interest

prevails in the market at any time.

The theory also postulates that the volume of loanable funds is limited within the bounds of
the volume of savings within the same period, thus necessitating limiting of consumption to
grow the credit market (Lindner F. , 2013). This view has been criticised as it ignores lenders
credit creation abilities which occur when a lender increases its loan assets and at the same
istrisiapesdee (Lindner F. ,s201@)stBasides, savings do not always
to the Toanable funds markel B¥SEHEYHIAY be hoarded by the savers
or kept out of the formal financial system, while on the other hand banks can increase the

Electronic Theses and Dissertations

volume of savings by inducing forced saving-in the form of cash collateral for loans or

minimum deposit b#fances, which would be expected to lower interest rates unless the

loanable fund's mechBAKFRTE ALifiETIS 6bAPaea hy §EveRiRERt Mdnetary policy (Bibow,
credit extension by microfinance institutions: a

2001). case of Kenyan licensed microfinance banks
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time increases its li

automatically trans

According to Bibowm§2001_), the loanable fund's theory is not entirely watertight as it ignores

innie Njeri Karanja

the fact that when ihfitb{imgner savings) at the household level increases (and hence a

decrease in consumption) firms in the market face economic downturn and would turn to the

loanable funds market.foLlaans, thus an increase in loanable funds is matched by an increase

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

in demand for loans;The: fundanental asstrmptiontivat & increase in savings directly and

immediately lowers interest rates was thus debunked by various economists, including

Keynes in his general theory which later on posited that interest rates determination does not

Follow this and additional works at: http://hdLhandle.net/11071/126036

directly rely on productivity and thrift (Bibow, 2001).

The theory offers a theoretical.basis-fot.Lirtierstar

investments and loanable funds, and magnifies the role of deposit mobilization in

iding.the relationship between savings and

microfinance banks. Specifically, it highlights how Microfinance Banks act as intermediaries
in the financial ecosystem — mobilizing savings and allocating resources demanders of
loanable funds (househods, government and businesses) through lending- at a price
determined by the equilibrium of the demand curve (savings and investments) and the supply
curve (loans) (Matete, Ndede, & Jagongo, 2014).
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However, interest rate determination in microfinance banks is not as straight forward as it
involves pricing in the high cost of monitoring and screening as well as the risk premium of
serving high-risk borrowers (Dullien, 2009).

2.2.3 Credit Rationing Theory

Credit rationing is said to occur when lenders supply loans below the level of demand at a
set interest rate (Jaffee & Russel, 1976). In normal market conditions, this excess demand
would put upward pressure on the price hence increase interest rates. According to this

more U+ @ Strathmore

theory, borrowers a egorralz%d as either honest or dlshonest noting that honest borrowers
ﬁ, ‘Wishonest barrowers Weigh uhivirditi Libyaannd default if they consider

never default. In co
their utility to be hi

the default risk of dishGHESEBBITERREPS which is passed on to honest borrowers (Baltensperger
& Devinney, Credit Rationing Theory: A survey and Synthesis , 1985).

premium to cater for

Influence of firm-level financial characteristics on

Put forward by Stiglitz ande\eissdd 981 nihe Sereghit sationingitieery is grounded on credit
markets, which are cFRI@EH280 Y lifRivras diEriBlififcaeratEess to information. This lack

of access to borrower information has impacted performance of MFIs in the region

innie NJen Ka

Ef?sr%@»oaompames are unable to get adequate information on

Strathmore mvemty

negatively. This is s
borrower’s credit history and current transactions, this limiting their ability to plan for loan

defaulters. The thean 3 3 3 enerate
interest rates and collgteral ﬂéﬁﬁgmjﬁdﬁfgmmtﬁmt@rﬁ THi rediices the probability of dealing

http//hdl.handle.net/11071/126036
with possible defaulters and ensures that they carry out business with those individuals who

profits through fixed

will engage in income-generating projects (Banerjee, 2008).

Follow this and additional works at: http://hdLhandle.net/11071/126036

Banerjee (2008) posits that financial institutions become competitive by setting interest rates

and using the rates as a way to profile.their.prospective clients thus avoiding bad risks.

Borrowers are assumed to prefer fixed loans which allows them to finance projects that they
presume to have similar value. In such scenarios, high-risk borrowers will pay high-interest
rates. In imperfect credit markets whose main characteristic is information asymmetry, the
interest rate does not play the market-clearing role of balancing demand and supply. This
forces banks to adopt credit rationing which uses non-price mechanisms to maximize their
expected profits (Jaffee & Stiglitz, 1990).
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The credit rationing theory has two main assumptions; that creditors are unable to
differentiate between different classes of borrowers, and that loan contracts are subject to
limited liability, i.e., if the borrower fails to generate the amount that was anticipated when
taking the loan, they are not obligated to pay out of pocket. The analysis restricts itself to
involuntary default, i.e., it assumes that if the borrowers could pay they would pay their

outstanding loans (Banerjee, 2008).

Critics of the theory point to inconsistencies in theory around the rationality of credit
rationing and what it means for profit-maximizing banks (Samuelson, 1952). Besides, the
theory is criticized fRig@Vestealdiaeaer non-price fawore iatwasts ibute to credit rationings

& \«:
UNIVERSITY
and interest rate ceilings. University Library

such as debt ceilings.g

In traditional financ& tHEtHESIY“{sFovides a background against which the basics of the
lender-borrower relationship exist and the role of credit rationing in filtering creditworthy

borrowers from nonhene@it ety rhoraversaitypicahiyrdbefieeds ef Microfinance lenders
(Malhotra, 2014)). W@@Fe&iﬂ?@ﬁ@rﬂnBWHéB?WH@QF@ré%RHH@Q%s@fuI theoretical context

e of Kenyan licensed microfinance banks
to understand the Iendlng/cre it allocation decision of financial intermediaries such as

Microfinance Banks (Baltensperger & Devinney, Credit Rationing Theory: A Survey and

Winnie Njeri Karanja
Strathmore Business School

SynthESIS , 1985) Strathmore University

According to Kimu cisions are driven by

Recommended Citation

various factors inclyting. Ej@jﬁtﬁmtﬁemﬁ,mmgﬁgﬁ@‘mar"gjg-;*;é?‘i‘fﬁ?’fé their credit quality, loan

http//hdl.handle.net/11071/126036 B
characteristics that affect the profitability and risk profile of each loan, and competing

investment opportunities. In relation to the microfinance industry, microfinance banks
typically operate in a market ¢haratteriset "By irserfectidrts and significant government

interventions to support microfinance activity, the theory is inconsistent with various aspects

of microfinance such as the focus.GigRtiErengirship,the.significant role of social capital,

enforcement limitations, lack of information on borrowers and the subsequent implication of

increased monitoring — and how this affects pricing (Malhotra, 2014).

2.3 Empirical Review

2.3.1 Firm Size and Microfinance Bank Credit Extension
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The size of a Microfinance bank has implications on its financial perofrmance — including its
ability to lend —as a larger size allows the MFB to capitalize on economies of scale (Mwangi,
2015). In his study on firm size impact on MFB profitability, Mwangi (2015) found that a
MFB’s size is positively but insignificantly related to profitability, and recommended that
banks focus in asset quality as opposed to increasing asset size without focusing on quality

as this can be detrimental to profitability.

Kipesha (2013) investigated the relationship between age, size and financial performance of
MFIs in Tanzania, utilising panel data for 30 MFIs in a period of 5 years, and found that firm
size (total assets) w

to maximize its lendffg.by increasing outreach throu§ANKEE-BANch networks, and gaining

access t larger pools of capital for lending.

Electronic Theses and Dissertations

Liflares-Zegarra and, Wilson (2018) examined how firm size relates to growth among MFlIs.

The study utilized dyramiedeaneldataldrawn-raea wwarkhnddetsamie of 148 microfinance
institutions in 120 EERAriBXIBVEPIhEYERECBRPS60 REtPHANUsing logistic regression

o case of Kenyan licensed microfinance banks . o
analysis. Findings showed that growth of the MFIs varied with the size of the institution and

the ownership. The findings further indicated that the age of the microfinance firm, level of

Winnie Njeri Karanja
iness School -

bad debt, regulation,%’ﬁhﬁwe ietency is crucial to growth. The findings provide useful insights

on the influences of growth of MFIs and served as a source of empirical evidence to study

how firm size impaGis.credif.extension as this is part of an institution’s growth representing

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

growth in assets, and*ttorespecifical ty-focusifigon'mitrofinance banks in Kenya.

Tehulu (2013) assessed the determinants of the financial sustainability of MFIs in East
Africa. The study utilized urftsarance’yanet thta tretiiry ffF6H™23 microfinance institutions in
East Africa for the period 2004-2009. The study relied on regression analysis, using five
independent variables which included:maragementinetficiency, Firm size (as measured by

total assets), leverage, portfolio at risk and outreach as viewed by a total number of

borrowers. There was the existence of a positive and significant relationship between
sustainability and total loans and identified a study on the determinants of lending behaviour
or credit extension as an area of further research as credit extension (lending behaviour) is a

significant driver of financial sustainability.
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Ng’ang’ a (2016) assessed the effect of firm size on the efficiency of Kenyan microfinance
banks. Adopting a descriptive research design, the study utilized panel data collected from
nine microfinance banks operating between 2011 and 2015. The findings indicate that bank
size, the liquidity, and capital adequacy were insignificant predictors of bank efficiency. In
another local study, Salim (2012) examined the connection between the size and profitability
among Kenyan banks. Findings revealed that size had a positive effect on bank profitability
levels. Mehrjardi (2014) similarly found out that there existed a positive link between

profitability, deposit liabilities, customer base, number of branches, and market share in

commercial banks.

\®99/
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2.3.2 Liquidity and ¥

i

Aigheyisi (2015) ex#ffhBa=TAETEF Betermining loans and advances extended by Nigerian

microfinance banks,seeking to define the relationship between loans and advances. The

independent variablesfiyerg €legasits,- Isharehodderafunds.abiguigity mtio and inflation. The
study relied on parféF‘i'lSte?%Sﬂéiﬂ@dbﬁbﬁiﬁéoﬁé‘ﬁﬁﬂel@’(ﬁt%?@sarﬂj applied quantitative

case of Kenyan licensed microfinance bank
analysis using regression. Findings show that inflation and I|qU|d|ty ratio reduce the number

of approved loans and advances extended by the MFBs, and proposed that the central bank

Winnie Njeri Karanja
re Business School

take a cautious approa@?rvwi@ump@se a liquidity ratio to avoid constraining MFBs in their credit

extension activities. While useful insights can be drawn from this study, the study focused

on a specific geograpbicalseope that is different from the proposed scope of this study.

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].
http//hdl.handle.net/11071/126036

Akani and Onyema (2017) conducted a multi-dimensional analysis of the determinants of

credit growth in Nigeria. The study relied on panel data collected for the period 1981-2016
with unit root tests, cointegratioitestsrart tatisatity-tests beéig utilized. The results indicate
that the interest rate and compliance with credit policies negatively influence net domestic
credit. The study further indica@ﬂﬂgﬁmmﬁmﬁs,fmﬁgnndi,rect investment have a positive

effect on domestic credit. The study focused on national level net credit in Nigeria, which

included both commercial banks and non-bank lenders such as MFBs. This proposed study
utilized the findings from Akani and Onyema (2017) to form an initial understanding of the
factors that influence credit extension at a gross level considering all types of lenders but

paying attention to nuances that are specific to the nature of microfinance banks in Kenya.
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Murerwa (2015) studied the firm-specific and industry-specific determinants of banks
financial performance in developing countries, with a focus on Kenyan commercial banks.
The study applied descriptive research design and collected data from all 44 commercial
banks in Kenya. On firm-specific determinants, the study found that there is a positive
correlation between the adequate level of bank liquidity and lending levels. Liquid asset
protects firms against deposits that might require on-demand payment and thus firm liquidity
minimizes risk. However, liquid assets reduce the number of funds for lending, which in turn
reduces bank profitability and, in essence, growth indicating a negative relationship between

liquidity and lending levels. These findings are relevant to this proposed study as commercial
banks in Kenya ope@oﬁﬁ@ﬁhn&??ﬁodel as microfiH4rRS¥RARE"  Kenya insofar as credit

IVERS University Library
extension is concerngd. However, differences are expected, especially on microfinance

banks’ sources of liquidity.compargd to commercial banks.

Bengi and Njenje (2816) evaluated the extent to which financial factors influenced growth

among microfinance' IHYROERS ﬁﬁrﬁ‘afﬁ‘f?bﬂﬁaﬁﬂﬁhﬁbq@?ﬁ%'Sﬂcéeg@nptlve research design

credit extension by microfinance institutions: a
was adopted, with th@a@B%‘%@RQaﬂ ﬁggﬁgggyrpgp&glgg%\gg from.the 20 MFIs within the area.

Data was collected from the employees of these institutions and analysed using spss software

using descriptive andiinferential statistics. The findings indicate that higher interest rates, an

Strathmore Business School
imore Universit

increase in financial Titeracy, and prudential liquidity management are key to enhancing the
growth of the institutions. The study focused on only two variables, financial literacy of staff

grconsider.any.other. firmzspecific.factors that contribute to the

nstt tions: A case of Kenyan licensed micr ofnance banks [Thesis, Strathmore University].

growth of MFIs, whichiwas:addressec S proposed stuc 2 study also only focused

and interest rates. ItOIE

aranja, W. N.

on non-deposit taking MFIs while this proposed study specifically looked at deposit-taking
MFBs.

Follow this and additional works at: http://hdLhandle.net/11071/126036

2.3.3 Interest Rate and Microfinance Bank Credit Extension

This work

of SU+ University.

High interest rates in Microfinance sector are considered a necessity for the survival of the
microfinance institutions, as MFIs typically operate under constrained environment when it
comes to financial resources, which forces the lenders to widen interest margins in order to

maximize profitability and self-sufficiency (Al-Azzam & Parmeter, 2019).

Interest rates are associated with credit rationing decisions of lenders as they have an

implication on profitability. In their study on Credit Rationing in Markets with Imperfect
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Information Stiglitz & Weiss (1981) found that a low-interest rate environment leads banks
to reduce their lending as they focus on managing risk and lowering potential non-performing
loans from affecting their balance sheets.

High interest rates are associated with a higher level of risk of the loan book as well as
pushing borrowers to use loan proceeds in high-risk opportunities in order to recover the cost
by aiming for a high-risk high-return opportunity; this has been found to push MFlIs to
demonstrate a preference for reducing lending and increasing strictness in the credit
assessment process, as opposed to increasing interest rates (Al-Azzam & Parmeter, 2019)

Strathmore SU+ @ Strathmore
Kavwele, Ariemba, usa!(201.8) Bxplored the consagesitgeibhiiie interest rate capping on
o

profitability among commercial banks in

Kenya, using a mulffireTiea ¥egf&ssion model to analyse how profitability, interest and

non-interest income,,gnd interest expense were related for the pre-interest-rate capping period

and the post-intereshfiatappingnpriedfiCorausians deretithasnall three independent
variables had a stron§§64itiS%.80FeIAtIN (0 1HEHBAEREeM VA AINRS b6t pre and post interest

. case of Kenyan licensed microfinance banks, ) )
rate capping, and found that financial performance was constrained during the interest rate

capping period. The sttud%_dig not look into whether the decline in financial performance was
Innie Njeri Karanja

due to the interest ratsap Gy Of whether the banks shifted their investment from lending

to customers investing in government bills and bonds. This proposed study investigated how

the interest rate envizomment. impacts a microfinance bank’s lending behaviour in terms of

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

q: Y g§ A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].
ttg:;!h Rahdlenet/11071/126036

credit extension vol

Ng’etich and Wanjau (2011) investigated the consequences of interest rate spread on NPL
among Kenyan banks, adoptiiy a testristivie researtrf desigh® The 43 registered banks were
samples, with questionnaires being utilized in data collection. Conclusions were that interest

rate spread affect performing assefS:inrbankssiticesiti8ads.to higher charges being imposed

on borrowers and that interest rates negatively affect non-performance of assets, since these
regulations determine the interest rate spread in banks thus reducing the growth of NPLs. The
study did not consider whether interest rate spreads’ influence on moral hazard also impacts
the selection of clients to approve or deny loans to, and hence affect the growth in credit
extension. This study sought to find out whether this relationship exists, and the extent of the

relationship in the context of microfinance banks in Kenya.
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2.3.4 Non-Performing Loans and Microfinance Bank Credit Extension

Non-performing loans are an indicator of credit risk in lending institutions. The interaction
between non-performing loans and growth in loan assets has formed the subject of various
studies. Amoako (2015) investigated the Effect of Bad Loans on the Profitability and Lending
Potential of Rural Banks in the Ashanti Region and found a negative and significant
relationship beween NPLs (bad loans) and the rural banks’ lending potential, as an increase
in NPLs reduces lending capital.

Arko (2012) condu Scas.e%studly on Sinapi Aba Trust to determining the Causes and
trathmore SU+ @ Strathmore

Impact of Non-Perf g 'Lioans ofT the Operations ohidigtplfisrance Institutions, and found

that NPLs the cost o

n
Tt

interest income on unpaid

loans that end up A" WATEEN ST “&mounts or restructured to include a moratorium on

repayment; hence regycing level of loans in the balance sheet.

Influence of firm-level financial characteristics on

Kitonyi, Sang, & Meriidivi 20499 bvasigatedote-elfect-efiNbbaLnfinancial performance
of MFIs in Kenya, afi@sfofhli A48 i 18asRA e IAe TRaR 8 RBOKDT an MFI’s business model,
the performance of these institutions depends on the performance of lending, and that the

NPLs have a signifigamt-rerationship with financial performance of MFBs in Kenya.

trathmore University

Cucinelli (2015) investigated the consequence of NPL on bank lending in Italy and found
that NPL negativelydimipacis,bank.dending.capability.as.the results indicated that credit risk

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

(NPLs) from previous4peatitipatted bank lending-in-the ne

vhich was interpreted as
banks opting to take on less risk by reducing their lending activity and slowing down growth
in the even that NPLs from the.previous.year werehighs: 5.2 similar study on commercial
banks in Kenya, Mburugu (2018) researched on the effect of NPLs on bank lending behaviour
in all 41 commercial banks through.regression.analysis and found a negative relationship

between NPLs and lending growth.

Accornero et al. (2017) investigated how NPL impacts bank lending to non-commercial firms
in Italy for the period between 2008 and 2015. The study applied a fixed-effects model to
control for changes in borrower characteristics. Findings indicated no causal relationship
between bank lending behaviour and NPLs. However, NPLs do affect credit extension as the

provisioning expense related to NPLs can cause a negative adjustment to funds available for
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lending. These findings provide a strong fundamental background on how NPLs affect bank
lending and provided a basis to investigate the same relationship for Microfinance Banks in

Kenya.

In Nigeria, a study on internal and macroeconomic factors that affect bank lending found that
NPLs did not significantly impact banks’ lending behaviour during periods of
macroeconomic uncertainty and contracting private sector credit, as commercial banks did
not increase their lending to private sector despite declining NPLs (Yakubu, Omosola , &
Obiezue , 2018). The above studies show lack of sufficient evidence to support the hypothesis
TSEL &S ik apwetite, thus compeldngkhrzido slow down growth by

] i “However, there is also evidEEHAIPLs alone do not influence

that NPLs compro

reducing lending ac

lending behaviour and that in some instances, the relationship is insignificant as other factors

Electronic Theses and Dissertations

have a higher impact

2022

2.3.5 Deposits and Micreftaasice iBank & et &xteAsi@bteristics on
credit extension by microfinance institutions: a

Deposits are a majofShBiBERR i e IRfiRABR CAMFing. They, therefore, have a
significant role in the bank’s lending behaviour (Qudah, 2017). Deposit volume positively

Winnie Njeri.Karanja

affects bank lendingroehe ourday higher deposit volume increases the lender’s capital

trathmore Universi

available to finance its loans and advances (Yakubu, Omosola , & Obiezue , 2018). In

research on determinan and advances e o C 3
Deposit Mobilizatioffids, iderfifierd as - are of tesmajiitetettittiants of loans and advances

http//hdl.handle.net/11071/126036

as they increase the lending institution’s capacity to lend (Aigheyisi, 2015).

ances extended by Microfinance Banks in Nigeria,

However, as deposit mobilization.was.neglected by.most,MEis until recent advancements in
the sector, MFIs typically tend to have weaker deposit mobilization activity (Gonzales &

Meyer, 2009). This research (which..covered..all..matkets globally) found that MFlIs are

showing progress in mobilizing micro-deposits as their analysis on average deposits per

depositor in comparison to average loans per borrower found that the average deposits were
much smaller than average loans. In addition to increasing capacity to lend, research has
found that deposit mobilization by MFIs crowds out subsidies, therefore, increases financial
self-sufficiency, reduces interest rates due to a lower funding cost thus enabling the MFI to
reduce its loan pricing and stay true to its mission of reaching borrowers at the base of the

pyramid (Al-Azzam M. H., 2018). While these findings are useful in understanding the role
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of deposits in operational sustainability and loan pricing, it would be interesting to see how
this variable affects lending volumes across different microfinance institutions with different
levels of deposit volumes.

2.4 Summary of Literature and Research Gaps

The study conducted a review of several empirical studies that have focused on similar
constructs adopted in this research. From this review, the study has been able to identify gaps
that are key motivators to undertaking this examination. A summary of the various gaps is
outlined in the tabl

V%trathmore SU+ @ Strathmore
UNITVERSITY University Library

Table 2.1 Summary*6f Research Gaps
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Author Title Findings Gaps identified
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Akani and Dé&t&f i eXth”SP nT% resﬁﬁg'nﬂafgatnSth'Wéosrt'ﬁdy focuses on national

caseo Kenyan licensed microfinance banks
Onyema credit growth in that the interest rate level net credit while the

(2017) Nigeria and compliance current study examines credit
nnie Njeri Karanja
Strathmore Business School

strathmore University——yjth  credit policies extension by individual MFBs

negatively influence in Kenya

Recommended Giation net domestic credit
Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http//hdLhandle.net/11071/126036

Bengi and Influence of Higher interest rates The study focuses on primary
Njenje (2016) financial faeciors:«ase key io.enhaneing-data while this study utilized
on the growth of the growth of the panel data to examine how

Microfinance m-institutionsym-wn-wun firm factors affect credit

For

Institutions growth in MFB
Kavwele, Effect of Interest rate capping The study does not look into
Ariemba and interest rate influenced the whether the interest rate cap
Evusa (2018)  capping on the performance of diverted loan supply to
financial government securities and
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2.5 Conceptual Framework
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The conceptual fragfwapdersetow identifies the hypothesized link between firm-level
characteristics and credit extension by licensed microfinance banks in Kenya.

s \

el financial characteristics on crea

Independent VVariables ofinance banks [Thesis, Strathmo Dependent Variable

Firm Size (Log of Total Assets): +ve
relationship Microfinance banks credit

pal works at htp/hdl handler extension: Total Value of loans

Liquidity (total current assets/total

S . . and advances to customers
current liabilities): -ve relationship

sledifor free and open access by Strathmore Univer

Interest (INterest iNCOME t0 AVETAGE sermmnpimeoro il
loan book): +ve relationship

Deposits (Log of total deposits): +ve

relationship

Non performing loans (Log of non-

performing loans): -ve relationship

23



Figure 2.1 Conceptual Framework

The above conceptual framework depicts the interaction between the firm-level
characteristics and credit extension by Microfinance Banks. The independent variables were
the firm size, liquidity, interest rate, deposits and non-performing loans. The dependent
variable for this study was credit extension levels by microfinance banks. The study variables

were operationalized, as shown in the table below.

Table 2.2 Operationalization of Study Variables

Strathmore SU+ @ Strathmore
Variable Meas UNIVE BEtaY Data Amalysily Library  Past relevant studies
b T
Collection

Electronic Theses and Dlsserﬁlﬁli

2022

Eirm size I_oln}‘)l e(;mtca? oflggc[%—level financime%m%rgct ristics on Lifiares-Zegarra
[ ] [ ] -
324 G tension by microfinance 18 tutions: a and Wilson (2018)

asselse of Keny@¥IAERRd micréfaviatierbanks o Tehulu (2013)

e Correlation Ng’ang’ a (2016)
o 2011-2018 . .
Winnie Njeri Karanja coefficient

Strathmore Business School
Strathmore University

e Regression

analysis

Recommended Citation
Karanja, W. N. (2021). Influence of firm-level financial char@eristic#Nt@Vs btest/gance
institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http/fhdthandlenet/1671/126036

e Aigheyisi (2015)

Liquidity e Total Data e Means and e Akani and Onyema
Current FoIIowthgzls;t!ag(%Ijlgomsatz http: hdl.rgr%MriQm%O% (2017)
Assets/Total e Correlation
2011-2018 -
current — Loefficient
liabilities - o Regression
ratio analysis

e ANOVA tests

24



Variable Measures* Data Data Analysis Past relevant studies
Collection
Tool
e Yakubu, Omosola,
Total e Logoftotal Data e Meansand & Obiezue (2018)
deposits deposits extraction deviation e Aigheyisi (2015)
e Correlation
2011-2018 .
coefficient
Strathmore SU+ @ Strathmore
UNIVERSITY o Reggseian Library
analysis
Electronic Theses and Dissertations ° AN OV A tests
. e Kavwele, Ariemba,
Interest Interest Data eans and
* S In luence of firm-level fin;ncilg/, c%a_racteristics on & Evusa (2018)
rate incamgitOextenSFABIP Microfird®datiatitutions: g Ng’etich and
thecaverag&enyan licensed mycrafingarsippnks Wanjau (2011)
2011-2018 - J
loan book coefficient
Winnie Njeri Karanja .
Shatmore Busnes oo * Regression
analysis
o—ANOVAtests
Recommended Citation
Karaija, W. N (2027). Thflience of firm-level financial characteristics or crédit extension by microfinarice
insn:tutions:Acase of Kenyan licensed microfinance banks [Thesis, Strathmore University]. [ ] Accornero et al
NPL . L ttp:, \andle.net = . (2017)
performing  extraction deviation e Yakubu Omosola
| oans Follow this and additional works at: m&M@mg@m@ .
2011-2018 - & Obiezue (2018)
coefficient
s —— g REOTESSION,
analysis
e ANOVA tests
e Blavy, Basu, &
Credit e Logoftotal Data e Means and Yulek (2004)
extension loans and extraction deviation

25




Variable

Past relevant studies

Measures* Data Data Analysis
Collection
Tool
advancesto 2011-2018 e Correlation
customers coefficient

e Regression

analysis

ﬁ Strathmore o ANQVEEtnore

UNTVERSITY University Library

Source: Researcher ?2?%20)

Electronic Theses and Dissertations

2022

Influence of firm-level financial characteristics on

credit extension by microfinance institutions:

case of Kenyan licensed microfinance banks

Winnie Njeri Karanja
Strathmore Business School
Strathmore University

a

Recommended Citation
Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http//hdLhandle.net/11071/126036

Follow this and additional works at: http://hdLhandle.net/11071/126036

of U+ University.

26




CHAPTER THREE

RESEARCH METHODOLOGY

3.1 Introduction

This chapter focusses on the research methodology, which is the blueprint that assists in the
solving of the research problem. It presents the research philosophy, the research design, the
population of the study, the sampling, data collection instruments, procedures and the data
analysis and presentation.

3.2 Research Philoﬁ r trathmore SU+ @ Strathmore

NIVERSITY University Library

This study was baseld on milend pragmatism research philosophy, which integrates multiple
ack, 2008). Creswell

and Creswell (2017)"agrees and states that pragmatism allows a researcher to work within

both positivist and Hﬂef BF&?\?eoa{ch%‘a&%\é%l f”b%ﬁ’]ﬂ fc;}aﬁ%tﬁ{@:s lfbsboeninterpreted in multiple

credit extension by microfinance institutions: a

ways. The study wag Dased eapasiiivisieaaradigmhuiieth preRoses hypothesis testing as a
method to statistically justify a belief theory (Cooper & Schindler, 2006).

approaches in acquiring

Winnie Njeri Karanja
Strathmore Business School

3.2.1 Research Desnfgqrtvmore University

D
&

This is the methodical ancE:Gac.. applied-by-the researcher-to-answer the posed research
questions (Saunders, Lewis, &, T HRERIT,. 2009), TR Stidy Ttilized a descriptive research

http//hdLhandle.net/11071/126036

design. The descriptive research design is an in-depth attempt to determine and describe

various aspects of a phenomenon, which - in this study - is how firm-level characteristics
impact credit extension by nMiet8TIAIER BarkE HFoHTUTAEE A multiple regression model to

analyse the relationship between firm-level characteristics and credit extension by

Microfinance banks in Kenya. s -

3.3 Population and Sampling
3.3.1 Target Population

The population is defined as elements or members of a particular group in which the research
is to be conducted (Matthews & Ross, 2015). The population of this research is all the

licenced microfinance banks in Kenya. There are 13 licensed Microfinance banks in Kenya
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- according to (King’ori, Kioko, & Shikumo, 2017). The list of licensed MFBs is annexed in
this document as Annex I11. The rationale for selecting licensed microfinance banks in Kenya
Is because they are subjected to similar requirements as per the regulatory framework and
therefore operate within similar bounds, as opposed to unlicensed MFIs which operate in a

regulatory vacuum.
3.3.2 Sampling Technique and Sample Size

According to Stutley (2013), a sample size should not be smaller than 30 as it has been proven

that a sample size grgate tra %%)roduces results with a mean distribution that is similar to

ore SU+ @ Strathmore

a normal distributio BN ve NBesites T Saunders, Lewmaneks‘ﬁhumhul (2009) note that, should
a population be Iess han 30 all units in the sample.
Thus, this study did H"Gl”’l‘h‘?}“fﬁﬂ‘é“éieﬁ?ﬁple but instead involved a census of all the 13 licenced

MFBs in Kenya. Thg, data was sufficient as it is a panel of data made up of both cross-

sectional subjects (ligemeeddeapks)randeimeitinnears spanminghetwaen 2011-2018).
credit extension by microfinance institutions: a

The institutions to b& ¥1REAEENI IeersTac fial <ahnsiag AAA'tRey were grouped into small,
medium and large, as categorised by the Central Bank of Kenya, where large MFBs are those

|nn|e N er| Kaian a

that have a market han 5%, the medium is those that have a market share of

niverst

between 1% to 5%, and small being those with a market share less than 1% (Central Bank of
Kenya, 2018). The unit of observation was each licensed B in Kenya.

Recommended Citation
Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
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Table 3.1 Populatici‘sftieersed

Category Number of institutions Percentage of total
Follow this and additional works at: http://hdLhandle.net/11071/126036

Small 7 54%

Medium e 23%

Large 3 23%

Total 13

Source: Central Bank of Kenya (2018)
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3.4 Data Collection Instruments

The study relied on quantitative data that was sourced from the annual reports published by
CBK and the individual microfinance banks. Panel data was collected for the period 2011-
2018. The period of study was chosen following the enactment of reforms in the sector which
included the publication of the DT-Microfinance Regulations in 2008 (Central Bank of
Kenya, 2018).

Data was collected from the financial statements (Income statement, Balance Sheet, Cash

Flow statement) of hg licensed MFBs published in Central Bank of Kenya’s Annual
trathmore SU+ @ Strathmore

Banking Supervisi eporty 88 WeM as publicly avsilakitg Linksymation published by the

MFBs themselves. Data co

Electronic Theses and Dissertations

Table 3.2 Types of Data

2022

Influen€2add firmt@evel teanSaurpeRtdataics ofrequency
Variable credit %@I?él:sli_@ﬂ by microfinance institutions: a

case of Kpny.qn licensed microfinance banks

The total value of Balance sheet Annual

Dependent variable:

~ loans and audited financial
Credit EXtersions busies school
R o gnces for each statement of each

(Loans and advances) microfinance bank microfinance

reommenced il 0SS-SECtiONAl) bank  for the

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

institutions: A ca: e icprs {@ofing Thesi 178 effsi

http://hdl handle.netg 7%@5;!1 Végrﬂﬂlﬁ bfhé psé)rmdﬁafs g}tud>/
period of study

(longitudinal)
Follow this and additional works at: http://hdLhandle.net/11071/126036

Total assets value Balance sheet Annual

Independent variable: for each audited financial

-

Fi rm Size (total assets) m i It;hsrbanﬁaf]dgdgha\dismb % %mamzidmingéciafsu+ é&éﬁ\h\nfuntw)erf/. each

(cross-sectional) microfinance

foreach yearinthe bank for the
period of study period of study
(longitudinal)

Total current Balance sheet Annual

Independent variable: assets and total audited financial
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Data to be Source of data Frequency

Variable collected

Liquidity (total current current liabilities statement of each
assets to total current for each microfinance
liabilities ratio) microfinance bank bank  for the
(cross-sectional) period of study
for each year in the
period of study
(longitudinal)
O SYRINMOMS  total  The®V* @ AGNRYC Annual

Independent variabi®® " University Library
P =&¥  deposits for each balance sheet of

secronic el TMGHQEIRANCE bank  each
(cross-sectlonal) microfinance

Total deposits

2022
foreach yearinthe bank for _ the
Influence of firm-level financial characteristics on

credit PEIRdiorPToy SHEYorReed Ghstvd¥ons: a
case of (fenyitadierityed microfinance banks

sratmon slotakor  Interest Total interest Annual

itrathmore University

income and the income was

Independent variable:
Interest rate

Citation

Karanjar W. N. (21 luew ' /e'gvda q cteris% gr iNg{ension by m Y
insn‘tutions:Acago enyan ice:ggnﬁ:gmance ban sr[’Thesis, l(rta( rInegre niversi(y].rn e
http//hdl.handle.net/11071/126036

each microfinance statements of

(Interest  incom

average loan book

bank (cross- each
settitmatyferosacketrvicrofivairee
year in the period bank

OF innpermsnrSttidy = Totat:otoans, and

or

(longitudinal) advances  were

extracted from the
audited  balance
sheet of each

microfinance
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Data to be Source of data Frequency
Variable

collected
bank  for the
period of study

Value of non- The audited Annual

Independent variable:
NPLs

performing loans balance sheet of
for each each
microfinance bank microfinance
(cross-sectional) bank for the
(f ore

S . SU+
@ u MM@M in the perlﬁuqiefr)sity Library

%5 period of study
eectonic el QRELITMIGNNAL)

2022

3.5 Data Collection!Pfeesga @ firm-level financial characteristics on
credit extension by microfinance institutions: a

case of Kenyan licensed microfinance bgnks .
Research procedures are the various processes Utilized in the data collection process. The

study relied on secondary data sourced from the licensed microfinance banks. The researcher
Winnie Njeri Karanja

sought permission HEfEeSiFathmore Business school before embarking on the data

extraction process. The study also ensured that all the requisite permits are sourced before

collecting research d

Citation

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].
http://hdl.handle.net/11071/126036

3.6 Tests for Linear Regression Assumptions

The study conducted the follgyying.tests far Jinear.regression, Normality tests, test for multi-
collinearity, tests for heteroskedasticity and tests for autocorrelation as described below:

This work

3.6.1 Normality Tests : ol S bt

The assumption of linear regression requires that the data should be normally distributed.
Normality tests are useful in determination of the shape of the dataset was modelled from a
normally distributed sample and in calculation of the probability of one of the variables
governing the data set to be normally distributed (Ghasemi & Zahediasl, 2012). Normally
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distributed samples have a distribution which mirror the shape of the normal curve indicating

normality. The Shapiro-Wilk tests were utilized.
3.6.2 Multicollinearity Tests

Multicollinearity is a result of inter-correlation among the explanatory variables. Runkle,
DeFusco, Anson, Pinto, and McLeavey (2013) opine that multicollinearity is a result of high
correlation among two or more predictor variables. This relationship is unacceptable since
the correlation means that the effects of independent variables are inseparable (Cooper &
Schindler, 2006). T r'gnce inflation factor (VIF)_is the indicator of multicollinearity. As

trathmore SU+ @ Strathmore
a rule of thumb, lo vels B variance inflation faateivdsbedryess than 10 is acceptable.
Y

This study included

ility of the model.

Electronic Theses and Dissertations

3.6.3 Heteroscedasticity Tests

2022

This study applied {Hgbﬁpecues&{cjﬁz%gﬁvteels{ir\‘/\?arl‘sdﬁls&ﬁ' %a(ié%?sft(i)?sI—?&eroscedasticity in the

credit extension by microfinance institutions: a

regression model. It-teststhe-relatinnshiR PetivesnHhscestimated variance of the residuals
from regression and the values of the independent variables.

Winnie Njeri Karanja
Strathmore Business School

3.6.4 Auto-Correlatiomropegstesty

Auto-correlation refers to the correlation of a time series with its past and future values

(Ramakrishnan, 20137 ThEauta-correlation function.was.used.to detect non-randomness in
data and identify an'ap
is a correlation coefficient, but instead of correlation being between two different variables,

the correlation was between. two. Nalues. of.the.same.vadable at times X; + X;.. Serial
correlation was tested using the Wooldridge test.

Jom. Auto-correlation

3.7 Data Analysis and Presentatifit . 150 G Uiy

The study coded the extracted research data into Microsoft Excel and STATA 15 for
subsequent data analysis. The study employed both descriptive and inferential statistical
techniques. The descriptive statistics included means, standard deviation, and coefficient of

variance. The inferential statistics included the Pearson correlation and regression analysis.
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A regression of each independent variable was conducted to test the individual effect of each
independent variable on the dependent variable. To test the combined effect of the
independent variables on the dependent variable, a panel regression estimation analysis was

conducted.

As the study includes a panel of 13 licenced MFBs across eight time periods (micro-panel),
the study utilized a panel regression model. As different MFBs were licenced at different
years, the panel consisted of individual MFBs being observed a different number of times.

The panel is therefore expected to be an unbalanced panel.

Strathmore SU+ @ Strathmore

The choice between edreffacts model or a randomuafesisiibede] was made upon running
T
the Hausman’s Speci i ’ i i es that the preferred

model is the random &FRECISHIGHETTHull hypothesis), and tests whether there is a correlation

between unique errogs,and regressors in the model ( (Ali, et al., 2016)

_ Influence of fjrm—level financigl character_istics on
The general Fixed Effeets Modekis dlepjonsteatathimtle pavationhelow:

case of Kenyan licensed microfinance banks
Equation 1: General Fixed Effects Model

gvinr;,ie NjeBri Karanjsah
trathmore Business Schooky
Strathmore University it — BlXit + a; + uj¢

Where:
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aj (1i=1...n) is the entityuinterceptos

Y;: represents the dependent variable; i= entity and t = time

Follow this and additional works at: http://hdLhandle.net/11071/126036

X;: represents an independent variable

This work

y
of SU

ble

University.

B, represents the coefficient to the independent varia
And u;, represents the error term

The general Random Effects Model is demonstrated in the equation below:

Equation 2:General Random Effects Model
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Yic = a + BX¢ + uje + ;¢

Where Y;; denotes the dependent variable, i.e. credit extension by Microfinance Banks

time t

u;; represents between-entity error

€;; represents within-entity errors.
XXX

Strathmore SU+ @ Strathmore

The model to be tHiS stidyis demonstrated irPfHesEUMEBH below:

CEj¢ =eardBP8herPs LQ; + B3IR;c + B4NPL; + BsDPi + &j¢

Equation 3: Panel Regressiéorzfestimation model
Influence of firm-level financial characteristics on
Where: credit extension by microfinance institutions: a
case of Kenyan licensed microfinance banks

i denotes the observation (Microfinance Banks) i= 1-------- 13

Winnie Njeri Karanja
Strathmore Business School
Strathmore University

t is the period t= 2011-------- 2018.

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http//hdLhandle.net/11071/126036

CE;; denotes loans Tnd-ae}vaﬂces by Microfinance Bank i at time t

a denotes entity intercept

FS;; denotes the firm size of MitrofidanceBankdratitimmery 2o

University.

LQjt denotes liquidity of Microfinance Bank.i.attime.t..,

IR;; Interest Rate charged by Microfinance Bank i at time t

NPL;; Non-Performing Loans of Microfinance Bank i at time t

DP;; Total Deposits of Microfinance Bank i at time t

B1- Bs are coefficients to the independent variables
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€;; denotes the error term

Table 3.3 Variables Description

Variable

Description

A priori
expectation (+ or -

)

Dependent

Variables

Independent
Variables
(firm-level

characteristics)

Credit Extension

Strathmore
UNIVERSITY

T

Total loans and

advances byuyM@B&athmore
University Library

FHmoh28 LS ) ations

Log of Total Assets

2022

Influence of firm-level dtabisiaritaracteristics on

credit extension by '&ggé%ﬁawmagdia itutions: a

Liquedatl/{(er@3n licensed microfinance banks

Winnie Njeri Karanja
Strathmore Business School
Strathmore University

Total Current
Liabilities

Total interest
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NPL (NPL) ...

Karanja, W. N. (2021). Influence of firm-level ﬂnahmeometim\){&d&ds[by microfinance
mepest c’saqen +Re)s)d microfinance banks [Thesis, Strathmore University].

http://hdLhandle.net/11071/¥26036 I - - |

advances

Log of Total Non-

It has been accepted for digital distnbuP
For moreinformatiory,

Log of Total

Total Deposits (DP) Deposits by

customers

erforming:loans-—
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3.8 Research Quality

To ensure the reliability of data, the researcher only relied on data from reputable sources,
primarily from the CBK, the AMI Kenya and other reputable commercial sources of data.
Using multiple sources of data enabled the researcher to cross-check the data and ensure
consistency. Inferential statistics were applied to test for reliability. To gain insights on the
significance of the study, ANOVA testing was applied to test the adequacy of the model. T-

test and F-Test were applied to determine which of the independent values have the most

significant predictivﬁ@FWMﬁendent variabl&YTHR R IR Eedence for utilising these

UNTVERSI University Library

reliability tests as obyse#ved in Thuo (2019).

Electronic Theses and Dissertations

3.9 Ethical Considerations

22
Prior to embarking | thacdata aHeetion pracess, cappsovat swas seught from the Ethics
Committee of StratHifRSHE GRIGEFRY. NACOSTINHKRG Qﬁ’@%&ﬂé’to"f‘y body was contacted

case of Kenyan licensed microfinance banks
for a research permit. The research also ensured that all the data pooled from the firms are

treated with the utmost confidentiality. The study only utilized the research data for the stated

W|nn|e Njeri Karanja

academic purposes, ahdhaiasntifiers of the individual MFB was concealed in the analysis.
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CHAPTER FOUR

PRESENTATION OF RESEARCH FINDINGS

4.1 Introduction

This chapter presents the analysis and findings of this study, in line with the objectives and
research methodology. The study sought to examine the relationship between firm-level
financial characteristics and credit extension by Kenyan microfinance banks.

4.2 Data Sources

Data was collected figg

sgquﬂqmapéjrces from subgij§s&p§§a%mg individual microfinance
A K b Kenya. 13 bakeetgisréibrgiuded in the study, and the

‘T
period spanned 8 years=from-2011 to2018. The number-of records-observed for each bank

Electronic Theses and Dissertations

was 3, i.e. Income statement, ba ance sheet and cashflow statement; and the number of data

banks published by

points collected for.each microfinance bank was 6, as per the variables, i.e. Loans and
advances, total assetsflukqatditl fratidevetalirdepositshantetestsimsonme and non-performing

. credit extension b icrofinance institutions: a
loans. As the microfinance banks were 'licensed. at dl?ferett times and therefore began
case of Kenyan licensed microfinance banks
operations in different years, the number of records observed varied from year to year as per

the table below: . .
innie Njeri Karanja
Strathmore Business School
Strathmore University

Table 4.1: Number of records

Year | Number |~of-wdicensed | Number of records | Numper of data points
!(ara‘nja., W.. N. (2021). /nfluence of fin m-lgvel ﬁnanda[ characteri.stics on credit exténs[o»n by microfindnce
M F Bs :z;n uhz;:\znzlzf:v:qg::};azréé;c;nsej nréWéWédﬁesls, Strathmore University]. COI Iected
2011 6 18 36
Follow this-and-agiditional works at: http://hdlhandlenet/11071/126036
2012 8 24 48
2013 9 ety g ot e 54
2014 9 27 54
2015 12 36 72
2016 13 39 78
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2017 13 39 78

2018 13 39 78

Total 13 249 498

4.3 Descriptive Summary

This section provides detailed summary results for the study variables in terms of mean and

standard deviation. Strathmore SU+ @ Strathmore
UNIVERSITY University Library

Table 4.2 Descripti¥e&8ummary

Variable Elec{yfiyGhesesand Dissertiigs g Std. Dev. Min Max
Loan book (KES) 202283 3,950,000,000 6,560,000,000 19,000,000 22,188,550,000

Intrate PB f26 (%e) ) .7(0@ .. 9% 42%

_ Influence of firm-l€vel financial‘*cHaracteristics on
Deposits (KES) 1B}t ext@rfi81908yP00icra@3aQ0.f0%itutishR00,000  17,891,042,000
TotalAssets (KES) casg8of Ke®yl®0,006r660 mdc8d6000¢@00anks7,000,000 32,319,605,000

NPL (KES) 83 422,000,000 827,000,000 1,000,000 3,561,352,000
Liquidity Ratio WinB\jeri karanja, 45(%) 43(%) 3% 298%

gtrat{;more Business Schoo

L
St ore-ortversty

Table 4.2 provides an overview of the variables under observation.

The Dependent Vagighle.fredit Extension was represented by thel value of loans and
Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

advances in the balaneestreet-Thisvaried-from: institution to institution, with an observed

http//hdlhandle.net/1 10‘71 126036
mean of KES 3.95 billion, a minimum of KES 19 million and a maximum of KES 22.2

billion. There are a few dominant entities in the market, as two largest MFBs represented
. Follow this and additional works at: http: hdl.h.::mdle.netﬁ1071/126036. . . .
82% of the entire sector’s loan book by 2018, with the remaining 11 entities representing

only 18% of the sector’s lending levels. The variability can be attributed to the maturity level

of each entity. ' Bah vt S o ity

The independent variable “Interest” was represented by the blended average pricing rate on
loans. Interest rates averaged 26%, with a minimum of 9% and a maximum of 42% across
all the entities under observation. The interest rates were observed to increase steadily as the
entities matured, as the lowest rate was observed in 2016 from an institution that had operated

as a licensed MFB for only 1 year.
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The Independent Variable “Deposits” was represented by the value of deposits in the balance
sheet. The sector’s deposit mobilization level varied significantly across entities, increasing
as each entity matured. Deposits averaged KES 2.9 billion, with a minimum of KES 14

million and a maximum of KES 17.9 billion.

The Independent Variable “Firm Size” was represented by the value of Total Assets in the
balance sheet. Total Assets averaged KES 6.16 billion, with a minimum of KES 77 million
and a maximum of KES 32.3 billion. Total Assets grew steadily as the institutions matured
over the study period, totalling 73 billion by 2018, with the top two firms taking 77% and the

remaining 11 firms taking 23%. This indicates that the sector is not highly fragmented and is

Strathmore SU+ @ Strathmore
instead largely dr|v the tweorlargest firms. University Library
The Independent Varmb‘re*‘NPts’LW}ISTepresenteszyﬂrcfvahreijﬂ“otal Non-Performing
lectronic Theses and Dissertations

Loans in the balance sheet. Non-performing loans averaged KES 422 million, with a

minimum of KES 2 million and a maximum of KES 3.6 billion. Non-performing loans were
generally high throuyihéﬁmcm@fd‘b“ﬁér{@tﬁirﬁmw ey afseriticendities across the sector,

?xtensmn gy microfinance institutions: a
increasing as Iendln% actlvw Increase
enyan licensed microfinance banks

The Independent Variable “Liquidity” was represented by the liquidity ratio in the balance
sheet. Liquidity rangérietyreere3% and 298%, with an average of 45%. Generally, younger

Strathmore University

entities were observed to hold higher liquidity, which decreased as lending activity increased.

d across all variables.

Variability is evide
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This section provides trend analysis results for the variables: loans, interest rate, deposits,

tOtaI aSSEtS’ N P L and I Iq u I d |I¥ow this and additional works at: http://hdl.handle.net/11071/126036

4.4.1 Microfinance Banks Loans

The graph shows the change nnw%dmmmm@mmd microfinance banks in Kenya

over the measurement period from 2011 to 2018.
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Figure 4.1 Trend &¥athmore SU+ @ Strathmore
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The lowest credit exteasion was recorded in 2011, while the highest credit extension was

recorded in 2014. The trendline indicates a general increase in credit extension by MFBs over
the measurement period implying that MFBs have been increasing the amount of credit to

2022 B
borrowers. However, slow growth is noted, as the compound annual growth rate over the
Influence of firm-level financial characteristics on

period between 2011 10 2018 was.only 8&%&%@&5@%@{9@%&9 the sector as it indicates
inability of the banksdeecinéréasy dheiireustahmeichae.ance banks

4.4.2 Microfinance Banks Interest Rate

Winnie Njeri Karanja
Strathmore Business School

The graph shows the’ttarge trrthe interest rate of licensed microfinance banks in Kenya over

the measurement period from 2011 to 2018.
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2015 was the lowest interest rate, with 2012 recording the highest. The trendline reveals a
general decrease in interest rate over the measurement period implying that interest charged
on credit has been decreasing with time. Interest rates averaged 26% over the study period,
with observations indicating a high of 42% and a low of 9%. There was a steady decline
between 2011 and 2015, before increasing back to 2011 levels by 2018, as competition

intensified as more banks received a licence to operate as Microfinance Banks.
4.4.3 Microfinance Banks Deposits

The graph shows the variations in deposits of licensed microfinance banks in Kenya over the

measurement perio L iHmMEL8. SU+ @ Strathmore
UNIVERSITY LIniverc<itv | ihrarv
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Figure 4.3 Trend on Deposits
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The lowest deposits-were Fecerded-dn-20ddywhHe-the-righest was in 2015. The trendline

http//hdLhandle.net/11071/126036

illustrates a sharp increase in deposits over the measurement period implying that MFBs have

been receiving more deposits from members. It is also a result of the sector gradually
Follow this ndaddmonal rks at: http://hdl.handle.net/11071/126Q36
maturing, as more firms become ficensed over r'the years and the older firms increased their

customer base.

This work

4.4.4 Microfinance Banks Total Ass;;{:f '

y Library.
of U+ University.

The graph shows the variations in total assets of licensed microfinance banks in Kenya over

the measurement period from 2011 to 2018.
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The lowest value oftotal-assets-was-recorded-in-2011,-while-the-highest was in 2014. The

trendline indicates & increase in the value of total assets across the period under study

. . IHquence of firm:level finanaial chara%eri tics on .
implying that MFBs have been experiencing gra ual grawth, An increase in total assets was
credit “extension by nfictofinancé institutions: a

largely driven by a grwibr aletlie sectenasdameie ditnas begsmedicenced over the years, and
well as older firms maturing to increase their dominance in the sector. With a growing asset
base, MFBs are expegteda inerease credit extension to members.

i
LISiNess
Strathmore University

4.4.5 Microfinance Banks Non-Performing Loans

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

The graph shows the.vakiations in NPL of licensed microfinance banks in Kenya over the
Hm d a'ndlgmgi};m(:%ﬂigffnance banks [Thesis, Strathmore University].
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The lowest value of NPL was recorded in 2011, while the highest was in 2017. The trendline
indicates a sharp increase in the amount of NPL over the measurement period implying a rise
in default cases. An increase in the amount of NPL is likely to discourage MFBs from

extending more credit to potential borrowers.
4.4.6 Microfinance Banks Liquidity

The graph shows the changes in the liquidity ratio of licensed microfinance banks in Kenya

over the measurement period from 2011 to 2018.
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Figure 4.6 Trend on Liquidity

Recommended Citation

ratio was recorded i 2018-viite thetighestwas in 2011. The trendline

institutions: A case of Kenyan licensed microfinance banks [Th’esls Strathmore University].
http;//hdlhandle.net/11071/126036

iquidity ratio over the measurement period, but remained

The lowest liquidit

indicates a continuous decline
above the minimum statutory liquidity level of 20% throughout the period under
investigation. A steady liquitity-tevel was observed iyetidieen 2013 and 2018, indicating

minimal changes in the current assets and current liabilities across the sector during this

period. SRRt St Son G vy

of

For

4.5 Linear Regression Assumptions

The following linear regression assumptions were conducted on the study data to ensure that

results obtained would be accurate and reliable.
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4.5.1 Normality Tests

These tests are carried out to construe the similarity of the shape of the sample distribution
with that of a normal curve. The study utilized the skewness and kurtosis tests.

Table 4.3 Skewness/Kurtosis tests for Normality

------ joint ------
Variable Obs Pr(Skewness) Pr(Kurtosis)  adjchi2(2)  Prob>chi2
myresiduals 73 0.0267 0.0001 15.68 0.0004

Strathmore SU+ @ Strathmore
Results in Table 4. icatedV Eélissquare prob value fi@Ei8Q4dprbowver than 0.05, effectively

rejecting the null hy

of natural logarithmgeeoreesesandpsseratons

alized through the use

4.5.2 Multicollinearity Test
Influence of firm-level financial characteristics on

In multiple regresg%ittlggz(te\(psrimcgyimggtj)qmappc%t%s(i\(dﬁ)mggtgrmines the level of

multicollinearity. case of Kenyan licensed microfinance banks

Table 4.4 VIF test for Multicollinearity

Winnie Njeri Karanja
Strathmore Business School

i Strathmore University

Variable VIF 1VIF
Total Assets 7.93 0.126163

Recommended Citation

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
DepoS | tS :z;tttu;z;:z'nzlzf:v:qg::};azréé;c;nsed microfinance banks [TheslsffgrEore University]. 0 ] 1309 25
NPL 5.33 0.187568
Intrate Follow this and additional works at: http; hﬂ._h@?.netﬁ 1071/126036 0935128
Liquidity Ratio 1.06 0.94079

This worki y
It igital distributi i of SU+ University.

Mean VIF g e T

The findings in Table 4.4 indicated an overall mean VIF of 4.61, which was less than ten and
therefore, there was no multicollinearity. This implied that the independent variables were

not highly correlated.
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4.5.3 Heteroskedasticity Tests

Heteroscedasticity in the regression model was tested using the Breusch—Pagan test.

Table 4.5 Breusch-Pagan / Cook-Weisberg test for heteroskedasticity

Ho: Constant variance

Variables: fitted values of Loans

chi2(l) = 3176

@ StrathmF())rroeb >chi2 = 09'99%) Strathmore

UNIVERSITY University Library
T

The findings in Tahle.4&-dndicated that the null hypothesis of the constant variance of
residuals was rejected since the probability value of 0.000 was less than the critical value of

2022

0.05. Further, the pr?rk])g

em of he&gosc dasti]g:itg/ wa cgrrected.bly using robustness.
luence of firm-level financial characteristics on

4.5 4 Auto-Correlafigilitedytension by microfinance institutions: a

case of Kenyan licensed microfinance banks
The study will use the Wooldridge test for autocorrelation statistic to test for serial
correlation. Winnie Njeri Karanja

Strathmore Business School
Strathmore University

Table 4.6 Wooldridge Test for Autocorrelation

HO: no first-order asteeerretation

Karanja, W N-(202 1y nftuerce of fi fimarTctat characteristics o credit externsion by microfinarce

_ H~NRLitutiqrs 4 case of Kenyan licensed microfinance banks [Thesis, Strathmore University].
F(1, 13)= 268320 0
Prob>F=  0.0003

Follow this and additional works at: http://hdLhandle.net/11071/126036

The results in Table 4.6 show a rejection of the null hypothesis of no autocorrelation and that

residuals were autocorrelated given..that.the..prob..value of 0.0003<0.05. However, the

University.

autocorrelation problem was managed by use of the xtreg option.
4.6 Correlation Analysis

This section provides results on the correlation between interest rate, deposits, total assets,

NPL, liquidity and credit extension.
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Table 4.7 Correlation Matrix

logdeposit  logTotal Asset Log Liquidit

logloans Int rate S S NPL y Ratio

Log of loans 1
Intrate 0.111 1
logdeposits 0.948* 0.042 1
Log Total
Assets 3Stratlxibe  0.965* SU+ @ Strathmore

UNIVERSITY University Library
logNPL ®927  -0.062  0.901* 0.932* 1
L|qU|d|ty Electronic Theses and Dissertations
Ratio -0,303*  -0.095 -0.358* -0.256* -0.289* 1

Influence of firm-level financial characteristics on
credit extension by microfinance institutions: a
Results in Table 4.7aseveakethithatliteterest nnateoindnceetinkxtension had a positive but

insignificant association (r=0.1113). The findings indicated that deposits and credit extension
had a positive and sighificatassaciation (r=0.9477%*), in line with a priori expectations as

Strathmore University

deposits form part of capital for lending. Total assets and credit extension had a positive and

significant association (r=0.9833*), in line with a priori expectations as a high asset size
Recommended Citation

increases a lender’s ability to'lend by leveraging itsbalance:sheet=Non-performing loans and

institutions™A case of Kenyan licenséd microfinance b sis, Strathmore University].
.9274*), which is in

http://hdLhandle.net/11071/126036 .

credit extension ha

contradiction with a priori expectations; this positive relationship implies that MFB lending
IS not sensitive to repaymentoriske~Fesrtierligeiditypanderedit extension had a negative and
significant association (r=-0.3029%*). This implies that the increasing liquidity leads to low

credit extension among MFBs, in Kenya:*

of SU+ University.

4.7 Regression Analysis

This section provides results on the regression analysis of each independent variable against

the dependent variable, to show the individual effect of each independent variable.
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4.7.1 Effect of Firm Size on Credit Extension

The study pursued the effect of firm size on credit extension among Kenyan microfinance

banks.

Table 4.8 Effect of Firm Size on Credit Extension

Loans Coef. Std. Err. Vi P>|z|
Total Assets 1.208 0.058 20.95 0.000
_cons -5.099 1.246 -4.09 0.000
R2 Bwerhmore SU+ @ Strathmore

L UNIVERSITY University Library
F statistic wsey 439.01
Prob> chi2 0.000

nic al ISsel ons

2022

Model i . . -
Influence of firm-level financial characteristics on

creditrgdieR¥RAsIONEUSI0d92 108 FIffHISIZE: 2
case of Kenyan licensed microfinance banks
Based on findings in Table 4.8, the model was significant (Prob > chi2=0.000<0.05) implying

that firm size measuked.y.total.assets was a good predictor of credit extension by Kenyan

Strathmore Business School
Stgathm,

microfinance banks.  EUFR&r i findings indicated that firm size positively and significantly
affects credit extension by MFBs (=1.208, p=0.000) suggesting that increasing one unit of

ftnancial characteristics on credit extensio

total assets and the| Brrtesfiterwould be an increase in credit extension by 1.208 units. The

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

study findings suppertthe that firm size was a

statistically significant predictor of credit extension by lending institutions.

4.7.2 Effect of Liquidity orrGineeltdxten i mhandeneyioriizeoss

The study aimed to establish how liquidity affects credit extension among Kenyan

of SU+ University.

For

microfinance banks

Table 4.9 Effect of Liquidity on Credit Extension

Loans Coef. Std. Err. z P>|z|
Liquidity -0.014 0.005 -2.97 0.003
_cons 20.375 0.678 30.03 0
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R2 0.092

F statistic 8.81
Prob> chi2 0.003
Model

Credit extension= 20.375-0.014 Liquidity

Based on findings in Table 4.9, the model was significant (Prob > chi2=0.003<0.05),
implying that quui@/@g%m&ﬁedlctor of cresﬂ'ft S pliaL ZBW By Kenyan microfinance

nlver5|t rary

banks. Further, the ¥iRlings indicated that liquidity negatively and significantly influenced
credit extension (B=aQHdAH=0003). This suggests that increasing a single unit in liquidity
leads to a decrease in credit extension by 0.01448 units. The study findings are similar to

2022

those of Aigheyisi (2015) who established that high liquidity reduces Microfinance Banks’
Influénce of firm-level financial characteristics on

lending activities. Howgyerx{Bssriudy findingsiyvere neksiutingwith those of Akani and
Onyema (2017), as thesefolikerinan ligangiry posivielsniesidenkes credit extension.

4.7.3 Effect of Non-Performing Loans on Credit Extension

Winnie Njeri Karanja
Strathmore Business School

The study assessed“HEW Adh-performing loans affect credit extension by Kenyan

microfinance banks.

Recommended Citation

Tab I e 4 . 10 Eﬁect C faNﬂIﬁ (@qﬂ. /@%@dﬁi{l&lﬁt@w@ﬁncs on credit extension by microfinance

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http://hdLhandle.net/11071/126036

Loans Coef. Std. Err. z P>|z|
NPL 0.5 this and acditional works at: efd@andenet/11071/12603  9.56 0.000
_cons 10.221 1.009 10.12 0.000
- 0.86 nsierie e

F statistic 91.35

Prob> chi2 0.000

Model

Credit extension= 10.221+0.570 Non-Performing Loans

48



The findings in Table 4.10 indicated a significant model (Prob > chi2=0.000<0.05), implying
that NPL was a good predictor of credit extension by Kenyan microfinance banks. Further,
the findings were that NPL positively and significantly affect credit extension by MFBs (B=
0.570, p=0.000). This indicates that increasing one unit in NPL increases credit extension by
0.570 units. The study findings are in line with Cucinelli (2015) who established that NPL
impacts the bank’s ability to lend. Mburugu (2018) established that NPL hampers firm

growth which is a factor of lending.

4.7.4 Effect of Inte QREsdit Extension gy, @ strathmore

Q) UNIVERSITY University Library
The study sought tozgetermine how interest rate related to credit extension among Kenyan

microfinance banks.

Electronic Theses and Dissertations

Table 4.11 Effect of Interest Rate on Credit Extension

2022

Loans Ir‘élggpce of firm- Ie\ﬁd‘lr@ﬂcml characEerlstlcs on P>[7|
Credit extension by microfinance institutions: a

Interest Rate case OPI@Q%an licensed r3tinance banks0-08 0.936

_cons 19.694 1.211 16.26 0

R2 winendOe

F statistic strathmore gy

Prob> chi2 0.936

Recommended Citation
Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance
institutions: A case ofKenya n licensed mzcrofnance banks [Th sis, Strathmore University].

Bre“4-11-iidiéated a gnificant-mode b-> ¢chi2=0.936>0.05),
implying that the interest rate was not a good predictor of credit extension by microfinance
banks in Kenya. Additionalky,.ifntecest.rate.hadapositivebut insignificant effect on credit
extension by MFBs (f= 0.002, p=0.936). The study findings disagreed with Ng’etich and
Wanjau (2011) assertion that interest.rate-spread.impacts fl,wlel’lds generation from performing

The findings in Tat

assets since the borrowers are affected by increased costs to acquire loans.

4.7.5 Effect of Deposits on Credit Extension

The study aimed to establish how deposits affect credit extension among Kenyan

microfinance banks.
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Table 4.12 Effect of Deposits on Credit Extension

Loans Coef. Std. Err. z P>|z|
Deposits 0.859 0.070 12.21 0.000
_cons 2.832 1.501 1.89 0.059
R2 0.898
F statistic 149.01
Prob> chi2 0.000
rathmore
UNIVERSITY University Library
‘BabCl
Model
Electronic Theses and Dissertations

Creditextension= 2.831+ 0.859 Deposits

2022

uence of firm-levi fmanaal c rac erlstl on
The findings in Tablle ow a signi Ecant S|2 0 000<0.05), implying
ex ension by mlcro ance mstltutlon

that deposits were @ageoﬁ peeginiarcofiseteditcextension tmhuéenyan microfinance banks.

Further, the findings indicated that deposits positively and significantly affect credit

extension by MFBs ¥fize 085%nn=0.000). The findings imply that increase a single unit in
Strathmore Umvemty

deposits would lead to an increase in credit extension by 0.859 units. This is as posited by

Qudah (2017), who argued that deposits are a major contributor to a lending institution’s

funding and thereforeshaven angighificant«rele-in-the-bank s-lending behaviour. Yakubu,

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

Omosola, and Obie ivety affect bank lending

behaviour, as a higher deposit volume increases the lender’s capital available to finance its
loans and advances. Aigheyisi(20i5)alsedcentifieddepasitsmobilization as one of the major

determinants of loans and advances as they increase the lending institution’s capacity to lend.

4.8 Panel Regression Estimation-ARalysi . o

The section provides panel regression findings on the combined effect of firm-level

characteristics on credit extension by licensed microfinance banks in Kenya.
4.8.1 Hausman Test

This test aims to determine the appropriateness of the fixed or random-effects model. It tested

for the correlation between the unique errors (ui) and the regressors.

50



Table 4.13 Hausman Test of Specification

(b) (B) (b-B) sqrt(diag(V_b-V_B))
fixed random Difference S.E.
Total assets 1.209 1.138 0.071 0.069
Liquidity Ratio -0.003 -0.003 2.01 0.000
NPL -0.056 -0.041 -0.015 0.011
Int. rate -0.001 -0.000 -0.000 0.002
Strathmore SU+ @ Strathmore
Deposits -0/019ersITY -0.005 Univélsihy Bibrary 0.023
Bl
chi2(5) 242
Electronic Theses and Dissertations
Prob>chi2 0.789
Influence of firm-level financial characteristics on
Table 4.13 indicated 2 resu# Xt ns'oﬁ %fra 7 ng mSt'tgl:rtégfér:tﬁan the conventional p-
case of Kenyan |censed mICI’O mance

value of 0.05 showing no correlation between the unique errors (ui) with the regressors,

making the random-

-gffects model appropriate.

Strathmore Business School
Strathmore University

4.8.2 Panel Regression Estimation model

Following the Haus

Recommended Citation

to examine the re éﬂﬁﬁsﬁﬁf&mﬁéﬁi@i&éﬁﬁmf

http//hdLhandle.net/11071/126036

THATEVET, CHAELISTSties and

model was conducted

credit extension by

licensed microfinance banks in Kenya. The results are presented in Table 4.14.

Table 4.14 Panel Regression Estimation Model

Follow this and additional works at: http://hdLhandle.net/11071/126036

Loans Coef. Std. Err. y P>|z|
Total assets LT e 0-056- ey 19.97 0.000
Liquidity Ratio -0.003 0.001 2,94 0.003
NPL -0.026 0.046 -0.56 0.578
Intrate 191 0.004 0.01 0.996
Deposits -0.008 0.073 -0.11 0.909
_cons -2.331 0.792 -2.94 0.003
R2 0.987

F statistic 238362.7

o1



Prob> chi2 0.000

Below is the resultant panel estimation equation:
Credit Extension = -2.331+1.111 Firm Size-0.003 Liquidity

Results in Table 4.14 indicated that firm size and liquidity are the only good estimators in the
model and are likely to be a meaningful addition to the model. This is because changes in
predictor values are related to changes in the response variable as their P value is less than
0.05.
Strathmore SU+ @ Strathmore
Specifically, the re indicateticthat firm size poditivebityditdasignificantly affects credit
ke g
extension (p=1.111, i i ize |

it extension by MFBs,
and credit extension WITTAEFE48&BY™1. 11 times for every unit increase in firm size. The study
findings support the,yvork of Alkhazaleh (2017) and Isa, Latif, Zaharum, Nasrul, & Noh,

(2019), who establishédéhat defienisiavaiighifieant positivecrddationship between bank size
credit extension by microfinance institutions: a

case of Kenyan licensed microfinance banks

The findings also indicated that liquidity had a negative relationship with credit extension

and bank lending.

(p=-0.003) and has avshgma‘rl@amalnfluence on credit extension (p=0.003). This means that a

Strathmore Business School
thmore Ul

unit increase in liquidity will"décrease credit extension by 0.003 times. The study findings
are similar to those of Aigheyisi (2015) who established liquidity ratio has negative effects

on number of loans & adVan ces.extended by MEBS..Similarly,. Alkhazaleh (2017) observed

nstt tions: A case ofKenya n licen: sed mzcrofnance banks [Thesis, Strathmore University].

that liquidity is negative

Jordan. However, the

study findings disagreed with those of Akani and Onyema (2017), who concluded that
IIqUIdIty had a pOSItlve eﬂ:eCILH%isqumi@)%t\ilgksggﬁgjtdl.handle.netﬁ1071/126036

Non-performing loans, interest rates and deposits were established to be weak predictors of
credit extension, indicated by p.values:0:578:0:996-and 0.909)>0.05.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Introduction

This chapter presents a summary of the research, the discussion of the results and the

conclusions, as well as recommendations and suggestions on areas for further research.

5.2 Conclusion

The microfinance industry is important in the development of the Kenyan financial sector,
. L trath SU+ @ Strathmore
given their high cusﬁr aﬁa/a_i‘tmgeagraphlcal reachyy tHEMEMRS 4 the recent past, the sector

has faced increasing competitive pressure from the larger banks, SACCOs, digital lenders

and other unlicensediendersdthis-has resulted in a declining share of the lending market for

microfinance banks.mHaving identified constraints in the growth of credit extension by
licensed Microfinangechanks, this;stidy, jnvestigated oy firm-level characteristics relate to
the level of credit extersianeXteastadyispeoificaflyexamingdttiteceffect of firm size, liquidity,
interest rates, deposit€3R@hERNARJITIG oS GA AR &4kRion by Microfinance Banks.

aran

The research was gr%me%enc;n t@e liquidity preference theory, the loanable fund's theory and
Strathmore Business School

the credit ratlon|ngngﬂgi”télarr's;""ve The study employed a descriptive research design using a

pragmatic approach. The subject of the research was all licenced MFBs in Kenya with panel

data collected for tTempeﬂ@d -petween 2011 to 2018. The study utilized descriptive analysis,

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

[ DATEL FEGFESSTON 6 dsterifiitic the relationship between the study
variables. A 5% significance level of the research model was obtained. Findings of the study

inferential analysis

indicate that within the study period the lowest credit extension was in 2011 which can be

Follow this and additional works at: http://hdLhandle.net/11071/126036

attributed to the nascent nature of most MFBs at the time while highest credit extension was

achieved in the year 2014, Flndlngs revealed that firm- IeveI characteristics had varying levels

of significance in their relationship Wﬁh @r@&%@%@ﬂwﬁon by microfinance banks in Kenya.
5.2.1 Effect of firm size on credit extension by Kenyan MFBs

Firm size, represented by total assets of a microfinance bank, is a useful indicator of the
balance sheet health of a financial institution. Firm size supports the growth ambitions of a
microfinance institution and the microfinance sector in general. Licenced microfinance banks

recorded an annual asset base of above KES 5 billion between 2012 to 2018, and the study
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identified slow growth of firm size during the study period, as the sector attained a
compounded annual growth rate of 4.1% through the study period. Slow growth in firm size
constrains credit extension as it limits ability of the financial institution to leverage its asset
base and raise additional debt funding for on-lending without compromising its capital

adequacy ratio.

The study findings demonstrated that firm size is significantly and positively correlated to

the level of credit extension by microfinance banks in Kenya, in addition to being a good

estimator of credit extension as demonstrated in the Panel Regression Estimation Model.

These results support_earlier literature by Salim (2012) who indicated that bank size
Strathmore SU+ @ Strathmore

positively affected i rformanee while Ng’ang’ a (gR&difatssdpere is a positive effect of

size on the efficiency levels of microfinance banks.

lectronic Theses and Dissertations

5.2.2 Effect of I|qU|d|tv on credit extension by Kenyan MFBs

The research examiﬁ%zd the association between quuidity levels and credit extension within

uence, fflrm I?vel financial c racterljtlcs

n .
the microfinance banks dl’f % |on )s;vr\ﬁrcer Observe msfj?u Ilggs'gﬁgough the study period,

as lending activity |ﬂfg§@&9ﬂ|@ﬁ¢@ﬁtl&@5§é@ dusty anatusechk$ he regulatory liquidity level
in the industry is 20%, and the microfinance banks recorded an average liquidity level of

450 Winnie Njeri Karanja
) Strathmore Business School

Strathmore University

The study found out that the Iqu|d|ty levels within the MFBs had a negatlve but insignificant

association with t liquidity levels are

Recommended Citation

Creditextensia ’mlé;{(aéléf;ﬁécﬁiﬁ“é‘llﬁfﬁflfﬁiwm°ﬂﬁéeld on to higher short-term

http//hdlhandle.net/11071 126036
assets (cash) and marketable securities, and hold lower levels of current liabilities such as

associated with lo

deposits.

Follow this and additional works at: http://hdLhandle.net/11071/126036

The study findings are consistent with Aigheyisi (2015), who found out that liquidity levels

negatively affected the loan advances by Microfinance banks. Murerwa (2015) also

wthorized adrginistrator of S| +Srath

established that bank Ilqmdlty“\ﬁa?ﬁ%i ivehe-related-to the Tevel of lending in commercial

entities. Bengi and Njenje (2016) also concluded that proper liquidity management can lead

to positive growth within microfinance institutions. The results contradict Akani and Onyema
(2017), who noted that liquidity had a positive effect on the growth of domestic credit at a

national level.
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5.2.3 Effect of non-performing loans on credit extension by Kenyan MFBs

The study investigated the effect of non-performing loans on credit extension within the MFB
industry. Non-performing loans result in a cost of risk which reduces the MFB’s operating
profits. NPLs are also an indicator of the quality of the microfinance institution’s balance

sheet, where high NPLs indicate low quality assets and low NPLs indicate high quality assets.

Results indicate that MF-banks have been experiencing a sharp increase in the level of non-
performing loans from a low of KES 181million in 2011 to over KES 600million shillings in
2017 and 2018. This can be attributed to the growth in credit extension levels, as well as

changes in national ge

© & @ﬁ%}ﬂmﬁf‘é‘v”mmem- SU+ @ Strathmore

J UNIVERSITY University Library
eehthat the level of non-performing loans had a negative but insignificant

wil @ i &

The study establish

association with credit extension levels as demonstrated in the panel regression estimation

lectronic Theses and Dissertations

model, but not a good-estimator—of-credit-extension—given-the—high alpha. This can be

interpreted to mean that, while an increase in NPLs reduces the microfinance institution’s

%nfluence of firm-leve fmanaal char cteristics on
lending levels, the e fec s does not signi 1cant1 reduce.t e%]t\/[f sw1111ngness to lend to its
credit’ extension By Microtingnee . institutions

target market. This s censistenyanitit dhecdskiappeiite @f matgrofinance institutions and the

characteristics of the client group they seek to bank, which is typically of a higher risk nature

than the typical clienfele tfcommercial banks. Yakubu, Omosola and Obiezue (2018) found
Strathmore University

an insignificant effect of NPL on the lending behaviour of banks to the private sector. The
findings go further to contradict Cucinelli (2015), who observed a negative relationship

between NPL IoanaaraaNBaénkﬂuJendmgM:evel&wmsosubsequ@nt ears. Mburugu (2018) also

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

established that NP 1 sustainability levels.

5.2.4 Effect of interest rates on credit extension by Kenyan MFBs

Follow this and additional works at: http://hdLhandle.net/11071/126036

Findings indicate that the general interest rates have been decreasing within the study period.

The results show the lowest mterest rate in the year 2015 within the microfinance firms. The

jital di

changes in interest rates can beé éﬂfﬁlfsﬁf@é n@dﬁé&%@é@&] institution’s lending decisions and

regulatory benchmarks.

The study found that interest rate had a positive and significant association with credit
extension within microfinance banks, which is consistent with findings by Njoroge (2017),
but was found to be a weak estimator of credit extension given the high alpha. Contrary to
the above findings Kavwele, Ariemba and Evusa (2018) established that interest rates

improve bank productivity but fails to determine their effect on the lending levels.

55



The findings indicates that pricing level is not likely to influence the lending decision given
that microfinance banks typically serve an underserved population who have limited options,
thus the lenders have pricing power.

5.2.5 Effect of deposits on credit extension by Kenyan MFBs

A trend analysis of the data indicates that generally, microfinance banks have been witnessing
an increasing level of deposits; an indicator of increased deposit mobilization within the

institutions and improvement in savings culture and membership.

The results of the study established that the deposit level within microfinance institutions had
a negative but insig ribreddhonoi@ with the credibex@Atighmered was found to be a weak

. . UNIVERSITY . _University Librar o o
predictor of lendingzassper the panel regression estimation model. This is in contradiction

with Al-Azzam, (2018) who established that deposit mobilization was positively associated

and Dissertations

with improved lending-within-microfinance-banks—Yakubu,-Omosota and Obiezue (2018)

result also indicated that the volume of deposits within banks was a significant predictor of

ence of firm-level financial characteristics on

Infl '
the level of loans anoP aéT'vanc S oﬁrere in the Institutions. .. ..
credit” extension by microfinance institutions: a

Given the customef@s8rohieryfiRaifes ssshiRiCRENaRsR AR Sconomically disadvantaged
individuals, their ability to save is low as they typically have low surplus income. Thius,
MFBs are not Iikelygf%&%gﬁ{geposit mobilisation as a source of short term cheap capital
for on-lending. This explains why the variable was found to be a weak predictor of lending.

5.3 Recommendati@RSeneciation

Karanja, W. N. (2021). Influence of firm-level financial characteristics on credit extension by microfinance

Microfinance Banks in Kenya should focus their efforts on growing firm size by maintaining
the asset quality of their loar" BOBRS 85 TS has Besh fourit 16 have a significant relationship
with growth in credit extension.

This work

In relation to firm size, a microfinance-bank-s-asset=size affects its ability to diversify its

credit extension and limit credit concentration risk. In order to grow firm size, microfinance
banks should aim to maintain high asset quality of their loan book as it has an implication on
the institution’s ability to absorb the impact of risk, and hence affects the institution’s ability

to target credit extension growth.
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Given the findings that deposit mobilisation is not a good predictor of credit extension,
Microfinance banks should focus on mobilising capital from diversified sources, including
low cost funding from microfinance developmental funding institutions, as they are not able
to rely on deposits as a cheap source of funding. However, as competition in the sector
heightens, microfinance banks must be willing and able to offer competitive deposit rates in
order to retain sticky deposits such as term deposits and maintain stability in the level of
deposits in its capital structure. This also speaks to the importance of growing market share
for the Microfinance banking industry, which can be done by improving customer experience
in order to reduce attrition of repeat customers to other lenders such as commercial banks.

Given that quuidity@ a?lslreagtahtnirz\rg;glationship witfuu,ﬁ;pg@:jgtytréet;pmg?{,gion, microfinance banks
should avoid holdinﬁ&fcess liquidity as it indicates risk aversion, yet risk-taking is necessary

for microfinance bartksto™rrrak@stodns (credit extension) and make a return on capital.

While interest rates have been found to have a positive and significant effect on lending, it

has also been obserVetugiaeensitiofiravel biiaaciababinigctaréstigfeaivt a good predictor of

. . Ig]redit exten%ion bﬁ/ microfingnce ipstitutions:.a -
credit extension. This means that,.lenders cou a continue to price loans to maximize
case o enyanllcense microfinance banks

profitability without affecting lending levels. However, care should be taken to avoid overly
expensive loans as ofserved in.the trend analysis over the study period were high, with some
Strathmore Business School

institutions going as Mgl as"¥2%. This is because it is important for Microfinance Banks to

aim to observe fair lending practices and minimize their lending rate to observe Client

Protection Principleswwistetreliscourage charging excessive interest rates to borrowers.

Karanja, W. N. (2021). Influence of firm=level financial CMaractéTistics on credit extension by microfinance

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

http//hgl.hand 13071/p26936

The study recom nent strong credit risk

management policies even though NPLs have been found to have a negative and insignificant

effect on credit extension, asexeessive: kisk-taking.d

ehawious can have drastic implications

on the financial health of the business should the risk materialise.

5.3.2 Regulatory recommendationgs-ssa S Cu R~

The study recommends that the regulator should institute measures to control loan pricing by
microfinance banks to discourage charging of excessive interest rates by microfinance banks
which were observed to go as high as 42% over the study period. This is because high interest
rates will further worsen the plight of low-income borrowers who form a significant portion

of microfinance banks’ customers.
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Microfinance banks are expected to witness a decline in liquidity as the level of loan
repayments may be affected by the implications of COVID-19; specifically, COVID-19 is
expected to negatively affect the financial position of microfinance banks’ customers, which
will drive borrowers to delay or default on their repayment of loans from the Microfinance
banks so as to cater to their immediate financing needs. A decline in repayments will reduce
cash (part of short term assets) thus reduce liquidity. The regulator should therefore closely
watch the overall liquidity levels of the MFBs to ensure they don’t fall below the minimum
statutory level of 20%, and consider supporting MFBs to access short-term COVID-19 relief

funding to boost their cash positions and support lending.

o Strathmore SU+ @ Strathmore
5.4 Limitations of tudyversiTY University Library
‘B

One limitation to the study is that the study only focused on the effect of internal factors on

credit extension by i ; itisevi other factors at play,

. . 2022 . .
including macro-economic factors and market dynamics such as market structure and

Influence of firm-level financial characteristics on

competition. Secondclp/édtI es lé(rj] igﬁ]lwnr%cl)g 0 i%taerchecl:r(])sr][clit%ré(ogg:taa which is a limitation

because primary datase didtbngualitativednd copntitatiteankcan provide information to
reinforce the observations and provide a more robust understanding of the sector.

Winnie Njeri Karanja

5.5 Suggestion for Bgtrhei-Besterch

The research was able to identify how various firm-level factors are critical to improving

credit extension withit MR8 ..Areas.of further.reseatch.can include a study on the impact of

institutions: A case of Kenyan licensed microfinance banks [Thesis, Strathmore University].

seretationshipsto-test-how Microfinance ban respond to a macro-

economic shock of this magnitude. It would also be interesting to investigate the impact of
external competition and the.rapidatise.of «digital.finaneeson the overall growth of the
Microfinance banking sector. Lastly, as this study focused on internal factors and how they

affect credit extension, another study.could.be-conducted to investigate the effect of macro-

economic factors on credit extension by microfinance banks in Kenya.
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Appendix I1: Descripitve Summary

Year N Mean Std. Deviation
Loans 2011 5 2,937,262,400 4,816,663,301
2012 ) 3,784,882,800 5,456,901,272
2013 8 3,433,803,375 5,344,841,903
2014 8 5,105,310,375 7,371,548,312
2015 11 4,381,361,455 7,673,097,464
12 4,073,294,083 7,644,822,810
Strathmore SU+ @ Strathmore
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Int. rate 2011 5 28.52 2.6176
#¥Hkience of firmJevel financial characteristié9-8n 3.6332
ogEit extension gy microfinance institutipnsiga 4.7734
case of Kenyan licensed microfinance banks
2014 8 26 4.5356
2015 11 21.091 9.7719
Winnie Njeri Karanja
i Gy ™ 12 24.683 8.4231
2017 12 25.583 7.4524
i ctation 12 21.642 7.9849
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2012 5 1,287,835,000 1,328,685,277
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2013 8 1,922,429,750 2,705,345,826
2014 8 2,883,126,625 4,272,353,630
2015 g . 3'826:879,636 6,524,511,920
2016 12 3,380,058,167 6,313,541,595
2017 12 3,250,052,750 6,026,741,257
2018 12 3,439,545,000 6,395,495,232
Total 73 2,872,867,781 5,230,840,733
Total Assets 2011 5 4,636,472,200 7,238,153,388
2012 5 6,371,822,800 8,330,286,719
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2013 8 5,202,439,125 7.736,731,920
2014 8 7,085,326,125 9,820,058,328

2015 11 6,753,366,009  11,271,652,292

2016 12 6,430,386,417  11,313,749,216

2017 12 5,955,660,167  10,228,538,149

2018 12 6,145633,017  10,649,234,882

Total 73 6,164,531,493 9,638,804,951
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Appendix I11: Licenced Microfinance Banks

Institution Date Licensed Number of
branches
1 | Caritas Microfinance Bank Limited 2nd June 2015 1
2 | Century Microfinance Bank Limited 17th September 2
2012
3 | Choice Microfigancg Bank Limited 13ths\laY% 20Rmore 1
UNIVERSITY University Library

b [

4 | Daraja Microfinance Bank Limited 12th-January 2015 12
Electronic Theses and Dissertations

5 | Faulu Microfimance Bank Limited 21st May 2009 39
Influence of firm-level financial characteristics of
credit extension by micrdfinance institutions:

6 | Kenya Women MICF? nance ?an 31]§t March 2q(10 31
case o enyan |censed microtinance panks

Limited
L B Winnie Njeri Karanja

7 | Rafiki Microfigighrss Bart thmited 14th June 2011 17

8 | Remu Microf=namca§ﬁgnnk Limited 31st December 33
toont A o of ey o misiamee e oD O Ahre omperey
http//hdlhandle.net/11071/126036

9 | SMEP Microfinance Bank Limited 14™ December 7

Follow this and additional works at: http:} zhz.QlliQneLﬂ 1071/126036

10 | Sumac Microfinance Bank Lim‘ited 29" October 2012 4

11 | U & | Microfinance Bank Limited 8th April 2013 2

12 | Uwezo Microfinance Bank Ltd 8th November 2010 24
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