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ABSTRACT 

Microfinance also known as microcredit provides banking services such as 

microloans, micro-savings accounts and microinsurance to low-income individuals. It 

is widely regarded to integrate excluded financially undeserved populations into the 

formal financial system. This study evaluated the effectiveness of microfinance 

institutions (MFIs) in poverty reduction in Kenya using secondary data from the Kenya 

National Bureau of Statistics (KNBS) and analysed it through probit model regression. 

The findings reveal a positive relationship between microfinance services and poverty. 

Specifically, both savings and loans from MFIs show a positive relationship with 

poverty, indicating that increased access to these financial services is associated with 

a rise in poverty levels. In contrast, the level of education shows a negative relationship 

with poverty, indicating that an increase in the level of education leads to a decrease 

in poverty Therefore, this study recommends the strengthening of financial literacy 

programs which would equip users of microfinance services with the knowledge and 

skills to manage loans and savings effectively, reducing the risk of financial 

mismanagement. Additionally, implementing policies that promote responsible 

borrowing and saving, along with stricter regulatory oversight of MFIs would ensure 

that these institutions serve as tools for sustainable economic development rather than 

mechanisms that perpetuate poverty.  
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CHAPTER ONE: INTRODUCTION  

1.1 Background of the study 

Poverty is a pervasive issue that undermines the dignity and quality of life for millions 

worldwide. It exists in various forms and at different levels, affecting people across 

the globe. According to the World Bank’s 2023 estimate, approximately 712 million 

people live below the poverty line, surviving on less than $2.15 a day. The World Bank 

(2000) described poverty as a pronounced well-being deprivation. Those living in 

poverty are deprived of necessities such as food, shelter, clothing, and clean drinking 

water. Moreover, they often lack access to essential services like health care, quality 

education, access to the financial sector, and employment opportunities that are 

important in improving their human capital and social mobility.  

Given the significant impact of poverty on well-being, various multilateral 

organizations, including the United Nations and World Bank, have made efforts to 

address these problems and combat poverty. Over the years, numerous poverty 

reduction strategies and instruments have been developed to enhance the standard of 

living for the poor and help them break the vicious cycle of poverty.  

These strategies include fostering economic growth to increase income and expand 

employment opportunities, undertaking economic and institutional reforms to enhance 

efficiency, and optimizing resource utilization. Additionally, they emphasize 

prioritizing the basic needs of the poor in national development policies, the promotion 

of microfinance programs to eliminate barriers to innovation, entrepreneurship, and 

small-scale business, and implementing affirmative actions such as targeted cash 

transfers to ensure that the social and economic benefits of poverty reduction initiatives 

reach marginalized populations (Ayoo,2022). 

Microfinance, one of the tools employed to alleviate poverty, was institutionalized by 

Mohammed Yunus in 1976 with the foundation of Grameen Bank in Bangladesh. Also 

known as microcredit, microfinance provides banking services such as microloans, 

micro-savings accounts, and microinsurance to low-income individuals. According to 

Maswari (2013), through microfinance institutions (MFIs), the poor can obtain 

collateral-free loans at relatively low interest rates and use the money for creating 
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microenterprises, funding children’s education, and improving their standards of 

living. In general, the goal of microfinance is to ultimately give impoverished people 

an opportunity to become self-sufficient.  

MFIs now serve over 10 million households worldwide. Despite the financial 

constraints of their clients, MFIs have successfully extended credit to low-income 

households while maintaining high repayment rates and financial sustainability. This 

success is the innovative use of peer group lending, where loans are allocated to at 

least two individuals with little or no collateral, relying instead on social capital. In 

this model, peers act as co-applicants and, in many cases, share joint liability for the 

loan (Gomez & Santor, 2008).  

The microfinance revolution has reshaped poverty alleviation strategies in many 

countries by providing substantial flows of credit to low-income groups and 

households that are typically excluded from conventional financial systems. 

Bangladesh is the starkest example of a very poor country, where currently roughly 

one-quarter of rural households are direct beneficiaries of these programs (Maswari, 

2013).  

Operations of MFIs in Kenya trace back to 1984, with the start of the Kenya Rural 

Enterprise Programme (K-Rep) as a non-governmental organization (NGO) support 

program for small and micro enterprises founded by World Partners (Cherotich, 2013). 

The Association for Microfinance Institutions Kenya (AMFI-K) is a member-based 

organization that was established and registered in 1999 under the Societies Act to 

build the capacity of the Kenyan microfinance industry. As of June 2021, the 

Association for Microfinance Institutions had a total of 59 members, categorized as 2 

commercial banks, 12 microfinance banks (MFBs), 39 credit-only microfinance 

institutions (COMFIs), 1 Sacco, 3 wholesale microfinance institutions (WMFIs), and 

2 developmental institutions. According to CBK, as of December 31st, 2023, the 

number of deposit-taking MFIs in Kenya was 14, with 11 holding nationwide licenses 

and 3 holding community microfinance bank licenses.  

Despite the presence of numerous MFIs in Kenya, poverty remains widespread, 

particularly in rural areas. According to the Kenya Poverty Report (2021), the overall 
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poverty rate for individuals at the national level was 36.1% (9,504,830 individuals). In 

rural areas, the poverty rate was higher at 40.7% (15,426,409 individuals), while in 

urban areas, it was 34.1% (5,150,085 individuals). Additionally, 5.8% of the 

population, was classified as hardcore poor at the national level, with 7.8% (4,134,780 

individuals) in rural areas and 1.5% (795,150 individuals) in urban areas. 

Microfinance has become very important in global poverty reduction debates. The 

prevailing assumption is that providing low-income households with access to credit 

enables them start micro-entrepreneurship, which in turn increases their income. 

However, existing research on this relationship remains limited, with many findings 

being highly contested. To date, no comprehensive study has shown a strong, robust 

positive impact of microfinance on poverty reduction. Nonetheless, several studies 

suggest the possibility of a positive impact of microfinance on poverty reduction 

(Maswari, 2013). Additionally, many studies indicate a positive correlation between 

microfinance growth and poverty reduction in various regions. However, despite the 

expansion of MFIs, poverty rates have continued to rise in many areas. The 

simultaneous growth of microfinance in several African countries alongside persistent 

poverty raises questions about its overall effectiveness in achieving its intended goals 

(Makunyi, 2017). Given these concerns, this study seeks the effectiveness of MFIs in 

Kenya in reaching low-income populations and reducing poverty levels. 

1.2 Problem Statement 

Poverty is a deeply rooted issue that affects countless individuals and communities 

around the world, and Kenya is no exception. The persistence of poverty in Kenya is 

driven by various factors, including a high degree of inequality in income, unequal 

access to resources, and unequal access to economic and social goods and services. 

Additionally, contributing factors include lack of education, lack of job opportunities, 

unfavourable climatic conditions, and poor government planning and interventions. 

MFIs are financial instruments like loans, savings, insurance, and other financial 

products that are designed specifically for the poor. If all microfinance providers in the 

country were genuinely involving the poor in the identification and design of their 

products, the country would likely see a significant reduction in the number of people 

living below the poverty line. 
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 According to the Financial Stability Report, as of December 2022, the microfinance 

industry had total assets of KES 70.427 billion. Despite the industry’s growth, it faces 

several challenges, including high interest rates on loans, limited outreach, insufficient 

funding, high operational costs, and the financial illiteracy of clients. Microfinance 

institutions are largely located in urban areas. This uneven distribution highlights the 

limited access many poor people have to microfinance services. 

The most controversial topic of microfinance is the balance between social and 

financial efficiency. The achievement of social goals lies in offering credits to the 

poorest individuals, provided that non-market interest rates remain low. On the other 

hand, financial efficiency reflects the price of credit that covers invested costs 

increased by adequate profit without the necessity of subsidies from external 

counterparties. The commercialization of the microfinance sector and the need for self-

financing force MFIs to prefer solvent debtors and seek faster growth, creating trade-

offs between achieving social objectives and maximizing financial returns. Serving the 

very poor with small-scale services remains a tough business and often entails charging 

high fees or depending on steady subsidies (Janda, 2014). This raises the question: 

does microfinance genuinely benefit the poor or primarily serve the interests of the 

more affluent? Thus, this study aims to evaluate whether microfinance institutions 

effectively support low-income individuals or cater more to wealthier clients. 

1.3 Research Objectives 

1.3.1 General Objective 

The general objective of this study is to evaluate the effectiveness of microfinance 

institutions in reducing poverty and whether these institutions provide services that 

meet the needs of the poor. 
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1.3.2 Specific Objectives 

The study seeks to: 

To determine the significance of loans issued by microfinance institutions in poverty 

alleviation. 

To determine the impact of savings from a microfinance institution in poverty 

alleviation 

1.4 Significance of Study 

Microfinance programs and institutions have increasingly become a key element in 

strategies to reduce poverty and promote micro- and small-enterprise development. 

However, their impact remains debated, with mixed evidence on their effectiveness in 

improving economic outcomes for low-income individuals. As a result, evaluation of 

microfinance initiatives is essential for researchers, policymakers, MFIs, and 

development practitioners (Cherotich, 2013). This study will provide policymakers 

with insights into the relationship between microfinance and poverty, enabling them 

to design targeted policies that address the specific needs of marginalized and 

underserved communities. Moreover, it equips MFIs with a deeper understanding of 

their clientele, allowing them to refine financial products, improve accessibility, and 

implement responsible lending practices. By bridging the gap between financial 

inclusion and sustainable poverty reduction, this study contributes to the development 

of a more equitable and effective microfinance sector. 
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CHAPTER TWO: LITERATURE REVIEW 

2.1 Introduction 

This chapter discusses the relevant literature on the role of microfinance institutions in 

poverty alleviation, drawing on the work of several scholars worldwide. The first part 

reviews the fundamental theories, while the second part reviews the various empirical 

studies carried out by researchers. 

2.2 Theoretical Framework 

This section reviews existing theories relating to the role of microfinance institutions 

in poverty alleviation. 

2.2.1 Group Lending Model 

This model was developed by Muhammed Yunus when he established Grameen Bank 

in 1983. It aims to address the challenge that borrowers in a microfinance bank are too 

poor to offer collateral. Hence, to reduce loan default, the model advocates for offering 

loans to people in groups of five who support each other to ensure every member’s 

loan is repaid. The key feature of this model is joint liability, where all group members 

are treated as being in default if any member of the group does not repay their 

loan.  According to Cherotich (2013), joint liability can help alleviate the major 

problems facing lenders in screening, monitoring, auditing, and enforcement by 

utilizing the local information and social capital that exists among borrowers. 

Group lending is designed to work in such a way that in a group of five, only two 

members receive a first loan, for which they are given six weeks to begin repaying the 

principal and interest before the remaining members in the group become eligible for 

receiving loans. Therefore, if one member fails to repay their loan, then all members 

in the group risk not receiving any loan at all. Additionally, group members are 

expected to cover the cost if someone is unable to pay. This model encourages 

borrowers to make use of their loans by starting businesses that generate income to 

repay their loans. Hence, this model encourages repayment and fosters financial 

discipline. 
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The model assumes that group members will work together and help each other in case 

one member fails to repay their loan, ensuring overall loan repayment. It posits that 

loans will be repaid if borrowers act as guarantors for each other. The assumption that 

offering microloans to borrowers improves their standards of living aligns well with 

the study. However, this model fails to specify the criteria used to identify genuinely 

poor individuals within a group. Additionally, it overlooks the cost incurred by 

microfinance institutions in the event of a loan default. 

2.2.2 Microfinance Theory 

Muhammed Yunus developed this theory in 1976. It aims to provide financial services 

to poor and low-income households that do not have ready access to formal financial 

institutions. Microfinance institutions succeed where modern banks have failed 

because they have learned five key lessons: how to accommodate collateral substitutes 

as an effective basis for client selection, how to use self-interest to manage risk and 

maintain high on-time recovery rates, how to minimize the cash cost of making small 

loans and collecting small savings, how to mobilize peer pressure and social 

background to enforce contractual obligations, and how to segment the market to 

remain focused on the poor yet target the well-motivated. 

This theory implies that poor people should have the opportunity to participate in the 

financial sector. It assumes that providing poor people with financial services will 

enable them to start businesses, which will increase their income, therefore improving 

their standards of living and reducing poverty. According to Hearth (2019), 

microfinance allows the poor to get out of poverty through their efforts by providing 

them with the financial means to realize their entrepreneurial potential. Thus, this 

theory posits that the poor can pull themselves out of poverty if they have access to 

financial services. 

This theory aligns well with this study as it suggests that offering financial services to 

the poor provides them with opportunities to engage in income-generating activities, 

thereby improving their standards of living. However, this theory fails to address the 

need for financial literacy services. Financially illiterate households and those with 



8 
 

lower cognitive abilities are found to have difficulties managing their daily 

expenditures, economic transactions, and financial resources (Askar et al,2020). 

2.2.3 Rotating Savings and Credit Association Model  

This model was developed by Clifford Geertz in 1962. It aims to provide financial 

support and promote savings among its members. It is mostly used by individuals who 

do not have access to the formal credit market due to a lack of collateral security and 

the inadequate availability of formal financial sectors. Additionally, rotating savings 

and credit association models (ROSCAs) have no provision for the time value of 

money and no interest earned on the savings. This model was developed to encourage 

regular savings among members, helping them accumulate funds for future use.  This 

model acts as an informal financial institution where individuals make contributions 

and withdrawals to and from a common fund. 

A rotating savings and credit association is an association formed by a core of 

participants who agree to make regular contributions to a fund that is given, in whole 

or in part, to each contributor in a rotation (Ardener, 1964). Rotating savings and credit 

associations come in two main forms: The first type allocates funds using a random 

method, where the winner of the first rotation is excluded from the next rotation and 

the second type is bidding allocation, where the individual who receives the fund in 

the present period does so by bidding the most in the form of a pledge of higher future 

contributions to the association or one-time side payments to other Rosca members. 

 This model assumes that people from low-income households save for future use and 

can cope better in unforeseen circumstances. The many occasions when the poor need 

lump sums of money are life-cycle events, emergencies, and opportunities (Babajide, 

2016). ROSCAs operate similarly to microcredit schemes, with the key difference 

being that in ROSCAs, the lump sum is earned with no interest rate, thus removing all 

constraints for people from poor backgrounds in accessing a financial sector. This 

model posits that poor people have some surplus to save; hence, they join groups and 

contribute a fixed amount at regular intervals. 
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2.3 Empirical Framework 

2.3.1 Impact of Microfinance Institutions 

Stewart, Rooyen, & Wet (2012) conducted a study on the impact of microfinance in 

Sub-Saharan Africa by focusing on 10 countries: Ethiopia, Ghana, Kenya, 

Madagascar, Malawi, Rwanda, South Africa, Tanzania, Uganda, and Zimbabwe. The 

study focused on evaluating the impact of either micro-credit or micro-savings 

interventions with or without related programs using a comparative study design. It 

evaluated the impact of these financial services by comparing recipients with non-

recipients, focusing on client outcomes rather than the performance of microfinance 

institutions. 

The findings revealed that microfinance has both positive and negative effects on the 

poor people it purports to help. Microcredit has both positive and negative impacts on 

the incomes of poor people while micro-savings appear to have no significant impact 

on income levels. Although both microcredit and micro-savings have positive impacts 

on the levels of poor people’s savings, they also lead to an increase in clients’ 

expenditure and their accumulation of assets, leading to a decrease in their income. 

Stewart, Rooyen, & Wet (2012) conclude that micro-savings and microcredit should 

not be promoted as poverty reduction tools.  

Maswari (2013) studied the importance of microfinance institutions in Kisii County 

and obtained the same results as Mutua (2017) and Okibo & Makanga (2014): that 

there is a positive impact of microfinance institutions on poverty alleviation. Maswari 

(2013) employed a casual study approach to explore relationships between variables 

and conducted a multiple regression analysis with poverty alleviation as the dependent 

variable and savings, credit, training services, and insurance as the independent 

variables. The results revealed that credit facilities had the highest impact on poverty 

alleviation, followed by the personal savings of individuals. Additionally, Maswari 

(2013) recommends that microfinance institutions can be empowered through the 

provision of finances, which can be advanced to customers as credit to facilitate rapid 

economic growth.  
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In contrast, Shakir (2022) conducted a study on the impact of microfinance on the poor 

in Kenya and found that while microcredit can have positive effects, it may also cause 

more harm than good if the loan is spent on consumption rather than investment. 

Therefore, Shakir (2022) suggests that microfinance should not be considered as the 

sole solution for rescuing the poor from the chains of poverty. Instead, other structural 

solutions should be sought to address the root causes of poverty effectively. 

Okibo & Makanga (2014) studied the effects of microfinance institutions on poverty 

reduction in Kenya by focusing on the Pamoja Women Development Program 

(PAWDEP), located in Kiambu district. The study adopted a descriptive survey design, 

targeting administrators and customers of PAWDEP and its branches in Kiambu, 

Thika, and Limuru. Okibo & Makanga (2014) utilized the ordinary least squares 

regression, with credit facilities as the independent variable and income, poverty 

levels, and economic and sustainable development as the dependent variable. The 

findings revealed that some of the strategies employed by PAWDEP to reduce poverty 

include granting loans with very low interest rates to women, helping them start and 

grow their businesses, and educating their children. Additionally, the findings are the 

same as those of Mutua (2017), who revealed that participation in microfinance 

services, such as microloans, increased customers’ income levels, with the average 

income rising to Ksh21,782.6 after taking a loan. 

Mutua (2017) conducted a study on the effect of microfinance services on poverty 

reduction in Makueni County. The study adopted a descriptive research design and 

collected data from 2,448 customers across 6 microfinance institutions in Makueni. 

Mutua (2017) utilized the ordinary least squares regression, with poverty reduction 

(measured by total income earned by users of microfinance services) as the 

independent variable and micro-credit, micro-insurance, savings, and training as the 

dependent variables. The findings revealed that micro-credit services play a great role 

in poverty reduction in Makueni County. Additionally, the findings revealed that 

increased savings correlate with higher loan amounts, leading to improved standards 

of living through the establishment of income-generating venues. 
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Christenson (2017) studied microfinance institutions and poverty reduction in Nigeria 

by investigating the relationship between access to microfinance institutions and 

poverty reduction in Nigeria at a state level. Christenson (2017) adopted a descriptive 

research design, targeting 36 states in Nigeria and one federal territory. Christenson 

(2017) used ordinary least squares regression with poverty level as the dependent 

variable and access to microfinance institutions, education, unemployment, and 

agriculture as the independent variables. The study had control variables such as 

education, unemployment, and agriculture. The results revealed that there is a negative 

relationship between access to microfinance institutions and poverty in Nigeria, 

indicating that an increase in microfinance services leads to a decrease in poverty. 

These findings correspond with the findings from Mutua (2017), Okibo & Makanga 

(2014), and Maswari (2013). 

Kasali (2020) studied the impact of microfinance loans on poverty alleviation in 

southwest Nigeria by using primary data collected in three states. Kasali (2020) 

utilized the propensity score matching methodology to analyse the results. The study 

therefore revealed that microfinance loans have favourable contributions to poverty 

alleviation in south-west Nigeria, but there is still a need for government aid to make 

the poor people benefit more from microfinance loans. Additionally, the availability of 

more infrastructural facilities and a more enabling environment would encourage the 

establishment of more microfinance institutions in rural areas. 

Chikwira, Vengesai, & Mandude (2022) examined the role of microfinance in poverty 

alleviation in Zimbabwe by analysing the causality between microfinance and poverty 

reduction. The study focused on how MFI loan growth, small and medium enterprises 

(SMEs) growth, and agricultural output affect the poverty rate in Zimbabwe by using 

the vector autoregressive model to test the causal relationship between the dependent 

and independent variables. The findings revealed that while the growth of MFI loans 

contributes to increased poverty in the long run, poverty reduction can be achieved 

through the expansion of SMEs and agricultural output. 
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2.3.2 Microfinance Loans and Micro-Savings on Poverty Reduction 

Ochieng (2012) carried out a study on the effect of microfinance loans on poverty 

reduction by analysing primary data collected from K-Rep bank clients within 

Kwangware and Kibera. The study examined how factors such as business 

environment, rural finance, expansion and growth of community businesses and 

branch networks, training and capacity building, and customer awareness influence 

poverty reduction. Poverty reduction was measured by using the bank's growth over 

the years, community growth, and the change in the living standards of clients. The 

findings revealed that microfinance loans have a great impact on the lives of people, 

as seen by the growth of some communities. Additionally, microfinance loans help in 

business expansion among the poor, which later increases their standards of living.  

 Ampah, Ambrose, Omagwa, & Frimpong (2017) conducted a study on the effect of 

access to credit and financial services on poverty reduction in Ghana. The study 

adopted an explanatory research design to explain how access to credit and financial 

services affects income, consumption expenditure, the acquisition of business assets, 

and the ability to educate children. The findings revealed a weak positive correlation 

between access to credit and income growth, an increase in consumption expenditure, 

and the acquisition of business assets. However, the study found a strong positive 

correlation between access to credit and the ability to educate children.  

Josphat (2018) examined the influence of access to microfinance loans on poverty 

reduction and the growth and improvement of people’s living standards through 

services offered by microfinance institutions in Kuria West Constituency. The study 

focused on how access to business loans, access to asset finance, access to home 

improvement loans, and access to school fee loans reduces poverty. The findings 

revealed that access to microfinance loans led to a decrease in poverty in Kuria West. 

For instance, business loans helped individuals in the target group engage in business 

activities that generate income for them, and access to home improvement loans led to 

improvements in living conditions, from living in shanties to permanent dwellings, 

leading to an improvement in the living standards of their target group. 
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Masuda (2021) conducted a study on the role and impact of saving groups in escaping 

poverty, arguing that loans are a major factor in preventing the poor from escaping 

from poverty and proposing that breaking free from loans should be treated as the first 

step in breaking free from poverty. The study investigated the impact of NGO-

supported micro-savings groups on poverty and looked at how participants alleviated 

their poverty. The findings revealed that participating in saving groups led to decreased 

poverty and reliance on borrowing from financial institutions and relatives. This made 

participants more independent and encouraged them to participate in activities that 

generate income. 

 

2.4 Summary of Literature 

The empirical studies on microfinance discussed above provide evidence of the 

positive impact MFIs have on poverty alleviation. The studies examining the effects 

of micro-savings and microloans indicate that these financial services greatly 

contribute to reducing poverty. However, some studies have highlighted that 

participation in MFIs can lead to increased poverty in the long run and caution against 

promoting microcredit as a solution for the poorest clients. These findings contribute 

to the ongoing debate about the true impact of microfinance on poverty alleviation. 

2.5 Conceptual Framework 

The variables of interest in this study include savings from a microfinance institution, 

income, loans received from a microfinance institution and the level of education. A 

binary variable termed poor will be derived from the income variable to categorize 

individuals based on their economic status. This variable will take two values: 1 

representing the probability of being poor and 0, representing the probability of not 

being poor. The classification will be based on the poverty thresholds defined by the 

Kenya Poverty and Equity Assessment (2023). Specifically, individuals earning below 

the average income levels of Ksh3,947 and Ksh7,193 in rural and urban areas 

respectively will be categorized as poor.  
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CHAPTER THREE: METHODOLOGY 

3.1 Introduction 

This chapter outlines the method that will be used for the study, and it entails the 

following structure: the research design, the target population, the sample, data 

collection, and data analysis. It consists of the steps that will be followed and the tools 

that will be used to generate, collect, measure, and analyse data. 

3.2 Research Design 

This study adopts a descriptive research design. This is because the purpose of this 

study is to provide an empirical analysis of the relationship between poverty and 

microfinance institutions. According to Cherotich (2013), descriptive research is an 

investigation in which quantitive data is collected and analysed to describe specific 

phenomena in their current trends, current events, and linkages between different 

factors at the current time. 

3.3 Population and Sample Selection 

The Kenya Integrated Household Budget Survey (KIHBS) aims to monitor 

development initiatives by collecting data from different households across different 

domains including national, urban and rural areas. The survey done encompasses a 

broad range of variables such as household characteristics, housing conditions, 

education, general health characteristics, nutrition, household income and credit, and 

household expenditures. However, the main target population for this study are 

individuals within the surveyed households who access microfinance institutions and 

utilize services such as savings and loans. 

3.4 Data Types and Sources 

Data can be classified into two categories: primary and secondary. This study will rely 

on secondary data obtained from the Kenya National Bureau of Statistics (KNBS), 

utilizing existing household surveys conducted in the country. These surveys used 

provide comprehensive insights into a wide range of socio-economic indicators, such 

as demographic, education, health, household consumption, expenditure patterns and 

sources of household income.  
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The Kenya Integrated Household Budget Survey (KIHBS) is conducted after every 

three years with the first one being in 2006 and the latest in 2021. This study will focus 

on the years 2009, 2013 and 2016. These years were selected due to the availability of 

key variables relevant to the research objectives and years such as 2006 and 2019 have 

missing data which would bring problems during the analysis of data.  

3.5 Definition of Variables 

The dependent variable in this study is poverty which is a binary variable with two 

outcomes: the probability of being poor and the probability of not being poor. The 

independent variables include savings from microfinance institutions, loans received 

from microfinance institutions and the education level of individuals using 

microfinance services. 

Savings from microfinance institutions are used to determine whether they contribute 

to financial stability and improve the living standards of poor people. Loans received 

are analysed to determine whether access to microfinance loans enhances income-

generating activities thereby improving the living standards of poor people or it 

provides potential risks such as over-indebtedness which may trap recipients in a cycle 

of poverty. Additionally, the level of education is used to evaluate its influence on the 

effective utilization of microfinance services. This involves examining whether 

individuals with higher education levels are better equipped to manage loans and 

savings efficiently, leading to improved financial outcomes. Conversely, the study also 

investigates whether limited education hinders financial literacy and decision-making, 

potentially exacerbating poverty rather than alleviating it. 

3.6 Data Analysis 

This study will adopt an ordered probit model regression because the dependent 

variable, poverty, is binary, taking on one of two possible values: being poor or not 

being poor. The probit model is a widely used approach for binary response analysis 

and is typically estimated using maximum likelihood estimation (MLE). By using the 

probit model, this study aims to provide robust estimates of the determinants of 

poverty, offering better insights into the variables' effects on the likelihood of being 

poor.  
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This analysis was based on the model specified as follows: 

Equation 1 

𝑌 ∗ 𝑡 =  𝛽1𝑋1𝑡 +  𝛽2𝑋2𝑡 +  𝛽3𝑋3𝑡 + . . . + 𝛽𝑘𝑋𝑘𝑡 +  𝐶1 +  µ1𝑖𝑡 

                        𝑡 =  1,2,3, 4. . . 𝑇 

Where: 

𝑌 ∗ 𝑡 is a dummy variable representing the dependent variable. It represents the risk or 

chance of being in poverty at time t. 

Xit represents the independent variable 

βi represents the parameters to be determined in the model. 

C1 represents the conditional maximum likelihood estimation. 

µ1it is the error term. It follows a normal distribution with a zero mean and constant 

variance. 

 

 

 

 

 

 

 

 

 

 

 



17 
 

CHAPTER FOUR: DATA ANALYSIS AND RESULTS 

4.1 Introduction 

This chapter deals with the research findings and the results of the data analysis. The 

study findings are presented on the role MFIs play in alleviating poverty in Kenya.  

4.2 Descriptive Statistics 

From the summary statistics, the poor variable is a binary outcome variable coded as 

0 and 1, where 1 indicates the probability of being poor and 0 indicates the likelihood 

of not being poor. The average total income was ksh10,086, with a minimum of ksh30 

and a maximum of ksh800,000. The high kurtosis level of 283.9181 for total income 

indicates a heavily tailed distribution, suggesting the presence of significant outliers 

and highlighting the substantial income disparity among respondents. Similarly, the 

average total expenditure was ksh11,197, ranging from a minimum of ksh0 (indicating 

no recorded spending in some cases), to a maximum of ksh812,500. The kurtosis level 

of 238.845 for total expenditure further signals the presence of extreme values in the 

data. Additionally, categorical variables such as Level of Education, Savings from 

Microfinance Institutions (Savings_MFI), and Loans from Microfinance Institutions 

(Loan_MFI) were initially recorded as string variables. To facilitate numerical 

analysis, these variables were converted into numerical values by assigning unique 

numerical codes to each category within these variables.  

 



18 
 

Figure 1: Descriptive Statistics 

 

4.3 Regression Analysis 

To demonstrate how MFIs contribute to poverty alleviation, this study conducted an 

ordered probit regression. The model used is a binary response model meaning that the 

dependent variable can only take two variables, 0 and 1. The binary outcome of the 

dependent variable was modelled based on the Kenya Poverty and Equity Assessment 

2023, whereby the poverty threshold was found to be Ksh3,947 and Ksh7,193 in rural 

and urban areas respectively. An individual whose earnings are below the poverty line 

is poor. The results of the ordered probit regression are illustrated in the figure below:  

Figure 2: Regression Analysis 

 

The likelihood ratio chi-squared value and the p values are suitable in describing the 

fit of the model’s goodness of fit. In the model, LR chi-squared denoted as LR chi2(3) 

represents the result of a chi-squared test used to evaluate the explanatory power of the 
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model. The chi-squared value was 218.78. The p-value associated with the Chi-

squared value denoted as prob>chi2, tests the null hypothesis that the model with the 

predictors is not an improvement over a model with only an intercept. The p-value is 

0.0000, which is less than the common threshold of 0.05 indicating that the null 

hypothesis is rejected suggesting that the model, with its set of predictors, significantly 

improves the fit compared to a model that includes only the intercept, thus supporting 

the inclusion of the independent variables in explaining the dependent variable. 

Based on the results above, the coefficient of savings from a microfinance institution 

is statistically significant with a coefficient of 0.2844, indicating a direct relationship 

between poverty and savings. This means that an increase in savings from a 

microfinance institution increases the probability of being poor by 28.44% holding 

other factors constant. Contrary to the expected outcome, these findings imply that 

savings from microfinance institutions may not play a significant role in reducing 

poverty. These results align with the research findings of Stewart, Rooyen, & Wet 

(2012) who argue that micro-savings programs should not be heavily promoted as tools 

to alleviate poverty. Furthermore, their work suggests that microcredit is also not a 

suitable solution for addressing the needs of the poorest clients. 

The results indicate a positive relationship between loans received from a microfinance 

institution and poverty. The coefficient of 0.1204 suggests that a unit increase in loans 

from a microfinance institution increases the probability of being poor by 12.04% 

holding other factors constant. These findings challenge the expectation that 

microfinance loans help alleviate poverty, highlighting the potential for unintended 

outcomes when loans are used to pay debts and not utilized to start income-generating 

activities. These results are consistent with the research by Shakir (2022) and Ampah, 

Ambrose, Omagwa, & Frimpong (2017) who emphasize that access to credit and 

financial services alone does not guarantee improvements in living standards. 

Specifically, when loans are not utilized for productive purposes such as income-

generating activities or the acquisition of business assets.  

The level of education has a negative relationship with poverty. The coefficient of -

0.126 implies that a one-unit increase in education increases the probability of not 
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being poor by 12.6% holding other factors constant. This aligns with the widely 

recognized expectation that education reduces poverty by equipping individuals with 

skills, knowledge, and opportunities that lead to better income-generating activities. 

Education not only contributes to improved economic opportunities but also enhances 

individuals' financial decision-making abilities, fostering behaviours like saving, 

budgeting, and investing in productive ventures. Although financial literacy was not a 

focus of this research, its importance as a tool for enabling individuals to make 

informed financial choices remains undeniable. 

This study employed an ordered probit model to estimate the marginal effects of the 

independent variables. Marginal effects from an ordered probit regression provide key 

insights into the practical significance of the probit model's results. Marginal effects 

indicate the change in the probability of an outcome occurring when the value of an 

independent or explanatory variable increases by one unit, holding other factors 

constant. In this case, the ordered probit model focuses on an ordinal dependent 

variable with two categories: 0, representing not being poor, and 1, representing being 

poor. The results are published in the table below: 

Figure 3: Marginal Effect Results 

 

These results align with those obtained from the ordered probit model. In this context, 

predict 1 represents the probability of not being poor, while predict 2 represents the 
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probability of being poor. The marginal effects indicate the change in probabilities 

associated with each variable. Specifically, the probability of being poor increases by 

10.10% for savings, 4.28% for loans, and decreases by 4.48% for the level of 

education. These findings highlight the varying impact of each variable on poverty 

status, with savings and loans being associated with an increased likelihood of poverty, 

while education demonstrates a decreased likelihood of poverty. 
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CHAPTER FIVE: CONCLUSIONS AND RECOMMENDATIONS 

5.1 Conclusions of the study 

The purpose of this study was to determine the role of microfinance institutions in 

poverty alleviation and specifically focus on whether savings and loans from MFIs are 

beneficial to poor people and whether they help them to improve their standards of 

living. This study was carried out using secondary data obtained from KIHBS focusing 

on the years 2009, 2013 and 2016.  

The findings of this study reveal a paradoxical relationship between microfinance 

services and poverty. Specifically, both savings and loans from MFIs show a positive 

relationship with poverty, indicating that increased access to these financial services is 

associated with a rise in poverty levels. In contrast, the level of education shows a 

negative relationship with poverty, indicating that an increase in the level of education 

leads to a decrease in poverty.   These results imply that rather than alleviating poverty, 

MFIs may inadvertently contribute to financial distress, potentially due to factors such 

as high interest rates, poor financial literacy and unsustainable debt accumulation. 

These findings raise concerns about the effectiveness of microfinance as a poverty 

reduction strategy in Kenya and highlight the need for reforms to enhance the impact 

of MFIs.  

5.2 Recommendation 

This study recommends the strengthening of financial literacy programs which would 

equip users of microfinance services with the knowledge and skills to manage loans 

and savings effectively, reducing the risk of financial mismanagement. Additionally, 

improving loan structuring by offering lower interest rates, flexible repayment terms 

and tailored financial products could mitigate the risk of over-indebtedness. 

Furthermore, implementing policies that promote responsible borrowing and saving, 

along with stricter regulatory oversight of MFIs would ensure that these institutions 

serve as tools for sustainable economic development rather than mechanisms that 

perpetuate poverty.  
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