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ABSTRACT 

The study aimed at evaluating the effect on conversion from non deposit microfinance 

institution to deposit ta1..ing in liluli ns on financial performance in Kenya. DTM is a 

microfinancc institution 111'11 i JOsits as day-to-day basis and any other activity of the 

businc s linunccd v,h~)ll r to a material extend. With the conversion the MFis shall be 

able to rcm:h their full p tential by enhancing deposit mobilization which is in 

accordtmc~ t vi ' i n 20 O.lhe study focused on the fully converted DIMs which 

included Faulu Ken;a, Kenya Women Finance Trust, Smep and Uwezo. One year before 

con er ion and one year after conversion. 

In the analysis and evaluation of the determinants of financial performance were analysed 

by use of the two ratios R.O.A and R.O.I .This sought to determine the DTM efficiency 

by use of its assets while the institutions competitiveness and sustainable growth was 

determined by use of equity.The finding of the study shows decrease in R.O.A and R.O.I 

for Faulu Kenya and K.W.F.T indicating that there is fluctuation of the net income or 

interest margins as a result of the increased cost of operation and infrastructural cost. 

Therefore a high R.O.A and R.O.I is needed for the institution to attract private capital. 

MEP howed increa e in R.O.A and R.O.I which could be a a re ult of financial fund 

received from national and international organization . 

1 he tud) conclude that micro finance ha b en an imp rtant t ol in p vert aile iati n, 

empowcm1cnt of women , nd in bringing ab ut financial inclu ion. I here e i t a great 

opportunity for the microfinancc se tor to pro ' ide credit to the low in me population 

th r hy reducing p werty and thus in the dc\'c lopment of thc country as a ' ' lmk. 

Ith u h th mkro li nan c ~.:c tor h, reported an imprcs ivc 'fO\\ th, with the otdinancc 

\' 



passed by the government, there is lack of capital for some of the microfinance 

institutions in the country. 

The study recommends that mi r lin n ' in titutions have faced a lot of issues about its 

performance and sushin,lbilit ti 'rolinancc in titutions have been viewed as an 

important tool in 1 ov~..:rt\ ·Ill' hti( n and financial inclusion. It is an important sector 

which would impH' 'th~ li ing conditions of the poor and lead to the development of the 

country. ome of the i · ue faced by micro finance institutions include high interest rates, 

multiple lending. coerci e methods of recovery and lack oftransparency. 
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CHAPTER ONE 

1 TRODU TION 

l.l Buckground of th • , ' tud) 

Mugnngn (-0 l 0) ddin~d Ecr finance Institution is an Institution that provides financial 

· ~.:r ic~.:s t I w income indi iduals and households as well as micro, small and medium 

enterpri e (M ME ). using specially designed methodologies that will ensure sustainability for 

the lender , and lead to improvement in the standard of life for the consumers, while ensuring a 

triple bottom line of developing the person positively impacting lives and leading to economic 

Development of the region". The World Bank estimates that the potential global market for 

micro enterprise credit currently stands 1 GOmillion clients. In many developing economies small 

and Micro businesses comprise of nearly ninety percent (90%) of all firms (Berenbach& 

Churchill, 1997). 

The Micro-finance Act 2006 became operational in May 2008, and create the legal framework 

for qualified MFI to accept depo it and mobiliLe them a loan fund , pro iding a aluable 

'Ource of capital for e. ·pan ion and financial ufficien . The act al pen up p ibilit or 

11-I tapping into other urces of capital, including equit capital. 1 he regulation<; ft r dcp ·it 

takin 1 Hs arlo! \cry strict and incl udc .among oth r thing . pcrating natiotm idl.! through ut 

Ken) a nd retainin core capital mounting to hdwl.!l.!n h20milli m ( L D 2 ._ thousand ) and 

h milli n D 770 thou · nd (I io 1 trth _009 . 



Micro-finance Act 2006 granted orne of th mi re-finance institutions in Kenya a legal status as 

deposit taking institutions. MFL arc l~clin 1 squ ~ezcd from commercial banks which have begun 

to attract a larger share of'" hat has traditionally been the microfinance market .This trend is 

occurring as t:ommcr ·i tl l tnk tr' of'f'·ring more attractive financial products to the best of 

performing mil::ro-linan ·, ·lient ·, with better terms and more easily met conditions 

( llognrt h.- 009) 

There i u clear recognition from the public and the Government that regulation of MFis is 

nece ary toe tabli h the right environment for a market shifting from donor funded and poverty 

oriented institutions to for-profit organizations. Former credit-only institutions wanting to 

leverage deposits from the public can only operate successfully in the market if it is properly 

regulated thus leading to the conversion of the Credit MFI to deposit taking micro-finance 

institutions as both Financial institutions and depositors ought to be protected. 

With the conversion of MFis to DTMs ,it will lead to increased number of total assets as more 

branches will be opened and increased deposits, the net income will be expected to rai e after 

break even has taken place. The increased number of employees to cater for the cu tomer and 

the da) to day activities will increa e the operating expen . With th increa ed number of 

cu tomer turnover of the cu tamer depo it and the amount gi en a loan to cu tomer will lead 

t increa ·e in th aming per hare. 

1.1.1 1 icrofinan c In titution 

'( h t m1 .. mi r )finan c in titution · arc the tin, n ial in titution that an.: ommitll:d to as, i t 

m II nt rpri to mm itl ~.:nil:c , 'lhi 



commitment may replace other private or public objectives, such as maximization of 

shareholders value, the direction of inve tm nt into priority ectors, or mobilization of savings to 

finance government operations. (I Jar 1), L:t a\, _002). 

According to World Bank: 'li ' l'l finnn ' Institution refers to those institutions that engage in 

relatively small linanda l tr·1n "I ·til ns that usc various methodologies in order to serve low 

income housdwlds. ·nt ·q ri · . mall ·calc farmers and also those who lack access to traditional 

banking srrvicrs ( B . 19 9 . 

Microfinance in titution offer poor people access to basic financial services, such as loans, 

aving , money transfer services and micro insurance. Savings services allow savers to store 

exce s liquidity and to obtain returns on investments. Credit services enable the use of 

anticipated income for current investment or consumption. Over all , microfinance services can 

help low-income people reduce risk, improve management, raise productivity, obtain higher 

returns on investment, increase their income, and improve the quality of their lives and those of 

dependants (Robinson, 1987) 

1.1.2 Depo it taking Microfinance In titution 

The microtinance ct 2006, define a depo it taking micro finance bu ine · a an in which the 

person conducting the bu ine , hold him elf out a accepting dep it n da - to da a is and 

any other activity of the busincs · financed, wholly r to a material c tent. b) lending or 

·.· t ndin r dit for the account and at thc ri k of thc 1 crson accepting th • dcp) it. includin l the 

f h rt- t rm loan to mall or microcntcrprisc or low incl'mc h n1 ch Ids and 

) th u 



Transformation of NGO microfinance in titution into regulated deposit-taking institutions has 

been viewed as one of the key '" uy t r~ut ' financial viabi lity and scale among the MFis, and 

establi sh permanent sources of fun ling for them ( Ledgerwood and White, 2006). The 

proponents of microlin·m ·~.· r · 1ul .tt ion such as World Bank, Consultative Group to Assist the 

Poor ( '(; P) und lin: I nt ·rnati nal donor communities argue that the future of micro finance lies 

in developing a well r~gulated microiinance environment that will allow the poor to access a 

wide variety of financial er ices. (Gallardo 2011). 

A v ell detined regulatory framework, a clear national vision, legal and policy environment are 

all pre-requisites to a successful transformation. In most countries, a tiered financial and 

regulatory approach has proved the most effective for enabling transformation, offering clear 

categorization of the institutions and providing a good basis for a roadmap. The tiered approach 

is also suited to the increasing demand for diver ified microfinance products, as the industry 

changes from a primarily social development tool to a recognized economic development tool. A 

broader range of trong financial intermediation institutions is therefore needed. (Robin on 

2001). 

With the regulation being put in place, it will in till public c nfidence regarding th Mfls thu 

moving 1icro-tinance ector to ne\ frontier of financia l rca h thr ugh mobili1ation f public 

been noted that th traditi nal ·ource of don r fund s for mien -finance 

in tituti 11 arc lryin' up and cannot be relied to mo\'c the sector the nc:t Je, cl :1 he 10\ ernmcnt 

K 11 



with the front office operations. The DTMs currently in operation include Faulu Kenya, Kenya 

Women Finance Trust, Uwezo and mall and Micro Enterprise Programme. 

Muganga (201 0) noted tl1'lt • m Ll'~ion of the credit MFis to Deposit taking MFis will enable 

the Institutions to l'i.\1 ·h th ·ir f'ull 1 otential, by enhancing deposit mobilization which is in 

ac<.:ordun<.:L' to Kl'll )' t' · 1 illtr ision 2030 ,leading to the increase of the Kenya's savings level 

(Kenya intends t raise the gro ·s national savings to 27.7 per cent of GDP and expand the level 

or inv~ ·tm~nt t -.6 per cent of GDP 2012) and improving the quality of life for all 

citizen ·(MoF trategic plan, 2009-20 12).Through the regulations laid down for the DTMs, this 

will do a~ ay v ith some uncertainties and risks in terms of the cost, unhealthy competition, 

operational challenges, limited funding sources, sustainability 

1.1.3 Deposit Taking Microfinance Institutions in Kenya. 

Faulu established itself as a company limited by share capital in 1999 in order to obtain debt 

funds from the market. In 2004 the institution decided to go a step further and become a public 

limited company, issuing a bond to rai e additional funds for operati ns. nee thi wa 

accompli bed. the main challenge was to identify new, like-minded hareholder /inv stor . 

Ideally. incoming hareholder would not only hare Faulu' ocial objecti e , but al o the 

hri tian faith of it current inve tor . fhe ne\ Micro finance Act limit individual harcholding 

to 2-% of the total share capital. I he Act gives transf rming in titutions four yt.:ar to compl) 

\ ith thi rc Juircmcnt follo\\ing li cnsing. I·aulu Kenya was converted to a dcpo it taking 

1i r finan In titution 1, y 2009. 



KWFT was the second MFI To be converted to a DTM institution in the year in March 201 O.the 

reason for the conversion is to enabl the in titution to manage the growing demand for their 

expanding customer ba e that urrcntl stands at 450,000 as well as internal staff operations and 

regulatory reporting. KWI l hus nIt tnl f _\5 busincs cs, 10 being deposit taking branches. 

SMEP lkpt)~il Tukin' lt 'rofinancc Limited evolved from the Small Scale Business Enterprises 

Progrnmnu: ( ' 13 ') \\ hich v as registered in 1999 and fully owned by NCCK. The 

transformation into Deposit Taking Microfinance institution will enable the institution offer 

a ing products to its clients in addition to the loan products. The institution boasts of 87,500 

client and an out tanding loan balance of Sh 1.1 billion. SMEP was converted to a DTM 

institution in the year 2010.The main goal of SMEP is to improve the standard of living of 

economically poor and marginalized entrepreneurs by providing access to credit and other 

services to stimulate economic growth. 

Uwezo DTM limited was established in the year 2007 .Uwezo word is a wahili word meaning 

empowerment. Their objective is to facilitate economic growth through community financial 

inclusion it was registered as a Deposit Taking Micro finance Institution in November 2010 . 

Bankakademie (2012) in a tudy ab ut the transformation experience f Faulu Kenya and Ken a 

Women inance Tru t (KWFT) noted that the de ire to cr\e client better wa the moti ati n 

for tran f m1ation from a non-g vernmental rganiz.ation ( ) r a non-regulated 

mi rolin n c in titution (MI· l) into one which i\ n.:gulatcd r the dep )'>it taking Institution. l·or 

b uc c ~ ful it rcquin.:~ easier mobilization or fundin ' · gr~.:at~.:r outn::ach and a 

nt cliv ry o rvi th n i )(11m n in 1 r dill nly 11·1. Amon ' t the l cndit. ol 



transformation are cheaper access to funds through deposits (in the long-term), increased 

governance, and greater comp titive po itioning contributing towards achieving greater financial 

sustainability and equity inve ·ttn 'nt , . 

1.2 Statement of thl' Prohkm 

The study or I ep) ·it takin u. microfinance institutions (DTMs) in Kenya has been an area of 

limited :study d~ · pit~ numerous researches on their non deposit taking counterparts. This has 

b~~n attributed t the hort time they have been in operation since conversion and lack of 

adequate information on their performance; moreover there are just a few of such institutions in 

Kenya. 

Ndulu (20 1 0) studied Factors affecting institutional transformation, a case for microfinance 

regulatory framework in Kenya and concluded that the main factor affecting transformation 

included raising minimum capital, meeting capital adequacy requirement , restructuring 

owner hip, setting up branches that meet regulatory requirements, etting up MI that upport 

the required documentation, restructuring governance and management and increa e in 

operational cost . Gathuku (20 1 0) looked at re pon e to micro finance in titution to regulation 

through the microfinance Act 2006 and realized that there i need for the MFI t enhance their 

under tanding of the 1 gal and regulator} requirement to determine the ri \... : and con ·traint 111 

the conte. t of each regul atory em ironment and a\ oid the pitfa lls of predl!ceo;sors. 

in hi r , n.:h on tht.: rdationship bct\\~.:l!n cr~.:dit risk mana 1ctnent practic~.:s an I 

pr It bilit) mi r fin n in titution in K~.:nv toun I out th \l t~.:dit t i k man ,~.:m~.:nt i on~: ,; 

7 



of the most important practices to be used especially by the MFis for getting assurance about the 

reliability of the operations and procedure being followed. Financial Sector Deepening (FSD) 

survey "conversion from a credit mi r finan e in titution to a CBK-licensed, deposit taking 

micro lender" concluded th 1t th~.: ( ro · ·ss or conversion is a costly venture that is made even 

more expensive b ~.: I 1\ < r 1t ' r 'gulatory requirements. Therefore to encourage other 

organi:t.uti(lllS whi ·h ~.tr · p ' rforming well to transform, a review of actual risks for DTMs would 

be nc:cc:ssm·y to 1 '' er orne of the requirements and therefore costs. Oriaro (2000) looked at the 

characteri ·tic f IFI that supported or hindered regulatory process and identified appropriate 

regulator approaches that could be suitable for MFis in Kenya. There is no known documented 

study on the effect of financial performance on conversion of MFis to DTMs. 

There is no known documented study that has been carried out on the effect of financial 

performance when there is conversion from the MFis to DTMs. 

1.3 Research Objective 

The study sought to evaluate the effect of con ersion from Non-deposit Microfinance institutions 

to deposit taking in titutions on financial performance. 

1.4 ignificance of the tudy 

Thi · infom1ation generat d b thi tud will be of great importance the [t II wing 

·takeholdcr : 

t. OYernmcnt-the finding f the tudy \ ill , ignificantl · a. si:t t h~.: 1 vernmcnt in p lie 

ft rmation that encourages the grO\\ th and devdopment f the I I \1 ..... 

II . R ul to -the tud . \\ill add imp 'lliOU into the on l )in l pr ' C or ' 011 )lidatin l the 

l run! r r ult r) fr m' rkthttttHc t th pll)t.:t · int t~.: t . 



111. DTM managers-In their course of work they tend to evaluate their performance against 

(targets) .This study ~ould intere t them in that the results will confirm how conversion 

has impacted on their p rf rmnn '..:. 

IV . The study will contribut~.: t) k dopmcnt or academics literature and theory by providing 

l!mpirical · id n 'L' r 1 us b ·ducators, and researcher in the field of study 



HAPTERTWO 

2.0 LITKRATURE REVIEW 

2.1 lntroductiun 

Thi~ chupl r "ill r u n the review of theoretical and empirical literature related to the study. 

The chapter di ·cu e the theory of constrained, theory of financial intermediation and 

contingenc; theory. It reviews the empirical studies on microfinance in general with specific 

focu on the deposit taking microfinance institutions (DIMs) and the challenges of conversion 

from microfinance institutions (MFis). 

2.2 Theoretical Framework 

2.2.1 Contingency Theory 

Contingency theory is a class of behavioral theory that claims there is no best way to organize a 

corporation, to lead a company, or to make decisions (Galbraith, 1973). Instead, the optimal 

cour e of action i contingent (dependent) upon internal and external ituation. everal 

contingency approache were developed concurrently in the late 1960 . 

ontingency theory ( albraith, 1973 and 1977) define contingency a the variable , which 

make the rganization contingent up n i en ironment. I Icnce organizati n de, ign, and 

organizati nal choice. depend n the concept r uncertainty. nccrtaint; can he ass ciated \\ith 

th mathematical concept of pr hahilit: and fuuiness (J....lir · l·olger. l9R8) or prop )Sit ions of 

b un I rati n· lity ( ohr~. _oo 



These two approaches to uncertainty are complementary to each other since the greater the 

amount of information that an organization needs to have an order to perform and to complete a 

task. Therefore contingenc) theor nn b ~ u cd to explain that of each of the changes in the 

business environment pre: 'nt a ii I'C t\.:nt 'hallcnge to managers to come up with responses to fit 

the situation 

2.2.2 The Theory of on 'traint 

ilber ( 197-. 19 ) presented the theory as one of the most influential theories of financial 

inno\'ation. The theory considers product innovation as response of organization to the 

con traints placed up on it. Innovations have many causes. Firms may need to stop the loss of 

deposits, enter new geographic or product markets and deliver services with cheaper and better 

technology. In addition they may also want to increase their capital base, alter their tax position, 

reduce their risk profile or cut operating cost (McConnell and Shwarch, 1992). 

White and frame (2002) stated that the profit seeking enterprise and individual are constantly 

seeking new and impro ed product proce es and organizational tructure that will reduce their 

co t of production, better cu tomer demands and yield greater profit . Drucker (1998) tated that 

mo t inno\'ation re ult from a conci e. purpo eful re earch for innovati n pportunitie • which 

are only found in a fe\ ituation . The four area v .. here uch opportunitie · exi t " ithin an 

organization include unc pectcd oc urrencc . incongruiti s procc s needs and in lu ·tr and 

m. rk 1 change . Opportunities out ide the company in it social and intellectual ~:n"ironmcnt 

in lud m 1raphic nd p ·rccption chang~: . 

1 I 



2.2.3 Theory of Financial Intermediation 

Allen and Santomero (1996) obser ed that in traditional Arrow-Debreu model of resource 

allocation, firms and hou hold intern t through markets and financial intermediaries play no 

role. When markets arc pt:rtl: ' t nn \ 't mplct , the allocation of resources is Pareto efficient and 

there is no scope for intt:l'lll diari~.:s to improve welfare. Moreover Modigliani-Miller theorem 

applied in thl· l'~Htll' t th.H financial structure docs not matter: household can construct portfolios 

which (1!Tsd any 1 ·iti n taken by tan intermediary and intermediation cannot create value. 

Leland and P) le ( 1977) observed that banks provide cheaper capital to corporation than capital 

market . James (1987) and Smith (1986) underscore that capital market financing were costly 

and di ruptive. They separately documented positive returns to corporate shareholders following 

the announcement that a firm has obtained a loan from a commercial bank but negative return to 

shareholders following announcement of new equity security issues. 

Leland and Pyle (1997), suggest that an intermediary can signal its informed status by investing 

its wealth in assets about which it has special knowledge. The authors uggest that financial 

intermediation which is difficult to explain in traditional models of financial equilibrium; can be 

\ ie\ved a natural respon e to a ymmetric information. 

2.3 actor Determining Financial Performance in Microfinance 

2.3.1 1a ro-econ mic "m·ironm nt act r 

-005) uggt: ts that borr \\er in the 'aribbcan countries an.: not used to the high 

ch r d by 11 I due to the Ion, histor · of macroc ·onomk stabilit~ ' tl equ~..:ntl , 

th d m nd r mi r -finan i I rvi lm. II n tr ka 200- lind tlvlt mi r )tinanct: 



institutions are reaching more client in the high inflation countries in the Central and East 

European states. 

Westley (2005) ·t, t 'S th.ll t\:gions with higher levels of income have less developed 

microfitwncc sccltll' ·. I h.: ( II rs two reasons. I· irstly , micro-entrepreneurs with higher incomes 

hnw nwrc t)pp Htun i ti to sci f fi nancc through savings. Secondly, they may benefit more easily 

from int' nnul tinun e through family and friends , as well as from formal finance. 

oldfajn and Rigobon (2000) shows that microeconomic stability, determined by stable inflation 

and real interest rates, plays a major role in financial sector development. According to Rhyne 

(200 1 ), the process towards a more stable economy and especially lower inflation rates, attracts 

more potential microfinance providers. Vander Weele and Markovich (2001) provide evidence 

of the devastating effects of inflation and especially hyperinflation on the performance of 

microfinance institutions. 

2.3.2 Infra tructure and Geographical Framework 

Tran action and information cost influence financial d elopment. ln orne ca e the lead to 

mark.et failure ( tiglitz and Wei , 1981 ). od interc nnecti vit between region , the 

a\'a ilability of clectricit) , communication and anitati n netw rks dimini ·h thc, e co. t ·. high 

P pulation den ity also plays an imp rtant r le in lowcring these costs. ccording to riram and 

Kum r 2 0- . thi can lead to two c mtra lic tory arguments. One reason could be that forma l 

m n i, I in tituti n may b more d v lopcd in re 'ion \\ ith hi 'hl:r p )pulntion den ity and gll d 

ti\ ity. 'I hu th n in tituti )1\ ma~ Ill)\ t 



present. The second is that if the development of the two sectors is complimentary, these factors 

could eventually also timulate the d ' lopmcnt of the microfinance sector. 

Latin American evidcnct: h,ts shm n that urban microfinance institutions are more common than 

rural ones (I h ' 11 -. _oo I . ·hr •in 'r and 'olombet (200 I) argue that the absence of an adequate 

infruslrudurl' pi" · ,\hind ring role for the development of microfinance. Moreover Yaron and 

McDonald (I { { ·ee the absence of good infrastructure and sparse populated areas as one of the 

main rea on, \\ h; financial sectors in rural areas are so underdeveloped. Hulme and Moore 

(-006) al 'O upport the hypothesis that micro finance tends to develop much faster in dense 

populated areas. 

2.3.3 Firm Specific Factors on Product Innovation 

Microfinance institutions are affected by internal factors such as lack of leverage, liquidity and 

risk management challenges, distribution challenges and human resource challenges (Gathuku, 

2010). Microfinance is a capital-intensive activity, and MFls require u tained injection of 

capital for on-lending (Moussa, 2007). Mo t MFI need to make inten ive inve tment 111 

promoting new and poor client . Alarcon (2008) indicate that the mo t imp rtant c n traint for 

MFI not to expand their outreach i the limited ource f funds. Brugger (2004) notes that 

1 I . like any other financial institution, mu t have a minimum am unt of it.:; own capital for 

reducing th..: ri ·k of its lender and dcp itor and that the costs of doing bu.:;ine.:;s arc high 

r 1 th to the value of loans and d..:p) it im olvcd . malh.:r 11 Is struggk to c wcr the high 

P rnti n 1 o t , nd div r ify th..:i1 pn duct oftcrin' 111 ord..:r to compdc with \, rgcr 

mi r m n 



2.3.4 International Environment Factors 

The international donor ommunit has historically played an important role in subsidizing the 

emergence and furtht:r k ~.· I pm ' nt o f microfinancc programs. As most institutions started as 

non-governmental ln \ tn iz ttions, e. temal linancial intervention was needed (Imboden, 2005). To 

gauge th1..' , t ·nt l)r '. ternal intervention and international support, the amount of subsidies is a 

good indieatt1r. During the last decade, the role of subsidies in microfinance has become a more 

controvet"' ial one. Yet. it is widely known that a lot of microfinance institutions still depend on 

ub idies (Morduch 1999). Although microfinance institutions are encouraged to become 

independent from donor subsidies, the role of start-up subsidies or ' smart-subsidies' is still seen 

as neces ary and therefore favoured (Armendariz de Aghion and Morduch, 2005) . 

2.4 Empirical Literature 

Bankakademie (2012) investigates the factors that influence product innovation in microfinance 

in titution in Kenya, including the legal environment , competiti ve pres urc and organizational 

factor such a leverage, liquidity and risk management cha llenge , di tribution and human 

re ource challenge . Re ults from the study establish that there i a po itivc correlation bet een 

legal environm nt, liquid it management and human re ourcc ~ r Mri and product innovation. 

Richter et I ci ted in strong (200 ) in their research on th~:: contribution or microiinance to 

rov. th concluded that not much c ntribution cam\! from that an 1lc. ·1 h~.:y obs~.:n cd 

rc \ cahhy b au e tht:y arc cllicit:nt. 1 1i rolinancc then is a stop- 'llP 

m th t n th p · t \ •hi h onnmi~ tr·m ititll\ r 'lll the nu.tl tn the 



urban, from populations largely engaged in agriculture to populations largely engaged m 

manufacturing or I.T careers. 

Mukama(2005) as. cssed the t\ h.: ) r in.' t i tutional lending policies of formal and credit institutions 

in determining tht• 1 • • • ·s tl .tnc.l us' ·rcc.lit facilities by small scale entrepreneurs in rural Kenya. 

Com:lusit)l\ l'wm th · ·tudy ar ·: a large number of potential borrowers who did not seek credit do 

not m~nn that th ,, d n t need credit, only 15% of the sample was found to be not credit 

con ' trained. Thi · re ult uggested that lack of supply creates Jack of demand, displayed in the 

low re ealed demand. This has resulted in the credit rationing by both informal and formal credit 

market observed from the results and the creation of a credit gap in the market. Hence although 

the potential borrowers need credit, the lending terms and conditions prevent them from seeking 

credit. In the formal sector, these terms focus on concerns with default risk and high transaction 

costs. In the informal sector, the study suggests that the failure to seek loans is due top failure by 

the different lenders to offer credit package required by specific borrower categories. 

Richter (2004) tudies the role of Apex mechanism in Kenya and Uganda. The re earch 

inve tigate apex mechani m a one de ise for channeling upp rt to microfinance. In particular, 

it aimed at under tanding how apex mechani m function and h w the contribute to u ·ta inable 

e. ·pan ion of microtinance. fhe rc earch fi nding up port b th caution and encouraging ' iew 

micro-finance ape. · mechanism. 

R th I 7 m hi tmly on mi rotinam:e and ucce tul enterpri e \\a a cntic tl )(' the 

I Vi ion l { the rtll.l! Jlll \ I ' l lketi011 Of buddin I 



entrepreneurs, waiting for salvation from the credit agencies, which on receipt of credit, will 

develop a successful micro enterpri e and l n e poverty forever. Their promotional activity gives 

rise to worrying spectra of a return t a .. hlu 'print", implicit in the new microfinance approach to 

development. To respond t) n pl h.:ntial lkmand for a good or service, a rural micro-entrepreneur 

may need access to lHl r mor l)f th~ following; transport, communication, power, water, 

storage litl'ilitil·s. a I· ul ~tcm for enforcing contracts and settling disputes. Apart from 

infrastnH.:turt;;:. micr ntrepreneurs need access to information about market trends and skills to 

run their mncr enterpri e. 

2.5 Deposit Taking Microfinance (DTMs) 

The new institutional perspective suggests that firm obtains legitimacy by conforming to the 

dominant practices within their institutional field (DiMaggio & Powell, 1991 ). The microfinance 

ACT 2006 is an ACT of parliament that makes provision for the licensing, regulating and 

super ision of microfinance business and for connected purposes. It provides a regulatory 

framework for MFis and pro poor programs. The Act applie to every deposit taking 

microfinance bu iness and pecialized non deposit taking microfinance bu ine providing loans 

or other facilities to micro or mall ent rpri e and low-income hou chold . 

'I ran fom1ation of microiinancc in tituti n into regulated dcp it taking in ·tituti n ha · 

be n 'ie'' cd a ne of the key way to create financial 'iubility and scale among th~; MrL. and 

to t bli h p rmancnt ourcc of funding for them( Lcdgcn\l od and \\ hih.:.-006). ·1 h~ 

f micmftnancc regulation u h World Bank. consultuti\ c Group to Assi t th~ 

p r mmunili r •uc tlrn th · futm 'l mi 1 )lin~ n c lie 
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in developing a well-regulated microfinance environment that will allow the poor to access a 

wide variety of financial service (Gallardo,~OO 1) 

2.6 Challenges in Financial Pt rformnnc' and onversion of Microfinance 

Schrcimcr and Colt>mbd (. 00 I hi 1hlight · problems associated with the microfinance sector at 

four levels. The strul~gi · I,, d r cu ·c · on issues of outreach, the education level of staff and 

management inf nnali n } tems. Level two relates to the operational issues such as the 

proiitabilil and ustainabilit aspects, relative to the high costs. The third level focuses on the 

aspect of marketing with regard to the diversity of products offered by the MFI. Finally, the 

fourth level deals with the capitalization issue with respect to access to capital. 

2.6.1 Operational Issues 

Adjasi et al., (2006) cited a study by Adams, et al. (1984) that interest rates and savings 

mobilization are among the problems that causes the lack of sustainability and the eventual 

failure of such financial schemes. Mukama, et al. (2005) simi larly cite the co t component of 

as essing and processing of loan applications as being the arne regardle s of th ize of the loan . 

The mall loan amount lead to high operational co t e peciall in view of the fact that micr _ 

enterpri e require relative! mailer loan than larger cnterpri c to tart or c pand their 

bu ine 

noth r co t driYer of J· I operations citt:d is the issue or the percei\'t:d risk of lending to 1 e >pie 

'th ut )II t ral , nd crt:dit rclcr~n b 'lll c 111 n~t:d to con id~.:r tht: risks in tht: h rtO\\t: 1 

2 . I uit - nd i t > i I mi } th~: i u of I 't c i' c J ri k o !' 



lending to people without adequate collateral and credit references as challenges to the MFis 

operations because of possible moral hazard and advcr c selection. Moral hazard and adverse 

selection mainly arise from information as mm "lr . 

Moral hazards refer to probkms r r ·pn m ·nts and dcl'aults whilst adverse selection relates to 

inability to screen out th~)-; Ilk 1~ tl) d ·fau lt. Moral hazard occurs because of the inability of the 

MFis to cnsun.: that ·li~.:nt · ar · attempting to fully make their investment projects successful or 

when the borro\\w tri · to ab ·cond with the money whilst adverse selection arises because MFis 

arc unabl to ea ·il · determine the credit worthiness of clients (Aghion and Morduch, 2005). 

However, to circum ent the above mentioned challenges, group lending with joint liability can 

be an effective mechanism to enforce repayment. Peer monitoring in group lending with joint 

liability reduces the moral hazard of the group member because of the joint liability (Franklin 

and Manfred, 2006). 

2·6·2 Strategic Issues 

taff productivity and efficiency are important aspects m microfinance ervice delivery. 

Ledgewood (1999) argue that the main respon ibility for effective outreach and loan 

repayment remain with the loan officer. Provi ion of timely management in[i rmation i 

valuable in effecti"e delinquency management. In addition, Mukama (2005) trc e that the 

du · t' ca ton level of staff and manag m nt i of utmo t importance in that it puts better int 

p P cti\c the nccc ary marketing c ndition that tran 'late into prolitabilit , linan ial 

u lain b'J· · d I' · I 1ty. nhanccd equity Jo< n book. unpr vc qua tty cn'Icc to attt<\ ·t custom~.:rs. minimal 

in' m biliz·nion regulator: compli< nee and shnrcl1l)ldcr accountabilit) . 



2.6.3 Marketing Issues 

Marketing for microfinance institution i an important analytical tool to be informed about the 

client. It tackles to questions relating to" h th ~ MFI licnts arc, how many clients there are, the 

target market and the market sh·m.: it h t~.:' to ·apturc (Innovations in Microfinance, 2000). A 

target market represents a d ·lin· m,trk t s~.: 'mcnt that contains identifiable clients who demand 

or represent a po t ~:nlinl lkm~md C r microfinancc services. Target markets are defined by the 

characteristic· or thl.! clit!nt · ·uch a· poverty level, gender, ethni city and religion. In selecting a 

target market for microfinance er ices, MFis need to spell out their own objectives, understand 

what in pir the clients. and assess whether the target market is reachable in a financially 

u tainable way (The Microfinance Gateway, 2005). 

2.6.4 Regulatory Framework 

A conducive policy, legislation and regulatory environment, and institutional capacity are 

prerequisites to a thriving microfinance sector development. The stability of financial and other 

markets enables micro enterpri es and consequently microfinance services to become viable 

(Ledgerwood, 1999). Regulatory approaches of micro finance range from elf-regu lation in which 

the indu try develop it own up rvi ory and go ernance bodies to full regulation through 

exi ting law pecific to MFI . The a pect of regulation of the microfinancc ect r h uld be 

observed within th broader developmental agenda that recogni1es the significance r the sect r 

in reduction of p verty and contribution to'". alth (Moyo. 2008). 

h chapt r tackled thcon.:tical framc\\Ork con isting of thn.:~.: theori~.:s that can c. plain the micro 

fin n a t, <.:tor ddt.::rminin' tinanci tl p rfmnancc or the micm-linancc in titution \\hi ·h 



were converted to be DTMs, empirical literature WTitten about the DTMs and also the challenges 

faced when converting MFis to DTMs. 



H PTERTHREE 

3.0 RFSI \RCII METHODOLOGY 

3.1 lntroduceion 

This chapter will di 'cus, th, rc earch methodology to be used as the basis of this study. The 

chapter will al ·o di 'CU • • the re earch design, data collection methods as well as data analysis and 

data pre entation methods to be employed in the study. 

3.2 Research Design 

An event research design will be adopted in carrying out the study. An event study brings out an 

analysis of the present and future impact of a particular significant event related to a firm or a 

financial market. The study will determine whether the event already has or will have a 

significant effect on the firm or market. 

3.3 Population 

The population in thi tudy included three fully converted Mf'ls which include ·aulu Ken a. 

Kenya Women Finance 'I ru t; . M · P whcrca "' zo limited being a full registered I M v a 

not in operati n as a credit only MI·I thcrcforc data for com pari. on \ as not avmlablc. 'I he 

in titution , re ullv rl: istcn:d \\ith thc BK and licensed to carry on with the a tivitics as a 

l) I 1 in tituti n. 1 hc tinanciul r < rm nc P• ram t r "ill h ' thcrcd. 



3.4 Data Collection 

Secondary data will be the main source for the tud and will involve the collection of financial 

statements and reports for the t\\O) ar p ' ri 1d thnt is before the conversion and after conversion. 

The performance parameters to b us~: I in ·lud ' total assets, net income, return on equity. Data 

Will be presented in tables. 'ni l hs 1n I ·harts to depict the chance in the parameters chosen for 

the period of the study 

3.5 Research Model 

This seeks to find the financial performance of the Institutions. 

R.O.A = Net income 

Average Total Assets 

R.O.E = Net income 

Total equity 

R..O.A = Return on A set 

R.. .E- Return on Equit 

R. I ha an e tabli hed p ition in the performance measurement of markcting acti ns and 

invc tment - the traditional computed R I is the tati of inve tm nt net present value to 

in c tmcnt co ts. 'I h~..: net present value. then. i usually defined as the um of discounted future 

inbound n t a h flow , i.e. pwfit . 'I hen: rat definition o "profit'' md "return· in 

di . hut in thi the i turn i mar 'in h: 



marketing investment costs. Consequently, a ROI figure of 0% would indicate a breakeven point 

-the profit is sufficient to cover the marketing in e tmcnt co t but does not bring in additional 

cash flow. 

If both the investment cost and nt:t w;h 11 ' s ' tll1 b' decomposed on different parts or levels of 

the overall investment, the I OJ \ lll II () l ' ·omputed separately for each part. In the customer 

relationship marketing ~:ont '. t. thi could mean that ROI can be assessed to a certain marketing 

campaign or scparatdy t ca h different treatment belonging to that campaign. 

The R A ratio help ' to indicate the condition of capital, assets quality, management, earning and 

liquidity po ition of different types of banks. Financial ratio analysis is also used to 

quantitati ely examine the differences in performance among firms. 

3.6 Data Analysis 

Data collected from the above sources will be thoroughly examined and entered into the 

statistical package for social sciences (SPSS) version 10 for analysis; the information will be 

analyzed by the use of descriptive statistics with the use of ratios. 



CHAPTER FOUR 

DATA ANAL Y I , RE UL T AND DISCUSSION 

4.1 Introduction 

This chapter presents the dut 'l limlin 1S hav n from the research instrument and the information 
proce ses there-or by wt1y ~)r dat,l ,mal ·is. This analysis presents evaluation on the effect on 
conversion from non-dl:pO ·it micr finance institutions to deposit taking institutions on financial 

performance in Kenya. 

4.2 Summary Statistics 

4.2.1 Faulu Kenya 

Table 4.1: ROA and ROE presentation for Faulu Kenya 
r-

Before Conversion(2009) After conversion(20 11) 
t-

" 
R.O.A -1.68% -3.58% 

f-. 

R.O.E -11.1% -29.7% 
....._ 

0 . urce. Author 

'I able 4.1. hov• the le\e1 of earning and performance as measured by hlll1u Ken) a. In 2009 
(before conver ion) the R.O.A was -1·680-'0 and R. .1 :. stood at -11.1%. \\hi1e in 20 II (after 
convcr ion) the R< A was -3. -g% and R E turned to -29.7%which indicates that R .1 

• nd 
0 < 1 ffi · k' l·,·tulu Kenya m k 1\.., • ::. not u tctcnt. ma ·m -

t lo . "I h low ROA and R 1::. mean that 

I ulu K n) • 
re 

11 1 b in, pr u t n th t th ) uc n t in, man.ll«.: l "dl. In 



2009,earning in terms of return on as et were deficient, earning was insufficient to support 

operations and maintain appropriate capital and intcre t levels, the DTM was characterized by 

event fluctuations in net income or interest mnrgin .. Thi wa brought about by increase in cost 

of operation, infrastructural cost ' lu tl ' 1 ansion or the branch network, nominal or unstable 

earnings, intermittent Josl's or .t sub t,U\11\ ~.: drop in donations from the previous years .Therefore, 

high R. .A and R.O.F is 1 '1uir ·d h Faulu Kenya to attract private capital to achieve its 

mi sion of povt:rly all \'iati n. lFI · have a small asset base which impacts their profitability. 

The R. .E for a mujorit) of IFI is mostly in the form of grants .1 he small equity bases for the 

MFI mostly report a higher R.O.I for them .Other financial institutions like commercial banks 

have a higher R.O.E due to their other sources of income as well as income from their deposits 

Whereas MFis are not allowed to accept deposits. The similarity in R.O .E and R.O.A means that 

K.W.F.T carried no debt this is because R.O.A measures the total return to all providers of 

capital (debt and equity). 

4.2.2 K.W.F.T 

Table 4.2: R.O.A and R.O.E presentation for K.W.F.T 

r--
Before Conver ion(20 1 0) ft r con cr ion(20 I 1 ) 

--R. .O.A 1.89% 1.6°'o 

I R. . .E 1.98°/o 1.57% 

ource: uth r 

ltblc4.2d pit th tK.W.I.'I ,rnm' \\tr ati <l.:tor to upp>rtot~.:tation .ln_OIO(h.:for~.: 

nv i m th D • hi 'h ) i.) )'Y< in R.< .I:.. I It~: hi h Icturn. lil-a 
1atio 



indicates that the microfinances assets were productive and well managed which in turn 

translated to the microfinance institution b ing able to support its operations and maintain 

adequate capital.. Despite the fac t that K.W.F.T maintained a lead in R.O.A in 2010, it 

experienced a declining R. pl.'n.' r..: ntag' of 1.6% in the following year (2011) after 

conversions. The dedinin' tr n t tn thr..: R.O.A means that the institution assets were not being 

managed well . it tun u · " •lim ·an that the assets were depreciating in value hence the low return 

on assets. ln - 010 bd'ore mer ions) the institution recorded a high of 1.98% in R.O.E. This 

mean that K. W.F.T had large equity bases thus reporting the high R.O.E ratio. However, the 

R.O.E declined in the following year to a low of 1.57% meaning that the DTM equity base 

decreased from the previous year. The decrease in the R.O.E indicates the low profits were 

generated by the institution from the money invested by its shareholders. 

4.2.3 SMEP 

Table 4.3: ROA and ROE presentation for SMEP 

Before Conversion(20 1 0) After conversion(20 11 ) 

R.O.A 1.02% 1.31% 

R.O.E 2.06% 2. 19% 

So . urce. Author 

Table 4. indicate that in 20 I O(bcfore conversion) Ml p recordl:d a 1.02o~ in R. .A and in the 

following year it r~corded an incn.:ase in percentage of R A to n.:cord a high of 1.3 I% in 

2011 (alter conver ion ).'1 his incn.:ase in R.C .A indicate that 1LP l..!.encmted hi 1h carnin 1 

from it irw tm nt . 'J h~:: • num r al l indicat th l lhP 111 Y hm hecn l etkr at turnin 1 its 

t int n:: , nu in 10th, nit' ' in 2011. 



As for SMEPs R.O.E, the firm recorded a high shareholder's equity (the value of its assets was 

high than its liabilities) of 2.06% in 2010(before conver ion) and a more higher percentage of 

2.19% in the following year, 2011 (ntlt:r )11\Cr ions).The sustainable growth of in SMEPs 

R.O.E and ROA could be nttributt: I to th' financial funds received from either national and 

international organizations. 

4.3 Ovcrull De 'cription of arning Performance of the DTMs 

WiU1 analy i of table 4.L 4.2 and 4.3, in 2010 K.W.F.T and SMEP showed stable financial 

condition and trong performance while in 2009 and 2010 FAULU KENYA revealed weakness 

in earnings and hence supervisory requirement was needed. In 2011 ,K. W .F. T showed a decline 

in financial stability in terms of earnings, followed by SMEP which showed sound financial 

stability. 



4.4 Discussions 

Primary dimensions of microfinance institution performance could be grouped into the three 
categories of effectivene s, effici n ) . nnd dnptabilit . But there is little agreement as to which 
measure is best. Thus, an) com paris n t)r mi ·rolinancc institutions performance with only these 
three dimensions iiiV()IVt' sul ·tanti,ll trad '-o ris: good performance on one dimension often 
mean · sacrit1cing perti.muan ·' nan ther micro finance institutions performance can be achieved 
through four dimen ·i n · r cu tomer satisfaction: competitive pricing, product variety, delivery 
ervice, and product quality. 

In an increasing business competitive environment, MFis and the DTMs in specific should 
balance their growth objectives with the need to improve the quality of client services and ensure 
the long term sustainability of client relationships. More emphasis will be needed to regularly 
assess client satisfaction and the behavioral dynamics of markets. DTMs must adapt their 
systems to meet the complete credit needs of their clients. This would imply being able to 
provide loans that are compatible with the needs of the client. Mo t DTM need to make 
intensive investments in promoting new products that target the needs of poor client . Typically 
the e new client Vvith low le el of economic acti it) tart with very mall loan , which in turn 
imply high tran action co ts for the DTMs. With the gr \vth of the economic activitie of the 
client , their loan repa; ment a! o inc rea ·e. DTM hould be able to cater for higher 1 an 
demand by clients as their bu incssc c. ·pand. 
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4.5 Summary 

Profitability in DTMs is determined by the ability of the institution to retain capital, absorb loan 

losses, support future growth of a et and pr vid ~ return to investors. In this study profitability 

was measured by two ratios v, hich r.:. r.:turn on assets and return on equity. Return on equity 

directly reflects corporate comp •titi' n -.·: strength and sustainable growth. It is an important 

indicator in the attructivcn ·~s nr th ·quit in the eyes of investors. Return on Asset effectively 

reflects corporate prolitul ility ''hich can be used to evaluate the performance of management in 

the utilization of the u · ·et . It i calculated by dividing net income by average value of total 

assets o er the an1e period. This intends to measure DTMs efficiency using its asset. Net 

interest income to average interest bearing assets; this ratio is calculated by taking total interest 

income less total interest expenses divided by average of the bearing assets. This intend to 

measure DTMs efficiency in using its bearing assets. 



CHAPTER FIVE 

UM 1.-\RY AND ,ON LUSION 

5.1 Introduction 

This chapter presents thc ummar of the study, conclusion, limitations of the study and 
recommendations. 

5.2 Summary of the tudl 

Profitabilit in DTM i determined by the ability of the institution to retain capital , absorb loan 
losses, support future growth of assets and earning hence provide reasonable level of return to 
investors. In this study profitability was measured by two ratios which are, return on assets and 
return on equity. Return on equity directly reflects corporate competitiveness strength and 
sustainable growth. It is an important indicator in the attractiveness of the equity in the eyes of 
investors. Return on Asset effectively reflects corporate profitability which can be used to 
evaluate the performance of management in the utilization of the assets. It is calculated by 
dividing net income by average value of total assets over the same period . This intend to mea ure 
DTM efficiency using its asset. Net interest income to average intere t bearing as et ; thi rati i 
calculated by taking total intere t income le total intere t e pen e divided by a erage of the 
bearing a set . Thi intend to mea ure bank efficienc} in u ing it bearing as et . 

5.3 onclusion 

·1icrolinan ~.: ha h n n impot1, nt tool in pm rty .lkviation. cmp m~.:rmcnt lf \\Omen .md in 
brin 'in t pp munity ot the microfin me~: ~.:ctot to 



provide credit to the low income population thereby reducing poverty and thus in the 
development of the country as a whole. Although the microfinance sector has reported an 
impressive growth, with the ordinance pn d b the government, there is lack of capital for 
some of the microfinancc institutions in th~.: ')Untr . '1 hcreforc, continuous efforts are required to 
diversify the sources of funding. ·1' ~1ilall' for the micro finance institutions in order to attract 
funds from private ~quity firms and other institutions in order to sustain its expansion plan in 
order to ·crv~ tht.: ruml I " in me population, increase efficiency of staff members, alleviate 
poverty and al·o mah them profitable. The awareness in promoting the microfinance sector and 
to incorporate financial inclusion, many DTMs have become committed in providing their 
service. The government has also taken an increasing interest in promoting the sector. 
The government is required to develop legal and regulatory framework for the microfinance 
sector in order to promote its growth and in turn achieve the objective of poverty alleviation and 
Contributing to the development of the country. Though the performance of microfinance 
institutions have improved significantly over the past years, sufficient regulatory and governance 
would help achieve the goal of poverty alleviation and financial inclusion and this could be 
achieved with the combined cooperation of banks, government and other players in the country. 
Thus with development of effective strategies and with the combined effort of all player in the 
society such as donor , government, banks, corporation , G , etc, the long term goal of the 
government to achieve financial inclu ion and povert alleviation w uld be attained. 

5.4 Limitation of the . 'tudy 

'I he n.: cure her i likdy to cncount~..:r variou limitation that tend to hind~..:r ucccs to information 
ou )ht hv the tudv. .. . 



The researcher is likely to encounter problems of time as the research is being undertaken in a 
short period which limits time for dbing a ' ider re earch. Some of the micro:finance firms may 
withhold the R.O.A and R.O.E data du t confidentiality. The researcher is also likely to run out 
of funds during the research inc no p n. rship is done. 

5.5 Rccommcndution~ 

Micro finance institution , haH~ faced a lot of issues about its performance and sustainability. 
Microiinance in titution ha e been viewed as an important tool in poverty alleviation and 
financial inclusion. It is an important sector which would improve the living conditions of the 
poor and lead to the development of the country. Some of the issues faced by micro :finance 
institutions include high interest rates, multiple lending, coercive methods of recovery and lack 
of transparency. 

The MFis incur high operating costs because of their business model which is the door step 
service delivery model. They incur these costs because of training of staff and small loan sizes. 
These higher operational costs are the major reason for the higher interest rates of the MFis. 
These operating costs could be reduced by the use of technology. Mobile banking would also 
provide a valuable tool for reducing costs. Technology i an important tool in building operating 
system for identification of borrowers and communication of data. In rder to be profitable and 
elf sufficient, orne of the MFI make larger, more profitable loan. t more iable client and 

this hinder · the goal of providing red it to the p r. In order to a\ id u h is uc , a cpa rate 
regulatory authority i · required for the MI I in order t achic\C dc\clopmcnt of the country. 



The microfinance institutions lack transparency. Central Bank of Kenya should set up a 
regulatory authority to monitor the performance of the microfinance institutions. Though the 
microfinance institutions follow the norm and - tandard et by the R.B.I, a separate regulatory 
authority would more efficient!) monit r th p rformance of the MFis. Sufficient microfinance 
institutions should be nlltn\ L' I It, 1 • • 1 t d ·posits from the public. This would improve the profit 
margins for the mit:w!in 111 ·'in titution · as well as reduce the interest rates. 
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