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ABSTRACT
The objective of this study was to establish thieatfof joint liability (group) lending

model effect on loan repayment rates among micaofie institutions in Kenya.
Microfinance program is an effort to reduce povextyl improve life quality for the
poor and low income individuals. This program eealborrowers who do not have
any physical collateral but still can borrow smaHlns to realize their business ideas.
However, despite many positive achievements, mimaote still faces the challenge

regarding default risks.

The objectives were: to establish the causes afultein group lending; to establish
how screening and monitoring affects repaymentgsratind to establish how
enforcement mechanisms affect repayment rates amicrg finance institutions in
Kenya. The analytical techniques used were desaipstatistics in form of
percentages, inferential statistics, Pearson aiioel, ANOVA and multiple

regression models.

The study found out that joint liability has a stgopositive effect on loan repayment
because of social cohesion and better informatiow.f Joint liability lending
mechanisms were effective in ensuring timely repayt® of funds, instilling
supervision and administration traits among theignmembers. The study concluded
that the group mechanisms should be upheld asehsyre increased probability of
repayment rates and leads to creation of customalty. The findings further
indicated the positive impact of business trainorg repayment rate as the MFIs,
which offers business training to its clients, Iasl higher repayment rate and less
default than the with no training. In addition, tlian issued is secured by the co-
signature of members within the group and not l@yrthcrofinance institution. Each
member will put pressure on the others in the grtupneet the loan repayment
schedule. Thus, group sanction is reducing defamteng members in microfinance

as all members of a group are jointly liable fofaat.
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CHAPTER ONE: INTRODUCTION

1.1 Background Information

The need for financial access is evident as Bestamd Gravak (2010) contended
that the very poor in emerging economies have @risimg interest in financial

services, and use them enthusiastically whenevssilple. In spite of their interest,
Chaia et al (200) estimated that over half of tlelas adult population do not use

any form of formal or semi-formal financial servce

In 2000 the United Nations set up the “Millenniuravdlopment goals” striving to
make the world a better place. One of these eigalsgvas to reduce poverty by half
by the year 2015. A promising tool for this is noftnance, which has evolved into a
global phenomenon and gained supporters acrosgdhe. Much of the international
attention on microfinance today is a result of Wark by Nobel peace prize laureate

Dr Mohammed Yunus and his Grameen bank in Banghades

The combined effort of different organizations, @amies and groups has laid the
foundation for modern microfinance with new progestarting on a regular basis
helping millions of people around the world. Midrance has carved out a niche to
help poor people in especially rural areas to aweke poverty and to take part in the
society on a more extensive level. In order to @at@ microfinance a definition is

needed to outline the different activities that thierofinance industry embraces.

Micro Finance means providing very poor family witbry small loans to help them
engage in productive activities and grow their tibysinesses over the time
(Gonzalez, 2008). Today, MFIs have spread arouadvitrld, not only in developing

countries but also in many richer western countrigécrofinance practitioners
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estimate that 500 million poor people worldwide @ch financial services, while

MFIs reach only 15 to 70 million of them (CGAP, 200

Although there have been organizations concengatim offering loans and saving
opportunities to needy people before (Counts, 208ameen Bank is known for
successfully implementing the system of group-legdiYunus (2007) argues that
global poverty does not emerge from market failudest from capitalism as a
theoretical concept which does not fully model reebnomic structures in general

and economic behavior of each individual in patéicu

MFIs provide access to capital on smallest scaled,ideally act as social businesses
realizing economic behavior augmented by socidiepeaces. They enable poor and
low income people to engage in productive econanitvities and thus contribute to
development in low income population. According Ktasanjala (2002), their
mechanisms constitute a for a long time missing between the "arbitrariness of

informal lenders" and the problems related to fdrb@aking institutions.

Microfinance has achieved astonishing accomplishenever the past 30 years. It has
demonstrated that poor people are viable custonoeested a number of strong
institutions focusing on poor people’s finance, deun to attract the interest of
private investors. But despite these achieveméhese is still a long way to go to

extend access to all who need financial servicetnies, 2006).



1.1.1 Lending Model

Methods of credit delivery can generally be dividetb two broad categories of
individual and group approaches based on how thé dékvers and guarantees the
loan. Individual loans are delivered to individubised on their ability to provide the
MFI with assurance of repayment and some leveéofisty. Group based approaches
make loans to groups, that is, either to individuaho are members of a group and

guarantee each other or to groups that then subtéodineir member.

1.1.1.1 Group Lending

The emergence of innovative group lending modelghenfield of microfinance is
celebrated as a contractual innovation that hasewaeth the perceptible miracle of
enabling previously unbankable or marginalized dwoars to lift themselves up by
their own bootstraps by creating “social collatéttal replace the missing physical
collateral that excluded them from access to moaeittonal forms of financial

services, like credit, savings, and so on (Conr20§0).

According to Ledgerwood (2000) group based lendmgplves the formation of

groups of people who have a common wish to acdessidial services. And are
frequently build on or imitate existing informahlging and savings group. He further
states that group lending approaches have adamechddel of rotating savings and
credit associations to provide additional flextgilin loan size and terms and
generally to allow borrowers to access funds wheeded rather than wait for their

turn.

More well know group lending models include thea@een Bank in Bangladesh and
ACCION International’s solidarity group lending bhotof which facilitate the

formation of relatively small groups (of 5 to 10opée) and make individual loans to
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group members. Other models such as Foundationnternational Community
Assistance (FINCA) village banking model utilizedar groups of between 30 and

100 members and lend to the group itself rathar thandividuals.

1.1.2 L oan Repayments

Lending is a risky enterprise because repaymentoafhs can seldom be fully
guaranteed. The capability of borrowers to repasirtimicrocredit loans is an
important issue that needs attention. Borrowernsestner repay their loan or choose
to default. Borrower defaults may be voluntary ovaluntary (Brehanu & Fufa,
2008). According to Brehanu and Fufa involuntarfad#és of borrowed funds could
be caused by unexpected circumstances occurrirtheinborrower’s business that

affect their ability to repay the loan.

Unexpected circumstances include lower busines®entee generated, natural
disasters and borrowers’ iliness. In contrast,abtnor further argues that voluntary
default is related to morally hazardous behaviguthe borrower. In this category,
the borrower has the ability to repay the borrofeedls but refuses to because of the

low level of enforcement mechanisms used by thiguti®n.

Repayment performance refers to the total loans$ @a time as stated in the loan
agreement contract. Godquin (2004) defines repaymperformance in terms of
binary variable; based on an arbitrary definitidnwhat constitutes repaying “on
time” (a given maximum “grace period” is allowedhuttman (2007) measures
repayment performance based on the degree of ark&hile, the term delinquency is

defined as a failure to meet the repayment obbgatiat the date complete repayment



was promised (Nannyonga, 2000) and delinquent |l@aesloans that have been

written off by a MFI (Norell, 2001)

According to Kassim and Rahman (2008) the causegfult risk are mainly from:
the lack of post- disbursement supervision, whedd!|to moral hazard and; the lack
of training on basic business skills and knowledkey further argue that the
absence of post-disbursement supervision regatuing funds are being used, can
lead to a situation when borrower tend to use tinel$ for other purposes rather than
investing in new or existing businesses. When hegrs use the loans for other
purposes than for business investments, they nfghtto repay their loans. The
second cause of loan default is the lack of busike®wledge. The authors further
posit that the lack of knowledge on how to driveiness can lead to excessive debts.
Lack of basic business skills such as bookkeepfrgale transactions can also cause

repayment default.

The success of the microfinance industry is largetgibutable to product simplicity,
standardization, and the capacity to stimulatentdigpayment discipline (Armendariz
and Morduch, 2010). The most widespread productrouiedit, has standardized
features: short-term duration, small weekly instalhts starting right after loan
disbursement, compulsory savings, progressive mgndand zero tolerance policy

toward default. These features are indeed effid@mnénhancing clients’ discipline

Poor and low income individuals lack formal creukcause lenders have little means
to screen clients, monitor the use of funds, ooed repayment. In recent years

many development organizations have used grouprigrtd deliver credit to these



individuals. Furthermore, group loans help forneadders overcome the prohibitively
high fixed cost of delivering small loans. Monitagi and enforcement are distinct,
although difficult to distinguish empirically. Acoding to Karlan (2006) monitoring
itself does not guarantee repayment, but it allenending organization to know
whom to punish for not repaying. Although a commadrsank can attempt to monitor
business and life outcomes for individuals, it athbdifficult and costly to do so.
Group lending mechanisms provide incentives tobtbreowers to monitor each other
to see who can pay and who can not pay. Monitarargtake on several forms, such
as observing repayment of the loan, visiting antheusiness to verify that it is in
operation, showing receipts to demonstrate thantory was purchased with the loan
proceeds, and talking to others in the communityedafirm negative shocks like

illness.

Churchill (1999) records a certain level of expece in the field; he highlights the
guiding principles of individual microcredit. Amonghese, recourse to (the)
guarantor(s) or to non-conventional guarantees sderhe frequently used by MFIs.
Nonetheless, as Churchill indicates, the individgahrantee mechanism used in
micro financing has few points in common with thaditional concept developed in
financial theory. In particular, it is not geneyal question of finding an alternative
source of repayment but of integrating the socehcion mechanism into the
individual loan agreement. The purpose of thesehar@sms is primarily to limit

overdue repayment.

1.1.3 Effect of Lending M odels on L oan Repayments

To enforce lending contracts, lending institutidgpically resort to legal options,

such as seizing property of the borrower or gamglwages directly from the



employer. In most poor communities, such punishséat for one of two reasons,

either the legal infrastructure does not suppochsaction, or the borrower has no
ceazable assets or wages (Karlan, 2006). Groupnigmmlirports to overcome these
failures by using people's desire to protect theaial connections (and social capital)
and avoid any possible repercussions. Such remeonss could be economic and
result in reduced trading partners for one's bssinsocial and lead to loss of friends,

or psychological and damage one's self-esteem.

The expected relationship between the lending madsl as follows: the researcher
anticipates either a positive or negative relatm®f the group lending models on
loan repayments. Research has shown that a gradm¢emechanism is effective in
reducing borrower defaults (Armendariz de Aghic®99). In group lending, the loan
is secured by the co-signature of members withia gnoup and not by the
microfinance institution. Each member will put mese on the others in the group to
meet the loan repayment schedule. Thus, groupisaristimportant in discouraging

defaults among members in microfinance (Van Ta4$£19).

Along the joint liability of the borrowers, the g mechanism employs a combined
set of incentives including also the so-called tredtioning (repeated access to
further credits if previous loans are repaid), dgaamic incentives of increasing loan
sizes, and the regular repayment schedules. A nuofleoretical models explain

how the combined mechanism drives high repaymees rélevertheless, doubts have
been expressed that the mechanism per se, witheuhfluence of other factors not
considers in the models, is able to induce on-tiepayments. The main reason for

this skepticism is the fact that along the MFIsjchreport repayments of nearly 100



percent, there are projects where the delinquesiieygrows to sometimes 70 percent.
The experience shows that often the reason fobtbakdown is the loan officers’

failure to fulfill their duties in the screeningdenforcement process.

There are many MFIs all over the world which ughesiindividual or group contract
to achieve high repayment rates and secure thadratpnal and financial self-
sustainability. Nevertheless, proponents of bothhods criticize the work of the
other side and suggest that the one method shauklbstituted by the other. The
main argument raised against the MFIs offering ondividual contract is that they
serve predominantly entrepreneurs whose income Hayfs above the poverty line
since the collateral requirement per se makes [osaible for the poor people to
apply for a loan. The group-lending contract isiczed for transferring the biggest
part of the lending risk and costs from the lendethe borrowers (by inducing peer
monitoring, peer pressure, mutual auditing, etthiys significantly increasing the
price of the borrowed capital. Further, it is asednthat the restrictive increase of

loan size decelerates the development of clientsingsses.
1.1.4 Microfinance Institutionsin Kenya

Kenya’s microfinance industry has come a long wagesthe 1980s, and particularly
since the landmark Microfinance Intermediaries 8&cR006. The sector is one of the
most vibrant in Sub-Saharan Africa. It includes\eersity of institutional forms and a
fairly large branch network to serve the poor.He 2000’s, the microfinance sector
witnessed emergence of large number of MFIs withestransforming to commercial
banks and deposit taking institutions. The focuthete institutions gradually shifted

from emphases on the very poor to the enterpriser @& demands on these



institutions to be become financially sustainabileréased. The Microfinance Act

2006 became operational in May 2008.

The Act empowered the Central Bank of Kenya (CB&)litense and supervise
deposit taking microfinance institutions. As of Ma&010, non-deposit-taking
microfinance institutions did not fall under theriggiction of the Central Bank’s
microfinance regulations, and as such they falleungither the SACCO category
supervised by the SACCO Societies Regulatory Autphoror the informal

microfinance category, which is unregulated exdeptthe licensing required of all

NGOs in Kenya.

The Association of Microfinance institutions of Kenis a member institution that
was registered in 1999 under the societies Act hg leading Microfinance
Institutions in Kenya to build capacity of the nuinance industry in Kenya. AMFI
presently has 59 member institutions serving mbaa t6,500,000 poor and middle
class families with financial services throughdw tountry (AMFI). In 2007, Kenya
received global recognition during the Group of tEi¢G8) summit in Berlin for the
progress made in the microfinance sector. On betfdlie sector, James Mwangi of
Equity Bank was honored at the summit with the 2@l@bal Vision Award on
Microfinance (Ombara, 2007), a considerable milestovhich has highlighted the

success of microfinance in the country.

Financial systems in developing countries are Wgwedll described by theoretical
models of market imperfections or market failurébese are characterized by the

inefficient allocation of goods and services: tleendind for credit or saving options is



usually higher than the supply of these financalges. The lack of collateral, as
well as of borrowers’ certain, stable and docum@ntevenues, has always
represented the main limitation to access formaldicrfor financially excluded

customers and for poor people (La Torre et al, 2006s is the case of poor people in
developing countries that have no access to chetihuse they lack the financial
collateral that financial institutions require tesare that the default probability of

their clients is low.

Group based microcredit program is one of the mogiortant innovations in
development policy in the last fifty years. The gpobased microcredit program,
central feature of Grameen Bank-style microfinaradlegws borrowers who cannot
provide collateral, to form their own group wherembers are mutually liable for
each other’s repayments although loans are prowml@udividuals (Guttman, 2007).
The Grameen Bank website even claims "there is nwrihe bank than just the
balance sheet; it ties lending to a process ofasasigineering."The peer lending
context has been exported and replicated acrosgltiee to diverse cultures and
settings and has remained surprisingly successfptaviding strong incentives for
loan repayment.

1.2 Problem of the Study

Across developing countries, micro, small and medienterprises are turning to
microfinance institutions (MFIs) for an array ohdincial services, the most common
being microcredit (Helmes, 2006). This is becauserouaredit is acknowledged as
one of the prime strategies to achieve tfleadd ¥ millennium development goals,

namely eradication of extreme poverty and hunger@omotion of gender equality
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and empowering women. The MFIs employ group lendimgchanism to meet the

demands of these entrepreneurs.

Recent theoretical work, however, has begun to aasiteptical eye on peer group
lending, suggesting that a range of simpler bormgwschemes (from greater lender
monitoring to regular repayment schedules) offer reneffective repayment
techniques than peer group liability (Armendariz Aghion et al,2000). Other
researchers,( Diagne , 2000) indicate that evesetlvath favorable views towards
peer group lending, acknowledge that peer grougspre may generate conflicts,

which may negate the positive benefits associatddgroup liability.

The experience from the breakdowns revealed thatrakeprerequisitebave to be

fulfilled to induce high repayment rates: the foaws the target group - mostly
borrowers who have no access to the regular bankystem should be accepted,
otherwise the non-refinancing threat will not beamagful, secondly the deliberate
grouping by its eventual members and not by the loHicers to ensure mutual
responsibility for the joint-liability; moreover ¢hrestriction of the group size; and
finally the enforcement of the group liability mectism - exclusion from access to

further loans must be made real to the completepyifat fails to repay all loans.

Kinyanjui (2010) undertook a study to establish thiee gender influences the loan
repayment behavior amongst the MFI in Kirinyagarais His research found out
that there is gender influence on loan repaymehayier among the Micro Finance
Institutions and the nature of gender; the gendamnagement skills; the gender loan

experience and the gender loan strategies detethmnguccess of loan repayments in
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group lending approaches. Kiragu (2013) sougttnid out how the group lending
mechanisms affect the development of women basestpeises in rural areas in

Kenyenye, Kisii county.

The researcher concluded that the group lendingharesms were effective in
ensuring timely access to funds, instilling supgion and administration traits among
the entrepreneurs as well as enhancing enterpabdity and development over time,
and the mechanisms should be upheld as they ensoreased probability of
accessing funds and leads to establishment of telseusiness linkages and partners.
Kendi (2013) conducted a comparative study of thefgpence of MFI's individual
lending versus group lending and found out that ‘M Kenya prefer lending to
individuals. This research analyzed how group(jdimbility) lending models affect
repayment rates by examining what countervailingcesses may affect repayments

which have not yet been analyzed.
1.3 Resear ch Objectives

The main objective of this study was to determhreeitnpact of group lending models
on loan repayments among microfinance institutions.

The specific objectives for the study were:

1. To establish the causes of default in group lendmgng MFIs in Kenya.

2. To establish how screening and monitoring affegtayeent rates among
MFIS in Kenya.

3. To establish how enforcement mechanism affectsyrapat rates in MFIs in

Kenya.
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1.4 Value of the Study

Findings of this research will be of importancehe academic world by contributing
knowledge of group lending models and repayments ianlaying a platform for
future studies. It will assist the policy makergéviewing current models and coming

up with new models to assess the credit reliabilftgroups to be issued with loans.

The study findings are expected to enhance furgsarch in the MFI industry both

in Kenya and internationally on microfinance outtea

The study is expected to enable the identificabbmetter lending policy strategies
that are critical for better outreach of MFIs. MHEed in the study, will benefit from
this research by improving on the understandindpa# the lending models affect
repayment rates and give them a better understgnoim how better formulate

policies that will reduce the default rates.
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CHAPTER TWO: LITERATURE REVIEW

2.1 Introduction

This chapter contains a review of theories and aogbireview in the sector of joint

liability lending for micro financial institutions.
2.2 Theoretical Review

Theoretical and empirical literature on group lergdaddresses the central problem of
designing mechanisms in a way that borrowers haveeentive to repay their loans
as well as an enforcement mechanism (Egli, 2004)s Eection will look at the
various theories that have been advanced relatihgan repayments. The theoretical
literature on micro-lending addresses the centi@blpm of designing mechanisms in
a way that borrowers have an incentive to repayr theans. It provides a
comprehensive overview about the mechanism of jaability, in particular how it
alleviates the difficulties of adverse selectionorat hazard, and repayment
enforcement (strategic default), problems which ehdaw be solved in any loan
contract. This research aims to analyze how thieayproblem of loan default can be

solved by employing the individual and group lemdimodels.
2.2.1 Moral Hazard Model

The theory of moral hazards refers to the possihili a person being less concerned
about negative consequences of undertaking a siskrasult of having some form of
insurance. The problem may arise when individualgstitutions do not alone bear
the full risk of a transaction and therefore wititract as carefully as they would if
that was the case. This, in turn, may jeopardizeréiurns of the transaction, i.e. the
investment- or project return. Armendariz de Aghéomd Morduch (2005) states that
moral hazard in lending refers to situations wherelers cannot observe either the

effort made or action taken by the borrower, orrdedization of project returns. Any
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lack of information that the lender has about baads action between the time the
loan has been disbursed and the borrower’'s pra@ettome has been realized is
classified as ex ante moral hazard. Ex ante morzdrtarelates to the idea that
unobservable actions or efforts are taken by bagrewafter the loan has been

disbursed but before project returns are realized.

The theoretical model by Stiglitz (1990) shows hpeer monitoring under joint
liability lending can help to mitigate ex-ante midnazard. In his work, he argues that
the group-lending contract circumvergs antemoral hazard by inducing borrowers
to monitor each others’ choice of projects anchfbat penalties upon borrowers who
have chosen excessively risky projects. The autlmtiner asserts that the repayment
rate decreases with the interest rate and theasizee loan. In both cases, success
becomes a less attractive outcome compared toabe io which the project fails;
therefore, an increase in the interest rate ohéndize of the loan causes the risky
project to dominate the safe project. Banerjeel.e{1894) also studies how joint
liability lending can help to overcome the probl&hex ante moral hazard. The
authors introduce monitoring and demonstrate hosallinformation facilitates the
role of borrowers as monitors since they can imggker penalties on their peers in

case of default.

Another source of credit market imperfection iseoftreferred to asek postmoral
hazard” or the “enforcement problem.” The teex postrefers to difficulties that
emerge after the loan is made and the borrowerirhaested. Even if those steps
proceed well, the borrower may decide to “take @ney and run” once project

returns are realized (Armendariz de Aghion et @05). This kind of situation arises
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either when the lender does not fully observe thredowvers’ profits (so the borrower
can falsely claim a loss and default), or, whenitgwbserved returns, the lender
cannot enforce repayment by the borrower. Groudihgnwith peer monitoring can,

however, induce each group member to incur a mongaost ex post to check the

actual revenue realization of her peer.

Ghatak (1999) argues that despite information asgtryn joint liability lending

allows for pareto superior equilibrium in credit mkets if group formation is
conducted appropriately. Ghatak shows how grougsdd through self selection will
result into members with homogenous quality. Théh@u further explains that
through the assortative matching process, groupsugnwith less risk borrowers,
directly reducing moral hazard, which leads to wdpo equilibrium interest rate

leading to a pareto superior outcome relative dividual lending.

The main tool used by the individual lenders tovpre the clients from moral hazard
behavior is the regular repayment schedule. Arm@na@ad Morduch (1999) argue
that regular repayment schedules screen out uptmsmil borrowers; give loan
officers early warning about emerging problems; pravide bank staff with valuable
information about clients’ behavior over time. Fexample, if the loan contract
foresees weekly or monthly installments, the lotiicer receives early information if
the borrower is undisciplined or faces a problerhi;nbusiness. Furthermore, regular
repayments, in particular if the repayment schetiake started before the investment
has created income to the borrower, enables thet®Mind against further income

streams of the borrower’s household. Hence, witlro@ucing this program feature
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the MFIs expect to both sufficiently reduce the gooitity of moral hazard behavior

and diversify the business risk in the credit ggup

The analysis of group contracts show that an acteskigher loans (dynamic
incentives) induces peer monitoring, peer suppod peer pressure among the
borrowers when access is made dependent on thgmepa of all borrowers in the
group. Denitsa and Vigenina(2005) asserts thaatbred with exclusion from further
loans if one (or more) of its members is not ableepay (a failure burdening the rest
of the group with additional payments), each pemsdhmonitor the other members
so that investments are undertaken in a profitatdg. Wrurther, each person will
support the other group members if they face regaynproblems they are not
responsible for, and each borrower will be put urmtessure if he misuses his loan.
As a result, the probability of moral hazard isuegd because, by introducing joint-
liability contracts, a considerable part of thekris transferred from the lender to the

borrowers.
2.2.2 Strategic Default Model

The problem of strategic default arises when boersvare able but unwilling to meet
their obligations. The lender's enforcement capads created through the
termination threat. Besley and Coate (1995) analtlze borrowers’ decision
regarding whether to repay the loan or not aftergtoject returns are realized. This
decision depends on the cost of repayment (i.egithes interest rate) and the severity
of the penalties imposed by the lender and the@mucommunity. The Besley &
Coate model of strategic default or limited enfoneat is instinctly dferent from the
others in that there is no moral hazard and noradw&election problem. According to

Ghatak and Guinane (1999) enforcement problem sans® from informational
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asymmetries but from the lender's limited ability apply sanctions against a
delinquent borrower. Even if the borrower’s projsatceeds so that she/he is able to
repay, she/he may still refuse to repay if thellsgatem does not work very well and

if the poverty of the borrower restricts the amooiéffective sanctions.

The lender’'s enforcement capacity is created tHrahg termination threat (Besley
and Coate 1995, Armendariz 1999, Kritikos 1999 aedc by Denitsa and
Vigenina,2005). With joint-liability, if a borrowerejects to repay his share of the
loan, the whole credit group is considered as beémdefault losing access to
subsequent loans. This induces the group eithepay for the delinquent partner, or
to exert social pressure on him. As a consequehttese incentives, lenders are able

to achieve the repayment of all loans with highbaitality.

When it comes to the enforcement of loan contrdfta borrower rejects loan
repayment), the loan officers again plays the mmale by warning and if necessary
sanctioning defaulting clients. Except the threfaselling the collateral within few
days, they can cut off borrowers from further ascesloans. The effects of non-
refinancing threats were first formalized in Boltand Scharfstein (1990) as cited by
Vigenina (2004). Borrowers with satisfactory rep&mnrecords may receive access
to further loans of increasing volume. This givasffisient incentives to all
entrepreneurs who expect positive utility out diife investments (financed by future

loans) to repay their current loan as scheduled.
2.2.3Adver se Selection

Adverse selection arises when borrowers have cteistics that are unobservable to

the lender but affect the probability of being alte repay the loan and is a
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consequence of market imperfections in the forrmfafrmation asymmetry between
economic agents. .Ghatak (1999) analyzes how |@bility lending programs take
advantage of local information that borrowers halwut each other’s projects
through self-selection of group members. Ghatakwn@ane (1999) posit that lender
can try to deal with this information problem dilgc by trying to assess these
characteristics, or indirectly by offering loanrtex that only good risk will accept.
The typical method for separating good risks frasw bisks is to ask the borrower to
pledge collateral. Risky borrowers are likely tdl femore often and lose their
collateral. If the bank offers two different cordts, one with high interest rates and
low collateral and the other with the oppositekyi®orrowers will select the former
and safe borrowers the latter. But poor people éyndion do not have assets that
make useful collateral, meaning that lenders haveffective way to separate good

risks from bad.

Group lending deals with adverse selection by drgwain local information networks
to achieve the equivalent of gathering direct infation on borrowers and using
differences in loan terms to separate good frombmadowers. Several recent papers
have examined the effect of joint-liability on teelection of groups (Sadoulet, 1998;
Ghatak, 1999 ; Laffont and N'Guessan ,1999 as dteGhatak and Guinane 1999).
Most of these studies use an adverse-selectiorefvank where borrowers know the
characteristics of each other’s projects relevarheir creditworthiness, but the bank

does not.

To mitigate adverse selection problems, microfieanastitutions, like most

conventional credit providers, take their loan a@pits through an elaborate
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screening procedure before granting a loan. Madividual MFIs provide financial
services only to entrepreneurs who are able togpledollateral as the main
mechanism for tackling adverse selection. Collatecvering as a general both the
loan amount and the interest payment - signalsbtveower’s willingness to fully
repay the loan. To further mitigate the adversecign process the individual micro-
lending institutions introduce a complementary soneg process. The main role is
given to the loan officers who try to generate asciminformation about the

borrower’s capacity and willingness to repay assps.

Most empirical studies have focused on how peeumichemes can overcome the
inherent problems associated with credit constgsaamd asymmetric information in
financial markets. Specifically, in a world wherertowers lack collateral, group
lending has been shown to mitigate problems agsacisith adverse selection, moral
hazard, contract enforcement, and state verifinat@group lending with joint liability
overcomes these problems by passing the monitaotiyity onto the borrowers
themselves (Ghatakt al, 1999). The underlying idea is that group membeib
monitor their peers and pressure individuals whghthmisuse their loans not to do
so. While this monitoring activity is costly forgtborrower, it is assumed to be much
less costly than for the lender, since group membeit typically know each other

well in advance of the date of borrowing.

A key feature of MFIs that is often linked to dejuency risk is the frequent
collection of loan installments. A study carried oulndia by Field and Pande (2006)
concludes that to improve repayment performancet nnaisrofinance contracts

require that repayments start nearly immediatetgrdban disbursement and occur
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weekly thereafter. Even though economic theory sstygthat a more flexible
repayment schedule would benefit clients and p@intimprove their repayment
capacity, microfinance practitioners believe thstdl discipline imposed by frequent
repayment is critical to preventing loan defaulbndtheless, frequent repayments
increase transaction costs and increase defaultwigen clients graduate to larger
loans since this increases the amount of their oaslays. According to Dixon et al
(2007) default risk has also been found to increaden loan officers fail to
undertake their key roles — screening and encaoagagients, and training them on

financial discipline — properly.

Empirical investigations have pointed out a numbkfactors that may affect the
likelihood of delinquency on microcredit obligatgnin their study in Malaysia on
factors affecting loan default Mokhtar et al. (2p@®und that training an MFI
borrower and the loan amount advanced are signtfi@etors affecting loan default.
In addition Laure and Baptiste (2007) found thanl@amount is a significant variable
affecting default in microcredit programs. The netd rate has also been found to be
an important factor affecting microcredit loan degliency (Pereira and Mourao,

2012).

According to Vigenina and Kritiko (2004) the thrisading elements that have been
found to enhance loan repayment are: the demandndruse of nonconventional
collateral, a screening procedure which combines wih traditional elements in

conjunction with dynamic incentives coupled witle tthreat to terminate loan at

anytime evidence of default is noticed. AccordingRoslanet al. (2007) close and
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informal relationship between MFIs and borrowersg/rhalp in monitoring and early

detection of problems that might lead to non-payne¢ioans.

Hulme and Mosley (1996) argue that the importardtdis contribute to loan
repayment performance are the design featuresedbtin. They categorize the design
features into three categories namely access ngthecteening methods and
incentive to repay. Access methods generally en$atepoor people access the loans
not the richer ones and the features include maxirfman ceilings and high interest

rate. While, screening methods are used to screielnaal borrowers.

Vigano (1993) uses data from a CNCA group lendingjget in Burkina Faso to
create a credit scoring model. Vigand argues that factors affect credit risk
including ability to repay, willingness to repagvbrable external conditions, quality
of information upon which analysts base their judgm and the bank’s ability to

ensure the customer’s willingness to repay thraaumgleffective incentive structure.

Wenner (1995) studied the validity and cost effemiess of group lending as a means
to transmit information about borrower credit wamdss using information of 25
groups from a lending programme in Costa Rica.i$nstudies he found that groups
that screened on the basis of an internal writtete f regulations had better internal
as well as external repayment rates than thosedidatot. This variable implicitly
measures screening, monitoring and enforcementiteesi that take place within the
groups. Another variable that is found to determiapayment is the location of

groups: if groups were located in remote areas fthigices their possibilities for
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access to alternative sources of credit, which dates them to ensure group

repayment as much as possible in order to haveefaitcess to loans.

Wydick (1995) demonstrates that the social cohesibgroups in Guatemala, by
mitigating adverse selection and moral hazard gndrnzouraging mutual insurance,
is the primary determinant of group lending’s higtgpayment rates. In a peer-
monitored loan each member of the group must bengimcentives to act both as a
borrower on his financed production project and dselagated monitor choosing the
optimum intensity to monitor and/or otherwise afp¢ro control the actions of other

members in the group.

Sharma and Zeller (1997), empirically prove thadups formed with self selection
perform better in terms of loan repayment as coeppér the opposite situation. This
is due to the fact that group members have prigtdegccess to information about
their peers because they are part of the samel s@timork. Consequently, they are
better able to select the best peers, monitor @uetnenforce loan contracts. By using
data of 128 groups from four group lending prograaanmm Bangladesh they indicate
that if borrowers are more credit rationed thig@ases repayment performance. This
result can be taken as evidence for the fact ttatpgmembers have more incentives

to screen, monitor and enforce if they have naéiieve credit sources.

Zeller (1998) investigated the effect of intragsatsk pooling and social cohesion on
the repayment rate. The data used by Zeller waairgut from a random sample of
146 groups from six different group lending progsaim Madagascar. Zeller’s results

showed that repayment rate increases with moreadiivation of the group’s joint
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asset portfolio. The author further finds that grewvith stronger ties show higher
repayment rates and groups with internal rules @giilations demonstrate better

repayment rates.

Paxton et al. (2000) use data of 140 groups frgroap-based lending programme in
Burkina Faso. They show that the homogeneity of gheup in terms of their
ethnicity, occupation and income, reduces its repay performance. This may
indicate that if members are more homogeneoushhbeg lower incentives to screen,
monitor and enforce each other and may start tod®lagainst the programme. They
also show that social pressure within groups isitipey related to repayment
performance. Finally, they find that the qualitytbé group leader in running the
group is positively related to repayment perforngarehich may be seen as evidence
for the fact that the group leader plays a promimele in screening, monitoring and

enforcement within the group.

Hermes et al (2005) provide an empirical analy$ishe impact of monitoring and
social ties within group lending programs on mdratard behavior of its participants,
based on data from 102 groups in Eritrea. Theyodised that peer monitoring by
and social ties of group leaders do help to reduoceal hazard behavior of group

members.

Bhatt and Tang (2002) studied the determinantsoah Irepayment in microcredit
evidence from programs in the United States. T$teidy showed that women has low
repayment rate because some women entreprenetne istady might have been

engaged in high risk and low return activities. Gud (2004) also examined the
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microfinance repayment performance in Banglades.résult is female borrowers
did not proven to have a significant better repaymeerformance. The size of loan
and the age of the borrower showed the negativeacmmn the repayment

performance.

Cull et al (2006), comparing institutional profithly of 124 institutions in 49
countries, find positive correlations between iegtrate yield and sustainability, but
at particularly high rates they find default prabke begin to occur for individual
lending programs, but not for group lending progsaithis suggests perhaps that the
classic models of information asymmetries are iddgadient for individual liability,
but that group liability has helped to mitigate #ey factors driving the information
asymmetry problems. Advocates of group lendingamy argue that in fact it does
mitigate information asymmetries, but typically effan explanation as to how: by

taking advantage of the social networks and relah@s.

Roslan and Abd Karim (2009) investigated microdréaan repayment behavior in
Malaysia.They discovered thatasrowers involved in non-production oriented busse
activities such as in the service or the suppoctose who had training in their
particular business and who borrowed higher loaad lower probabilities of

defaulting.

Okorie (1986) as cited by Mokhtar et al studied tepayment behavior in one
agricultural corporation in Nigeria. The authortaihd that borrowers who received a
loan in kind had higher repayment rates than bogrswvho received a cash loan.

This was because many borrowers misused the cagbrtinly it into personal
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consumption instead of investing in making theisibhass productive. Regular visits
by the loan officer to the borrowers’ business aite higher profits generated by the

borrowers also contributed to higher repaymentbdyyowers.
2.4 Conclusion

Group lending advocates believe that their appraactks because members of the
group are able to select trustworthy peers, morther use of loan proceeds and
enforce repayment better than an outside lendiggrozation. Group members are
also in a better position to assess whether defauttue to strategic reasons or
whether it is beyond the borrower's control. Thhs,group can enforce repayment in
the case of strategic default, and in the caseentigpe default it can offer insurance
services. A review of the literature on group lelgdimechanisms shows that these

mechanisms may help in enhancing repayment perfurena

As mentioned above, various studies were conductedhe determinants of loan
repayment performance in different countries butenof such studies have been
conducted in Kenya trying to ascertain the effestslending models on loan

repayments.
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CHAPTER THREE: RESEARCH METHODOLOGY

3.1 Introduction

This section explains and justifies the researchtesjy chosen. It includes research
design, target population, sample and samplingnigale, data collection methods

and data analysis techniques are addressed.
3.2 Resear ch Design

Cooper and Schindler (2008) refer to research deagythe plan and structure of
investigation so conceived as to obtain answergh& research questions. This
research adopted the causal research design. Atgorol Mugenda & Mugenda

(2003) causal research is used to explore theae$dtip between variables.
3.3 Population

Mugenda et al (2003) defines a population as aineegitoup of individuals, events or
objects having a common observable characteristicthe purpose of this study the
population was defined as the entire 52 memberstegd by Association of
Microfinance Institutions of which 48 have a presern Nairobi. All the 48 were
surveyed, however only 35 returned the questionwloth 4 were incomplete and
had missing information thus discarded. A tabletaming the organizations is

included in the appendix II.
3.4 Data Collection Method

Data was collected from both primary and secondayrces. The main primary
source was questionnaires administered to the melgmbs. A structured questionnaire
was used to gather data from credit officers ameropersonnel at the institutions of
the microfinance institutions registered by the dtsation of Microfinance

Institutions of Kenya (AMFI).The questionnaire usedthe study was designed to
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include both structured and unstructured questiohs will ease analysis of data to
be collected as well as permitting a greater deptiesponse (Mugenda & Mugenda,
2003). Secondary sources on the other hand inclidednation and data from the

journals, books and internet, AMFI and organizatloarticles. The data collected

covered a period of three years up td'3Line2013 in respect of loan interest,
duration, loan amount, repayment intervals and kdretthe recipient received

training.

3.5 Data Analysis and Reporting

The data obtained from this study secondary, pgmaqualitative and quantitative
was processed and analyzed in accordance with edearch plan. According to
Kothari (2004), processing implies editing, codimtgssification and tabulation of
collected data for easy analysis. Editing assune$ tlata is accurate, consistent,
uniformly entered and complete to facilitate codiagd tabulation. Coding is
necessary for efficient analysis and helps to redage quantities of data to a small

number this is done by use of symbols and numerical

Classification reduces raw data into homogeneoaspgr while tabulation assembles
data in logical order which provides basis for was statistical computations. All
data was processed using Statistical Package &iSttial Sciences (SPSS) 17.0
computer software. Descriptive statistics percezgamnd inferential statistics will be

applied to the data.
3.6 Research model

According to Mugenda & Mugenda (2003) regressioalysis is a type of analysis
used when a researcher is interested in findingndigther an independent variable

predicts a given dependent variable. This resesttaly will use a multiple regression
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model. Multiple regression attempts to determineetiver a group of variables
together predict a given dependent variable (Mugeztail). The formula is given by:
Y= [0y + 51Xyt BoXa+ X3+ ¢
Where: Y - amount of repaid loan (mean percentdgenmunt repaid by clients)

X1 — interest charged per month (%)

Xo- duration in months of the loan

Xs- training time (Number of days)

Bo- Pa - are the regression coefficients

e -the error term
The results will be presented to the university dne various MFI's where the
information will be used at their discretion.
3.7 Data Validity and Reliability
Prior to using instruments to collect data, theyengilot tested in a MFI not included
in this study. According to Saunders et al (200%) purpose of the pilot test is to
refine the instruments so that the respondentsneiilhave a problem in answering
the questions and provide for easy recording aradlysis of data. This also helps to
assess the validity of the instruments and likedjjability of the data that was

collected.
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CHAPTER FOUR: DATA ANALYSISAND PRESENTATION OF
FINDINGS

4.1 Introduction

This chapter contains descriptive data presentaxplanations of the findings,

regression analysis and conclusions based on olgsdf the study.

4.2 Data Presentation

4.2.1 Yearsof Operation

On the number of years that the organizations hlmeen in operation, the results
showed 41.9% 10 or more years old, those belowrSyeare 29% and between 6 and

10 years were 29% old since they started operating.

4.2.2 Causes of Loan Default

4.2.2.1 The Loan Products

Table 4.1 Description of the loan features andsrfortance in

yes lower interest rates, larger loans with longpaturities

Progressive? after each successfully repaid loan

monthly interest

rates 1.5% to2 %

Repayment

frequency weekly

Liability Joint

Collateral Joint savings (up to 30% of loan)

The purpose of the group loan was to allow thepieni to finance small scale
entrepreneurial activities. Other dynamic incergiviacluded the possibility to

increase the loan amount and /or maturity afteheapaid loan. Most group loans
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were composed of individually approved sub-loanthai maturity between 3 and 12
months on the loan cycle with similar maturity. &ef applying for a loan, groups
had to build up savings in a joint account equinblte 30 per cent of the requested
loan amount. The savings do not only serve asteodlhbut were also a means of

ascertaining whether potential borrowers had sefiiicfinancial discipline.

The results further indicate that the higher thanlsize the greater the probability of
default as the clients could easily divert parttbé proceeds to noneconomic
activities. Before applying for a loan, groups hbadbuild up savings in a joint savings
account equivalent to 30 per cent of the requesima amount. The savings not only
served as collateral but were also a means oftasteg whether potential borrowers
had sufficient financial discipline. Group leadersre responsible for monitoring and
collecting loan repayments and handing them ovehéoloan officer on a monthly

basis.

This study found a significant negative effect @payment periodat the 5%
significance level. The findings imply that borrawevho had a loan period of over
one year had a greater probability of having a legrayment problem. Microfinance
institutions have a policy on the size of loan ®dxtended to potential borrowers.
The policy is to extend small size loan which fipahcreases at a gradual rate as the
client fulfills their prior loan obligation. All t& MFIs have a general policy of

extending loans over short term periods up to @ae y
4.2.2.2 Frequency of Repayment

Frequent repayments provide clients with a commitnaevice that helps them form

a habit of saving (this facilitates loan repaymeat)d improves their trust in loan
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officers and their willingness to stay on track lwitepayments. The Pearson
coefficient of correlation indicates a negativeatenship (p=-0.115) between the
frequency repayment and default. This relationshiplies that the variation in

default rate is explained by only 11.5 % of repagmiequency and when the

frequency increases the default rate decrease.

4.2.3 Screening and Monitoring M echanisms

4.2.3.1 Client Screening

To mitigate the adverse selection process the iy micro-lending institutions
introduce a complementary screening process. Theemsiog process considers
several factors that determine the credibilityre borrower and their ability to repay
their loan obligations. The key factors consideradthe screening process are
displayed in Table 4.2 below. 45.2% of the MFIssidared the purpose (business) of
the loan very important in their preliminary scrigen

Table 4.2 Descriptions of features considered pr@agng loans

moderately Very Extremely

Factor Important important important important
Ability to pay Interest rate
above 1.6% pm 45.20% 54.80%
Business loan 12.90%  41.90% 45.20%
No collateral 35.50%  41.90% 12.90% 90.30%
Weekly loan repayment
ability 16.10% 38.70% 45.20%

4.2.3.2 Credit Use

With respect to the purpose for which loan was naké was observed that the

majority of the borrowers i.e., 58.1% took the Idanstarting entrepreneurial activity
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and 35.5 % for other uses while few 6.5% took lofamdoth business and personal
use. Credit use was found to have made criticabghpn the repayment default rate
having a p> 0.5 indicating that if the loan proce&lused for the intended purpose
the default rate decreases.

Table 4.3 Respondent by usewbich they took the loan for given

purpose.
Percent
Business 58.1
Non business 35.5

Both business & non business 6.5

Total 100.0

4.2.3.3 Training

One of the components of monitoring identified weaining to customers and
potential loan beneficiaries. As shown on figurgé Below 93.5% of micro finance

respondents identified loan education as one okélydfeature of loan monitoring.

Figure 4.1 Importance of training
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The MFIs educate potential beneficiaries on gleass relating to loans such as funds
availability, business undertaking and repaymenmt.tiie other hand only 6.5% did
not find training an important factor. The Pearsomrelation that there is a negative

relationship between training and default with afd=
4.2.3.4 Supervision

Sufficiency of supervision on loan utilization is anportant factor contributing to a

better loan repayment performance. During the sutwwas known that people from

the MFIs appear on the monthly meetings at giverters. It is during such meetings
that supervision is done with main focus on loapayenent. The personnel of the
organization also visit the client to ascertain thiee the business started with the
funds is operational and its profitability. Thenmper of visits to the clients also acted
as an incentive to repay the loan. The Pearsorlation (p=-0.18) indicated that as
the number of visit increase the default rate desge indicating a negative

relationship though not significant.

4.2.3.5 Collateral

60.00%

50.00%

40.00%

30.00%

20.00%

10.00%

0.00%
Strongly Disagree Disagree Not Sure

Figure 4.2 Importance of collateral
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As indicated on figure 4.2 above 25.9% of microafine respondents identified
tangible collateral as a major loan policy issualevb1.6 % stated that it was not an
important factor for being advanced a loan. Theeot®2.6% indicated that the
presence or absence of collateral was not a magprirement for being advanced a
loan. The rationale of collateral is to provide @y for the loaned funds and give

the lender recourse to be used to recover defaaudisl from their recipients.

4.2.4 Enforcement M echanisms

4.2.4.1 Loan Monitoring and Follow Up Action

All micro finance institutions identified follow umechanisms as one of the major
loan administration activity undertaken as illustch in figure 4.3 below. They
explained that loan personnel are recruited andogleg specifically to visit loan
beneficiaries and monitor progress of projects &thdnd ensure repayment are on

course.

Loan Rescheduling Fregent Visits Other

Figure 4.3 Enforcement mechanisms
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They have the powers to ensure loan recovery aodd® reports to management.
These activities occur before or when a defaultumc 25.8% of MFIs use loan

rescheduling where the terms of the loan are rexiefor new ones while 19.4% use
other enforcement mechanisms such as foreclosuemdare repayments. Frequent
visiting of the client which was rated at 54.8%oalled to increased repayments. The
organizations carry out frequent monitoring andase of default take swift measures

to ensure recovery.
4.2.4.2 Progressive Lending

The study showed that the practice of repeat leatis higher amount of credit is
followed by 84% Of the MFIs in their group lendirtgereby enticing prompt
repayment. This implies that the average loar sizthe group and therefore per
individuals within the group increases over thenlagcles. 6% of the respondents
disagreed that their organization practiced pragvedending and 10% were not sure

whether the organization had the policy.

m Agree
B Disagree

Notsure

Figure 4.4 Progressive lending
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4.3 Regression

Regression analysis is used to predict statistighificance between dependent
variable and the independent variables. It measivesffect of relationship of the
independent variable to dependent variable. Mdtipigression analysis was used to
examine the influence of default rate on loan repayt.

Table 4.4 Regression Model

Adjusted| F P
Std. r
Model Beta Error T Sig. R squared
(Constant) 3991.629| 874.797| 4.563 | 0 0.894 | 0.776 34.504| 0.000
Interest -184.522| 38.907 | -4.743| 0
rate
Loan 178.654 | 51.014 | 3.502 | 0.002
duration
Training | 11.977 |8.498 |1.409 |0.171
period

Source: primary data

Table 4.4 evaluates and interprets the standardiaetficients of correlation (beta).
In estimating the contribution of each independeatiable in the study, it was
established that all independent variables siggnifily contributed in variance of the
default rate at significance level of 0.05. Howeue relative importance of each
independent variable was different. Also, since shlmificance values are less than
0.05, the coefficients are significant and therefitre regression equation would be:
Y=3991.629+ -184.5224+178.654%+11.977X%

The adjusted r squared show that interest ratey thaation and training period
predict 77.6% of the variance in repayment. Howekergreatest predictor is interest

rate in relation to the magnitude of the beta coieifits (-184.522, t= -4.73, sig.0.000)
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the f-ratio (34.504, sig. 0.000) also revealstad independent variables combined are
significant predictors. Table 4.4 shows the caladavalue of F is 34.504 which is
greater than the table value F (3, 26) = 4.64. Thian indication that there is a
significant relationship between the dependent amdependent variables. The
variation was significant at p< 0.000 at 95% coerfiice level. The results of the

summary Analysis of Variance (ANOVA) were preseraed interpreted in Table 4.5

Table 4.5 Summary ANOVA

Sum of
Model Squares Df Mean SquargF Sig.
Regression |4.610E7 3 1.537E7 34.504 |.000°
Residual |1.158E7 26 445341.121
Total 5.768E7 29

Table 4.5 reports the summary ANOVA and F statigtiich reveals the value of F
34.504) being significant at 0.05 confidence levéle value of F is large enough to
conclude that the set of independent variableslamentation process (X1), interest
rate (X2), loan duration (X3) and training as a \ehwere contributing to the variance
in performance appraisal systems. The p-value adsdcwith this F value is very
small (0.0000). These values (F value) are useddicate whether the independent
variables reliably predict the dependent variablee overall regression results are
shown in table 4.5. The probability level 0.000 methat the chances are almost zero
that the results of regression model are due tdamnexogenous events instead of a

true relationship.
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4.4 Summary and Inter pretation of Findings

The MFIs conducted a monthly meeting where the grmembers were able to share
on the current issues they were facing and gettadvom the group and loan officer
present regarding their current issues. The adwag on issues regarding pricing,
marketing and other business improvement strate@ies finding concurred with
Karlan and Valdivia, (2006) on Peruvian group lemmdprogram for female micro
entrepreneursThey found little or no evidence of changes in keycomes such as
business revenue, profits or employment. Businessvledge improvements are
observed, however, and client retention rates asm@éd for the microfinance

institution

In the group every member receives a loan on awichaal basis but providing he or
she acts as guarantor of the loans granted totkie® members of the group. In other
terms, the loan agreement specifies that, shoutdineanembers of the group default;
the others will be the first to honour the délite essential role of a guarantor is to be
a vector of social pressure and not an alternatorgce of loan repayment. If, the
group debt is ultimately not eradicated, the ergim@up loses access to future credit.
Therefore, by completing the joint guarantee systiere is a dynamic incentive that
consists of making the granting of new loans subjedhe repayment of previous

ones which increases repayment rates.

The structure of the payment schedule was useaidoueage clients’ discipline. In
the MFIs, weekly payment structure without graceiquiewas the most commonly
used. This imposes discipline thanks to the reguland frequency of transactions

and meetings. This results are in line with thedistsl of (Jain and Mansuri, 2003)
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which noted that to overcomes asymmetric infornrmapooblems, e.g., moral hazard,
frequent and early installments — paid soon afterlban is disbursed — screen safer
borrowers, which count on multiple sources of ineaim reimburse the loan, such as
family members, neighbours or moneylenders showdemployed. This is also
supported by (Armendariz and Morduch, 2000) who eoled that frequent
transactions and meetings act as an early morgtosystem about emerging
problems.It also allows lenders to be aware and react promptly before gleéincy

gets grave.

The frequent contact between the beneficiaries \lith organization personnel
enabled the problem of information asymmetry tambercome. Repayment problem
is one of the critical issues of MFIs that concathistakeholders where the high loan
default rate is the primary cause of the failurévibils. The agency problem, adverse
selection and moral hazard that appear as a rasuitormation asymmetries are the
main reason why these happened. This is becauskerders cannot observe the
behaviors of their clients either they are honestishonest. The lenders can only
observe the outcome of their loans when their tdieepay or not. This is in line with
Yaron (1994) findings who found that to mitigate ttepayments problems, a close
relationship between lender and borrower can beliegpphrough monitoring,
business adviser and regular meetings. Besidestiiealender can introduce a reward

system to those that paid on time such as rebatsoount.

The organizations often visited the clients’ buss@remises to assess its viability
and progress. This visits and the monthly meetiogsated a good relationship

between the client and the loan officer in an infal setting consequently enabling

40



the credit personnel to create rapport and creaaal relationship between the
parties concerned. This concurs with ( Roslan Albthiim et al. 2007) study which
concluded that close and informal relationshipsvbenh MFIs and borrowers may
help in monitoring and early detection of problethat may arise in non-repayment

of loans.

The amount of loan received by the borrowers nisy affect borrower’s repayment
performance where the bigger the total loan recebsethe borrowers, the higher the
probability of the borrowers to default. When therrowers received more loans,
there is a tendency that the excess loan may letdd/to other unproductive; non-
business uses such as for personal use, childsehol fees and pay other debt. If
loans are not particularly devoted to the particpl@ductive activities use for which

they have been granted, the expected benefits maye fully realized and the

likelihood of delinquency may rise. In addition tigeeater the size of the loans
advanced the more the requirement for supervisionregipients had a greater
incentive to diverts its use. This results areime with the findings of (Oladebo and
Oladebo, 2008) study in Nigeria where they ident several factors which

influence loan repayment to include improper orde@uate loan supervision, poor
assessment of borrowers’ creditworthiness and faaotside the borrower’s control

like natural hazards.

Progressive lending was found to be a tool usestit®en the borrowers and select the
“good” borrowers from the “bad” borrowers. Furthems, repayment of previous
loan is benefited through an incentive of greataml credit in the current period.

Thus, prompt repayment of credit directs progresswnding as a dynamic incentive
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for the members in microfinance lending. This (fimgd concurs with Ghosh &
Ray,1999) who found that under the progressive itendhe group lending
mechanism was able to tests the borrowers withldoaais at the start to screen out
the worst prospects before expanding the loan sdateeover, the findings also
coincide with Armendariz and Morduch (2000) who riduthat the threat to deny
future access to credit is an effective punishnientlients who value the lending

relationship and have no access to alternativeifignd
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CHAPTER FIVE: SUMMARY, CONCLUSION AND
RECOMMENDATIONS

5.1 Summary

The purpose of this study was to investigate refatiip between assess the impact of
joint liability lending models lending models onalo repayments among micro
finance institutions in Kenya micro finance instituns. The key finding of this study

is that group lending is better able to mitigatnl@elinquency than personal lending.

The study also reviewed a lot of literature on steged objectives and found out that
many researchers who wrote on the broad subjegraip lending methodology
agreed that it is an innovative way that was founde liberate low income
individuals by enabling them to access fund with #vailable of limited physical
assets to be pledged as collateral through theotigbe available and verifiable
mechanism that the MFIs have put in place throtngh grogramme. One such form
of microfinance has been the development of tha jability lending; it has become
an increasingly utilized tool for providing creditcess to the poor and low income
persons in Kenya. The joint liability lending modkhs accounted for strong

repayment rate and continuous access to credicssrgven without collateral.

The study employed a causal research design itagdefIs which were involved in
the group lending methodology. The data collectethfthe 48 respondents was then
analyzed quantitatively and presented through gese tools. The findings of the
study seemed to be in agreement with the studyctbgs the conclusion is that
through the various group lending mechanisms, actedinances has been made

easier and faster. These mechanisms have alscedrhlel beneficiaries to learn and
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develop gain business and financial knowledge tholy supervision, administration
and enhanced creativity. The mechanism has also foesd to provide a platform
for sharing business knowledge and information a8 as providing social support

and entrepreneurial motivation among beneficiasiabte loans.
5.2 Conclusions

In view of data analysis and results presentatios findings are hereby summarized
as per the objectives of the study. This study Botg find out the effect of group

lending (joint liability) mechanisms on repaymerdtas among micro finance

institutions in Kenya. This was done in line withrde key major mechanisms
including: causes of default, monitoring and scregm@nd enforcement mechanisms.
The study therefore sought to achieve the followobgectives: to establish the causes
of default in joint liability lending on repaymertg determine the effects of screening
and monitoring on repayment and to find out theat$ of enforcement mechanisms

on default.

The study confirmed that step/progressive lendsm@ aomponent of group lending
enforcement mechanism had improved the repayméas mmong micro financial
institutions in Kenya. It had contributed to thalslity and enlargement of the loan
beneficiary over time, inculcating planning and @attability traits Micro finance
institutions use discipline mechanisms such ast jbability, compulsory savings,
weekly repayment schedule, and dynamic incentigesetluce default rates. The
compulsory savings improve loan repayment becadsg test clients’ ability and
willingness to pay. Clients get used of meetingdtiaas and are forced to fulfill their

obligation because of the threat to seize fundar{ga) of defaulting borrowers.
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In addition, the analysis of the data obtainechia study indicates that the procedure
of obtaining loans from MFIs is easier than conierdl banking. Based on my first
hand experience of society back home and from msemation , there is no
requirement of collateral to take the loan from BIklhich has made it possible for
everyone to join the formal monetary process. tinie of the most propitious reasons
to take loan from MFIs unlike the conventional bagkwhere collateral is the first

and foremost requirement.
5.3 Recommendationsto Policy

This study has provided a better understandinghefdombination the factors that
affect repayment rates among microfinance instihgiin Kenya. The effect of
enforcement and monitoring mechanisms and theluente on default risk and
repayment was highlighted. Pattern during this aege has shown evidence that
frequent monitoring on the use of the loan andning on business and financial
issues with microloans could decrease default arslk increase repayment rate. The
study further offers several policy recommendationduding that the threshold for
individual lending must include demonstrated apitd pay interest of at least 1.6%

per month and loans should not be issued wheredmdition is not met.

Knowing how groups utilize the intragroup contractd what factors increase the
probability of repayment are critical factors foroject management and training.
Knowing the characteristics of good clients helphwxpanding markets. Training of
credit groups could include offering suggestionshoWw to explicitly formulate the
intragroup contract. For example, if perfect infatran exists, then contingency plans
for sickness, travel, death, etc. could be desigaedl agreed upon ex ante, thus

developing the group solidarity mechanisms.
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Microfinance institutions should also be able ttepfincillary services like extension
and training visits that will improve access to IM&ans as well as help them to
repay as and when due. This can be achieved hygstening their monitoring units
so as to forestall information asymmetry and sgttip outreach centres very close to
their clients in order to monitor loan use and weramore of their loans during the

loan period.

Economic policymakers need to work for stabilitythre microenvironment to ensure
interest rates charged by microfinance institutioesain not just stable but also
affordable. This research has identified high edérrates as a key cause of loan
default. As a policy suggestion, the interest rpteblem could be solved via
developing a graduated scale for charging interatgts; for instance, under group
lending, once a group of safe borrowers is abletwsistently repay their loan for say
one year, the group size could be increased bwatpthem to include other safe
borrowers. This will in turn reduce the overall gpoand transaction costs, the older
members of the group could then be charged lowerast rates relative to the new
members; this would have a double positive effeatesit would encourage the new
group members to repay their loans so as to benefit lower interest rates in future

and the overall repayment rate would improve.

While group monitoring is essential for effectivepayment of loans it is
recommended that the individuals should be givenesautonomy and trust. This will
lead to continued loyalty to the financial institut and increase the group and

specifically the individual beneficiaries self iatiive.
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5.4 Limitations of the Study

One limitation of this study related to the facattlonly the respondent can verify the
accuracy of the information. The researchers needrdly on self-reported
information to verify the statements being sharedwieen the Medium and the
respondent. Due to the sensitive nature of somé¢hisf transmitted information,
respondents may opt to alter or openly disagreé wie information shared. For
instance respondents were reluctant to releasirigrniation concerning their
institutions loan portfolio performance as they sidered it sensitive and did not want

to committee themselves

In addition another limitation that can have areefffon how the result of this study is
presented is the issue where for some of the Midartformation was not given by
the credit personnel on how the lending programke/daut by some other employee
of the institutions without much knowledge of threaconcerned. This decreased the
probability of getting in-depth information on tlmeatter. The result of this study

could therefore be affected by this circumstaneg limited my work.

The accuracy of the analysis heavily relied on da¢a provided by the people
involved in microfinance program in Kenya. Thisbiscause¢he data collection was
restricted only within the Nairobi and which mayl ta represent the actual scenario

of the whole country.
5.5 Suggestions for Further Studies

While this work examines only repayment, other sit@& closely linked. For instance
the degree to which cost and repayment are assddman important aspect of group

lending that is understudied. More studies documgnthe cost of group lending
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versus individual lending are needed. Through aebetinderstanding of the
mechanisms, benefits, and dangers of group lendioge effective programs can be

implemented to provide financial services to lowame clients.

There is need for further studies to investigate fherformance of financial
institutions loans from the beneficiaries’ side exsplly those receiving funds from
micro finance institutions. The excellent perform@anof microfinance institution
brought about by a well-coordinated mix of appriassal follow up actions may be at
the expense of the borrower. Possible key suceedsr that could be tested in the
future are the provision of training and educasenvices for clients in the program,
of savings accounts and of other financial seryisash as insurance, housing loans,

and pensions

There is a need to investigate the level belowbowa the poverty line at which group
loans become less effective and whether grouplitylor group lending logistics can

be applied at all to small loans provided by tiadél banks. Research concerning
loan methodologies is thus needed to establish hehehe methodology can be

generalized to other regions in which MFIs operate.

The current study did not consider the reasonsativiation to join the group lending
microfinance program. Another area that has noh beeestigated is the difficulties
that the borrowers face to repay the loan. Thesasadeserve to be studied by future

researchers.

48



REFERENCES

Ahlin, C., & Townsend, R. M. (2007). Using RepaymBrata to Test Across Models
of Joint Liability Lending.The Economic Journal17517), F11-F51.

Armendariz de Aghion, B. (1999).0n the design ofedit agreement with
monitoring.Journal of Development Economié$§(1), 79-104.

Armendariz de Aghion, B., & Morduch, J. (2000). ktifinance beyond group
lending. TheEconomics of transitigr8(2), 401-420.

Armendariz de Aghion, B., & Morduch, J. (200%he economics of
microfinanceThe MIT Press, Cambridge, Massachusetts

Association of Microfinannce Institutions in Keny#tp://www.amfikenya.com

Banerjee, A., Besley, T., & Guinnane, T. (1994)y fieighbor’s keeper: the design of
a credit cooperative with theory and a t&3uarterly Journal of Economics
109 (2), 491-515.

Besley, T.,& Coate, S.( 1995). Group lending, repagt incentives and social
collateral, Journal of Development Economids (1), 1-18

Besley, T. (1995). Savings, credit and insuraht@dbook of development
economics3, 2123-2207. Amsterdam: North-Holland.

Besley, T. & Coate, S. (1995). Group lending, repegt incentive and social
collateral.Journal of Development Economids, 1-18

Bhatt, N. & Tang, S. (2002) .Determinants of repapiin microcredit: Evidence
from programs in the United Statelsiternational Journal of Urban and
Regional Researck6. (2).360-76.

Brown, M. & Zehnder, C. (2006). Credit reportinglationship banking, and loan
repaymentSwiss National Bank Working Pape?€06-03.
http://dx.doi.org/10.2139/ssm.968387

Carpena, F., Cole, S., Shapiro, J., & Zia, B. (30LRbility Structure in Small-Scale
Finance: Evidence from a Natural Experimdite World Bank Economic

Review

Cassar, A., Crowley, L., & Wydick, B. (2007). Thigeet of social capital on group
loan repayment: Evidence from field experimeiits'e Economic
Journal 117517), F85-F106.

Chaia, A., Dalal,A., Goland, T. Gonzalez,M.J. Marlil. & Schi, R.(2009). “Half

49



the World is Unbanked Financial Access Initiative Framing Note

Conning, J. (2000), Monitoring by delegates or bgng? Joint Liability loans under
Moral Hazard, William College Center of Developmeaton. Working
Paper.No.07 (http://web.williams.edu/Economics/wp/jliabilitydp Retrieved
on 02.07.13)

Cooper, D. R. & Schindler, P. S. (200Bpsiness research methods. {Fx)
McGraw-Hill

Cull, R., Demirgug-Kunt, A. & Morduch, J. (2006)oftract Design and

Microfinance Performance Global Analysis. working paper

Diagne,A. (2000)Design and sustainability issues of rural creditlasavings
programsNo. 12. International Food Policy Research Insi(iFPRI).

Dixon, R., Ritchie, & J., Siwale, J. (2007). Loafficers and loan ‘delinquency’ in
microfinance: Zambian cas&ccounting Forun81, 47-71.

Egli, D. (2004). Progressive lending as an enfoe@mechanism in microfinance
programs. Review of Development Economics, 8, b2G-

Field, E. & Pande, R.(2008). Repayment frequenclydefault in microfinance:
evidence from IndiaJournal of the European Economic Associatig@),
501-5009.

Fischer, G. (2013). Contract Structure, R&haring, and Investment choice.
Econometrica81(3), 883-939.

Ghatak. (1999). Group lending, local information greer selectionlournal of
Development Economi¢$0:27-50.

Ghatak, M. &Guinnane, T.W. (1999). The economickending with joint liability:
theory and practicdournal of Development Economic80:195-228.

Guttman,M. J.(2007).Repayment performance in mredit programs:theory and
evidenceNetworks Financial Insititute, Indiana UniversityWorking
paperll.

Hermes, N., & Lensink, R. (2007). The empirics a€mfinance: what do we know?
The Economic Journall17(517), F1-F10.

Hermes, N., Lensink, R., & Mehrteab, H. T. (200%er monitoring, social ties and
moral hazard in group lending programs: EvidencemfrEritrea.World
Development33(1), 149-169.

Karlan, D. S. (2007). Social connections and groampking.Economic Journal.

50



117(517) F52-F84.

Karlan, D., & Valdivia, M. (2006 eaching Entrepreneurship: Impact of business
training on Microfinance Clients and Institutiod$ie Review of Economics
and Statistics 2011. (93) No.2, 510-527.

Kendi, G. L. & Kodongo, O. (2013) Individual lendjiversus group lending: An
evaluation with Kenya’s microfinance daiReview of Development Finance
3:99-108

Khandker, S. R., B. Khalily, and Z. Khan. (1995ya@een Bank: Performance and
sustainability. World Bank Discussion Papef306. Washington, D.C.

Kinyanjui, J. N. (2010). Gender influnce on grdapding repayment behaviour
among The microfinance service providers in KiriggaDistrict, Kenya.
Unpublished MBA project.

Kiragu, E. M., & Sakwa, M. (2013).Effect of grougniding mechanisms on enterprise
of rural women in Kenya: A survey of Kenyenye dastr Kisii county.
Interdisciplinary Journal of Contemporary ReseamslBusinesd/ol4. No 12.

Kothari.C.R (2004)Research Methodology, methods and techni¢@é€£d). New
Delhi: New Age International.

Kritikos, A. S. & Vigenina, D. (2005). Key factoos joint liability loan contracts: An
Empirical analysis. European University Viadrimarkfurt (Oder)

Laffont, J. J. (2003). Collusion and group lendivith adverse selectiodournal of
Development Economics)(2), 329-348.

Laffont, J. J., & Rey, P. (2003). Moral hazard lesion and group lendingDEI
Working Paperl22

Lapenu, C., & Zeller, M. (2001). Distribution, gréw and performance of
Microfinance institutions in Africa, Asia, and Lati America. The
International Food Policy Research Institute

Laure, J., Baptiste, 2007. Individual MicrocrechtleSocial Pressure,
http://basepub.dauphine.fr/bitstream/handle/123896674/individual%
20microcredit%20and%20social%20pressure.pdf?segedén@ccessed
12.07.13)).

La Torre, M., & A Vento, G. (2006Microfinance London: McMillan-Palgrave,

Ledgerwood, J. (1998Sustainable banking with the poém institutional and

Financial Perspectivicrofinance handbookVorld Bank-free PDF.

51



Manalo, M. S. (2003). Microfinance institutionspesse in conflict environments.
Washington D. C: World Bank. http://pdf.usaid.goifl docs/pnade302.pdf

Marguerite, S.R. (2001Y.he Micro Finance Revolution. Sustainable Finarmdlie

Poor.New York: The World Bank, Open Society Institute.

Masanjala, W. H. (2002). Can the Grameen Bank pkceged in Africa? Evidence
from Malawi.Canadian Journal of Development Studiz3(1), 87-103

MkNelly, B., & Kevane, M. (2002). Improving desigmd performance of group
lending: suggestions from Burkina Fa¥dorld DevelopmenB80(11), 2017-
2032.

Mokhtar, S.T., Nartea, G., Gan, C. (2009). Deteantrof Microcredit Loan
Repayment Problem among Microfinance Borrowers aldyisia, http://
www.microfinancegateway.org/gm/document-1.9.57@®essed 08.07.13.).

Mugenda, O.M. & Mugenda, A. G. (200Research methods: Quantitative and
gualitative approachesfrican Centre for Technology Studies, Nairobi.

Oladeebo, J.O., & Oladeebo, O.E. (2008). Deterntiohloan repayment among
smallholder farmers in Ogbomoso Agricultural ZorfeQyo State, Nigeria.
Journal of Social Sciencé&7(1), 59-62.

Paxton, J., Graham, D. and Thraen, C. (2000), Moglgiroup loan repayment

behaviour: new insights from Burkina FasBconomic Development &
Cultural Changevol. 48(3), pp. 639-55.

Pereira, S., Mourao, P. (2012). Why does the mieditborrowing rates differ
across countries? A cross country stuthternational Journal of Social
Economics39, 536-550.

Saunders, M., Lewis, P. & Thornbill, A. (200Rgsearch methods for business
studentg3rd Ed). Prentice Hall, Financial times

Sharma, M., & Zeller, M. (1997). Repayment perfonecgin group-based credit
programs in Bangladesh: An empirical analygérld developmen25(10),
1731-1742.

Stiglitz, J. E. (1990). Peer monitoring and credérkets.The world bank economic
review 4(3), 351-366.

Thomas, L. (2000). A Survey of Credit and Behavab@coring; Forecasting

52



financial risk of lending to consumersiternational Journal of Forecasting
16(2), pp 149-172

Van Tassel, E. (1999). Group lending under asymmietiormation Journal of
Development Economic80, 3-25.

Veginina, D. (2004). Analysis of the incentive mactsms of individual and group
microlending contractdJniversitat Frankfurtretrieved from

http://opus.kobv.de/euv/volltexte/2007/11/pdf/ \nge.denitsa. pdf

Warui, B., 2012. Factors Affecting Loan Delinquemayicrofinance Institutions
in Kenya, http://www.newsite.co.ke (accessed POL3.).

Wenner, M. D. (1995). Group credit: A means to iayar information transfer and
loan repayment performanciehe journal of development studi8(2), 263-
281.

Wydick, B. (1999). Can social cohesion be harnessedpair market failures?
Evidence from group lending in Guatemalade Economic Journal09457),
463-475.

Yaron, J. (1994). What makes rural financial maglsetccessfulworld Bank
Research Observe®d(1), 49-70.

Yunus, M.(2003)Bankers to the poor: Micro-lending and the battgaanst world
PovertyNew York.

Yunus, M. (2007)Creating a world without poverty: social businesgldhe future of
capitalism.New York, Public Affairs.

Zeller, M. (1998). Determinants of repayment pearfance in credit groups: The role
of Program design, intra-group risk pooling, andiglocohesion.Economic
Development and Cultural Changks, 599-620

53



APPENDICES
APPENDI X 1: QUESTIONNAIRE

SECTION A
1. Respondent financial institution.
a)  Bank ()
b) Deposit taking ()
c)  Retail ()
2. Position of respondent
a) Credit officer ()
b) Top level management ()
c)  Other ()
3. Number of year since the MFI was started/ incorfgalén Kenya.

a) 5years and below ()

b) 6 — 10 years ()

C) Above 10 years ()
4, What percentage of loan is provided under the p@lic
SECTION B
5. What is the average size of the loan provided paividual
6. What percentage of the loan advanced is in default.
7. What is the interest rate for the loan advanced?
8. What is the repayment frequency for the loan?

Weekly ( )  Monthly ( )

9. What is the duration of the loan in months?
10. Does the organization provide loans only if matlecollateral is provided.
Yes () No ()

11. Are the clients required to build up savings befmans are advanced?
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12.

13.

14.

15.

16.

17.

18.

19.

20.

Yes () No ()
Is savings mandatory during the duration of the®o¥es ( ) No ( )13.

Does the loan officer or personnel visit the cliertusiness to check on whether it is
operational? Yes () No ()

How many numbers of visits do the personnel makééoclients premises before
other enforcement measure undertaken in case efalt? Once ( ) Twice ( )
Thrice ( )

Does your organization provide training to cliebéfore advancement of loans?

Yes () No ()

If your answer is yes in Q15, how long is the tiagnperiod in days?

Our institution has a deliberate policy of provglirsmall loans and gradually
increases in the amount according to credibilithafrower.

Strongly agree ( ) Disagree ( ) Notsure) (Agree ( ) Strongly agree ( )
What alternative measures were taken on the sidéhefbank to improve the

repayment situation?

a) loan rescheduling ( )
b) additional loan ()
C) frequently visiting the client ()

d) others (specify)

Did the measures taken bring an improvement inyreat status of the loan?
Yes () No( )

How was the loan enforcement mechanism? Effe¢tiye Ineffective ()
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APPENDIX 2: LIST OF MICROFINANCE INSTITUTIONS

1)
2)
3)
4)
5)

6)

7)

8)
9)

10)Uwezo DTM Ltd
11)Century DTM Ltd
12)Sumac Credit DTM Ltd
13)Blue Limited

14)K-rep Development Agency
15)Eclof Kenya

16)Kadet

17)BIMAS

18)SISDO

19)Micro Africa Ltd
20)Opportunity Kenya
21)Yehu Microfinance Trust
22)Fusion Capital Ltd
23)Canyon Rural Credit Ltd
24)One Africa Credit Ltd
25)Jitegemea Credit Scheme
26)AAR Credit Services

K-rep Bank Limited

Equity Bank

Co-operative Bank

Kenya PostOffice Savings Bank
Kenya Women Finance Trus
DTM
Rafiki
Micrifinance Ltd
Faulu Kenya DTM
SMEP DTM
Remu DTM Ltd

Deposit taking

27)Agakhan Foundation Microcredit Programme

28)ADOK TIMO

29)Pamoja Women Development Programme

30)Juhudi Kilimo Co. Ltd

31)Musoni Kenya Ltd

32)Molyn Credit Ltd

33)Renewable
Programme (RETAP)

34)Rupia Ltd

35)Taifa Options Microfinance

36)U& | Microfinance Ltd

37)Select Management Services Ltd

38)Green Fedha Ltd

39)Youth Initiative Kenya

Energy Technology  Assistal

40)Biashara Factors
41)Platinum Credit Limited
42)Ngao Credit Ltd
43)Indo Africa Finance
44)Springboard Capital
45)Mini Savings & Loan Ltd
46)KEEF-
Foundation

Kenya Entrepreneurship Empowerm

47)Women Enterprise Solutions
48)Focus Capital Limited
49)Samchi Credit Limited
50)Fountain Credit Services Ltd
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