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ABSTRACT 

The purpose of the study is to look into the determinants of microenterpri se loan 

repayment in Addis Ababa particularl y to Gulele sUb-city. 

Loan repayment has paramount importance for most developing countries, because lack 

of financial resources is usually regarded as a major obstacle to the development of such 

countries. 

In add ition good repayment performance is an important measure for the success of 

microfi nance institu tion and microenterprises . 

Hence, it is advisable to credit scheme initiatives to make more attention to investigate 

fac tors that influence loan repayment performance which enables the programs to reach 

millions of the poor. 

The objective of the study is to investigate the determinants of microenterprise loan 

repayment in Addis Ababa with respect to Gulele Sub-city. 

The study is based on descriptive statistical analysis and identifi cation of the 

determinants of microenterpri se loan repayment in beneficiaries by using hinomial probit 

model. The data used in descriptive stati stical analysis is primary data collected from a 

structured questionnaire from a sample of 220 borrowers who benefited from Gulele sib­

city credit and saving office . 

The estimated binomial probit model indicates that, loan amount, household income, age 

of borrower, sex of borrowers and role of group leader are negatively related to loan 

repayment performance. On the contrary, suitability of installment period, supervisory 

vi sit, number of activities provide source of income, expectation of another loan, house 

hold income, availabi lity of other source of income, social ties, frequency of loan, li ving 

distance among group members and high school and above high school level of education 

are positively related to loan repayment performance. 

Hence, facto rs that enhance and hinder loan repayment performance should be considered 

by Gulele sub-city cred it and sav ing office in designing a more effective loan repayment 

mechanism for its borrowers. 
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CHAPTER ONE 

1. INTRODUCTION 

Ethiopia has an estimated populat ion of 72 mi ll ion . About half of the population is li ving below 

the poverty line. These people lac k the fin ancia l capac ity to meet the minimum li ving standard . 

Besides, they suffe r from different kinds of dep ri vation, such as isolation and power lessness etc. 

In the early 1990s, Ethiopia has adopted a market-lead strategy that focused on the deregulation 

of the economy, trade liberalization and reduction of government invo lvement in Econom ic 

management. However, the market-lead strategy is said to affect the poor more than any other 

groups .. 

In addition, the credit crunch affl icting small en trepreneurs in a particular sector has been 

exasperated by recent reforms in the fina ncial sec tor, including interest rate deregulation and 

abrogation of preferential cred it allocation to specific sectors, as we ll as the distress condi ti ons of 

many financial institutions. 

Their resource base has also been eroded by ha rsh economic conditions including the ravagi ng 

intluence of inflation; and thi s situation has made the need for credit higher than ever. The 

increasing tendency of many small holde rs to rely on informal finance w ill be unsustainable 

unless there is considerable improvement in the ex isting level of loan repayment performa nce. 

Hence, poverty alleviation is major Issues In the country and most of the Microfinance 

Institutions (MFIS) have poverty all eviation as one of their main objectives. So, understanding 

the factors influenc ing MFIS deve lopment. the cha ll enges they face as we ll as their sustainability 

w ith the aim to find solutions is thus cruc ial. 

In short, Identifying the crucial factors in stemm ing the tide of growing arrears is therefore a 

cruc ial issue to be addressed. 

The ultimate goal of this thesis is to assess the impact of factors which determine micro 

enterprise's loan repayment in Gulele sub-City. 



1.1 Background of the Study 

It has been estima'ted that there are about 500 mil lion economica ll y active poor people in the 

world operating microenterprise and small business (Women' s world banking, 1995). Most of 

them do not have access to adequate financial service. To meet this substantial demand for 

financia l services by low- income micro entrepreneurs, microfinance practitioners and donors 

alike must adopt long term perspective (Joanna Ledger wood, 1999). 

The traditional development finance model during the first three decades following the Second 

World War was based on the ass umpti on that transforming capital from the industrial countries to 

developing countries would serve the purpose of effecti ve development policy. 

The financing of ,large infrastructure and industr ial project thus got acclamation from every 

direction (Mengestu B. , 1997). 

In line with this, in an attempt to handle the foreign funds, state owned development banks were 

establ ished. However, the institution of the financial system of most developing countries was 

immature at that time. Unfortunately, the development assistance did not include the task of 

boosting the financial system either. As a result. ··The expectation the large scale projects would 

act as a catalyst for the general economic deve lopment proved to be unrealistic" (Schmidt and 

Zeitinger, quoted in Mengistu B. 1997). 

The result of many of these interventions through providing cheap cred it leads to worsening the 

economic conditioil of the p~or countries involved. The poorer competitors of the more wealthy 

that benefited from the cheap credit and the development banks that could not stand up the losses 

the cheap credit caused them had also to face the inevitable collapse. 

There are arguments that an inadequate suppl y of cred it can affect production in many 

developing countries. Alleviation of poverty and promotion of economic development can 

therefore be facilitated through providing credit to the poor. If the poor people or microenterprise 
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and small business do not get loan from formal sector, they tend to be at the mercy of spec ialized 

agencies and NGO's to sati sfy their credit need. 

Hence, microfinance is assuming increas ing importance in many parts of the wo rl d in response to 

the needs of less privileged entrepreneurs with limited capi tal base. Operators o f small scale 

enterpri se and cottage industri es do no t oft en ha ve easy access to formal cred it. And in view of 

limited loanable funds and high transacti on cost they are not usually favored by lenders as they 

ration out the avai lable funds (Olomola, 2000). 

Therefore, lack of financial resources is usuall y regarded as a major prob lem to the deve lopment 

of many deve loping countries. To contai n thi s problem, efforts are made by government 

committed to development to allow deve lopment projects promoted both the publi c and private 

sec tor to have access to credit (Mengistu B. 1999). 

Cred it has long been recognized as one of the important tools that supports the success of the 

busi ness venture. lhis success inturn , is be li e\'ed to contribute towards econom ic deve lopment. 

However, the ex istence of facilities alone does not necessari ly resu lt in supporting economic 

deve lopment. It should be accompanied by the ex istence of factors conduc ive to the effecti ve 

utili zation of credit fu nds. For instance loan has to be repaid in order to make financi al institution 

in general and micro institution in parti cu lar sustainable. Inturn, this resulted in making loanable 

fund available to those who want them fo r producti ve purposes on a continuous bases is to be met 

(Mengistu B, 1997). 

So, it is important to examine factors which have greater impact on loan repayment rate. 

As a result of the, new approach to provide credit to the poor, credit cooperatives and lending 

groups began to emerge to fill the gap le ft out by formal lend ing systems. 

Relying on the theoretical literature on micro credit we expect j oint liability especia ll y through 

peer selection, peer monitoring, and pee r pressure to be associated with a better repayment 

performance (Marie Godquin, 2004). 
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Transaction costs can be transformed to borrowers from lender because "It is generally ass umed 

that groups can perform some screen ing and enforcement functions and that the community has 

superior informat ion on its members" (Rei nke. 1996). 

Experience has, however, shown that group based credit system has had different outcomes in 

different countries. For instance. in count ri es such as Egypt. India. Kenya and Venezuela, cred it 

co-operatives and ,group based lending have posed problems of repayment , where as in countri es 

such as Bangladesh, Cameroon, Malaysia . and Republic of Korea success has been scored 

because of better incentive , contro l and monitoring system (Khandker, et.al.. 1995). 

In general. instead of its failure in some developing countries. group based lending. nowadays. 

is popular in many countries. Hence. designers of group lending programs hope that the group 

will offer to help a member with financial difficulties. If the groups are selected carefull y. 

common wisdom suggests that including members who trust and respect one another increases 

the likely hood of group solidarity. 

One of the ways that designers of group lending programs hope to enhance the use of positive 

group dynamics, such as group so lidarity. is by forming groups wi th higher degree of group 

member homogeneity. In group lending, homogene ity is desirable. if group members have 

similar cash flows that demand similar loan characteristics and if group members have a strong 

sense of trust and mutual obligation. 

However, homogeneity may have adverse effects on repayment, since similar economic activities 

can result in covariant risk, increasing the like lihood of wide spread of default. 

(Paxton, Graham and Threan; 2000 ). 

Hence, in Asia Dr. Mohammed Yunus of Bangladesh led the way to a pilot group lending scheme 

for landless peoplr:. This latter, become the Grameen Bank. which now serves more than 2.4 

million clients (94% of them women) and is a mode l for many countries (Joanna Ledger Wood, 

1999). 
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At present, the Grameen Bank rep lication are found in over 40 countries spanning from such 

developing countri es as Malaysia, Burkina Faso, Sri lanka, Philippenes, and Honduras to 

developed countries such as Canada France (i n paris) and USA in Chicago and Arkansas) to 

mention but a few (Shams, 1992 as cited by Mengi slu B. 1997). 

1.1.1 Microenterprise Financing in Ethiopia 

In Ethiop ia, the commercia l bank ing system could not address the fina ncial needs of the poor 

households for the very fact that they are not the ir ultimate large target cl ien ts. 

On top of that. the' transacti on costs and ri sks invo lved in serving poor households are perceived 

to be too high. 

In add ition , even if there are few private banks that are in terested in providing fi nancial services 

to poor households, they have not yet deve loped a suitable credit methodo logy for micro lend ing 

act ivities. Moreover, they do not have trained pe rsonne l for such purposes. 

Non govern ment organi zations (NGOs), with a strong welfare and relief orientation towards the 

poor populat ion, entered into the micro cred it secto r to provide cred it services to poor rural 

households and urban micro entrepreneurs unde r programs supported by dono rs and international 

NGOs. 

However, the outreach of the NGOs schemes was limited in that it only reached a very small 

proportion of rural households. On account of the non suitability of commercial banks and non 

sustainability of NGO's cred it schemes, the government of Ethiopia established a legal frame 

work for the establi shment and operation of micro finance Institution (MFls) to provide financial 

service to poor households. 
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Since proclamation number 40/1996 for licensing and supervis ion of MFIS came into effect in 

July 1996,2 1 MFIS have been registered and licensed by the Nati onal Bank of Ethiop ia (NBE). 

The majority o f th,e regions now have the ir own MFIS. Concerning their performance. the stud y 

conducted by Internationa l fund for agricultural develop ment (lFAD) in the year 200 1 indicated 

that the industry. with a net work of 500 branches has recorded remarkab le growth : a loan 

portifolio of abo ut USD 33.5 million. net sav ing of abo ut USD 16 mill ion out reach to nearl y 

500.000 rural household and over 40% of client are wo men. Some of them are region based 

MFIS, with a spec ific objecti ve of enhancing the liv ing conditions of poor househo lds in their 

respecti ve regions by provid ing cred it to microen terprise. 

Concerning the ir governance. MFIS in Ethiopia are required to have Board of Directors elected 

by the general assembl y of shareholders . All MF IS are required to regularl y report on their 

operational and financial situati ons as we ll as prov ide external audit reports to the NBE. There is 

also a legal prov ision for establishment of sav ings and cred it co-operative, (SACCOS) to pursue 

fi nancial intermediation to their members (Ethiopia chamber of commerce and Ethiopian 

Business deve lopment service Netwo rk (EBDSN). 2004). 

A study by Mulat and Welday (2000, as cited by Rella G, 2000) describes small enterpri se or 

info rmal secto rs as a sector characteri zed by: 

I . easy of entry; 

2. reli ance on indigenous resources: 

3. Famil y ownership of enterpri ses: 

4. Small scale operation; 

5. Labor exteilsive and adaptive Technology; 

6. Skill acquired outside the forma l school system; and 

7. Un regulated and competiti ve market 

These are important for creating employment at a very low investment costs and generate 

significant portion of household income, espec ially among the very poor. 
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1.1.2 The Micro-Credit Scheme of Gulele Sub City Credit and Saving Office 

Gulele Sub c ity cred it and saving oftice is one of the branches of Add is Cred it and sav lIlg 

Institute. Add is Credit and sav ing insti tute S.c is establi shed by the National bank of Ethiopia 

accord ing to proclamation No. 4011996. It has branches in all the sub-citi es of Addis Ababa City 

ad ministration. It is a region - based micro fi na nce institution establi shed to serve people res iding 

in the c ity of Add is Ababa. 

The total number of branches opened so far is ten and the total number of clients served so far is 

abo ut 30,000 (a ll urban) . 

When we look at its Gender sensiti vity, male's clients are 18%, while femal e clients are 82% 

(Ethiopian Chamber of commerce and Ethiopian Business development service Network . 2004). 

Addis Cred it and Saving Institution has the fo llowing objectives: 

a) To orga ni ze youth into voluntar il y assoc iati ons; 

b) To identify potential income generating projects for the unemployed; 

c) To provide training fo r the unemployed yo uth on business start ups and 111 the 

deve lopment of individual or groups business plans; 

d) To establish saving and investment schemes; and 

e) To prov ide cred it to the youth and unemployed people without co llateral, using funds 

from the ci ty government (lLO, 2000 as cited by Tadesse, 2000). 

In line with the above objectives the Gulele Sub-c ity cred it and saving offi ce has the following 

loan eligible criteria: 

The applicant or Borrowers 

I . Must be permanent residence in the Gulele Sub city; 

2. Should engage in micro and small en terpri se activities; 

3. Unemployed youth and wo men with strong commitment and potential for self 

employment ; 

4 . Must have willingness and full commitment to engage income generating acti vities; 
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5. Must have willingness to ne organi zed into cred it Groups and take loan through group 

co llateral ; 

6. Should be above 18 years orage (Work ing age) ; 

7. Ind ividual who are known in the ir locality to be disciplined. honest and free fro m 

notorious deed, and bad hahi ts: and 

8. If the app li cants have eve r tak en credit from any organizat ion or individual before. they 

should settl e their debt " I maturity and must be free from any debt at the time of 

applicati on; 

According to the above criteri on Ihe cred it de livery model is given by: 

The scheme has been des igned to locus on : 

for team organized ; 

fo r individual creditors; 

for cred itor who organi zed under associa ti on 

With respect to the above, target cl ient s for loan are: 

I. Micro and small enterpri se owners and unemployed youth ; 

2. Legally registered co-oper" ti\ es : 

3. Community based organ i/.ati on such as "idd ire" the iddire se lects the poorest among its 

member; 

4. New Business start - ups such as graduates of high school , co llege or even university 

graduates shall receive the sen' ice provided that they can engage them se lves in income 

generating activities and wa nt to take the loan on the bases of group co ll ateral such 

borrowers shall be recruited or se lected by the credit and saving commi ttee of their 

respective local administration (Kebele); and 

5. New business start-ups such as hi gh school dropout college graduate, and simi lar groups, 

The unemployed and new business start-ups can also access the service prov ided that they 

have the necessary entrepreneurial commitment. 

When we come to the cred it de live ry mode l it looks like as fo llow:-

a) The Gulele sub-city and kebe le mieroente rprise offi ces promote the formation of micro 

enterprise co-operaiives with in the sub- ci ty. Accordingly groups are fo rmed in such 

manner that a group consists of a mi nimum ten like minded members who know one 
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another. arc either .neighbors or li ve In the same kebe le. However. re lati vc. are not 

allowed to join the same group; 

b) The Gulele sub-city and kebeles micro enterpri se office are responsible for screening. 

organi zing and li censing micro enterpri se co-operati ves. They are also supposed to give 

training to the co-operati ve members 011 credit utilizati on and related mailer before 

loan di spersment is made; 

c) The Organizing offi ces prepare bus iness plan for each borrowe rs in co-operati ve they 

organi zed so that the size of the fi nanc ial requirement of a borrower is determined 

properl y. Following thi s. loan request is lodged with Gulele sub-city cred it and sav ing 

offi ce by co - operati ves subm itt ing all re levant documents that signi fy the proper 

assessment has been made and the remaining job is onl y effec ting loan di sbursement ; 

d) Making sure documents are in order the microfinance institutions di sburse loans to the 

co-operati ve members th rough the executi ve members of the co- operati ves; 

e) Every borrower is supposed to deposit 10% o f the loan as compul sory saving; 

f) Group members assume joint I iabi lity fo r loans they receive; 

Based on the above model, until June 2006. the Gu lele sub-c ity credit and savi ng offi ce. through 

its 10 kebeles, di spersed about a total o f Birr 5,984,657 milli on to 77 microenterpri ses 

(unpubli shed report of Gulele sub - city credit and saving office. 2006). 

There are, tota ll y 8 types of activi ties where all borrowers are engaged, These include wav ing. 

food processing, construction, ca r washi ng, wood and metal work. agriculture. sweater and 

leather manufacturing and oil producti on. 

Out of the dispersed credit to borrowers, that is 574,723 Birr, was recovered on thp bases of Jnan 

contract. This recovery rate was not sati sfactory for the sub--city in relation to its credit scheme. 

Different opinions are raised by some researchers about interest rates . However, one consensus is 

that "Positive interest rate" gives borrowers an incenti ve to be effi cient (Von Pischke. 1991 ) . 

This seems in line with the position of Dale W. Adams who also refutes the argument for low 

interest rate (applied to rural finance) under the ground that cheap credit will , for instance, result 
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in losses and channeling of more resource (Von - pischke , 1991). However. the sub --{;ity provide 

cred it to a borrower at the o ffi cial interest rate. Hence. there has been no room for cheap credit to 

undermine the financia l pos ition of the lender. 

Therefo re. most microfinance institutions. whether they are dependent on donation or equity 

investment. aim at providing financial se rvice fo r economicall y act ive poor. A business carried 

out by the poor has dual characteristics which may seen contradictory but mutually 

interconnected . On the one hand , financia l se rvice that are targeting poverty alleviation and 

enhancing the productivity of the poor should be able to manage to ensure institutional 

sustainability. On the other hand, the ultimate objecti ve of almost all MFIS is to ensure poverty 

all eviation and enhancing productivity endeavor, and client sustainabili ty. Hence. it is advisable 

for such credit schemes to pay attention to such issues through adequate studies (A lemut , in 

microficance deve lopment in Eth iopia. 2002). 

1.2 Statement of the Problem 

Lack of access to external finance is generall y see n as one of the main reasons why many people 

in deve loping countries remain poor. Usual ly. the poor have no access to loans from the form.al 

hanking system. This is because they cannot put up accepta ble co llateral and cost of the for banks 

for screening and monitoring the activities of the poor. and enforc ing their contracts, is too high. 

Recently, however, the poor in developi ng nations have increasi ngly gained access to small loans 

with the help of micro finance programs. During the past ten years. these programs have been 

introduced in many developing countries.According to (Lepenu and Zeller, 200 I) in a survey of a 

sample of such programs, 16 percent of who have made use of so ca lled group lending to provide 

credit to the poor they served more than two third of all borr0wers from the micro finance 

programs included the survey. Providing affordable credit to the poor and improving insti tutions 

that deliver such cred it has long been an important objective of World Bank operations. Recent 

experience with micro credit programs shows that with proper incentives and monitoring, loan 

defaults can be kept to a minimum and affordable credit can be delivered to the poor and to 

women, though they lack physica l co llateral. An earlier stud y based on a household and 

community survey in Bangladesh in 1991 - 1992 found that micro credit programs have a 
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substantial effect in reducing poverty: and credit given to women has a substantially larger 

e ffect than credit given to men( World Bank Research program, Abstract of current study, 2000) . 

Many are now of the opinion that a llowing the poor to have command over resource, through 

credit. can contribute towards poverty a ll eviation. "The best way to do somethi ng about 

poverty is to let the people do their own thing . Nobody will have more mot iva ti on to change 

hi s situation than sufferer hi mself ' (Gibbo ns. 1992 as cited by Me ngistu B. 1997). 

In short. when we a llocate credi t to the poor we have to make sure that borrowers will use it in 

productive acti viti es. It is known that Microfinance institutions (M FI S) are responsible fo r 

managing other peop le ' s money. If they are unable to set the right goal s. monitors it progress, 

moti vate their staff, they wil l not be sustai nable. Hence. MFIS can on ly susta in as long as it 

remains institutionally and financiall y viab le and as much as the borrower it caters are worth its 

assistance. However, in order to ensure inst itutional sustainabil ity every MFIS sho ul d. as much 

as possible. work to minimize the chal lenge to its sustainability. Thi s can be poss ible through 

giving more emphasize fo r fac tors whi ch have impact on loan repayment. The most important 

and widely used method for credit deli ve ry is gro up lending structu re of joint liabi li ty that 

stimulate screening. monitoring and enforcement of contracts among bo rrowers. So, the lender no 

longer has to invest in screening, monitoring and enfo rcement acti vities. That is. gro up lend ing 

structure is equivalent to social collatera l. As a resu lt of th is MFIS can efficiently play their rol e 

of financ ial intermediary. Hence, credit will be reached to the poor . 

Each MFIS - tries to max imize its repayment performa nce, whether or not it is pro fi t oriented or 

not. High repayment rate is large ly assoc iated with the benefit of both the MFI and the borrower. 

It enables the MFI to cut the interest ra te it charges to the borrowers . thus reducing the financ i~1 

cost of credit and allowing more borrower to have access to it. Im prov ing repayment rate might 

also help reduce the dependency on subsid ies of the MFI which would improve sustainability 

(Marie Godqui ne, 2004). It is also argued that, hi gh repayment rate reflects the adeq uacy of cross 

subvention across borrowers. Repayment performance is a key variable fo r donors and 

international funding agencies on which many M FI depend on for their access to funds till (Mari e 

Godquine, 2004). 
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Furthermore, default probleill s destro y le nd ing c;lpaci ty as the no\\' 0 1' repaymcnt Ikr lincs, 

transforming lenders into welfa re agencies, instcad of viable financ ial instit utions. It incorrcc tly 

penali zed credit worthy borrowers whenever the [inancial technology is not sophisticated Cll\l ugh 

to separate high-risk applicants from low-risk borrowers. Loan defau lt may al so deny new 

applicants access to credit as the ban ks cash nows management problem augment in direct 

proportion to the increasing default problem, loan default spec iall y ( Hunte, 1996). Thi s implies 

that unless mi crofinance institu tion fo ll ow efficient sc reening, monitoring, and enforcement 

mechani sm so as to achieve high rate of loan repayment, lending strategies and loan 

co ll ecti on will be meaningless. Meanwhile, ex peri ence has shown that man y rural finan cial 

institutions sustained heavy losses because of poor loan co ll ection in a stable economy such as 

India. Moreover bccausc of inadcqua tc index ati on in high inflation econom ics lik e Brazil and 

Mexico many became a burdon on gove rnm en t budgct (Yaron ,1994 as cit eci by Mcngistll B, 

1997). Subsidizillg could Ilul I ll<lk c Ili ese ill sll!U!i()IIS litl,lI lc iall y sll slalll ;lhk :IS Ill l'), :lrl' lltH 

forever "Subsidization per se is clearly not a problem , and it is also proba bly IIl lavlllLlablc , but 

subsidization whi ch does not ai m over the medium term to help institutions grow, enhance 

th ei r productiv ities , ard lower their costs is not an ap propriate tool of development Policy". 

(SC IU11i dt and zeit inger, 1996). Hence, loan recovery has to be dependable for the micro 

enterpri se financial institution to have a sustainable financial position, the absence of which will 

eas il y defeat the objecti ve of al levating poverty through credit provision (MengistuB, 1997) , 

Addressing the ques tion of the rclati ve pcrformance of group loans compared to indi vidual loans 

and using data fornl Zimbabwe, Barton (1 1)86) stated that group loans' performance is better th 'l n 

indiv idual loans' in yea rs of good hnrves t and worse in drought years when peers arc expected to 

defau lt. Paxton (1996) analyses, with a mcan anci cova ri ance st ructural moclc l, the determ illants 

of successful group loan repayment of 140 credit groups in Burkina Faso. She draws atten ti on to 

a negati ve "domino effect" that o,utweigh the positi ve effect of group lend ing. Ze ll er ( 1998) uscs 

infonnation on 146 cred it grouping Madagascar and provides ev idence in fa vo r of group 

lencl :ng. In hi s artic le, Ze ll er shows that the group generate insurance which Icads to a heller 

repayment performance (Marie Goclquine, 2004). 
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Contrary to the conc lusions of the previous three articles on the positive impact of group 

dynamics, Diagne, Chimombo Simtowe. and Mataya (2000), working on data from Malawi. 

found that peer monitoring , peer pressure and joint liability had little or negative impact on loan 

repayment performance and that peer sdec ti on was found to be limited. And Reinke (1996) has 

come up wi th a finding that group based lending wo uld not be successful in the context of South 

Africa. He states that the presence o r high geographical mobility , low attachment to specific 

neighborhoods and peer groups consist ing of compet itors can frustrate solidari ty groups in South 

Africa. That is why he recommends '"l individual credi t system for a better loan recover 

performance in South Africa . 

I Most of the studies on the determinants or repay ment rate also introduce control variab les on the 

characteristics of the area and of borrowers . Khandker. . etal(l99S) raise the question of whether 

default is random, influenced by en"tic behavior or systematically influenced by area 

characteristics that determine local production conditions or branch level efficiency :Marie 

Godquine, 2004). Hence, thi s needs an enlp irica l investi gation so that the findings can ?e used by 

micro financing institutions to manipul"lc their credit programs for the better. 

Since the over all repayment perforlll"nce of micro enterprise run by group of borrowers 

financed by the Gulele Sub-City credit 'll1d saving office seems unsatisfactory, the need to study 

the factors affecting the repayment beh;lvior of the borrowers is very clear. By doing so, it is 

possible to improve repayment rates or Illi cro enterp ri se which results in reduc ing the dependency 

on subsidies of the MFI which inturn improves sustai nability. 

The overall significant of this study is to throw light on the factors affecting microenterprise loan 

repayment behavior in Addis A haba particularl y in Gllide Su:' - City. 

1.3 Objective of the Study 

The objective of the study is to investigate factors affecting microenterprise loan repayment 

performance of Gulele sub-city credit sc heme in Acldis Ababa. 
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1.4. Hypothesis of the study 

In th is study, it is hypothesized that microenterpri se loan repayment rate either positive ly or 

negat ively depends on factors di scussed below: 

I . Age of BO I" owers: th,s variable may has pos iti ve. negative or may not has impact on loan 

repayment. Zeller ( 1998) state that trad itional prejudices against yo unger borrowers 

should not influence the determination of repayment abil ity 

2. Number of Activiti es that provide source of income for the household (including other 

than those for which loan has been take n): This variable is supposed to have positi ve 

impac t on loan repayment 

3. Social ties inside the group thi s vari ab le is related to distance between group members. 

the degree of knowing each other. whether or not member li ving on the same or 

neighboring kebele and the li ke. Hence. it is supposed to have positi ve im pact on loan 

repayment performance 

4. Average li ving di stance between the group members is a facto r that may be negatively 

or positive ly related to loan repayment 

5. Role of gro up leader is another fac tor that may affect loan repay ment performance and it 

may have a positive e ffect on loan repayment. 

6. Loan s ize: It may have either positive or negative impact on loan repayment. Loan sizes 

increase the probabili ty of delinquency. The observed negative effect of these loan 

characteri stics can be attributed to fu ngibilty and covariant ri sks. If loans are not totall y 

di verted to the particu lar productive activ ities for which they have been granted, the 

expected benefits may not be full y realized and the likelihood of delinquency may ari se. 

Although thi s is a possibility, as far as the effect of loan s ize is concerned. the emerging 

results shows that the problem is not a serious one: j udging by the low leve l of increase in 

the probability of de linquency assoc iated with loan size. (Olomola, 2000) Hence it is 

expected to have a positive sign. 

7. Supervision and advisory visi ts: Th is variab le may have positi ve or negative effect on 

loan repayment. Unless the number of vis its is translated in to effective monitoring 

including proper targeting of visiting time it has a negati ve impact qn loan repayment. If 

there are enforcement problems such as borrowers unwillingness to repay, the repayment 

rate may a lso be low not with standing the frequency of visit (Olomola , 2000). In this 

study it is expected to bring a pos itive impact. 
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8. Household Income: This va riable is expected to have a positive impact on loan 

repayment. This is due to the fact that increased household income means more capacity 

to repay loan. 

9. Education level of borrower: This variable is expected to have a positive or negative 

effec i on loan repayment. 

10. Sex of borrowers: There is usually a be li e f among many microenteprise ti nanciers that 

women an, better 10qn payers. thinking that they are more entrepreneuri al, as result of 

assuming more responsibilities in the domesti c affairs of a house hold (Vigano, 1993). It 

also may have a negative impact on loan repayment. So it is better to test it. 

II. Availability of other sources of credit (Other than iqub traditional rotating saving 

assoc iation) . In line with thi s variable it is supposed to have a positive impact on loan 

repayment 

12. Expectation for another loan: Since borrowers need to get further loan the effect of thi s 

vari able on loan repayment is expected to have a positive effect on loan repayment. 

13. Suitability of monthly installme nt repayment period: Si nce instal lment period of 

repayme nt should be effective monthl y in this cred it programe. It is expected that 

borrowers who find the repayment period suitable may perform better. Thus. it may be 

positively related to loan repayment. . 
14. Frequency of loan is anothe r factor th ai ma y affect loan repayment performance and it is 

expected to have a pos iti ve effect on loan repayment. 

1.5 Significance of the Study 

We have seen that micro credit to the poor IS a major strategy for poverty alleviation. Micro 

finance Institutions have paramount importance for the majority of the poor who have business 

idea but have no access to financial resource . I-Ience. providing credit to those poor, who have no 

access to formal banking credit, would lead to viabili ty of their enterpri se and henre p, vfrty 

reduction . 

To do thi s, the susiainabi lity ~f micro finance Institut ion is very essent ial. Therefore. the study of 

determinants of micro enterprise loan repayment has to get emphasise. Giving emphasise to the 

determinants of loan repayment results in providing affordable cred it to the poor and micro 

enterprise which lead to poverty all eviation and economic development. 
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Hence, improving institution that deliver credit to the poor has long been an important object ive 

of World Bank operations. Recent ex perience with micro credit program shows that with proper 

incentive and monitori ng, loan default can be kept to a minimum. and affordab le credit can be 

del ivered to the poor and women. even if they luck physical collatera l. 

<l' T herefore, by examining determinants of microenterprise loan repayment. it is possible to reduce 

loan default rate that resulted in a sustainable microtinance insti tution. This makes loanable fund 

available to microenterprise that play an important role in creation of job opportunity and hence 

lead to povel1y alleviation and Economic development. So, this study wil l make some .. 
contribution for concerned policy makers and interested researcher in thi s area. In addition to 

thi s, it is important to government and micro fina nce institution to set effecti ve micro- credit 

schemes. which makes loan defau lt rate mini mum and create sustainable microfinance institution. 

1.6 Scope of th e study 

The study consider only micro enterprises run by a group of borrowers who are the customer of 

Gule le sub-city and have already passed 12 mon ths of installment maturity date. The study does 

not include borrowers who are the customers of other financial instituti ons or NGO's and micro 

enterpri se run by individua l borrowers. Hence. the study 's main focus is the determinants of 

microenterpri se loan repayment in Gulele sub city. It wi ll not make compari son of factors of the 

determinants of microenterpri se loan repayment between different credit schemes that provide 

credit to microenterprise formed by a group of indiv iduals. 
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CHAPTER TWO 

2. Review of Related Literature 

2.1 Empirical Literature 

../ Theoretica l models generally confirm that jo int li ability leads to higher repayment performance 

due to more and e ffective screening, moni tori ng and enfo rcement amo ng group members. Most 

empirical studi es on thi s issue support this view. Several authors have empiricall y investigated 

the predi ction of high repayment performance of G rameen Bank and Bancoso l. They focused on 

analyzing the determinant of micro enterpri se loan repayment performance. All in al l. concerning 

loan repayment performance there is no we ll deve loped theory in the fi eld. Hence. the study 

mostl y utilizes empirical exercise. 

</ Accordingly, a number of factors that systemat ica ll y influence loan repayment have been raised. 

In liile with thi s, looking at the major one' s can se rve the purpose of grasping what the literatur~ 

offers on empirical work done so far. 

.J Educat ion is one of the factors that can affect loan repayment performance. Matin ( 1997) found 

that education has a positi ve impact on repaY l11 en t perfo rl11ance (Marie Godquin , 2004). Access 

to bas ic literacy service might have access to 111 0re profitab le projects or l11i ght be able to 

generate more cash out of project. O n the ot her hand. secondary education decreases the 

probability of repayment. The negati ve il11pact of secondary education on repayment performance 

tends to confirm the view po int of Olomola (1999) regarding the behavior of educated 

individuals in terms of repayment of in fo rl11 al loans. Accord ing to him educated individuals have 

better chance of securing wh ite co lor jobs and they are very mobil e. The tendency to move from 

place to place in search of better joh opportun it ies implies that they are unlikel y to have 

reputation wi th in the community that can make them attracti ve to lender and social groups that 

are coming together for saving and cred it purpose (O lol11ola, 2000). 

There are o ther findings that support thi s argument. Njoku and Obasi (1991) in their Nigeri an 

case study, and Yaqub (1995 ), in hi s Bangladesh case study, indicated that education is 

negatively related with loan repayment. O n the other hand , authors like Jama and Kulundu 
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(1992). Kashul iza ( 1993) , and Njoku and Obas i (199 1) reported findings that show the 

insignificance of education to affect loan repayme nt (Mengistu B, 1997). 

Household income is another factor that is believed to influence micro enterpri se loan repayment 

positi vely or negat ive ly. Matin ( 1997) on hi s study of repayment performance of Gra mmen Bank 

borrowers in un iziped state found that the area of operated land , which cou ld be prox ies, for 

wea lth of borrower. had a positi ve impact on repay ment. The va lue of the productive asset of the 

household , the dummy for self-employment in agr icu lture and the number of landed relatives 

were used to contro l variab les for wea lth of th e household and wealth of its soc ial network. These 

variables showed a positive and significant impact on the on time repayment performance. This 

trend can be exp lained by a g iven abil ity richer households or house hold with ric her relative to 

cope with shocks. It is also li kely that households with more producti ve assets have access to 

projects with higher return or safe projects. In addition to thi s. the works of Jama and Kul undu 
, . 

(1992) on Kenya , and that of Kashuli za ( 1993) on Tanzania, indicate positi ve relation between 

farm income and loan repayment. Adeyemo (1984 as cited by Mengistu B, 1997), on the other 

hand , has somewhat different pos iti on about the impact of farm income on loan repayment. 

According to his study, on Nigerian case. income at higher level has a negative relation with loan 

repayment. 

A number of sources of income is another fac tor that affect micro enterprise loan repayment. As 

to .lama and Kulundu ( 1993), num ber of source o r income was fo und to have pos itive impact on 

loan repayment. In add ition to thi s, Olomola (2000) on hi s study of determinants of small holder 

loan repayment perfo rmance evidence from the Nigerain micro finance stated that for improved 

repayment performance, there is a need for clear diversity in sure of income among group 

members. 

Loan diversion to another purpose is another factor that is considered to have a significant impact 

on micro enterprise loan repayment. Accord ing to Ololmola (2000), if an individual has to 

engage in multiple d iversity in the productive ve ntu re which have to be undertaken, there will be 

improved repayment performance. On the other hand, .lama and kulundu (1992) study made for 
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Kenyan small holder farme r credit repayment performance showed that there was a negati ve 

re lat ionship between loan diversion and loan repayment. 

v According to hi s study. loan diversion was taken as an endogenous variab le whose predicted 

va lue was used in the determination of loan repayment performance. In addition to this. factors 

li ke late on loan issue and inappropriate supervisio n have impact on loan diversion . Simi larl y. a 

study conducted by Vigano (1993). found out that loan issued in small amount what is requested 

resulted in loan diversion. 

Social ties inside the group are a lso anot her facto r wh ich has impact on loan repayment 

performance. Ze ll er (1998) looks at the repayment performance of six group- based lending 

program in Madagascar based on detail ed information from 146 groups. Ze ller used measure of 

socia l ties between group members and finds evidences that groups with stronger ti es show 

higher repayment rates. This supports the assumpti on that group members with stronger ties have 

more informati on about each other and are therefore better able to screen, monitor and enforce. 

However, soc ial ti,es among group members are not always assoc iated with a better repayment 

performance (Marie Godquin, 2004). 

Written formal rul e is another facto r which has a positive impact on loan repayment. Wenner 

(1995) provides one of the first empirical studies on the determinants of repayment of groups. He 

uses the data of 25 groups from, a group based program in Costari ca. His analysis indicates that 

repayment performance of groups improves when they have written (fo rmal) rul es stati ng how 

members should behave. This variable implicitl y measures screening, moni toring and 

enforcement activities that take place within the group. Zeller (1998) also come out with the same 

conclusion. 

Homogeneity of tlie group (ethnicity, occupation. income etc). A study done by Paxton, Graham 

and Thraen (2000) Provide the data of 140 groups from a group based lending program in 

Burkina Faso. They found out that the homogeneity of group in terms of their ethnicity, 

occupation, income, etc has got a negative impact on repayment performances. Th is may indicate 

that if members are more homogenous, they will have lower incentives to screen, monitor and 
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enforce each other and/or may start to colludc against the program. Hence , group homogeneity is 

frequent ly used as a methodological guide line for group formation in many microfinance 

programs. Therefore, further research must be done to understand what type o f impact, if any, 

group homogeneity could bring on the repayment per formance of the borrower. 

Training is another factor that has a posit ive impact on micro enterprise loan repayme nt. Paxton. 

Graham and Thraen (2000) found out that gro up that have received better training before they 

started the program have a better repayme nt performance. . . 

Group leader's ro le is a factor that has impact on loan repayment. It is positi ve ly related to 

repayment performance which may be seen as ev idence for the fact that the group leader plays a 

prominent ro le in screening, monitoring and enforcement with in the group (Paxton, Graham and 

Thraen, 2000). 

Distance between group members and cu ltural similarities are another factor that have impact on 

loan repayment performance. Karlan (2004) useci data of over 1.700 indi vidua l member of a 

group based lending program in Peru and tinds that distance between group members has a 

negative impact on the repayment performance of a group. 

This result was also~reported by Wydick (1999). In addition to thi s Karlan shows that cultural 

similarity has got a positive impact on loan repayment performance based on the assumption that 

cultural si milarity increases the probab ility that members know each other and therefore be better 

able to screen. monitor and enforce each other. This result seems in contrast with that of Paxton. 

et.al (2000) who pointed out a negative relationship between measure of cultural simi larity and 

repayment. explain this result interim of collusion against the program . 

Visit ( Supervision) is a factor that has a pos iti ve or negative impact on loan repayment. 

Regarding thi s Olomola (2000) . in hi s stud y on determinants of small holder loan repayment 

performance. ev idence from the Nigerian micro finance state that if an increase in the number of . . 

visit is transformed into effective monitoring includ ing proper targeting of visit ing time. it may 
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have a positive impact on loan repayment performance. Otherwise borrowers may be In an 

unfavorable repayment status, despite increas ing vis it. 

Another factor that has impact on micro enterpri se loan repayment performance is borrowers' 

attitude towards loan repayment. Willingness to pay rather than ability to pay play important rol e 

in micro enterprise loan repayment performance . Jama and kulundu (1992) and Kashuliza (1993) 

carried out empiri cal stud y. They came up with resu lts suggest ing that there wi ll be negati ve 

impact, if borrowers attitude towards loan repayment is negati ve. 

J Loan size (amount) is another factor that can affec t loan repayment performance. Sharma. Zeller 

(1997) and Marie Godquine, (2004) showed that loan size has negative sign and is significant in 

affecting loan repayment. This negative sign is theoretically explained by the fact that the loan 

size increase the gains associated with extant and expost moral hazard . The negative sign of loan 

size of the loan could also be linked to borrowers' inability to repay a large amount over a given 

period (usuall y one yea r) . It could be that , for a given durati on large loans do not meet the 

borrowing needs and are not suited to the loca l economy. This statement is largely related to the 

posit ive and significant sign of duration of the loan throughout the spec ifi cat ion. In addition. 

studying the case of Burkina Faso. loan size is pos iti ve ly related to loan repayment , if the 

borrowers are establ ished bank customers. 

Olomola (2000) in hi s study of determinants of small holder loan repayment performance. 

evidence from the Nigerian microfinance system. found out that loan size increases the 

probability of delinquency. It implies that loan size is negatively related to loan repayment. 

Household size is another factor that mayor may n01 haw impact on l1'icroenterprise loaf' 

repayment. According to Zeller (1998) large fa mil y size should not influence the determination 

of loan repayment ability. But Njoku and Obasi (1991) , on their study in Nigeria, found out that 

household size is positively related to loan repayment performance. Kashuli za (1993) in Tanzania 

and Njoku and Obasi ( 199 1) in Niger ia both found out that household size is inversely related to 

loan repayment. 
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Age is another factor that may have impact on loan repayment performance. Zel ler (1998) 

questioning the impact of the characteri stics o f bo rrowers, showed that traditional prejudices 

against women . y~ung borrQwers or large famil ies shoul d not inOuence the determi nati on of 

repayment abi lity. This means the age may no t have impact on loan repayment perfo rmance. 

Inte rest paid on loan is a factor that has impac t on loan repayme nt performance. Prom ise of 

continuing access to bank cred it at interest rate we ll be low equilibri um can prov ide borrowers 

with strong incent ive to repay loans promptl y. Howeve r. as the AID spring review thoroughl y 

document, low interest rate on bank agriculture loans are as wide spread as repayment problem 

in deve loping countries (Robert C.VogeIe. 1981). Higher rate of inO ation imp ly lower. real 

interest rate whic h. other thi ngs be ing equal. make it more profi table to delay repayment (Robert 

C. Vogel, 198 1) 

Bus iness experience is another facto r that should be considered in studying fac tors affecting loan 

repayment. It is usuall y considered to be positively related to loan repayment , Olomo la (2000) 

support thi s idea, On the other hand . according to Njoku and Obasi ( 199 1). in N igeri a, and 

Yaq ub ( 1995) in Bangladesh, borrower's experi ence has no rele vance in loan repay ment. The 

membership period was positively assoc iated with default ; and also the age of the group is fou nd 

to have a negative impact on repayment. This raises the need to develop new incentives for 

experienced borrowers to avo id decreas ing repayment performance and negative domino effec t 

as the clientele of MFI becomes mo re mature (Marie Godquine, 2004), 

Value of assets of borrowers is another facto r that has impact on loan repayment performances. 

Matin (1 997) fo upd that the area of potenti al land, which could be prox ies for wea lth o f 

borrowers" had a positive impact on loan repay ment perfo rmance (Mari e Godquine 2004), The 

value of production asset of the household, the dumm y fo r se lf employment in agriculture, and 

the number of landed relatives, were used to contro l variable for wealth of the household and 

wealth of its soc ial network. It showed a posit ive and signi ficant impact on the on time 

repayment performance, This trend can be expla ined by a given abil ity of richer house hold or 

household with richer rel ati ves to cope with shocks, It is also likely that the household with more 

product ive assets have access to projects with higher return or safe project (Marie. Godguine. 
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2004). On the contrary, Yaqub (1995) and Hunte (1996) with a Guyanese case study , come up 

w ith a negative sign. 

Credit experi ence or repeated borrower is another va ri able that may have pos iti ve or negati ve 

impact on loan repayment per formanc e. Borrowing experience increases the default probability. 

Although thi s findi ng is counter intuiti ve. it is poss ible to have experienced borrowers who 

default during a particular loan cycle desp ite the fact that their previous repayment records have 

been sat isfacto ry to the lender. Such experienced borrowers may have genuine problems, and 

they may expect some support from the lender. This may include loan re-scheduling or re­

financing based on their prev ious interacti on with the lender (Olomola, 2000). 

Hunte (1996) , in hi s study of credit experience in loan repayment showed a positive impact on 

loan repayment performance . When a bo rrowe r is an established customer. both party may prefer 

vo luntary liquidation. This action reduces the cost of the bank and provides the borrower with a 

chance to continue a relationship with the lender (W illiam C. Hunter, 1984). This indicates that 

there is a positive relationship between cred it ex peri ence and loan repayment. 

Access to other credit sources is also one factor that has impact on microenterpri se loan 

repayment performance. Marie Godquine (2004) like that of Paxton, Graham and Thraen (2000) 

show that the-.presence of other credit source has a positive , significant coefficient. This supports 

the hypothesis that having other contract is an indication of credit worthiness rather than having 

obligation spread too thin . 

However. Sharma and Ze ller (1997) indicated that group members should have more incentive to 

screen, monitor and enforce if they have no alternative credi t s"urces. In line with thi s Mat;n 

(1998) uses data from 246 borrowers from the Grameen Bank, Bangladish . In hi s study he finds 

that members wh<l have other cred it sources have a higher probability of showing repayment 

problem. Thi s outcome indicates that since these borrowers have other credi t opportuniti es, they 

have less interest having future access to loan. from the program, which may reduce their 

screening, monitoring and enforcement acti vities. 
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Delayed loan issu ing or Disburscment lag: The ~ndillg in respect of this issue implies th"t loan 

processing has a role to play in dcten11ining whcthcr repayment performance will bc fa vo rable or 

not. The disbursement lag is intended to captu re the effect of acti viti es between the period of 

subm ission of loan applicatioll alld lIH . .: periud ur cullL:cliull ul' l u~tl l. LU~1I1 prul.·\,.· ... ,slll g ; IL'II\ Itll..'S 

are successful l to some ex tent, judging by the signilicance of loan di sperscment lag ill reducing 

de fal'l t probability among borrowers (Olomola, 2000). Accordi ng to Hun te (1996), delayer loan 

issuing resulted in a fel l in loan repayment. He also identifies such activities, as ri ee and sugar 

production and fishing as having a positi ve relation with loan repayment. 

Sex is also one factor that may or may not have impac t on loan repayment performance. In line 

with thi s, fema le borrowers did not prove to ha ve a signi fican t better repayment performance. 

Even thought the coeffic ient is pos itivc, it is not s i gni ~cant. Using the samc data sct, Pill and 

KJlandker (1998) found that fcmale borrowers havc a bCller impact on povcrty rcduction than 

male borrowers. This mi ght bc a grcatcr argul11cnt inLlvor of female borrowcrs. The f" ct that on 

average womcn havc alowcr dcfault pl'Obabiliti cs, could bc partl y cx pl"in cd hy tlleir lowcr 

average loan size (Marie Godquinc ,2004) . Bes ides, Hunte (1996) came wi th that female h", e got 

negative impact on loan repayment whi le Yaqub 's( 1995) find ing showed that women arc beller 

than their ma le co unter parts in Bangladesh ;n rcpaying loan. 

Grace period is also another factor that has impact on the microenterprise loan repayment 

perfonnance. Regarding this issue, Hunte (1996) got a negati ve result. Accordingl y, extended 

grace period resulted in dim inished loan rcpayment. However, a rccent stud y by Caporioand 

Demirgi ic Kunt (1998) on the loan of long term fi nance shows that there is an association 

between long-term fi nance and higher productivity. This implies that hi gher productivi ty may 

mean hi gher profit and hence, good loan repa yment. In other words, since long grace period is 

relatively associated with long-term finance, it can be conclude that grace period is positively 

affect loan repayment (Mengi stu" B. , 1999). 

It is also worthwhile to make note Njoko and Obasi ( 1991) who stresses the importance of 

profi tabil ity of an enterprise in loan repayment. Contrary to this, Vigano (1 993) states that "There 

is almost no relationship between the spec ific project profitability and regular loan repaYl11ent. 
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This confirm the widespread opinion that fungibilit y of money and the unity of the enterprise 

(Delli Amore (1965), (Von piscke and Admas. 1980)] make it misleading and dangerous to put 

too much attention on the specific project to be financed instead of eva luating the fir ms globa l 

performance (Vigano 1993 as cited by Mengistu B .. 1997). 

Fina ll y, in addition to the above vari ab les, loan matu rity (insta llment period) , and rat io of total 

debt to total asset are also beli eved to have impact on loan repayment. Accordingly, Vigano 

( 1993) says that both have a negative re latio n w ith repayment. Regarding loan maturity. sma ll 

periodical repayments are good. Based on the above rev iew, we conc lude that empirica l studies 

have provided that there are factors affecti ng microenterpri se. loan repayment. Hence, it is 

possible to improve loan repayment performance of microenterpri se by foc using on these factors 

which are believed to have paramount importance for the sustainability of microfinance 

institutions. 

2.2 Literature on Ethiopia 

Studies on determinants of microentepr ise loan repayment are very lim itecl in Ethiopia . 

However, Mengistu (1997) , Berhanu (1999). Mengistu (1999), ancl Retta (2000) have come out 

with studies on determinants of loan repayment performance. 

Accord ingly, record keeping is one of the factors that affects loan division rate . Mengistu (1997) 

in his study on determinants of Microenteprise Loan Repayment ancl efficacy of screening 

mechanism in Awasa, and Berhanu ( 1999) on his study on project office for the crea tion of small 

scale Business opportunities (POCSSBO) in Add is Ababa arrived at a conc lusion that record 

keep ing is inversely related to loan diversion rate. This implies that record keeping has a positive 

relation to loan repayment. The same resu lt also obta ined by Retta (2000) in his :> tUG) on wor .. en 

and microfiance: The case of women fuel wood carriers in Addi s Ababa. 

Timely loan granting is also another factor that affects loan diversion rate. Mengistu (1997) and 

Berhanu (1999) on their study came with the idea that timely loan granting is negati ve ly related 

to loan diversion and positively related to loan repayment. 
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Monthl y household income is a fac tor that affects loan diversion ratc. Mengistu (1997) showes 

that month ly household income is negati ve ly related to loan di ve rsion rate. and to al so 

encourages loan repayment. 

Household size is a factor that has impact on loan diversion rate. Mengistu (1997) came with the 

result that household size is pos itively related to loan diversion rate, and it discourages loan 

repayment. 

N umber of dependent outside the household is also a facto r that has impact on loan di version 

rate. With regard to thi s Mengistu (1997) came up with a posit ive relationship to loan di version 

in the case of Awasa, whil e negative relationship in the case of BahrDar. This imp li es that it has 

e ither positive or negative impact on loan repayment performance. 

J Loan Size, numb.er of dependents within the Household and consumption expend iture of 

beneficiaries are fac tors wh ich affect loan di vers ion rate. In line with these factors. Berhanu 

( 1999), in hi s study show that these factors have positive impact on loan di version. He also stated 

that education is negative ly related to the proportion of loan fu nds diverted. This indicates that 

education is positively related to loan repayment. whi le loan size, number of dependents with in 

household and expenditure have a negative impact on loan repayment. 

Age of borrowers is another facto r that has impact on repayment. Concern ing this factor 

Mengistu (1997) and Berhanu (1999) came with that there is positive relationship between loan 

repayment performance and age of borrowe rs. 

Loan size and loal~ division rate are facto rs which have impact on loan repayment. Acrording1v 

a study conducted by Mengistu (1997) and Berhanu ( J 999) suggested that there is an inverse 

relationship between these factors and loan repayment. 

Sex, number of workers employed, educati on, and suitability of weekl y repayment period are 

addi tional factors which affect loan repayment. Mengistu (1997) in his study showed that there is 

positive relationship between these factors and loan repayment. Concerning suitability of the 
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repayment period, Berhanu (1999) came with the same result. Retta (2000) pointed out that 

education is negatively related to loan repayment. whi le suitability of loan repayment period is 

pos itively related to loan repayment. 

Expectation fo r another (future) loan is a lso another facto r wh ich has impact on loan repayment. 

Mengistu (1997) on his study showed that th is racto r is posit ive ly related to loan repayment. . . 

Supervision visit is also a factor that affects loan repayment rate. Berhanu ( 1999), Mengistu 

( 1997) and Retta (2000) showed that supervi sion is positi ve ly related to loan repayment. 

Availabil ity of other sources of credit is a fac tor that has impact on loan repayment. Mengistu 

(1997) came with that availabi lity of other sources of credi t is negati vely related to loan 

repayment. and other factors, such as age and sex are insign ificant in affect ing repayment 

behavior of bo rrowers in the case of Bahir Dar. 

Income from source other than the business tinanced by the loan and frequency of the loan are 

also factors that affect loan repayment. Retta (2000) in his study indicated that there is positi ve 

relationship between these factors and loan repayment rate. The natural logarithms of income and 

loan size are insignificant but have their ex pected sign. In hi s study, fitted val ues of loan 

diversion rate and age are insignificantly related to loan repayment. 

Income from business financed by the loan and other sources of income are fac tors which affect 

loan repay ment. Berhanu ( 1999) in his study fou nd out that - both factors are unexpected ly 

negati ve sign with fu ll loan repayment performa nce. 
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CHAPTER THREE 

3. Data and Methodology 

3.1 Data Type and Sources 

In terms of geographical scope, the stud y covers gulele sub-city. Data for the stud y is obtained 

through a sample survery of borrowers' groups. that is micro enterprises. 

The data used in this stud y is mainly pri mary and cross- sectional in type. Secondary data and 

relevant documents of Gulele sub-c ity micro enterpri se office which is responsible for organizing 

micro enterprise and micro finance credit and saving office employed in few of the cases. The 

data is collected in accordance with the accepted practice in the field of study from micro 

enterprise and panel covering 12 months repayment period (installment period) of year 2006 for 

each observation. Here, it should be noted that one repayment period corers a month period. That 

is, loans for which maturity date has al ready passed before the time of data col lection arc utili zed 

for the analysis of determinants of loan repayment rate . 

Gue le Sub-city is selected based on the fac t that it is a branch where many microente rpri se are 

operational as compared to the rest of the sub-cities in Addis Ababa. Therefore. it has so many 

clients who already have obtained loans in groups. And also it is the branch with the most arrears. 

and thus the interpretation of group dynamics becomes more interesting. 

3.2 Data Collection 

There are about 10 kebele branches in the Guele Sub-city credit and saving micro finance office. 

Each branch/ Center has its own credit tield officer or facilitator. 

A survey is conducted by employing a st ructured questionnaire, administered by trained 

enumerators between August and September 2006. The sample size was determine taking the 

resource and time constraints in to consideration. The survey is designed to assess the 

determinants of micro enterprise loan repayment performance and loan diversion rate. 
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The fo llowing pro~edure is used for data collection. So as to collect data, the sampling procedure 

is important. Hence, the sampling procedure is di scussed as follows: - In selecting the sample of 

the stud y, a li st of beneficiaries of the loans di sbursed by Gulele Sub-City cred it and saving 

office is obtained from the office . Th is serves as the sampling frame . There after, the target 

popu lation that are benefic iaries of Gulele sub-c ity cred it and saving offi ce who are members of 

microenterpri se run by group borrowers with in the sub-city are identified and randomly selected 

microenterpri se from each kebele . And then a sample size is randomly determined from this 

target population through a rule of thumb method. Al l of these micro enterprises were based in 

the Kebe le. 

The total number of the target populat ion as co ll ected from documents of Gulele Sub-City cred it 

and saving office ' are about· 77 micro · enterpri se amounting to 13 12 members and 44 micro 

enterprise amounting to 732 members random ly se lected. Then the sample size is determined to 

be 220 (i.e 30% of 732) beneficiaries so as to minimize sample error. Out of the total sample 

beneficiaries 3 1 (14%) are female, while 189 (86%) are male . 

After se lecting the sample size using the rul e o f thumb method for each branches /centers (i.e 

Kebele) the group leader and two or more other mem bers are selected randomly from the sample 

of each branches/ centers. In the survey we asked questions about the socio-economic 

characterist ics of the group members, as we ll as repayment performance of individual group 

members. In addition, we included questions on the group fo rmation process, the ex istence of 

social ties and etc. 

Here we have two types of questions. The first type of questions are asked for both group leader 

and the other members of each micro enterpri se The second type is spec ificall y asked to the 

group leader. We included separate questions for the group leader since we observed that the 

group leader has a quite important role to playas a representati ve of the group to the program 

organization. This set up of questionnaire provides uS with a unique data set in wh ich we have 

information on characteristic and gro up behavior related to screening, monitoring and 

enforcement at the individual level. In particul ar. it allows uS to investigate behavior of the group 
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leade rs ve rsus that of other group members. and the impact of thi s behavior on repayment 

performance of the groups. 

3.3 Methodology 

The methodology employed in thi s stud y is di scussed below. The methodologica l approach used 

in thi s study mainly focuses on desc riptive ana lys is concerned wi th the desc ription of ge nera l 

charac teri stics sampled benefic iaries ancl regress ion analysis dea ling with the iclenti ficat ion o f 

factors that determine the probabi lity of determi nants of microenterprise loan repayment. 

In the descripti ve analysis, stat isti ca l measu res like average/mean. pe rcentages and standard 

dev iat ion are employed to the trends majo r variable. In regress ion ana lys is the probit model is 

used to model the relationship between the probability of micro enterprise loan repayment and 

other va ri ables influencing it. Concern ing loan repayment performance. there is no we ll­

deve loped theory in the fi eld. Hence. the stud y is mostl y concentrated on empirical exercise. . . 

Thus. fac tors affecting microenterpri se loan repaymen t rate are studi ed using various techniq ues . 

Therefore, the study makes use of empiri cal evidences. and approaches from related studi es in the 

country and other countries. According ly. to stud y the determinants of micro enterprise loan 

repayment rate in Addis Ababa a case stud y o f Gulele Sub-c ity credit and sav ing office needs an 

appropriate estimating model. 

Hence, to ach ieve the best estimate. it is ve ry impo rtant to employ the appropri ate mode l for 

conducting estimation process. Loan repayment performance is a dependent variabl e and it is a 

dichotomous which takes the value of " I ,. I I' loan is fully repaid on time: o therwise "0" . 

Therefore. the model that can be employed in such situations are : the linear probability model. 

the logit model the' probit model, and th~ tobi t (censored) regression model. 

The linear probabi lity model is used to denote the occurrence or non occurrence of an event. 

This mode l has the following four major shortcomings (Gujarati , " 1995. Maddla 1992). 

The model in the usual regress ion fram e work is given as: 

Yi= BXi+Ui . . ......... .. ... ........... .... ............ . . . .. .... .. .. . (I) 

Where x = a vector of explanatory va ri ab les 
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B = a set 0 f parameter 

Y= a dichotomous dependent var iable which wi ll have the value " 1" if the 

event occurs and "0" if other wise. 

U;= an error term 

The models that express the dichotomous dependent vari able Yi as a linear function of the 

explanatory variables X;, are known as linear probabi li ty models (LPM) with E(U;) = O. The 

conditional expectation E (y;lx;) is equal to Bx;. This has to be interpreted in thi s case as the 

probability that the event wi ll occur given xi . Si nce Y takes the value I or zero . the error term in 

the above equation can take only two va lues: ( I-Bx i) and (-Bxi). 

This implies that the error term is not normally distributed since U; fo llows the bi nomial 

distribution rather than normal di stribution. Hence. th is is the first major problem associated with 

linear probabi lity model (LPM). 

Also with the interpretation we have given in the above equation and the requ irement that E (U;) 

= 0 the respecti ve probabilities of these events are Bx i and (I-Bxi). TlllI~we have: 

Hence, 

U; f (U;) 

1- Bxi Bx i 

- Bxi ( I-Bxi) 

Var (U;) = BXi (I - BXi) 2 + (I -Bx;) (_BX;)2 . 

= Bx; (I - Bx;) 

= E (y;) (I-E (Y;) 

. . (2) 

The variance Ui IS var (Ui) = Bx; ( I - Bx;) which is hetroscedastic because it depend on 

conditional expectation of Y, which of course depends on the values taken by x. Hence U; 

depends on x and is not homoscedast ic. Therefore. thi s is the second problem or shortcoming of 

linear probability model (LPM). (Maddla, 1992). 
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The thi rd major problem of LPM is non fulfillment of Os; E(Y,Ix ,) S; I . Since E (Y/x) in the linear 

probability model s measures the condit iona l probabili ty of the event Y occurring given x, it must 

necessaril y li es between 0 and 1. 

Although th is is true a pr iori, there is no gua rantee that yi, the esti mators o f E (Y /x;). wi ll 

necessarily fu lfill thi s restriction. and thi s is the rea l problem with the OLS Es timation of the 

LPM. That is E(Y/x;) cou ld be negati ve which is less than 0 and large number which is greater . . 
than 1. (Gujarati , 1995) 

T he forth problem is that the LPM forc es the probability changes to be a linear fu nction of x. 

which is meant the marginal or incrementa l effect of x remains constant through out. That is. the 

derivative with respect to a g iven explanatory var iab les is constant fo r LPM, whi le it is calculated 

at different leve ls of explanatory vari able for log it. To bit and prob it mode ls so as to know the 

range of variation for the resulting changes in th e probab ilities (Gujarati, 1995). 

[n short, due to the above ment ioned problems. LPM cannot be used in thi s stud y. instead the 

probit model is employed for loan repay ment rate. 

3.3.1 The Probit Model 

As we have noted, to explain the behaviors of dichotomous dependent variable, we used a 

sui table chosen Cumulative distribut ion func ti on (CDF). The estimating model that emerges from 

normal CDF is popularly known as the probit mode l, Someti mes it is also known as the normit 

model. We presented the probit model based on utility theory, or rational choice perspective on 

behavior. 

To motivate the probit model we assume that the deci sion of the ith borrower to repay or not 

depends on an unobservable utility index 1; that is determined by an explanatory variable (s), say 

income x; in such ~ way that .the larger the va lue of the index [;, the greater the probabi lity of the 

borrower to pay the loan. 
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We express the index as 

I, = BI + BlX; .. ..... . ... ......... .. .... . ..... (3) 

where X; is the income of the ith borrower. 

As before, let Y = I. if a borrower pays his loan for greater than or equal to five months and Y = 

o If borrower pays his loan for less than five months. To relate thi s non observab le utility index 

with the decision of repaying loan. borrowers have been grouped into two categories. based on 

the rate of repayments they achieved. According ly, we have category of bo rrowers with 

repayment rate of more than or equal to fi ve months and those with repayment rate of less than 

five months. The major reason for thi s grouping is to separate borrowers with repayment problem 

from those who .have good repayment performance. On the basis of thi s borrowers with 

repayment rate of greater than or equal to five months are considered as borrowers with no 

repayment problem. while those with repayment ra te less than five months are cons idered as 

borrowers with repayment problem . 

Note, it is reasonable to assume that fo r each borrower there is a critical or thereshold leve l of the 

index, call it I;: such that if I; exceeds 1*;, the borrower wi ll pay hi s loan, othe r wise he/she wi ll 

not. The threshold 1* ;, Like I,. is not obse rvable. but if we assume that it is normally distributed 

wi th the same mean and vari ance. it is possib le to estimate not only the paramerte r of index 

given in equation (3) but also to get some information about the unobservable index itse lf. This 

is shown as follows: 

Given the assumption of Normality, the probability that 1;' IS less than or equal to I; can be 

computed from the standardi zed normal CDF as: 

BI + B2xi 
Pi = Pr (Y = I) = Pr (1*; $ Ii ) = F (Ii ) = 1/(2D)"2 f t2/2 dt 

-00 e 
BI + B 2xi 

= 1/(2D)"2 f _ t2/2 dt 

- 00 

where t is a standardized normal variable, i. e t- N (0, I) 
e 

... . .. (4) 

Since p; represents the probability that an event will occur, here the probabi lity of paying loan is 

measured by the area of standard normal cu rve from - 00 to I; as shown in fig I presented in 

annex I . 



Now, to obtain information on I" the utility index . as we ll as 8 I and 82 we take the in verse of 

equat ion num ber 4 to obtain: 

Ii = F· I (Ii ) = F· I (pi ) 

. . . • • .. (5) 

where F· I is the inve rse of the normal CDF. 

What a ll thi s means can be made cl ea r from ti g ( I ) presented in An nex I. In pane l (a) of thi s 

figure we obtain (from ordinate) the (cumulati ve) probability of repaying loan given Ii' :> Ii : 

where as in panel (b) we obtain (from the absc issa ) the value of Ii given the value of Pi which is 

sim ply the inverse of the former. In the language of pro bi t anal ys is the unobserva ble uti lity index 

Ii is simply known as normal equ ivalen t deviate (n.e.d) or simp ly no rm it. Since the n.e.d or Ii will 

be negati ve whenever Pi < 0.5, in pract ice the nu mber 5 is added to the n.e.d and the resul t is 

cal led a probit Insl10rt: 

probit = n.e.d +5 

= Ii + 5 

. . . . . . . . . . . . . . . . . ... .... .. . .. . . . ... (6) 

Now, to estimate 8 1 and 8 2, we write equati on 3 as 

Ii = 8 1+8 2 Xi +Ui 

where U i is the stochastic disturbance te rln . 

3.4 Specifi cation of the model 

... . (7) 

In section 3.3 that the linear probabi lity model has four major problems. Hence, the prob it mode l 

is employed in this study in mode ling the relat ionship between the probability of micro enterpri se 

loan repayment rale and other vari ab les influencing it. The main reason for usi ng these models 

for the dichotomous dependent vari ables case is due to the ineffi ciency of the ordinary least 

square (OLS) method. 

All in a ll , the estimates of 8 in LPM are ineffi c ie nt LPM is al so logica ll y weak in that it assumes 

Pi = E (Yi = II Xi) increases linearly with xi. implying that the marginal effect o f X remains 

constant across all sample val ues. Therefore. there is a need fo r appropriate probabil ity mode l, 

such as probit and tobit model which show that as the exp lanatory increases, the probability that 

the dependent vari able will occur (i.e Yi = I ) rema in with in the (0, I ) interva l. 
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On the basis of the above discussion and the description of the explanatory variab les given in 

the preceding sect ion. the following model is used : 

AOSHB lo EFAL +BIIST + BI2I.1JIl(, +BIJ RG+BI4 FL+U, ..... 

where LRR = Loan Repayment rate. LRR= I if loan is paid for greater than or 

equa l to fi ve months 

. ....... . ... ( 1 ) 

LRR = 0 if loan is paid for less than five months 

LA = Loan amount 

SRP = Suitability of loan Repayment period 

NSV = N umber of supervis ion vis its 

HI= House hold income 

NAPSIFH = Number of activiti es that provide source of income for the household 

AB = Age of borrower 

ELB = Education level o f the Borrower 

SB = Sex of borrower 

AOSI = A yailability other Source of Income 

EF AL = Expectation for Another Loan 

ST = Social Ties 

FL= Frequency of Loan 

LDBG = Living Distance between Group member 

RGL = Ro le of Group Leader 

U; = Error Term and 

B I, B2, .... BI4 = Parameters 

a I = Intercept 

The variable education is qualitative in nature. As a result. it is necessary to consider the mutuall y 

exclusive level of education separately These are: less than high school (grade 0-8), high ,chool 

(grade 9-12) and. above high school (above grade 12). Accordingly, two dummies can be 

introduced so as to take care of the three level of education. 

Assuming that the three dummies for the leve l of education affect the intercept that is in thi s 

assignment of dummies for education the less than high school leve l education category is treated 

arbitrary as the base category of the educat ion. 
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Hence, the inte rcept UI ren ec ts the intercept for th is category, not the slope in the regression 01" 

the probability of lotln rcptlymcnt, on the other explanatory variables. So the fol lowing model is 

employed. 

LRRi = <XI +alD~+uJ DJ+ 13 1 LA+ i32S RP+i3JNSY + i3 4 H 1+ BsN APS IFH + 

B"AB+B7ELB+BsSB+B"AOSI+BIII EFAL+BII ST+BI2 

LOBG+ 13 13 RG+ 13 14 FL U, 

where 0 2 = I if a borrower has hi gh school level of educa tion , 0 other wise 

(2) 

0 3= 1 if a borrower has above hi gh school level of educa ti on; 0 otherwise. Other 

variables are as described in eq uation (I) above 

It is necessary to impose the restricti on that the error terms are uncorrelated, which mea ns, there 

is no serial corre lation among the error terms; i.e COy (U;, Uj) =0 , i ;tj so as to proceed the 

regress ion. 

The maximum likelihood estimation technique is employed to estimate the model. To simpli fy, 

thi s equation (2) can be written as follows: 

LRRi= a ' +<X1 0 2+ajOj+B;x;+U, .. . .. . . . . . . . . . . . . . (3) 

where Xl = LA, SRP, NSV, HI, NAPSIFH, AB, ELB, SB , AOS r, EFAI .. ST, 

LOBG, FL and RG 

... B 14 and the other 

Variabl es are as desc ribed in equation (2) above E (LRR ,I xi) . that is the conditional ex pec t;llion 

of LrR given x, can be interpretcd as conditi onal probabil it y that the event will occur given x,. 

that is , P(LRRi = I / x;) Hence, E (LRRi/xi) gives the probabi li ty of a borrower to repay loan 

full y. 

Assuming E (Ui) = 0, so as to get ~nbi ased esti mators, one obtains 

E (LRRi /xi ) = <Xl +<X20 2+<X jOJ+B,x; .. (4) 

Let P; be the probabi li ty that LRRi = I (i .e: a borrower repay loan full y) and I-pi be the 

probabi lity that LRRi= ° (i.e; a borrower did not repay loan), Therefore, the variable LRR, has 

the following probability di stribution: 
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LRRi Probability 

I Pi 

0 I-pi 

Total I 

P; = E (LRR; = I /x;) where, LRR; = I means borrowers repay loan fu lly 

By definit ion of mathematical expectation one can get the following result : 

E = (LRR i/xi ) = 0 ( I-pi) + I (Pi) = pi .(5 ) 

Comparing Equation (4) with equation (5). one can equate: 

E(LRRi/xi) = UI +U2D2+ u3D)+B2Xi = Pi . . . . . . . . . . . . . . . .. (6) 

This shows that the conditional expectat ion of model (2) can be interpreted as the conditional 

probability of LRR; given X;. The probabili ty pi must lie between 0 and I. One can have the 

restriction:-

O~E (LRRilXi) ~ I ............... .. ... (7) 

It means the conditional probab ility must lie with in the interval (0 I) . 

But now consider the following representation of borrowers repay loan fully 

P; = E(LRR;= IIx ;) = P; = PI' (LRR =1) = PI' (I,' ~ I,) = F (Ii) 

B, + B2xi 
Pi = E(LRR;= l/x i) = Pi = PI' (LRR = 1) = pI' ( I ,'~ Ii) = F(li) = 1/(2 m"2 f - t2/2 dt.. .(8) 

- 00 e 

where t is a standard normal variable, i.e t - (0.1) . To Simplify this, equation (8) can be rewritten 
as follows: . ! . 

= 1I(2IT)"2 f I _'2/2 dt . . .. (9) 
-00 e 

where li = B,+B2 xi 

Since Pi represents the probability that an event will occur. here the probability of borrower repay 

loan for greater than or equal to five months. It is measured by the area of standard Normal curve 

from 00 to Ii (as shown in figure I presented in annex I ) 

Now to obtain information on Ii , the utility index . as well as B, and B2 we take the inverse of 

equation (8) to obtain: 
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Ii = F" (Ii) = F" (pi) 

= B, + Bl Xi ' , ' , , , , , , ........ ( 10) 

where F" is the illVerse of the normal CDF. What a ll this means can be made clear from the 

fi gure which is presented in annex I . 

Once we have th e estimated Ii estimating B, and B2 is relatively straight forward matter as we 

show shortly. 

In passing note that in language of probi t analysis the unobserva ble utility index Ii is simply 

known as Normal equivalent Dev iate (n .e.d) or simply normit. S ince the n.e.d o r Ii will be 

negative whene ver Pi < 0.5. in practi ce the num ber fi ve is added to the n. e.d and the result is 

called a probit. 

In short: 

Probit = n.e.d + 5 

= li+5 

" , .. , . " .. . ,' " . . , . . .. , ... .. .. ... , .. ( II) 

To estimate B, and Bl we write equation (10) as fo ll ows: 

. . . . . , , , , , . , , , , . , , . , . . , , . .... . .... , . (12) 

where ui is the stochasti c di sterbance term .This shows that the unobse rvab le utility index Ii is 

linear both in the explanatory variab les (x) and the parameters (B). Here note that the linearity 

assumption of OLS does no t require the explanatory variable (x) to be necessaril y linear. Hence, 

one can have Xl , x3 etc; as regresso rs in the mode l fo r the purpose of estimating the parameters. It 

is linearity in the p,arameters that is cruc ial (see Gujarati. 1995) 
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CHAPTER FOUR 

4. Descriptive and Empirical Analysis 

4.1 Descriptive Analysis 

Thi s chapter is devoted to the analysis of the result s o f the survey data. The survey result shows 

that about 86% of the sample beneficiaries are ma le. whil e 14% are fema le. 

Most micro finance institutions provide loan to beneficiaries for income generating purpose but 

not fo r consumption. 

The result from this survey indicates that 31.2% of the sample benefic iari es took the loan to 

engage in activities of waving and 57.6% of the sampl e beneficiaries took the loan to engage in . . 

activities of Precastbeam, Gravel , Hollow concrete Block and wood and metal work production 

Although the y took loans for diverse activities. most of the beneficiaries are concentrated in the 

same activ ities. In general , a single borrower can engage in two or more activiti es at the same 

time. 

Table 4.1 

Distribution of Respondents by Planned Activities 

Types of activities Frequency Percentage 

Precast Beam production 37 15.6 

Grave l production. 18 7.5 

Hollow concrete Block production 47 19.8 

Wood and metal wo rk production 35 14.7 

Animal breading 5 2.1 

Weaving 74 3 1.2 

Dry food preparing and se lling 13 5.4 

Oi I manu fact uri ng 3 1.2 

Car washing 4 1.6 

Sweater and Leather manufacturing I 0.42 
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Some of the beneficiaries. who ha ve taken loans for their respective intended purposes 

mentioned in Table 4.1 , may ·not dispose the whole amount of the loan to the same purpose. The 

study indicates that only 10 benefic iari es, whi ch accounts 5% of the sampled beneficiari es, have 

di verted the loan to other purposes. 

As shown in table 4.2 below, 89 (40.45%) of the sample beneficiaries are between the age of 18-

27. On the other ex treme, 4 (1 .8%) of the sample benefi ciaries are between the age of 48-52. This 

implies that most of the sample benefi ciaries are yo ut hs between the age of 18-27. 

Table 4.2 

Distribution of Respondents by Age Group 

Age- group Frequency Percentage 

18-n 34 15.45 

23-27 55 25.00 

28-32 53 24.04 

33 -37 35 16.00 

38-42 15 6.8 1 

43-47 II 5.00 

48-52 4 1.8 

53-70 13 5.9 

Total 220 100 

As far as loan sizt') is concerned, the majority of sampled borrowers are in the loan size group of 

1000-4000 Birr and the average is Birr 5126. In table 4.3 it is shown that 131 (59.54%) of the 

sample beneficiaries have taken credit ranging from 1000-4000 Birr. On the other end 5(2 .27%) 

of the sample beneficiaries on loan group 8001 -10,000 Birr are about 3.8 1% of the loan group 

of 1000-4000 birr as indicated in table 4.3. This portrays that most of the sample beneficiaries 

have taken sma ll amount of loan. 
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Table 4.3 

Distribution of Respondents by Loan Size 

Loan Size (in Birr) Frequency Percentage 
1000-4000 131 59.54 
400 1-6000 15 6.82 
600 1-8000 24 10.92 
800 I-I 0,000 5 2.27 
10,001-12,000 16 7.27 
12001 - 14,647 29 13 .18 

Total 220 100 

In addition to this as reported in the sample bor rowers, the total amount of loan req uested by the 

sample beneficiari es is 4,934.766 Birr whi le the total amount loan dispersed to these beneficiaries 

is 2.58 1.789 Birr. That means. 52% of the 103n req ucsted by sampled beneficiari es was issued 

to the borrowers. . 

Concerning household income, 157 (7 1.36%) of the sample beneficiaries are in the income group 

of 101-300 Birr, where as 12(5.45%) of the sample beneficiari es are in the income group of 

above 500 Birr. This shows that credit is given to almost to poor benefic iari es, as depicted in the 

following table. 

Table 4.4 

Distribution of Respondents by Level of Income 

Level of income (in Birr) Frequency Percentage 

Below 100 42 1909 

101-200 55 25 

201 -300 60 27.27 

301-500 5 1 23. 19 

Above 500 12 5.45 

Total 220 100 
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Wi th regard to ed ucation, 78 (3 5.45%) of the sample beneficiaries are in the educat ion category 

of Grade 1-8. O n tl1e other himd, 5 (2.27%) 01' the sample bene fi ciari es are illiterate (cannot read 

and write), whil e 45 (20.45%) are vocati onal schoo l graduates 55 (25%) and 37 (16.82%) of the 

sample benefic iari es are in the category of GracI e 9- 12 and above grade 12 respective ly. Table 4.5 

shows the frequency distribution of beneficiar ies by education leve l where it is categorized as the 

highest leve l of schoo ling completed and the illiterates group. Here, it shou ld be noted that the 

category is fo rmed arbitraril y and the ill iterates are incl ude j ust for compari son purpose 

Table 4.5 

Distribution of Respondents by Level of Education Completed 

C ategory Frequency Percentage 

Illiterate 5 2.27 

Grade 1-8 78 35.45 

Grade 9- 12 55 25 

Above grade 12 37 16.82 

TVET !Vocational Schooll 45 20.45 

Tota l 220 100 

With respect to frequency distribution of loan ta ki ng of the sample beneficiaries, 170 (77.27%) 

are those who tODk loan only onese, whil e 50. (22.73%) are those who took loan twice . 

Regarding the presence of soc ial ties of group leader with other members of the group with in the 

sample beneficiaries, 37 (84.09%) o f them reported that they have social ti es. 7 (15 .9 1 %) of them 

reported that they do not have soc ial ti es. On the other hand. 29 (65 .91 %) of the sample 

benefi ciaries responded that the living distance among other member of the group is near, whil e 

15 (34.09%) responded that the di stance is fa r. 
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In addition to thi s as to whether the group leader knew other member of the group or not, 36 

(81.82%) of the sample benefic iaries knew other group member before forming the group; whil e 

8 (18.18%) of them responded that they do not know other member before forming the group. 

Table 4.6 

Distribution of Group Leaders Response by Social Ties, knowing Other Members before 

Forming the Group and Living Distance Among Group Member. 

Variables Responses of Group Leaders 

No/far Percentage Yes/near Percentage 

GLKOGMBFG 8 18.18 36 81.82 

DAGM 15 34.09 29 65.91 

PSTWGM 7 15.91 37 8409 

With respect to the presence of soc ial ties among group members in the sample beneficiaries. 169 

(76.82%) of them/eported that they have social ties. where as 51 (23.18%) responded that they 

do not have social ties. On the other hand. 62 (2818%) of the sample benefic iar ies repo rted that 

the distance among each other is far. while 158 (7 1.82%) responded that the distance is near. 

Besides, whether or not each member knew each other before the formatio n of the group , 172 

(78. 18%) of the beneficiari es respondecl that they knew each othe r before the format ion of the 

group, whi le 48 (2 1.82%) responded that they do not know each other be fore the formation of 

the group. Frequency distribution of each member by social ties is depicted by the following 

table. 
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Table 4.7 

Frequency Distribution of Each Member by Social Ties, Group Member knowing Other 

Members before Forming the Group and Living Distance Among Group Members. 

Variables Responses of Each Group Member 

No/far Percentage Yes/near Percentage 

GMKOGMBFG 48 21.82 172 78.18 

DAGM 62 28. 18 158 71.82 

PSTWGM 5 1 23. 18 169 76.82 

Concerning supervisory vis iting 142 (64.65%) of the sample beneficiaries responded that there is 

supervision vis it by a credit office. 190 (86.24%) of them responded that there is supervisory 

visit by each other 39 (88 .64%) responded that there is supervisory visit by the group leaders. 

whi le 78 (35.45%) responded that there is no supervisory visi t by a credit officer. 30 (13.76%) 

responded that there is no supervi sory visit among each member of the group and 5 ( 11 .3 6%) 

responded that there is no supervisory visit by the group leader. Frequency distribut ion of 

beneficiaries by supervisory visiting is given in table 4.8. 

Table 4.8 

Frequency Distribution of Beneficiaries by Supervisory Visiting 

Variables Responses of Beneficiaries 

No Percentage Yes Percentage 

VCO 78 35.45 142 64.65 

VEM 30 13.76 190 86.24 

VGL 5 11.36 39 88.64 

With regard to feeling responsibi lity to other members, knowing group leader before f~ning the , 
group and hav ing written formal rule 204 ( 92.73%) , 179 (81.36%) and 220 (l 00%) of the sample 

beneficiaries reported yes respectively. where as 16 (7.27%), 41 ( 18.64%) and all of the sampled 

beneficiaries responded no respective ly. 
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Concerning the ex istence of social ties. homogene ity. in terms of ethnicity. occupation and 

culture, the belief that the group leader plays prominent ro le in screening. monitoring and 

enforcement , and loan to be repaid . 178 (80.9 1%). 216 (98.18%). 200 (90.91%) and 2 12 

(96.36%) of the sample beneficiaries responded positively while 42 (19.09%), 4 ( 1.82%), 20 

(9.09%) and 8 (3.64%) of the sample bo rrowers responded negat ive ly. 

Concerning such questions as: 

is the loan enough for the intended purpose0 

is the loan repaid on the basi s of loan contract's for the expectation of another loan0 

Is the monthl y repayment period appropriate0 and 

Is the loan issued on time? 

48 (21.82%) , 109(49. 55%), 82 (37.27%) and 135 (61.36%) of the respondents answered 

positively, 

On the other hand. 172 (78. 18%) III (50.45%). 138 (62.73%) and 85 (38.64%) of the sample 

borrowers reported that loan is not enough for the intended plan. they paid loan on the basis of 

contract, not at the expectat ion of another loan. month ly repayment period is not suitable and 

loan is not issued on time respectively. 

As far as borrowers are provided with training before the credit and the ex istence of source of 

credit other than the Gulele sub-city cred it and/or equb concerned , 109 (49.55%). and 10 

(4.55%) of the sample borrowers responded yes respectively. whi le 111 (50.45%) and 2 10 

(95.45%) of the sample borrowers responded say ing no respectivel y. Look at tab le no 4.9 

presented below. 

Frequency distribution of responses regarding different variables is depicted in the following 

table. 
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Table 4.9 

Frequency Distribution of Responses Regarding different Variables 

Variable Response of Beneficiari es 
No Percentage Yes Percentage 

Knowing group member before form ing the gro up 53 /4.09 167 75.91 

Fee ling respons ible to other member in the case of 16 7.27 204 92.73 
fa ilure to repay the loan 
Knowing group leader before forming of the group 41 18.64 179 81.36 
Having written forma l ru les - - 220 100 
Having soc ial ti es 42 19.09 178 80.9 1 
Existence of homogeneity lethnicity, Occupation 4 1.82 216 98 .18 
and cuI turel 
Believing that group leader plays prominent rol e 20 9.09 200 90.9 1 
in screening, monitoring and enforcement 
Believing that loan to be repaid 8 3.64 2 12 96.36 

Was the loan you received enough for you r plan 171 78.18 48 2 1.8/ 

Was it expectation of another loan you paid the 111 50.45 109 49.55 
loan 
Was monthly repayment suitable 138 62.73 82 37.17 

Did you receive the loan on time 85 38.64 135 6 1.36 

Did you get training on the group cred it before 111 50.45 109 49 .55 
receiving the loan 
Did yo u have source'of cred it other than the Gulele 2 10 95.45 10 4.55 • 
sub city cred it andlor equ b 

Table 4.10 

Distribution of Respondents by Major Opera tion Problem 

Major operational problem Freq uency Percentage 

Inadequate skill 6 2.73 

Lack of wo rking capital 165 75 

Shortage of input supply 144 65.45 

Inadeq uate working premises 35 15.9 1 

Lack of market place for your product 77 35 

Management and understand ing problem 2 I 

Lack of market 24 10.9 1 

Low price 6 2.73 

46 



Regard ing operational problems, 165 (75%) or the respondents point out the lack of working 

capital, 144 (65.45%) shortage of input suppl ies. 77 (35%) lack of market place for their product. 

3 S( 15.9 1) inadequate working prcm ises. and 24 ( 10.9 1 %) shortage of market. These are 

fundamenta l problems that hinder many micro enterpri se operators from paying their loan on 

time which resulted in unsustainability of mi cro ti nance institution which inturn has negati ve 

impact on poverty reduction . 

4.2 Estimation of the Probit Model and Empirica l Ana lysis of the Result 

In thi s section an attempt is made to ex plain the ana lysis of empirical result and interpretation of 

the parameters which are obtained by est imating the complete model by using probi t analysis. 

initially, we try to use al l the variables. l'o r which we have int'onnation in ou r empirical 

investigation. However after carefu lly ana lyzing the data, we decided that it is better to drop 

some of the variables due to low va riability. Hence. ill empirica l analysis on which we report in 

this study we only use a sub- sct of the variabl e for wh ich we have the informati on. 

The modle includes 15 independent vari ab les. Conce rnin g the identifi cation of the dete rminants 

of the probability of loan repayment perfo rmance. the probit model is estimated using STAT A 

for summarizing and anal yzing the data . 

It is clear that the ex istence of hetroscedasticity and spec ification errors result in se ri ous problems 

in estimation of dichotomous variable models. 

Hence, more attention is given to the problem of hetrosecdasticity and spec ification errors . 

Accordingly the ex istence ofHetroscedasti city is tested. 

The resu lt shows that there IS hetroscdast icity problem. It is evident that the presence of 

hetroscdasticity would result in inefficient estimator. To reso lve thi s problem the model is 

corrected for hetroscedastic. 
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Table 4.2.1 

Statistic Summary of Variables 

Variab le Mean Std.Dev Minimum Maximum 

LRR 0.27 0.44 0 I 

LA 5 126.48 434 1. 542 1000 14647 

SRP 0.37 0.485 0 I 

NSV 9.04 2 1.649 0 264 

HMI 2.69 1. 204 0 5 

NAPS IFH 1.38 0.776 I 5 

A.B 31.52 10.374 0 70 

SB 0.86 0.349 0 I 

AOS I 0.05 0.209 0 I 

EFAL O. 5 0.51 0 2 

ST 0.8 1 0.394 0 I 

LOBG 0.28 0.451 0 I 

RGL 0.91 0.288 0 I 

FL 1.22 0.4 17 I 2 

D2 0.25 0.434 0 I 

D3 0.3727 0.48463 0 I 

The sUlllmary of statistics is give n in tab le 4.2- 1 above. Looki ng at some of the means of the 

major variables su.itability of Illonth ly repayment period. availability of other source of income. 

having soc ial ti es and expectation of other loan are respecti vely reported yes by 37%, 5% , 81 %, 

and 50 % of respondents on average. 

With regard to li ving di stance among group members on average 28% of the respondent's 

repo rted the di stance is far. 

The average amount of loan size, number of supervision and number of acti vities that provide 

source of income for the house hold and frequency of loan are Bi rr 5 126.9.1.4,and 1.2 

respectively. 

With respect to education on average 25% of the respondents have high school level of education 

and 37.3% of the respondents have above high schoo l leve l of educati on. 
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Concerning the role of group leaders, on average. 9 1 % of the respondents reported that group 

leaders have a prominent ro le in loan repayment pe rformance . 

The mean on time loan repay ment performance is onl y 27%. This is a ve ry slow loan repayment 

rate required for a good financial perFormance. must be greater than 90 %. 

Variables such as loan diversion rate. availabil ity of rul es and regulat ion and homogeneity of 

group members excluded in the regress ion model for they have constant va lue across the 

borrowers. 

Table 4.2.2 
Maximum Likelchood Estimates of the Binomial Probit Model for loan Repayment 

performance 

Variable Coefficient Z-value P-Value 
LA -0.0000443 -I A6 0~i44 
SRP 0. 1543377 0.68 OA95 
NSV 0.0028138 0.85 0.397 

SB -0.3500908 -0.55 0.582 
HI -0.0743204 -0.750 OA51 
NAPSlrIl 0.2697087 2.02 0.044 

AB -0.0404505 -2.83 0.005 
AOSI 0.7272 15 1.58 0.114 
EFAL 0.6226482 2.67 0.007 

ST OAI92 16 1.54 0. 123 

LOBG 0.9035304 3.67 0.00 
RGL -1. 138153 -2.91 0.004 
FL 1.544342 5A3 0.00 
D2 0.1421499 OA2 0.674 

OJ 0.131001 ' 037 0.709 
Constant -1.500662 -1.88 0.06 1 
Loglikelihood -88.844032 

Restri cted log li kel ihood - 127.9 1725 

Lrchi2 ( 15) 6932 
Pseudo R" 03055 
Number of Observations 220 
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The estimated mo?el fits the data we ll. The computed likelihood Ratio (LR) stati sti c, which is 

distributed ch i-squared with 15 degree of freedom LR = -2 [-127.91725 - (-88.844032)1 is equal 

to 78. 146436. But the criti cal value of chi-squared with I degree of freedom at 5% level o f 

sign ificance is 24.996. From this the hypothesis of homoscedastic ity can be rej ected at 5% leve l 

of signifi cance. The likelihood Ratio (LR) has a chi-square di stribution with 15 degree o f 

freedom , is statis ti cally significant at 5% level of significance. 

No specificati on error is observed in the data set but hetroscedast icity prob lem is detected and 

correcti on is made for hetroscedast icity the result of wh ich is presented in Table 4.2 .2 above . 

Sui tability of repayment period, num ber of supervis ion , availabi lity of other source of income, 

soc ial ties and high school imd above high school leve l of education are pos iti ve ly related to 

loan repayment rate . However, the coeffici ent of these variables are found to be stati sticall y 

insign ificant. 

Number of ac tivities that provide source of income for the household and expectation fo r 

another loan are positively relate to loan repayment rate at less than 5% and I % level of 

significance respect ivel y. In add ition both are signiticant in affecting loan repayment rate. 

Distance amo ng group member and frequenc y of loan are positively related to loan repayment 

rate at less than I % level of signiticant and both are significant in affecti ng loan repayment 

rate. 

Loan amount, sex of borrowers and household income are negatively related to loan repayment 

rate. But all are stati stically insignificant. 

Age of borrowers and role of group leader are found to be negati ve ly related to loan repayment 

rate at 1 % level of significance and both variables are sign ificant in affecting loan repayment 

rate . 

50 

• 



When we compare the major findings in thi s study with simi lar studies in Ethiopia: Retta (2000). 

in hi s study on wo men and microfinance the case of women fue l wood carri ers in Add is Ababa. 

found that frequency of loan has positi ve impact on loan repayment rate . In addition . the same 

result is obtained· in thi s study . But mengi stu (1997). in hi s stud y on the determinants of 

microenterpri se loan repayment and efficacy of sc reening mechani sm in urban Ethi opia: The 

case study of Bahir Dar and Awasa Town; and Berhanu (1999). in hi s study of microfinance 

credit and pove rty alleviation in Ethiopia: The case of project office for the creation of smal l 

scale business opportunities in Addi s Ababa did not consider frequency of loan as a variable 

affecting loan repayment performance. 

Like Berhanu (1999) , Mengistu (1997). and Rella (2000) also reported that loan size are 

inverse ly reated to loan repayment rate. The same result is also obtained in my stud y. 

In this study other source of income has positi ve sign and similar result was also found by Retta 

(2000). But negative sign was obtained by Berhanu (1 999). 

Almost similar result are obtained for variabl es such as supervIsion and suitability of repayment 

period. 

Mengistu (1997) has fo und education leve l and suitability of repayment period to be positi ve ly 

related to loan repayment performance fo r Awasa. while the former variable has a negative sign 

for Retta (2000) . But both variable ha ve positi ve impact in thi s study. 

Variables like soc ial ties, distance among group members and role of group leader are not 

considered as a variable affecting loan repaymen t rate by Mengistu (1997). Berhanu (! 999) ~nd 

Retta (2000) . While the former two have positive impact on loan repayment performance, and 

the later has negative impact in this study. However, living distance among group member and 

role of group leader are highly significant in affecti ng loan repayment rate. 
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4,2, 1 T he m arg in al effect of the indepe ndenl variables 

As depic led in t"b k -1 ,2.-' below. Ih e lll"rgin,,1 ilnl'"cl ol'loan " Illou nl " 'HI Illllllber or slIl'en ision 

visi t o n loan repa yment performance is nol sign ili cantl y differenl rrom zero. Suilabilily or 

repayment period, number of act iv iti es that provide so urce or incomc 10 Ihc household, 

avail abil ity of other so urce of income, soc ialti cs, expec tat ion for '"Io lher loan , living di slanc e 

among gro up member, frequency o f loan, and secondary and abo vc seconda ry school level or 

education increase loan repayment perfol'mance by 4.3, 7.3,2.5, 10.1, 16.9,28. 12. 42.0 I, -'.9 and 

3.6 percent respect ively. 

Table 4.2.3 

Partial Der'ivati vcs of maximum likelihood estimates of the probit model 

Variables DI/dx P>Z 

LA -0.0000121 0.144 

SRP* 0.0426956 0.495 

NSV 0.0007655 0.397 

HI -0.0202187 0.0451 

NAPSIEH 0.0733737 0.044 

AB -00 I 10045 0.005 

SB* -0.08158 0.582 
, -

AOSI * 0.24631 82 0 . 114 

EFAL 0.1693903 0.007 

ST * 0.1009745 0.123 

OBG* 0.28 12405 000 

RGL* -0.3995095 0.004 

FL 0.4201352 000 

02* 0 .0398579 0.674 

03 * 0 .0361505 0. 709 

-Note (*) d f/dx is for disc re te change of dumm y variables from 0 to I 

In con trast to thi s, age or borrowers, sex 01' bO ITll lve rs, rok 01' gro up Ie"ders alld hllusehold 

income dec rease loa n repayment perlo rman ce by 1.1,8.2, 40 and 2.02 perccill respeLli, el y. 
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5.1 Conclusion 

CHAPTER FIVE 

Conclusion and policy Implications 

In Eth iopia it is (now) w idely recognized that the promotion of the micro and small enterpri se 

(MSE) sector is a v iable and dynam ic strategy fo r achiev ing national goal s. including 

employment creat ion. poverty all ev iation and ba lanced deve lopment between sectors and sub­

sectors. 

To do thi s. microunances programs are now a key e lement in the country. Hence. Addi s cred it 

and saving s.c microfinancing program is lega ll y registered by the national bank of Ethiopia. It 

has 10 branches in Addis Ababa. 

The main obj ecti ve of the credit and saving s.c is to provide micro credit to the unemployed poor 

in the city. 

The study has analyzed the impact of borrowe rs and lenders characteristics on loan repayment 

performance. 

So as microfinanc ing act ivity to contin ue in a sustai nable way. improving the li ving or economic 

conditions of the borrowers and reducing poverty. it is important to have a better loan repayment 

performance. 

Therefore. examining factors that affect loan repayment performance has cruc ial importancf- te 

the sustainability of microfinance institutions. 

In short, thi s study has analyzed the impacts of borrowers' and lenders' characteristics on loan 

repayment performance in Addis Ababa with respect to Gu lele sub- city credi t and saving micro 

fi nance office. 
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The survey result shows that 75% of the sam ple beneficiaries state that they havc the lack of 

working capital ; 65.45% shortage of input suppl ies; 35% lack of market place; 15,91% 

inadequate worki ng premises': and 10.9 1% shortage of market as the major problems 

Concernin g these problems Gu lele sub- c ity micro finance offices must be thought over once 

again in o rder to max imize the contribution of the microfinance offi ce towards helping povert y 

a ll eviati on prog rams, 

In earli er di scussions the empirica l analysis in section 4 ,2 sho wed that there are some factors 

which significantly affect loan repayment performance, Number of activities that provide source 

of income for the househo ld is pos it ively related to loan repayment performance, Thi s indicates 

that loan repayment performance increases with the number of activiti es that provide source of 

income for the borrower. 

Frequency of loan has posi ti ve re lation with loan repayment performance. This implies that 

borrowers who took loan frequentl y have go t experience in the ir business ac ti vity and 

strengthen their t ies with the staff and the ir fellow group members. which inturn fac il itates the 

repayment of loan, Moreover, expectation for another loan is posit ively re lated to loan 

repayment performance. This shows that beneficiaries who intend get loan in the future prefer to 

pay their loan on time. 

Distance among group members also is positi ve ly re lated to loan repayment performance. This 

indicates that loan repayment performance increases with li ving distance among groups 

members. 

Role of group leaders is negative ly related to loan repayment performance. Th is implies that the 

role of group leader is inversely related to loan repayment performance. In addition age of 

borrowers is negatively related to loan repayment performance, That is, loan repayment 

performance decreases as the age of borrowers increase, 
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In general . suitability of repayment period. number o r supervis ion. availability of other source of 

income. socia l ti es. high school and above hi gh school leve l of educat ion, number of activities 

that provide source of income for the household and ex pectati on for another loan. di stance 

among group member and frequen cy of loan are found to be important in enhanci ng the 

probability of loan repayment performance. where as loan amount. sex of borrowers. househo ld . . 

income. age of borrowers and role of group leader hinder loan repayment performance. 

Such a strategic identification of factors influencing the probability of loan repayment 

performance with thei r negati ve and pos iti ve e ffect has paramount importance in designing and 

implementing improved microfinancing progrm mes. parti cu larly in G ulele Sub-City and 

thoughout the country in the future 

5.2 Policy Implications 

The result from thi s study provides ind ications as to what is needed to strengthen microfinance 

insti tutions in the country. It also has implica tions for the articul ati on of effective urban finance 

policy and successful performance of urban linance institutions. It is obv ious that Gulele sub-

city cred it and sav ing office is exc lusive ly es tab lished to alleviate poverty. Moreover, it tries to ! 
enhance economic development through prov iding short term and medium term credit faciliti es 

to the poo r. 

The contributi on of the Gulele sub-city cred it and saving office to such an end can hence, become 

very important if its loan provision is directed towards feasible and viable small scale enterprises 

which have significant contribution in poverty red uction. 

However, some of the find ings imply that the Gulelc Sub-City credit and saving office could not 

succeed in meeting its objectives, if repaymen t behavior of bon-owers is not carried out properly. 

Hence, it is paramount to have a mechani sm th rough wh ich a systematic understanding of the 

repayment behavior of the bon-ower is establ ished. 

55 



With regard to the determinants of loan repayment performance. number of activities that 

provide source of income for the household. expectati on for another loan, li ving distance among 

group member as well as frequency of loan are factors that need focuse. The Gulele Sub-city 

credit and saving offi ce is required to promote these factors in design ing a strategy for effective 

loan repayment performance. 

That is, the ex istence of a clear di ve rsity insure of income. borrowers attitude expectation for 

another loan, living distance· among group member with effecti ve monitoring mechanism and 

freq uency of loan are areas that must be given spec ial attent ion by the sub-city microfinance 

institution in its leanding policy. 

As far as group leaders are concerned. they play an intermediary role between the staff and the 

group. In addition. they cha ir group meet ing. co ll ect the installed payme nt , from group members 

and transfer it to the cred it officer. visit group members regularl y. di scuss business and/or group 

related problems and call for ex tera group meet ings if repayment problem occurs. 

Since, the group leader plays a prominent ro le in the function of the group . There should be a 

means of incenti ve either from the Gulele sub-city credit and saving offi ce or fro m the group it 

self. In such a way. it becomes possible to have effecti ve supervisory vis its by the gro up leader 

and hence, good repayment performance will be achieved. 

In addition others factors have been mentioned which are responsible for the inability o f 

borrowers to repay their loan on time. These are operational problems such as inadequate skill , 

lack of working capital, shortage of input suppli es . inadequate working premises. lack of market 

place for the product and etc . These problems ne~d to be resolved through appropriate policy 

actions by all of Gu lele Sub-City micro finance office and government in the country. 
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Annex 1 

The probit Model Fi gure 

Pi = F(li ) 

I)i 

-co ---------7r---L------
Ii = BI + B2xi 

(a) 

+c.c -co 

Prob it model (a) Given Ii , read Pi li'om the ordi nate 

(b) Given Pi read Ii from the absc issa 

Source Guja rati ( 1988) 

Pi = F(li ) 

+co 
Ii = F" (P i) 

(b) 

Since Pi represents the probability that an event will occur. here the probability of paying loan. it is 
measured by the area of the standard normal curve ti'om -OCJ to Ii as shown in figure (a) Now to obtain informati on on Ii . the ut il ity index. as \Veil as P I and 8, . we take the inverse of 

Ii 
Pi = l)r(Y=I) = Pr(li'~ Ii) = F( li)= 1I(~nJ"' f -t' " dt 

-00 c 

Whcre t is a slallll,"·di 7.cci ll Orlllal variahle. i.c .. ' N(O.I) 

Ii = F-' (Ii ) = 10-' (Pi) 

= B, +B 2Xi 

Where F-' is the inverse of the normal CDF. What a ll thi s means can be made clear from the 
above tigure. 

In panel (a) we obtain (from the ordinate) the (cumulative) probab ility of paying loan given Ii" ~ 
Ii . where as in panen (b)we obtain (i"rolll the absc issa) the val ue of Ii given the value of Pi. which 
is simpl y thc in ve rse of the roriller. 



Annex 2 

SURVEY QUESTIONNAIRE 

To the respondent . 

The out come of thi s questionna ire is meant to support a research report to be presented for a 

uni versity degree. The answers give n by a respondent are confidential and will not be di sclosed 

to any party for purposes other than strictl y research. The research outcome that may be poss ible 

through th is questionnaire beli eved to contribute to the obj ective of helping the urban poor in 

Ethiopia through providing credit more e ffec ti vel y. 

Questionnaire for studying the determi nates of mi cro enterprise loan repayment in urban Ethiopia 

with special reference to Gulele Sub-c ity of Addis Ababa. 

S u b-c i ty --------- -- ---- ----------------

Ke be I e------------ ---------------------

H 0 lise N 0 ---- - ------ ----------- -- - ----

En um erato r ---- ----------------------. . 

[)ate-------------- ---------------------

Section 1: Personal Information of the borrower 

1. 1. Name------------- -------

1.2. Age----------------------

1.3. Marital Status----------------------

Answer I. If Single 

2. If married 

3 . If [)ivorced 

4. If Widowed 

lA . Sex-------------------------

Answer I. [f male 

2. If female 

1. 5. Educational level of borrower 

Answer O. If illiterate (can not read and write) 

I. If grade [ -8 

2. If grade 9- 12 

3. If above grade 12 

4 . IfTVETN ocational school! 



1.6. house hold size (number of dependent in the household of borrower) list househo ld member 

by age and sex 

No Age Sex 

1.6.1 . With in the household 

2 

1.6.2. outs ide the household 

2 

Section 2. Co-opemtive (Group) formation Information 

2.1. Name of the micro enterpri se co-operative to which the borrower belonged last ti me 

2.2. How many members did the co-operative havery· -·--·-···-----·---

2.3. Did you know all of yo ur group members of yo ur group members before formin g the group? 

Answer I. I f yes 

o. If No 

2.4 . Did you feel responsible to other members o f yo ur group?-·-·------·· 

Answer·!. [f yes 

O. If no 

2.5. Dis you have a feeling .that you mi ght be used in the case of failure to repay the lo~ n ?---·--- ­

Answer I. If yes 

O. [f no 

2.6. Did you know your group leader before the information of the group? (pass it if yo u are 

group leader)-------------------

Answer I. [f yes 

O. [f no 

2.7. For how many years did the group leader live in your living area?----··--------

2. 8. Did the enterpri se have written formal rul es statement how member of the group behave? 

Answer I. If yes 

O. If no 

2.9. Is there a social tie between enterpri ses member? 

Answer I . If yes 

O. [fno 



2. I o. I f your answer to question 2.9 ycs----------------

Answer I . If you have the same Idir 

2. if you have the Equ b 

3. [f you have the same re l i~ion 

4. [f other spec i fy it 

2. 11 . [s the average distance between you r enterp ri se and other similar enterpri se fa r or near? 
Answer I . If far 

O.Ifnear 

2. 12. Is there homogeneity of member in the enterprise with respect to ethnicity. 
Occupation. income and cul ture?-------- -----------­

Answer I . [f yes 

O. ifno 

2. [ 3. If your to question 2.12 yes-------------

Answer I. If similarity in culture 

2. If simi larity in ethnic ity 

3. If sim ilari ty in occupat ion 

4. If similarity in income 

2.14. Is the living ,Ii stance between yo u and other member of your enterpri se far or near? 
Answer I. If fa r (-------------meter) 

o. if near (----- -------meter) 

2.15. Do you be lieve your group leader plays a prominent role in sc reening, monitoring and 
enforcement with in the group?--------------

Answer I. If yes 

O. If no 

2. 16. How do you select your group leader?-----------------

A nswer I. If the group leader know all member of the gro up before the formation of the 
group 

2. If the group leader li ve for a long per iod of time on the kebele (Admi ni stration 
region) 

3. If the group leader is educated (write hi s educati on status) 

4. If the group leader has more experienced in the enterprise acti vi ties 



2. 17 . Did you visit (supervise) other member of your group 

Answer 1 . I f yes 

O.Ifno 

Section 3. IsslIes Concerni ng Lo~n ~nd Lo~n Rep~yment 

3.1. How much did you recei ve fro m the Gu le le Sub·City Credit and sav ing SC office in 

loan ?----------------

3.2. What was the repayment period/time?------------- -------

3.3. What was the amount of reach loan repayments installment? Birr-------· --------

3.4. Do you think it was largl·. small of enough? Answer I. If large 

2. Small 

3. enough 

3.5. In how many months was the tota l loan wa nted to be fu ll y repaid?-------------- -

3.6. How much interest did yllU pay on the loan ti ll kno w?-------------

3.7. Did you have a beliefth;lI the loan was something that had to be repaid the Gulele 

Sub-city cred it and savillg oftices?- ---- -----

Answer I. If yes 

O. If no 

3.8. How many times did YO ll take loan from Gul ele sub-c ity cred it and sav ing oftice by a 

member of mi~ro enterpri se co-operati ve?------------

3.9. Was the loan yo u recei w enough fo r yo ur planning purposes?-----------­

Answer I. If yes 

O.lfno 

3. 10. What was the amollnt had requested? Birr--------- ------

3. 11 Was it in expectation o f getting another loan that you were repaying the loan a~ per 

con trac t? -- ------------- ---

Answer I. If yes 

O.lfno 

3.1 2. How many months we re you give n to adjust yo urse lf to using the loan before 

Starting the loan repayment?------------- -



3. 13. Was the monthl y repayment period suitablc·'--------- ----­

Answer 1- . I f yes 

O. lf no 

3.14. If yo ur answer to questi on 3. 12 is no a repayme nt period o f how many months di d you 

think was su itable?------------- ----

3.15. Did you rece ive the loan on time?------- ----­

Answer I. If yes 

O.If no 

3. 16. Did you use the loan (o r pa rt of the loan) for other purpose than yo u (at fi rs t) 

Planned ?------------

Answer I. I f yes 

O. If no 

3. 17. If you use the loan partially or full y for othe r purpose, how much did you spend on these 

other purpose? Birr--------- -- ------

Section 4 price and information about usefulness of credit 

4.1. Did yo u get any benefi t because of using Gulele sub-c ity credit and sav ing office loan during 

the period you last took loan?-------- ----------

4.2. Was the price for your product stab le?------------

Answer O. If constant 

I. If decreasing 

2. If increasing 

4.3. What was the trend in the price fo r your prod uct?------------. . 

Answer O. If constant 

I. If decreasing 

2. If increasing 

4.4. Did the loan help you in overcoming your pro blems?----------­

Answer I. 1 f yes 

2. If no 

4.5. Did yo u use record keeping methods and/o r bank accounts?------------ ­

Answer I . I f yes 

2. If no 



Section 5. Supervision and advisory visit 

5. I. Do you bri efl y sta te the major ope rational p ro b le lll you encountered s ince your parti c ipation 

in the credit scheme? (more than one answer co uld be poss ibl e) 

I . In adequate sk)11 4. In adequate worki ng 

2. Luck of working capita l 5. Luck o f ma rke t for your product 

3. Shortage o f input supply 6. Product io n o f s imilar (homogenous) product by 

many o f 

7. Othe r (s pec ify) 

5.2 . How many tillles did people fro l11 Gule le sub-c ity mi c ro enterpri se office that organi ze your 

cooperatives or from the Gule le sub-c ity c redit and saving offi ce cOllle to vis it (adv ise) or 

supervise you r loan utilization?---------- ----

5. 3. Did you go to Gulele sub-city mi cro ente rpri se o ffice or Gulel sub-city credit and sav ing 

office about any of your prob lelll ?---------------

A nswer I . If yes 

O.lfno 

5.4. If your answer to question 5.2 is yes how Illa ny tillles did you go? 

5. 5. If you went to G ulele sub-city c redi t and sav ing o ffi ce or Gule le sub-c ity mi c ro­

Enterpri se o ffi ce were yo u he lped" ------------

Answer 1. I f yes 

O. If no 

5.6. If your answer to questio n 5.5 . is No. and if you had a problem you co uld not sol ve 

with Gu lele sub-city credit and savin g o ffi ce and Gu le le sub-city mi cro enterpri se 

office whom else did you approach. 

5. 7. Did you get training on the group credit befo re receiving the loan?------------­

Answer I. If yes 

O. If no 

., ..... 



Section 6. Income and wealth Information 

6. 1. What is the monthl y income o f your household')---------- -

6.2. Do yo u have yo u own house?------- ----------

Answer I . I f you own house 

O. If you rented 

6.3. How many rooms does the house you li ve in ha ve?------------

6 .4 . W hat is the hC{lIse li ve in. made o f? ----- ---------­

Answer I . If stone/hollow block/bri ck 

O. If mud 

6.5. Do yo u have a toilet?----------- --­

Answer I. If yes 

O. If no 

6.6. Do you have own tap water fac ili ty?-- ------ ---------­

Answer I . If yes 

O. Ifno 

6.7. W hat is the estimated value of yo ur asset (inc lud ing asset for purpose other than yo u 

B usi ness)? ----------------

6.8. How many tin;es do you go or take yo ur children to a doctor or a cli nic per year?-----

6.9. How much do you think were your medical expenses per year? Birr-------- -----------

Section 7 Employment and Production Information 

7. 1. [n how many activities were you engaged whil e using the loan?-------------- -

7.2. What was the major type of activities you were engaged in?--- --------- ----

Answer I . If local drinki ng preparatio n 

2. If food processing 

3. If wood wo rk/meta l work 

4. If textile/garme nt mak ing/tailoring/tannery 

5. If shoe repair 

.6. If agricultura l activi ties 

7. If other 

7.3. How many years of experience do you have in major acti vities business fo r which 

you took the loan?-----------------



7.4 . What type o f labor d id yo u employ'I-------------

Answer 1. If yourself onl y 

2. If yourse l f and mem be rs of yo ur fami Iy 

3. If your se lfand hired labor 

4. If yourse lf, family member and hired labor 

7.5. How many workers did the ente rpri se employ including yourse lf. fam il y member and 

hi red labor~-------------

7.6. What did yo u mostl y use in yo ur production" ----------------­

Answer I . If machine mostl y 

O. Ifhand tool most ly 

7.7. What was the ownership of the too ls of mac hines you were using?-------------­

A nswer I. If your property 

2. If hired 

3. Ifboth hired and your property 

7.8. W hat was the ownershi p of your work shade0 -------------------­

Answer I . If yo ur property 

O. If rented 

7 .9 . If your work shade was rented w ho was the owner~----------------­

Answer I . If kebele 

2 . If pri vate individual 

7. 10. If rented how much was the monthl y rent?-------- --- ------

Section 8 other source of credit 

8.1. Did you have source of cred it other than the Gule1e sub-city credit and/or equb (it could be 

for loan repayment during emergency or for yo u business or for any other purp03e)~ 

Answer LIf yes 

O. Ifno 

8.2. If your answer to question 8.1 is yes please specify your other source of credi t~--- - -- -

8,3. Were you a member on equb(IQU8) during the loan period?------ -- --------

Answer 1. If yes 

. O. If no Thank yo u 



QUESTIONNAIRE FOR GROUP LEADER ONLY 

I. Did yo u know yo ur gro up member befo re fo rming the group?------------------­

A nswer I. If yes 

O. lfno 

2. For how many year did you live together with other member of the group?------

3. Did yo u regularl y visit yo ur group members?----- ---------­

A nswer I. If yes 

O. If no 

4. Was the average living di stance between yo u and yo ur group members far or near?-----

5. Did you get any benefit from being group leade(l-----------­

Answer I. If yes 

O. If no 

6. If your answer for questi on NO.5 yes. Specify the benefit that yo u got------------ --

7. How much was your month ly installment payment (% of income)?-----------

8. Do you briefly state the major functi on yo u have performed since you become group leader? 

I. Chair group meetings 

2. Co llect the install payments from grou p member 

3. Transfer the co ll ected install payme nt to cred it offer 

4. Visit group members regula rl y and l or group related problems 

5. Ca ll for extra gro up meeti ng. 



Annex 3 Correlation Martrix for variables Includes in the final regression 

LRR LA SRP NSV SB HI NI\ PS1A H AB AOS I I' FAL ST LDIlG RGL FL D, DJ 

LRR I 

LA 0.1188 I 

SRP -0.0422 0.0739 I 

NSV 0.04 -0.0787 0.046 1 I 

SB -0.0628 -0.0679 0.0511 -0.0512 I 

HI 0.0 129 0. 14S7 0.0682 0.0479 -0.030 I I 

NAPSIAH 0.2713 0. 1907 -0.0159 0.1429 -0.0017 0.1972 I 

AB -0.2328 -0.1907 -0.0707 -0.0519 -0.1083 -0.1415 -0 .17(,9 I 

AOSI 0. 1634 0. 1108 0. 1026 -0.0303 -0.424 -0 0702 !l .005 I -0 .0-.1 9 I 

ITAL 0.0504 -O,09:;X -0.0185 0.0733 0.0477 -0.1227 -O .O]:l 1 -o.OU} O,() .. C?:9 I 

ST 0.033 0.0 194 0.0874 0.1281 0.0326 0.008 0.0155 0.0435 0.0505 -0.11 36 I 

LDBG 0.2594 IUn(, -0.044 1 0.087 -0.0(,77 0.1215 OJSll5 -O,O95! 0.0773 -0.0794 -0.184 2 I 

RGL -0.0584 0.212 1 0.0 1496 0.1038 0.06 14 -0.0036 -0.02n 0.1719 0.069 U U. 1 2~ -U.0575 I 

FL 0.3664 0.29 19 -0.1415 -0.1754 -0.0456 0.OX52 0.0746 -0.1843 0.093 -0.2254 0. 121 0.0040 0. 1:\ 13 I 

D, 0.077 0.09 19 0.0977 0.01 13 0.056 1 -0.0066 0.0542 -0. 162 0.0756 -0. 1753 (1.{140 I 0. 1283 0.073 0.0694 I 

DJ 0.1487 0.4275 -0.1276 0. 1121 -0.1497 0.2228 0.2755 -0.2424 -0.03 28 0.0554 -0 .0322 0.2067 0.1457 0.1748 -0.445 I 



Annex 3 Correlation Martrix for variables Includes in the final regression 

LRR LA SRP NSV SB HI NAPS JAH All AOS I ITAL ST LDIlG RGI. FL D, Dj 

LRR I 

LA O. 11 88 I 

SRP -0.0422 0.0739 I 

NSV 0.04 -0.0787 0.046 1 1 

SB -0.0628 -0.0679 0.0511 -0.0512 1 

HI 0.0 129 0.1487 0.0682 0.0479 -0.0301 1 

NAPS1AH 0. 2713 0. 1907 -0.0159 0.1429 -0.00 17 0.1972 1 

All -0.2328 -0. 1907 -0.0707 -0.0519 -0.1083 -0.1415 ·() .17()9 1 

A051 0.1634 1). lll18 0.1026 -0.0303 -0.424 -0 07l12 o.()()) [ -O.O-l'J 1 

EFAI. 0.0504 . o. o<):u~ -0.0185 0.0733 0.0477 -0. [217 -002:'\ 1 -(l ,OO} O.o-t29 1 

ST 0.033 0.0 194 0.0874 0.1281 0.0326 0.008 0.0155 0.0435 0.0505 -0.11 36 1 

1.11130 0.2594 1l27.'(, -1l0441 0.08 7 -0.0"77 O. [215 OJ565 -1l .0951 0.0773 -lI.0794 -1l. 1842 1 

RGL -00584 0.2121 0.0 1496 0. 1038 0.06 14 -0.0036 -IJ.02n 0. 1719 0.069 0 0. 128 -U .U5 75 1 

FL 0.3664 0.29 19 -0. 1415 -0.1754 -0.0456 0.OR52 0 .0746 -0 . 1843 0.093 -0.2254 0. 12 1 0.004" O.Dn 1 

D, 0.077 0.0919 0.0977 0.0 11 3 0.0561 -0.0066 1l.0542 -0.162 0.0756 -0. 1753 0.0401 il. I 283 O.OD 0.0694 1 

DJ 0. 1487 0.4275 -0. 1276 O. 1121 -0.1497 0.2228 0.1 755 -0.2424 -0.0328 0.0554 -0.0322 0.2067 0. 14 57 0. 174 8 -0.445 1 
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