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ABSTRACT

This thesis aims at investigating the factors influencing of access to finance & its availability for
Small and Medium Size Enterprises (SMEs) in Nifas-Silk Lafto sub-city, Addis Ababa by using
both survey questionnaire & selected interview methods. The study employs mixed methods
research approach. The quantitative & qualitative aspect of the study is based on survey of 200
SMEs owner, shareholders & employee/managers collected using Yamane Taro’s, 1967
sampling formula & interviewing senior officers from purposively selected five banks & five
MFIs employee at the head office level and the districts located in Nifas-Silk Lafto sub-city,
Addis Ababa; as well as reviewing relevant documents related to accesses to finance in Ethiopia.
The study adopted an explanatory research design. Primary & secondary data source were used.
The research was analyzed using simple correlation & regression analysis, ANOVA &
Descriptive statistics such as frequency, percentage, table & graph. The data gathered via
questionnaire was processed via Statistical Package for Social Sciences (SPSS). The outcome of
a study reveal that firm’s age, manager’s business experience, collateral requirements, firm'’s
business planning & accessibility of information on fund opportunity have a significant
relationship with the accesses to finance & its availability which was supported by different
scholars who were conducted study on the same topic & sub-topics, on the other hand firm’s size
in the contrary to the study hypothesis, the result became it had no relationship with SME’s
access to finance from formal institutions. Furthermore, the result from descriptive statistics
confirmed that except firm’s size, all factors in this research have impact on the accesses t0
finance & its availability. It also revealed that SMEs use their own savings & profit as well as
“equib” as a major source of finance beside banks & MFIs contribution. Having inadequate
collateral, being new/ infant in age of the firm, less experienced manager, weak information
access, & poor business plan were discovered as major obstacles to have loan from Banks &
MFIs. These findings expected to help both parties SMEs as well as financial source providers in
the development of appropriate strategies in filling the gap towards certain mutual benefit on
collateral requirement, business planning & strong information access on finance opportunity

for SMEs that contributes in growth of the nation as well to the economy.

Keywords: Small and Medium Size Enterprises, access to finance, Nifas-Silk Lafto
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CHAPTERI
INTRODUCTION
1.1 Background of the study

In South Africa, SMEs contribute not only to the economy, but also, together with co-operatives,
towards defeating the scourges of unemployment, poverty and inequality (Small Enterprise
Finance Agency (SEFA), 2016). Furthermore, small-scale businesses have been recognized as a
feeder to large-scale industries (Fabayo, 2009). SMEs have also become important urban
economic activities particularly in providing urban employment, in cities and towns of Ethiopia.
In line with the above idea, the Ethiopian government has historically supported the growth of
Micro, Small and Medium Enterprises (MSMES), especially growth-oriented businesses, through
various policy interventions. For instance, the government formulated a national Micro and
Small Enterprises Development and Promotion Strategy in 1997 (revised in 2011) to create an
enabling environment for the sector. Furthermore, SMEs were placed at the heart of the first
industrial policy strategy in 2002. Similarly, within the framework of the government’s 5 year
economic development plans, including PASDEP, GTP | and GTP II, the expansion and
development of SMEs has systematically been a key strategic priority (Assefa, et.al. 2014, and
p.19-31).

Despite the enormous importance of the SME sector to the national economy with regards to job
creation and the alleviation of abject poverty, many of the SMEs are unable to realize their full
potential due to the existence of different factors that inhibit their growth and performance. One
of the leading factors contributing to the unimpressive growth and performance of the enterprises
is limited access to finance (Wolday and Gebrehiwot, 2004). According to a report released by
the World Bank (World Bank, 2015), small firms face greater challenges in obtaining formal
financing than large firms; they are much more likely to be rejected for loans and are less likely
to have external financing due to a lack of collateral and credit history.

There is no universally accepted definition of SMEs because in each economic system every

country has its own classification according to their industrial regulation. To define SMEs, some
1



of the commonly used criteria are the number of employees, value of assets, value of sales and
size of capital or turnover, the capital invested and the total balance sheet (asset, liability and
capital). According to Small-Scale Enterprise Growth Stages Guideline of Ethiopia
(N0.004/2011), the labour used; capital assets without working building and the division of sub-
sector into service and industry are the main criteria. According to this guideline, SMEs are

defined as follows:

e Manufacturing sector for SME uses 5 labor force and 100,000 Br. capital assets.

e Service sector for SME uses 5 labor force and 50,000 Br. capital assets.

e Industry sector for SME uses 6 — 30 labor force and capital assets of between 100,000
and 150,000 Br.

Microfinance Institutions (MFIs) predominantly provide micro credit to micro enterprises while
banks provide loan to medium and large enterprises. Small and medium sized enterprises in
Ethiopia are currently excluded from the banking sector credit due to their size (too small to be
served by banks). Study conducted by (Kefyalew and Jembere, 2016) Microfinance Institutions
revealed that SMEs operators do not access adequate loan for business start-up, a long
bureaucratic procedure to secure the credit and lack flexibility in loan repayment arrangements in
formal lending institutions compared to the informal sources. Moreover, high collateral
requirement the interest rate charged by formal institutions is high to credit access. Hence, Micro
and Small Enterprise operators are forced to use the informal institutions as a source of finance.
While critical problems of the SMEs sector in Addis Ababa include Market-related problems,

Institution-related problems and Financial factor (Admasu, 2016).

In spite of the enormous importance of the small and medium size enterprises (SMES) sector to
the national economy with regards to job creation and the alleviation of abject poverty in
Ethiopia, the sector is facing financial challenges, which impeded its role in the economy
(Gebrehiwot and wolday, 2006). The financing gap to SMEs in Ethiopia can be attributed to both
the demand side and supply side. The demand side has to do more on the characteristics of
enterprises that limit their ability to fulfill the criteria for bank loans leading to financial

limitations. The supply side could be more related to the banking sector reform and the perceived
2



risks by banks to finance SMEs. To this end, this study was significantly contributing its part as
its key to examine constraints on the finance access for SMEs at formal financial sources.

1.2 Statement of the Problem

Access to formal finance is fundamental and still remains a challenge for the growth and survival
of SMEs especially in developing countries like Sub-Saharan African countries including
Ethiopia (Fjose et al., 2010 and beck & Cull, 2014). The study undertaken by Beck & Cull
(2014) in Sub-Saharan African countries to find out what explains access to finance by SMEs in
those countries indicates that small enterprises are around 30% and Medium scale enterprise are

around 14% less likely to have a formal loan than large firms.

The Small and Medium-sized Enterprise (SME) sector performs a significant roles worldwide
(Abor, 2008). The emergence of SMEs sector is recognized widely due to their significant
impacts on economic development (Reynolds 1991; Wright et al., 1998; Jackson et al., 1999;
Lau & Busenitz, 2001). It has been particularly evident that SMEs have contributed significantly
to the economic growth of developed and developing countries. SMEs have a potential
contribution socially and economically by contributing noticeably in job creation, revenue
generation, innovations; also acts as a catalyst for urban and rural area’s growth (Hallberg, 2000;

OECD, 2004; Williams, 2006; Fatoki & Asah, 2011).

In Ethiopia, Small and Medium sized Enterprises (SMEs) have a tremendous potential to
generate employment for the majority of the urban labor force (GFDRE, 2011). The government
revised strategy aims to create an enabling environment for SMEs through putting in place a
national strategy framework and coordinated programmes at Federal, Regional, and Local levels.

Currently, SMEs obtain direct support from the Ethiopian government.

In the research of Adomako et al. (2015), the factors such as company size, company age,
industry, age of director, literacy, working experience and gender can explain the difference in
company growth at the influential level of financing literacy on the relationship of financial
access and growth of company. Kira and He (2012) argue that the characteristics of the company
such as location, industry, size, business information, age, merger and acquisition, and collateral

3



assets affect access to finance of SMEs. The difficulties faced by SMEs in accessing credit
facilities are attributed to their perceived higher risk profile. Lending institutions regard SMEs as
riskier enterprises for a number of reasons which include: uncertain competitive environment,
inadequate accounting systems, more unpredictable operating environment in the developing and
emerging markets, assets not properly registered, delayed payments for the products and services
rendered, less equipped in terms of both human and financial resources to withstand economic
resources (Van Aardt & Fatoki, 2012 cited in International Journal of Scientific and Research
Publications, Volume 4, Issue 12, December 2014 ).

In developing economics including Sub-Saharan Africa, SMEs are typically more credit
constrained than large firms, severely affecting their possibilities to grow (Ayyagari et.al, 2012).
As cited in Osano and Languitone (2016), only 5% of the SMEs in Mozambique are financed
through banking institutions meaning they use other financing lines for both investment and
working capital. Practically many of the SMEs finance their projects through their own funds,
family funds, and friend’s funds due to a number of difficulties in accessing bank financing.
Based on a survey conducted on April 2012 in Kenya, found out those players in this sector are
dissatisfied with access to finance especially from major financial institutions in Kenya. In
general, young firms which do not have adequate managerial and operation experience and those

with inadequate collateral are highly credit constrained.

Dereje (2012) and Feten (2010) are some of the researchers who have carried out studies
touching on accesses to finance in SMEs growth and its challenge. Tarfasa, et al. (2016)
conducted a research to assess the determinants of growth of micro and small enterprises by
using a random sample of 300 enterprises selected from manufacturing, construction, service,
trade and urban agriculture in Addis Ababa. Cherkos et.al (2017) studied significant factors in
micro and small enterprises performance in Amhara region. Leza, Rajan and Kuma (2016)
conducted research with the intention of investigating the key determinants of employment
growth among SMEs, based on interview schedule consisting 352 randomly selected enterprises

in three administrative towns in Wolaita Zone. Significant number of researchers have identified



access to finance is as one of the main factors that affect success and growth of SMEs in Ethiopia
(Admasu, 2012; Brhane, 2010; Gedam, 2010).

Although several have been undertaken that greatly focused on accesses to finance and SMEs,
they have not been conclusive and should be updated to show the current situation. This study
addresses the following respect. The general constraints of SMEs access to finance, investigating
an issue focusing on a general aspect will help to identify the general problem in broader. The
other aspect this study tries to identify factors affecting access to finance both from demand side

and supply side.

This study investigate the factors influencing access to formal finance by SMEs in Nifas-Silk
Lafto sub-city of Addis Ababa both from the demand side and supply side constraints, in order to
set some light on how the problem of access to finance should be addressed. Small firms mainly
borrow funds through the informal financial market, while larger firms obtain funds from the
formal market (Beck et al. 2006 cited in El Said et al. 2013). Improving SMEs’ access to finance
is significantly important in promoting performance and firm productivity (World Bank, 2015).

1.3 Objectives of the Study
1.3.1 General objective
The general objective of the study is to examine the determining factors that affect access to
finance for SMEs in Addis Ababa, the case of Nifas-Silk Lafto Sub-city.

1.3.2 Specific objective

i. To examine the financing needs and financing options of SMEs in Nifas-Silk
Lafto Sub-city, Addis Ababa.

ii. To identify the key constraints of SMEs access to finance.

iii. To identify the drivers and obstacles of banks in financing SMEs.

iv. To examine the extent of banks and MFIs involvement with SME finance.



1.4 Research questions
I. What are the financing needs and financing options of SMEs in Addis Ababa?
Ii. What are the key constraints of SMEs access to finance?
iii. What is the extent of Banks and MFIs involvement with SMES?
iv. What are the drivers & obstacles of banks in financing SMESs?
v. What are the sources of capital to SMEs for expansion, diversification, growth and
working capital?

1.5 Significance of the Study

Small and Medium size Enterprises (SMEs) are a lifeblood of Ethiopian economy in that they are
highly significant in the job creation and the alleviation of abject poverty. The study contribute in
many important areas: it is important to understand the challenges facing SMEs in accessing
credit facilities in Addis Ababa town. The research also expects to benefit various groups of

stakeholders as follows:

For government policy makers, this study will provide useful insights to government policy

makers on the need to have SMEs access credit more easily.

For financial institutions, the development of SMEs and their sustenance is paramount to
economic development and this study will be of great benefit to financial institutions that are

credit averse when it comes to lending money to SMEs.

For potential and existing Investors in SMEs, Other SMEs will find this study very valuable as it
will shed light to existing and potential shed light on the various forms of credit that is available
to them and how they can benefit from it. This study is also important for other stakeholders like
shareholders, employees, etc., as it provides information for suggesting improvement in service

delivery of the respective credit facilities providers in Addis Ababa town.
1.6 Scope of the Study

The scope of the study was restricted to examine the determining factors that affect access to

finance for SMEs in Addis Ababa, the case of Nifas-Silk Lafto Sub-city, using descriptive and
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qualitative research design, and hence, this study was based on quantitative and qualitative
evidence on important variables in order to capture their effects of access to finance and

challenges in SMEs found in the target area.

This research utilizes cross sectional study that all relevant data was collected at a single point in
time & the overall study carried out from July until January 2021. In addition to that, the study
was delimited to the access to formal finance on the demand side as well as the supply part of
SMEs formally registered under sectors such as manufacturing sector, construction sector, trade,

services and urban agriculture.
1.7 Limitation of the study

Because of time and financial constraints, the area coverage of this study was delimited to SMEs
found in Nifas-Silk Lafto Sub-city, Addis Ababa. The population for the study majorly limited to
one of the sub-city in Addis Ababa this was mainly because of enormous presence of SMESs in
the country. The main challenge the researcher encountered in this research was lack of proper
documentation of the operating SMEs in Addis Ababa. This research also limited to reach large
number of professionals to grant us interview with respondents since the interviews were
conducted during the early outbreak of COVID- 19 throughout the world. The study faced a
challenge in obtaining in-debth information dueto unwillingness of some respondents to give in-
depth information or lack of sincerity as a result of the overburden of senior professionals with

their usual business activity.
1.8 Definition of key operational terms
Enterprise: A unit of economic organization, which is engaged in the manufacturing of goods.

Service sector: Sectors including retail trades, transport, hotels and tourism, information

technology & maintenance services.

Industrial sector: Sectors including manufacturing, construction and mining.



Manufacturing: A term used to describe textile and garment, leather & leather products, food
processing & beverage, metal works & engineering, wood works including furniture, traditional
handicrafts and jewelries, agro processing, construction materials production.

Construction: A term used to describe contracting, sub-contracting, cobble stone works, sub-

contracting for infrastructure construction.
Mining: A term used to describe local mining works & precious stones.

Trading: A term used to describe wholesale of local products, retail trade of local products, raw

material supply.

Enterprise Performance: For the purpose of this research performance can be defined as the

firm*s ability to create acceptable outcomes and actions (Eniola & Entebang, 2015).
Productivity: An increase on the amount of production SMEs produce.
Credit service: Loan given to SMEs by bank and microfinance institutions.

1.9 Organization of the study

This study was organized in five chapters. Chapter one deals with background of the study,
statement of the problem, research objectives, significance of the study, scope of the study,
definition of key operational terms and organization of the study. Chapter two focus on the
literature reviews in which the theoretical and empirical findings discussed. Chapter three deals
with research methodology including the research approach &design, sample size & sampling
techniques, data collection instrument & procedure, Ethical issues & measurement reliability of
instruments and data analysis parts. The fourth chapter is about data analysis and interpretation
in which all the findings are discussed in details; the last & the fifth chapter deal with the

summary, conclusion and recommendation of the findings.



CHAPTER II
LITERATURE REVIEW

2.1 Theoretical Literature Review
2.1.1 Definition of Small and Medium Enterprise (SME)
Definitions of SMEs often vary by country and are usually based on the number of employees,
the annual turnover or the value of assets of enterprises. Typically micro-enterprises are defined
as enterprises with up to 10 employees, small enterprise as those that have 10 to 100 employees,
and medium-sized enterprises as those with 100 to 250 employees. In general according to the
International Labor Office (ILO) Geneva the definition of SME that is used is any enterprise

with fewer than 250 employees.

The abbreviation "SME" is used in the European Union and by international organizations such
as the World Bank, the United Nations and the World Trade Organization (WTO), etc. Small
enterprises outnumber large companies by a wide margin and also employ many more people.
SMEs are also said to be responsible for driving innovation and competition in many economic
sector. The main factors determining whether a company is an SME are: Number of employees
and either turnover or balance sheet total.

Since then the heterogeneity of SME definitions has hardly softened. An acute issue in the
literature is the terminology used for the category of businesses that do not fall into the field of
large enterprises. One part refers to them as small businesses; others use the concept of small and
medium enterprises, while some refer to them as micro, small and medium enterprises. Although
referring to the same class of business, the definitions differ in the degree of involvement of
these businesses in the generic name. However, these concepts can be used interchangeably and
can be understood if an author or an institution shows preference for any of them. Differences in
SME definition extend in three flanks: definitions by international institutions, definitions by

national laws and by industry definitions.

Despite the lack of universality of the definition and the lack of alignment in the criteria, the

importance of SMEs definition is inalienable. The definition of small and medium enterprises is
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important and useful in many ways such as in the preparation of statistics and the monitoring of
the health of the sector over time; in benchmarking against other economies and between regions
within an economy; in providing arbitrary thresholds for imposition of tax or other regulations;
in determining eligibility for particular forms of public support (UNIDO, OECD, 2004). Small
and medium enterprises are named by adjectives indicating size, thus economists tend to divide

them into classes according to some quantitative measurable indicators.

The most common criterion to distinguish between large and small businesses is the number of
employees (Hatem 2011). One of the first attempts to provide a definition of SMEs is that of the
Bolton Report 1971 (Carter and Jones-Evans 2006). This report suggests two approaches to the

definition: quantitative approach and qualitative approach.

Academics, policymakers, international institutions and statistical agencies mainly apply
quantitative criteria in defining SMEs. European Commission promotes “the criterion of the
number of staff as the main criterion, however, introducing a financial criterion is nonetheless a
necessary adjunct in order to grasp the real scale and performance of an enterprise and its
position compared to its competitors” (European Commission 2003, item 4). European
Commission through a guide determines the criteria for defining enterprises: number of
employees, annual turnover and annual balance sheet (European Commission 2005). It is
determined that meeting the criteria of the number of employees is mandatory, while filling
another from the two financial criteria is a choice of the enterprise. The definition of SMEs that

came into effect in European Commission from 1 January 2005 is shown in the following table.

Table 2.1: Definition of Small & Medium Enterprises with European Union

Enterprise Headcount Annual | Annual Turnover Or | Annual Balance sheet
Category Work Unit (AWU) total

Medium-sized | <250 <€ 50 Million Or | <€ 50 Million
Small-sized <50 <€ 10 Million Or | <€ 10 Million
Micro-sized <10 <€ 2 Million Or | <€2 Million

(Source: European Commission, 2005)
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The World Bank uses three quantitative criteria for defining SMEs: number of employees, total
assets in U.S. dollars and annual sales in U.S. dollars (IEG 2008). A business must meet the
quantitative criteria of number of employees and at least one financial criterion to be categorized

as micro, small or medium business.

Table 2.1: Definition of Small & Medium Enterprises by World Bank Standard

Enterprise | Number of | Total assets Or | Total annual sales
Indicators | Employees
Medium >50; <300 |>$3,000,000; <$15,000,000 | Or | >$ 3,000,000; < $ 15,000,000
Small >10; <50 >$ 100,000; < $3,000,000 Or | >$ 100,000; < $ 3,000,000
Micro <10 <$ 100,000 Or | £§$ 100,000

(Source: Independent Evaluation Group, 2008)

If we compare the two criteria, “approximations” are observed in quantitative criteria of number
of employees, with the exception that the World Bank raises the upper threshold for medium-

sized businesses to 300 workers.

Inconsistencies are most pronounced in financial criteria. Besides differences in denomination
(EUR/USD) which is understandable, financial criteria used are quite different. While the EU
uses the criteria of annual turnover and balance sheet total, WB uses the criteria of total assets
and total annual sales. Financial criteria of the two institutions have no basis of comparability;

moreover there are substantial differences in definition.

World Bank criteria seize more minimalist thresholds than the European Union. While for the
EU has a micro business has a turnover of up to two million Euros, for WB it must not exceed
annual sales of up to one hundred thousand dollars. EU sets maximum threshold of fifty million
Euros to distinguish medium businesses from large ones, while WB sets it to only fifteen million
dollars for the two financial criteria. Although being the most common criterion in the definition,
the number of employees has many variances indifferent sources of SME statistical reporting.

The largest number of sources defines SMEs to have a cut-off range of 0-250 employees
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(Ayyagari et al.: 2003). Among all SME definitions, the one most implemented in SME studies

is that of the European Union.

Table 2.2: Distribution of firms by number of employees in different countries

Countries Micro Small Medium SME Large
EU Countries 1-9 10-49 50-249 1-249 250+
Australia 0-9 10-49 50-199 0-199 200+
Canada 0-9 10-49 50-499 0-499 500+
Japan 4-9 10-49 50-249 1-249 250+
Korea 5-9 10-49 50-199 5-199 200+
Mexico 0-10 11-50 51-250 1-250 251+
Turkey 1-19 20-49 50-249 1-249 250+
United State 1-9 10-99 100-499 1-499 500+

(Source: OECD, 2010)

2.1.2 Definition of SMEs in Ethiopia

According to the new Small & Micro Enterprise Development Strategy of Ethiopia (Published

2011) the working definition of SMEs is based on capital and Labor.

Table 2.3: Description of Small & Medium Enterprises by the Ethiopian SME Agency

No. | Enterprise Level | Sector Hired Labor | Capital

1. | Micro Industry <5 $ 6000 or £4400 or < Birr 100,000
Service <5 $ 3000 or £2200 or < Birr 50,000

2. | Small Industry 6-30 $ 9,000 or £6,600 or < Birr 150,000
Service 6-30 $ 30,000 or £22,000 or< Birr 500,000

(Source: Federal SMESs)
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2.2 Access to finance for SMEs

For SMEs, there are two external financing that are mostly important for financing the
businesses. The first is the equity financing which is provided in form of venture capital and
available for new small businesses (Deakins, 2008). However, due to lack of equity financing,
the small businesses go after debt financing that is mostly provided by the banks and non-
banking institutions. Indeed, access of debt financing is very limited especially for SMEs due to

the requirements for the provision of debt (Deakins, 2008).

2.2.1 Equity financing

The equity financing method refers to the extent to which the company issues a certain portion of
shares of its stock and in return receives money. Depending on how the SMEs raise the equity
capital, the debtors have to relinquish a certain portion of the business often 25 to 75 % of the
business (Cavas and Haan, 2006). Gomes et al. (2006) pointed out that equity financing is a
method for raising funds for any investments. In this context, equities are issued in the form of
common stocks which gives a claim to share in the net incomes after expenses and taxes. Equity
holders are paid periodically in form of dividends and can be considered as a long-term security

as there is no maturity date.

The Cruickshank Commission of UK highlighted that intervention of the government in the past
meant to stimulate the provision of debt finances had be misdirected. However, intervention of
public policy has to be reoriented away from debt financing, in order to put in place and
emphasize initiatives that help to facilitate the provision of equity financing to small businesses.
The national government should then support the expansion and establishment of venture capital
funds. According to Cruickshank Commission, there are a number of results of the market failure
in the provision of SMEs’ equity financing. These includes insufficient SME risk capital being
available to SME sector, mainly to high growth potential SMEs and illiquid equity market for

small firm sectors (Falkena et al., 2001).
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2.2.2 Debt financing

Debt financing refers to the case where companies get finance products in a form of loan from
lending institutions and give their promise to repay back at a given period of time and interest
rate (Cooper and Ejarque, 2003). Furthermore, debt financing is the most common instrument
used in the financial market for obtaining funds for investments and to finance new businesses
including SMEs. This involves an agreement between the lenders and the borrowers, concerning
the fixed interest rate to be paid for the loan in a given period of time. The maturity date of a debt
of less than 1 year is considered as a short-term debt and more than a year is considered as the
long-term debt (Mahembe, 2011). Debt financing includes, therefore, the secured loans which
involve the collateral requirements for securing bank financing. When the SMEs default on the
loan commitments, banks usually rely on collateral to recover the money invested in a particular
business (Falkena et al, 2001).

In the case of unsecured loans, the lender provides loans taking into account the borrower’s
reputation. Loans of this kind are usually short term and the rate of interest is often high (Cole,
2003). Most of the lenders are more unlikely to provide unsecured loans to the small businesses
unless there was a lot of businesses that were made in the past between the borrower and the

lender, otherwise the lender will still insist that the borrower provide collateral for the loans.

2.3 Financial Source Providers for SMEs

As indicated by (Cook and Nixson, 2000), some of the types of formal financial institutions

include,

» Commercial banks: banks with a full banking license. Majority state-owned banks are
included in this category when they perform a broad set of retail banking functions.

» Cooperatives: institutions with a mutual ownership structure, including credit unions.

» Specialized state financial institutions: specialized financial institutions fully owned by
the state or extensions of the government whose main purpose is to lend in support of

economic development or to provide savings, payment, and deposit services to the public.
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This group includes postal banks, government savings banks, small and medium-size
enterprise lending facilities, agricultural banks, and development banks.

» Microfinance Institutions: financial institutions whose primary business model is to
lend to and possibly take deposits from the poor.

2.4 Barriers to formal finance: financial institution perspective

What drives the difference in access to finance between small, medium, and large firms? Risk
management policies and practices of banks are meant to prevent default and ensure loan
repayment. A prudent lender will prefer not to extend loans, even at higher interest rates, if it is
unsure of the real costs, the risks or the expected return. Risk and return are positively related:
the higher the risk (of lending to a SME, for example), the higher the return that will be
demanded by the lender. There is a point, however, where the risk is so high (the probability of
repayment so low), that no target return justifies the loan (Mishkin & Eakins, 2006; and ITC
2009). According to ITC report (2009), many financial institutions are reluctant to look SMEs as
a preferred borrower and a few reasons for unwillingness to lend for those enterprises are high
transaction costs, imperfect information, high default risk of SMEs, and limited collateral.

2.4.1 High transaction cost

Mainly transaction costs are costs incurred to assess credit, process and monitor loans.
Transaction costs are directly related to profitability. The higher the cost of processing a
transaction, the lower is the return. The totality of costs, including transaction costs, incurred by
banks drives a wedge between the funding cost (deposit rates) and the lending rate banks charge
borrowers. The higher these transaction costs, the higher will be the cost of borrowing for
businesses. In turn, the higher will be the probability that some set of borrowers will face
restrictions on access to funding. The competition for capital within financial services firms
contributes to the cost profit- access dynamic that is so challenging for SMEs (ITC, 2009
Mishkin & Eakins, 2006; and Howells & Bain, 2007).

SME loans are high-cost lending transactions because they are typically small, compared to loans

to big firms. Compounding the problem, SME loans are often more time consuming to assess,
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monitor and manage. Many bankers perceive that small businesses require much more advisory

support — handholding — than mid-market or large corporate clients (ITC, 2009).

2.4.2 Imperfect information

The lack of public information and credit histories, particularly in countries where credit bureaus
do not exist, adds to the difficulty banks have distinguishing SMEs with really good potential
from those that only appear so. As a result, banks tend to either reject SMEs with good prospects
or put all SMEs in the same lot, charging high interest rates to all, thereby discouraging the good
ones (ITC, 2009).

2.4.3 High default risk of SMEs

Bank outreach to SMEs is also constrained by default risk. Banks generally do not lend to
whoever would be willing to pay higher interest rates because doing so would attract riskier
borrowers with higher default probability. One way for banks to circumvent the asymmetric
information problem is to screen out borrowers through non-interest rate devices such requiring
collateral or demonstrated capability based on audited financial information (Mishkin & Eakins,
2006; Howells & Bain, 2007; and ITC, 2009).

2.4.4 Limited collateral

Collateral — security in the form of assets — is a way for banks to recover money in the event of
default. Without adequate collateral, banks have limited or no ways to protect their loaned assets.
SMEs’ lack of collateral is another dissuasive factor for financial institutions. Even if collateral
is available, in countries where there is no reliable registry for mortgages, liens and other
encumbrances, the quality of the collateral may not be what it seems because it might have
already been pledged for other loans. Legal systems in countries where it is difficult for banks to
enforce rights to collateral also contribute to bank caution in SME lending (ITC, 2009; Mishkin
& Eakins, 2006; and Howells & Bain, 2007).
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2.5 Barriers to formal finance: SMEs perspective

In the previous section, difficulties raised in providing financing from the financial institution
perspective as; small loans are more costly to monitor and administer, SMEs are diverse and
more opaque than large firms, thus their risk profile is less favorable, and with limited collateral,
their ability to offset higher levels of risk with security for the bank is very limited. In addition to

these challenges, SMEs, by their own actions, can compound the problem.

SMEs often fail to address the concerns of lenders; their behaviors’ can inadvertently reinforce
those concerns and perpetuate restricted access to financing. For instance the study by Brhane,
(2014) presents inadequate loan size, high interest rate, poor bookkeeping system, information
gap about finance, tendency of group collateral requirements, fear of business failure, short term
duration, failure to disburse loan timely, and inconvenient loan as discouraging factors for access
to finance by SMEs.

2.6 Small and Medium Enterprises in Ethiopia

Based on the report obtained from National Bank of Ethiopia from 2008/09 to 2014/15, it is
revealed that the number of newly established SMEs, employments generated and the loans
granted to these enterprises have increased from time to time except reduction recorded in
2010/11. The new SMEs establishment has grown from 73,775 in 2008/09 to 271,519. The
employment creation data also reveals that 530,417 people have got job from 73,775 established
enterprises in 2008/09 and 2.8 million are employed from 271,519 enterprises established in
2014/15.

Regarding disbursement of loan, the government has done a good job as 271,519 SMEs have got
a total loan of 6.5 billion Birr in 2014/15. After the year, the new enterprise establishment has
slightly increased till it reached 77,415 in 2012/13. But after this year forward, the establishment
increased at an alarming rate and reached to 271,519 in 2014/15. Though the government has
focused on establishment of new enterprises, those enterprises could not transform to the next

level as the consolidation strategy was deemed leaved out with less focus.
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2.6.1 Small and Medium Enterprise Development Strategy

Enterprise promotion efforts in Ethiopia have traditionally focused on urban based and SMEs. In
the 1960s and early 1970s, a department within the Ministry of Industry and Tourism was
responsible for coordinating promotion activities which basically consisted of providing training
on business management (United Nations, 2002:101-103).

2.6.2 The Implementation Structure of the Strategy

The two most important institutions that are directly involved in the promotion of SMEs are
MOTI and the newly established MSEDA. The latter is envisaged to operate the federal and
regional level of government (MOT], 1997:8-27).

2.6.3 The Federal Small and Medium Enterprises Development Agency

To further ensure the proper institutional coordination for SME support functions, the
government created the new Federal SMEs in 1998. In addressing above objectives, SMEs is
expected to provide support to the Regional SMEs.

The SME has been established as an autonomous government institution having its own legal
identity and run by a board of management which includes representatives of the private sector.
Private sector participation in the management of enterprise promotion agency is a new approach
in Ethiopia. The SMEs is directly accountable to the MOTI. In 2000, the regional governments
also provided for the establishment of FSMEs to provide extension services to SMEs at the

regional, zonal and woreda level. The MOTI through FSMEs provides institutional support.

2.7 TFactors Determine Firm’s Access to finance from Formal institutions

This study specifically tries to prove the finding of different researchers on their respective study
areas located all over the worlds with the context of the target study areas of Nifas-Silk Lafto
sub-city, Addis Ababa. Previous studies conducted in different study area supports a positive
relationship/ strong associations between factors endogenous to SMEs, such as firm’s and
owner’s characteristics (size, age, economic activities, legal status, etc.) and their accessibility to

external financing and loan repayment capacity.
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The study entails various research methods which are useful in order to explain the relationship
between dependent and independent variables. This study examine in detail about the influence
of explanatory variable on the access to formal finance from the supply side as well as the

demand side analysis.

I. Firm’s characteristic (Age & Size of Small & Medium Enterprises)
» Age of SMEs
According to Martin and Daniel (2013), firm age was found to play a role in firms’ access to
finance. More specifically, firms that are older were found to have more access to finance. The
older and established firms have higher accessibility to bank loans in comparison to younger and
new firms. The theory of information asymmetry induces the pecking order theory/POT
financing behavior particularly in new SMEs. Younger firms are associated with high
information opacity and loan repayment uncertainty rendering him risky. These factors make it
more difficult for younger firms to access external financing. Due to inadequate tangible assets
and a financial record in the market, the smaller firms within the SME sector offered fewer loans
by the banks. Hence, there is a positive relationship between the firm age and loan accessibility
whereby, older firms characterized by a higher proportion of debt in their capital structure, in

comparison with younger or new firms, (Caneghem & Campenhout, 2012).

» Size of SMEs
Studying firms financing and capital structure using a sample consisted of 292 Australian firms,
Cassar (2004) concluded that the “larger” small firms are, the more they rely on long-term debt
and external financing, including bank loans. This is consistent with Storey (1994) who found
that in the case of SMEs, the owner—-manager’s personal savings are more important as a source
of funds during the start-up stage than outside finance such as loans and overdrafts from banks.
From another angle, the extent to which firm size can impact the availability of finance to the
firm was measured by Petersen and Rajan (1994). They argued that as firms grow, they develop
a greater ability to enlarge the circle of banks from which they can borrow. They then provided
evidence that firms dealing with multiple banks and credit institutions are nearly twice as large

as those with only one bank.
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i. Collateral requirements

Collateral Requirements, Collateral refers to the extent to which assets are committed by
borrowers to a lender as security for debt payment (Gitman, 2003). The security assets should be
used to recover the principal in case of default. SMEs in particular provide security in form of
properties (houses, the businesses, the car, and anything that could actually bring back the
principal) in case of default on loans (Garrett, 2009). Security for loans must actually be capable
of being sold under the normal conditions of the market, at a fair market value and also with
reasonable promptness. However, in most banks & MFlIs, in order to finance SMEs and to accept
loan proposals, the collateral must be 100 % or more, equal to the amount of credit extension or
finance product (Mullei and Bokea, 2000).

It is evident that most SMEs are denied and discriminated by the lenders in providing financing.
This is because of high risk and for not having adequate resources to provide as collateral
(Kihimbo et al. 2012).

Iii. Inadequate flow of information
The flow of information in the financial market is crucial for both SMEs and financial providers
(Falkena et al. 2001). In order for SMEs to identify potential supplier of financial services, they
require enough information. The financial institutions require information to enable them to
evaluate the potential risks associated with the SMEs that apply for bank financing and also to
access the location where the same SMEs will be operating and its market segments (Othieno,
2010). Information is concerned with awareness of financing opportunities by SMEs. This infers
that availability of information is essential in creating awareness of fund opportunities to both the

financial source providers and the SMEs.
2 Feasibility of firm’s Business Plan

Business planning, A business plan is a formal document that submitted by entrepreneurs to a
bank or any other financial institution in order to gain a financial support. A business plan is a
detailed study of an organization’s activities. It indicates the organization’s previous state of

conditions, its current status and future objectives that it aims to achieve (Ward, 1987; Philip,
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1999). Romano et al. (2001) stated that business planning consists of three variables; namely a

business plan, a formal strategic long-term plan, and a formal management structure.

Lack of business planning will invariably lead to information opacity. This situation may hinder
the firm’s accessibility to external finance (Fabowale et al., 1994; Berger & Udell, 1998; Rozali
et al., 2006; Nguyen & Ramachandran, 2006). Regular and accurate financial reports and
statements which portray the overall business performance including its ability to repay the loan
and prepare good financial forecasts (Coleman & Carsky, 1999) can significantly minimize the

opacity of information.

V. Experience of the firm’s manager

Firm’s manager/ owner experience is a great concern for SMEs to access finance from the formal
financial institutions, along with education, experience is an indication of the firm’s human
capital. Business experience is simply the number of years that an owner-manager has been
managing or owning a business. Previous business experience was found to have a positive
(though not always significant) impact on the willingness of SMEs’ owner-managers to seek
external funding (Sena, Scott and Roper, 2012). Zhang (2008) found that owner managers who
run businesses for long are more likely to choose formal financing. Cole (1998) concluded that
the experience of SMEs’ owner-managers enhances the availability of bank credit.

Moreover, Wu, Song and Zeng (2008) postulated that owner-managers with a greater level of
business experience have higher probability to take advantage of bank financing. Likewise,
Scherr, Sugrue and Ward (1993) concluded that SMEs’ owner manager’s experience may

increase bank loans availability.

2.8 Relevant Theories & Models in Small & Medium Enterprises (SMES)

Theories are formulated to explain, predict, and understand phenomena and, in many cases, to
challenge and extend existing knowledge within the limits of critical bounding assumptions. The
theoretical framework is the structure that can hold or support a theory of a research study. Here
are some of the assumptions which can hold or support a theory of a research which is gathered

from different books. Prior to empirical the section reviews three theories which show credit

21



access can be influenced by several factors has been evaluated. The Structuralist Theory deals
with the promotion of the change of countries ideology from traditional (Banks) ways of
financing the SMEs to more advanced sectors who can nearly provide finance for these sectors,
The Classical & the Modern theory states that there is a positive correlation between the poverty
and importance of SMEs in developing economies. The theories emphases that the government
of developing countries not to neglect these sectors in assisting to fill their operational and

management gaps.

2.8.1 The Structuralist Theory

One of the prescriptions of the structuralist paradigm was that countries change their institutional
structures. The structuralist theory argues that, traditional structures are not effective enough to
provide financial and non-financial services to SMEs. That is, traditional structures such as
banks are not able to provide sufficient financial support to SMEs, due to their lack of collateral.
In the structuralist paradigm, development has to include the expansion of new technology and
methods of production in order to eliminate the gap between the most advanced sectors of the
economy and those that lag behind (Contreras, 2004). The goal is to have an economy where the
total output, is divided equally among all of the country‘s economic sectors. Structuralists state
that the government has a role to play in developing their people. For instance, the government
has to assist the neglected sectors in accessing loans from financial institutions (Mago & Toro,
2013).

2.8.2 The Classical Theory

States that poverty and the importance of SMEs development correlate positively. In the course
of rapid economic development, the economic share of SMEs declined; while those of large and
medium enterprises dominate the economy. In other words, the higher the proportion of people
living in poverty, the more will be the contribution of SMEs in reducing poverty. This theory
however, is criticized for neglecting the economic growth of SMEs through networking and
clustering, agglomeration. It only focused on the relationship between levels of income and the
growth of SMEs. Because of these short coming of the theory, the modern view was developed

in 1980s.
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2.8.3 The Modern Theory

The theory postulates that the major reason for the emergence of the notion of flexible
specialization was the long debate of how to interpret the new global pattern of production
caused by globalization forces and industrial restructuring. Global production had transformed
from mass to individual production system and flexible specialization is the result of this debate.

Hence, according to Tambunan (2006) the modern theory has three characteristics:

v Flexible and Specialization - firms in the community form part of a bounded community
which outsiders are largely excluded.

v" High level of competitive innovation -there is a continuous pressure on firms in the
community to promote innovation in order to keep an edge of their competitors, and

v" High level of cooperation -there is a limited competition among firms in the community

over wages and working conditions encouraging greater cooperation among them.

In general, according to Tambunan (2006), the flexible specialization on SMEs states those
SMEs grow faster than large enterprises with the process and are important source of invention,
efficiency and innovation. They are also capable of standing the competition with large
enterprises. Hence, in the courses of development, the economic share of SMEs increases or in
other words, SMEs contribute a lot for poverty alleviation; while, it declines in the classical

theories.

2.9 Empirical Review

Due to the sensitive and competitive nature of the banking sector, where obtaining information
on lending practices may break business confidentiality, supply side studies especially on bank
finance compared to studies into other forms of SMEs finance are relatively rare (Deakins et al.
2008). Since banks are not able to control all actions of borrowers due to imperfect and costly
information, they formulate the terms of the loan contracts in such a way as to reduce the risks
associated with borrowing. In the absence of sufficient financial information especially in

developing countries like Africa where there are no credit bureaus, banks generally rely on high
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collateral values, which according to bank reduces the risks associated with the problems of
adverse selection and moral hazards resulting from imperfect information (Nott, 2003).

According to this argument, it is clear that banks try to mitigate the lending risks through a
capital gearing approach instead of focusing on the future income potential of SMEs. Therefore,
collateral has become essential prerequisite to access bank loans (Africa Practice, 2005). Another
way in which banks react to the market imperfection is by reducing the maturity of their

outstanding loans.

Shorter loans allow banks to monitor more frequently the firms’ performance and, if necessary,
vary the terms of the contracts before losses have accumulated (Herndndez-canovas and Koéter
Kant, 2008). Consequently bank financing to SMEs in Africa is less significant and more of
short term than other developing countries (Martinez Peria, 2009). Small and Medium
Enterprises in Africa are less likely to take loans from financial institutions than in any other
developing regions; but many of firm and country level covariates explaining access to finance
remain the same inside and outside Africa (Beck and Cull, 2014). Bank loans devoted to SMEs
in Africa average only 5.4 percent while in other developing countries it amounted around 13.1
percent. And bank lending to such enterprises are costly compared to other developing countries.
Fees charged on SME loans in Africa are almost twice as high as in other developing economies
(Martinez Peria, 2009).

The demand side studies suggest that, whilst overall the majority of SMEs appear not to have
difficulties obtaining external finance, there is evidence to indicate that a number of groups and
sectors do face distinct challenges in accessing finance (Deakins et al., 2008). Some related
studies are conducted by different researchers in different countries. The aim of this study was
focused on analyses factors influencing access to formal finance and its availability for Small
and Medium Enterprise. A recent World Bank study on SMEs estimated the number of SMEs in
Ethiopia to be 800,000 up until 2016; found that financing was a key constraint to job creation
and growth. According to Wanjohi & Mugure (2008), lack of access to credit facilities is almost
universally indicated as key problem for small and micro enterprises. In most cases, even where

credit is available mainly through banks, the entrepreneurs may lack freedom of choice because
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the banks’ lending conditions may force the purchase of heavy, immovable equipment that can

serve as collateral for the bank.

Credit constraints operate in variety of ways in Kenya where undeveloped capital market forces
entrepreneurs to rely on self-financing or borrowing from friends and relatives. Lack of access to
long-term credit for micro, small and medium enterprise forces them to rely on high cost short
term finance. A study conducted by Jane Anne Wangui, et.al (2014), study revealed that the key
challenges hindering micro and small enterprises in Kangemi-Harambee Market in Nairobi City
Kenya from accessing credit facilities to be high cost of repayment, strict collateral requirements,
unwillingness of people to act as guarantors, high credit facilities’ processing fees and short
repayment period. Similarly Gabriel (2011), in his study conducted Westland division, Kenya
finds that the size and age of the firm, financial characteristics and the business skills that the

entrepreneur has; were found to have an influence in accessing funds.

Furthermore, a study by Fetene (2010) shows that Ethiopian small business is lagging behind
every other sector. Their growth is sluggish, marketability of their product is limited because of
quality, competition, lack of market (deficient in place to market their product), the access that
they have for input was limited and expensive input price and their access as well as use of
finance is extremely limited. He also added that only limited number of small business had
practice of accessing external loan. In the past twelve months only 41% of the total small
business on which the research was conducted had accessed credit and of these businesses 48%

indicated the credit has increased and 37% mentioned the debt to asset has decreased.

With similar issues the study conducted by Mulugeta (2011), the critical problems of SMEs has
recognized and classified in to market-related problems, which are caused by poor market
linkage and poor promotional efforts; institution-related problems including bureaucratic
bottlenecks, weak institutional capacity, lack of awareness, failure to abide policies, regulations,
rules, directives, absence of training to executives, and poor monitoring and follow-up; operator-
related shortcomings like developing a dependency tradition, extravagant and wasting behavior,
and lack of vision and commitment from the side of the operators; SME-related challenges

including lack of selling place, weak accounting and record keeping, lack of experience sharing,
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and lack of cooperation within and among the SMEs and finally society-related problems such as
its distorted attitude about the operators themselves and their products.

According to the study conducted by Brehanu and Mesfin (2015), Micro and small enterprise in
Dilla town has inadequacy of finance when starting and operating the projects. The formal
financial institutions have not been able to meet the credit needs of the SMEs because SMEs are
not able to fulfill the requirements such as business plan, governance systems, collateral and
other accountability issues which are related to business risk management. As cited in Hagos,
Yared Haftay (2012), Eshetu and Mammo (2009, 15) states that, “commercial banks are reluctant
to lend small amount of money to small business because the cost of administering the loan
exceed the benefit accrued to them.” This shows that banks are not inclined to develop an
innovative and systematic approach that minimizes risk and administrative cost to serve the

sector.

On the other study conducted by Selamawit, et.al (2014), concludes that the major source of
startup finance and also working capital is own savings. The major source of credit for startup on
the other hand is family and friends followed by microfinance and “equib”. The findings of Mulu
(2007) also indicate that banks and MFIs do not seem to support SMEs Expansion. Due to this
85% of the respondents have never received credit from these formal sources. The availability of
other informal sources of finance, however, affects growth positively and significantly. This
shows that in the absence of formal source of credit, informal networks appear more appealing
for SMEs. Hence, firms with Better network to borrow from informal sources such as, relatives,

friends, and suppliers better loosen credit constraints, and grow faster.

2.10 Conceptual framework of the study

Conceptual framework is used to make conceptual distinctions and organize ideas. In fact, it can
be defined as a way ideas are organized to achieve a research project‘s purpose. The conceptual
framework of this study shows the major determinants of access to finance in Small & Medium
Enterprises (SMEs). It was built on the extensive literature review has integrated the factors

causing SMEs financing access from the perspectives of both SMEs and the financial institution.
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Determining variables classified into Independent and Dependent variables. Summarizing the

results from numerous studies Personal characteristics of owner manager and firm characteristics

relate with credit provider significantly determine access to formal finance for Small and

Medium Sized Enterprises.

Owner-manager personal characteristics include age, and business; and firm characteristics

include firm’s age & size, owning assets for collateral, firm’s preparation & use of business plan

and firm’s easy access to information on fund opportunities. To align the conceptual framework

with the research objectives, the framework shows owner-manager characteristics and firm

characteristics as another independent variable and access to finance as a dependent variable.

The relationship of independent and dependent variables can be expressed and shown in the

figure below:

Figure 2.1: Conceptual framework of the study

Independent Variables

Dependent Variable

Measurement of Indicators

Firm’s Characteristics (Firm’s

Age & Size)

Collateral Requirements

Availability of Information on

Funding Sources

Feasibility of Business Plan

Firm Manager’s Experience

SME Access to
finance
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2.11 Research Hypotheses

The research hypotheses were constructed from other studies which have been conducted in
different aspects on SMEs to attain the objective of this study. The main aim of the following
hypotheses is to tackle objective of this research and to fill an existing financing gap on SMEs.
Based on an extensive literature review and an effort to identify determinants of access to

finance in Small & Medium Enterprises (SMESs), the following hypotheses have been developed.
Hypothesis 1: Age of the firm’s has a positive effect on the firm’s access to finance.

Young ventures at start-up levels may not have the level of expertise and success history
required. Klapper et al. (2010) found that young firms (less than four years) rely more on internal
financing than bank financing. Similarly, Woldie, et al. (2012) in Tanzania observed that firms at
start-ups and less than five years depended more on informal financing sources. Using data from
African countries, Beck and Cull (2014) showed that older firms are more likely to have a formal
loan than their younger counterparts. It is generally expensive and difficult for new firms to
acquire bank financing, mainly due to the information asymmetry problem and high collateral
requirements (Ngoc et al. 2009). According to Martin and Daniel (2013), firm age was found to

play a role in firms’ access to finance.

Firms’ sources of finance change over time. For instance, a firm may start as a family owned
business, by using its internal financing sources such as personal savings and family finance.
Subsequently, it will then grow to obtain funds from its suppliers. When it has well established a
good business track record, developed accounting systems and established a legal identity, it may

be able to obtain loans from banks. Therefore, it is worth investigating the firm age.
Hypothesis 2: Size of the firm’s has a positive effect on the access to finance.

Firm size is one of the most important variables in literature related to access to credit. This was
true for both developed as well as developing countries. Numerous studies have discussed that
small and medium-sized enterprises are financially more constrained than large firms (Carpenter

and Petersen, 2002). Firstly, the small firms are faced with information opacity such as inability
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to provide financial information. When the firm is small, most of the time it is owned and
operated by the entrepreneur himself and there is no such legal requirement to regularly report
financial information and many firms do not maintain audited financial accounts. Second,
smaller firms have fewer assets to offer as collateral. In order to reduce the anticipated risk and
moral hazard associated with lending, the banks use collateral as one of the instrument. Berger
and Udell (1998) found smaller and younger firms are more likely to face higher cost of
financing and at the same time they are required to offer collateral. Thirdly, there is high risk
involved because small firms have high failure rate compared to large firms. For example,
Schiffer and Weder (2001) sampled firms across a number of countries and found that there was
a negative relationship between the size of a business and the risk it might pose for a lender.

Thus, in general, large and small firms do not have equal opportunities in accessing external
sources of finance. So while the presence of both large and small firms is important for market
competition and, hence, for economic growth, in order to ensure industrial dynamics, firms must
have access to financial markets. Furthermore, Cassar (2004) found a positive correlation

between the size and banks’ willingness to provide credits.

Hypothesis 3: Collateral requirement of the firm’s has a positive effect on the accessibility to

finance.

Collateral refers to the extent to which assets are committed by borrowers to a lender as security
for debt payment (Gitman, 2003). The security assets should be used to recover the principal in
case of default. SMEs in particular provide security in form of properties (houses, the businesses,
the car, and anything that could actually bring back the principal) in case of default on loans
(Garrett, 2009). Security for loans must actually be capable of being sold under the normal
conditions of the market, at a fair market value and also with reasonable promptness. However,
in most banks & MFIs, in order to finance SMEs and to accept loan proposals, the collateral
must be 100% or more, equal to the amount of credit extension or finance product (Mullei and
Bokea, 2000).
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Hypothesis 4: Information on finance opportunity has a positive effect on the firm’s access to

finance.

The flow of information in the financial market is crucial for both SMEs and financial providers
(Falkena et al. 2001). In order for SMEs to identify potential supplier of financial services, they
require enough information. The financial institutions require information to enable them to
evaluate the potential risks associated with the SMEs that apply for bank financing and also to
access the location where the same SMEs will be operating and its market segments (Othieno,
2010). Information is concerned with awareness of financing opportunities by SMEs. This infers
that availability of information is essential in creating awareness of fund opportunities to both the

financial source providers and the SMEs.

In addition, information asymmetry is that relevant information is not available and known to all
players in the financial market (Agostino, 2008). Information asymmetries are actually
concerned with the two players in the financial market. In this case, the borrowers know more
about their business cases and the bankers may not know more about it on one hand.

Hypothesis 5: There is a positive relationship between firm’s business planning and access to

finance.

A business plan is a formal document that submitted by entrepreneurs to a bank or any other
financial institution in order to gain a financial support. A business plan is a detailed study of an
organization’s activities. It indicates the organization’s previous state of conditions, its current
status and future objectives that it aims to achieve (Ward, 1987; Philip, 1999). Lack of business
planning will invariably lead to information opacity. This situation may hinder the firm’s
accessibility to external finance (Fabowale et al., 1994; Berger & Udell, 1998; Rozali et al.,
2006; Nguyen & Ramachandran, 2006). Therefore, a positive relationship should exist between

business planning and external funds in the Small & Medium Enterprises.
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Hypothesis 6: There is a positive relationship between experience of the firm’s manager and

accessibility to finance.

Age and experience of firm’s manager, the entrepreneurs’/ Managers’ behavior have profound
consequences on how the business is run. Schmitz (1982) highlighted that the small scale
producers in developing countries fail to expand primarily because they lack managerial ability.
For this reason, entrepreneur related factors take a priority position in all credit assessments by
the borrowers. Kumar and Fransico (2005), found a strong education effect in explaining access
to financial services in Brazil. In a study conducted on UK SMEs, Irwin and Scott (2009)
observed that graduates entrepreneurs had the least difficulties in raising finance from banks.
There is a positive and significant relationship between experience of the firm’s manager and

access to finance from formal financial institutions.
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CHAPTER 111
RESEARCH METHODOLOGY

This chapter deals with the research methodology. It entails the various research methods
available and the particular one used in this study. The chapter explains the type & sources of
research data, procedures for data collection and methods employed for data analyze, moreover it

explains ethical issues and measurement reliability parts of the study.

3.1 Research Approach

According to Creswell (2003), there are three identified categories of research approaches;
qualitative, quantitative and mixed approach. Qualitative and quantitative approaches should not
be viewed as rigid, distinct categories, polar opposites, or dichotomies. Instead, they represent
different ends on a continuum (Newman & Benz, 1998). A study tends to be more qualitative
than quantitative or vice versa. Mixed methods research resides in the middle of this continuum

because it incorporates elements of both qualitative and quantitative approaches.

This research carried out by investigating the factors influencing of access to formal finance and
its availability for Small and Medium Size Enterprises (SMEs) in Nifas-Silk Lafto sub-city,
Addis Ababa. In order to attain the objective of the study and answer the research questions, both
quantitative and qualitative (Mixed) research approach was used. This would be done mainly to
strengthen the finding of the study through triangulating the results to be obtained using both

approaches.

3.2 Research Design

The choice of research design depends on objectives that the researchers want to achieve (Admas
et al., 2007). Since this study was designed to examine the relationships between factors and
intermediation that affecting the financial access to the SMEs, a logical reasoning either
deductive or inductive is required. Deductive reasoning starts from laws or principles and
generalizes to particular instance whereas inductive reasoning starts from observed data and

develops a generalization from facts to theory.
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The research design used in this study is explanatory which is useful in order to explain the
relationship between dependent and independent variables. Therefore, being explanatory helps
the study to give details about the influence of explanatory variable on the access to formal
finance from the supply side as well as the demand side analysis. This research utilizes cross
sectional study in the sense that all relevant data was collected at a single point in time. The
reason for preferring a cross sectional study is due to the vast nature of the study and limitation

of time.

3.3 Population of the study

The population of the study comprises mainly of two groups. The first were those SMEs that are
currently functioning across the study area. The second group of the population includes those
financial institutions that directly or indirectly have an effect on the access of finance for SMEs.
This is depicted in the table below; as can be seen on Table 3.1, the total number of SMEs
enterprises registered in the study area since 2021. According to the City Government of Addis
Ababa Job Creation & Enterprise Development Bureau there is 36,353 SME’s working on
Manufacturing, Construction, Trade, Service & Urban agriculture at Addis Ababa region. The
population of interest for this survey was SMEs, 5,055 in number spread all over the 13 woreds
of Nifas-Silk Lafto Sub-city. The two table below shows distribution of sample SMEs at sub-city

and woreda levels.

Table 3.1: Distribution of SMEs at the sub-city level from the five sub-sectors

No. | Name of No. of SMEs by the five sectors
sub-cities Manufacturing | Construction | Trade | Service | Urban Total
Agriculture | Sum
1. Yeka 1,088 1,787 1,256 | 701 216 5,048
2. Nifas-Silk 1,452 1,527 1,082 | 781 213 5,055
Lafto
3. Lideta 387 371 547 324 39 1,668
4. Kolfie 1,943 851 934 525 234 4,487
5. Kirkos 671 573 1,034 | 932 80 3,290
6. Gulale 1,517 1,016 1,098 | 442 85 4,158
7. Bole 930 1,327 630 411 126 3,424
8. Akaki-Kaliti | 855 950 443 428 155 2,831
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9. Addis-Ketema | 895 421 369 322 19 2,026
10. | Arada 766 702 2,098 | 773 27 4,366
Total 10,504 9,625 9,491 |5,639 1,194 36,353

(Source: JCEDB, 2021)

Table 3.2: Distribution of SMEs at the woreda levels from the five sub-sectors

No. | Name of No. of SMEs by the five sectors

woredas Manufacturing | Construction | Trade | Service | Urban Total
Agriculture | sum

1. | Lebu 62 215 135 61 10 483

2. |Jemo 123 69 62 51 12 317

3. | Woreda—-02 | 103 151 123 91 24 492

4. | Woreda—-03 |53 100 51 51 5 260

5. | Woreda—04 | 46 20 26 15 2 109

6. | Woreda—05 | 195 103 116 75 9 498

7. | Woreda—06 | 207 147 92 70 13 529

8. | Woreda—-07 |53 41 13 29 5 141

9. | Woreda—-08 |54 173 111 63 22 423
10. | Woreda—09 | 60 150 103 99 46 458
11. | Woreda—10 | 136 87 67 64 11 365
12. | Woreda—11 | 117 141 136 92 29 515
13. | Woreda—12 | 243 130 47 20 25 465

Total 1452 1527 1082 781 213 5055

(Source: JCEDB, 2021)

There are a total of seventeen commercial and one development bank in Ethiopia. Two of the

commercial banks are state owned and the remaining 16 are private banks. All of these banks are

domestic banks, for the National Bank Proclamation no. 592/2008 prohibits foreign nationals and

banks to operate in the banking business. Accordingly, only five banks was included in the

sample out of which one is state owned bank, commercial bank of Ethiopia and the rest four;

Awash International Bank, Dashen Bank, Addis International bank, and Zemen banks are private

owned banks.

Besides banks, Microfinance Institutions (MFIs) are instrumental in providing financial service

(both lending and deposits services) particularly to micro, small and medium enterprises in

Ethiopia reaching out to more than three million five hundred thousand (3,500,000) customers.
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Currently, there are 35 MFIs serving millions of people in the lower income throughout the
country. However, the market is dominated by few MFIs. According to the National Bank of
Ethiopia annual report, the five largest MFIs, namely Amhara Credit and Saving Institutions S.C
(ACSI), Dedebit Credit and Saving Institutions S.C (DECSI), Oromia Credit and Saving S.C
(OCSSCO0), Omo Microfinance S.C. (Omo) and Addis Credit and Saving Institution (ADCSI)
having 694,993; 503,000; 396,648; 327,888; and 156,148 active borrowers, respectively, which
IS 28%, 21%, 16%, 13%, & 6% of the total borrower of 35 MFIs (Source: MFI Transparency

Transparent Pricing Initiative 2011). .

3.4 Sample Size & Sampling Techniques

Data collection for both the supply and demand side was administered on selected samples. From
the supply side data was collected from both the banks and microfinance institutions (MFIs). For
the sample selection, banks and MFIs that operate in the market for five years or more will be
chosen. In addition to the years of service for MFIs, those MFIs who have large number of
borrower (service branches) in the study area Nifas-Silk Lafto sub-city, Addis Ababa get priority
while chosen for the study. Non-probability/ Judgment sampling technique is employed so as to
choose banks and MFIs who have a long period of experience in the market as well as those who
are newly joining the market (minimum experience is 5 years and above). Judgmental/ purposive
sampling techniques was used in case where the specialty of an authority can select a more
repetitive sample that can bring more accurate results than by using other probability sampling

techniques.

Five banks was included in the sample out of which one is state owned bank, commercial bank
of Ethiopia and the rest four; Awash International Bank, Dashen Bank, Addis International bank,
and Zemen banks are private owned banks. From the above four private owned banks two of
them namely Awash International and Dashen banks includes in the sample since they have a

long time experience in the banking market.

For the sample, three of the largest five MFIs namely, Amhara Credit and Saving Institutions S.C
(ACSI), Oromia Credit and Saving S.C (OCSSCO), and Addis Credit and Saving Institution
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(ADCSI) having 694,993; 396,648; and 156,148 active borrowers, respectively were selected
from the biggest in their borrower number and market share. In addition to these two other MFIs
namely Wisdom and Nisir MFIs having 53,981 and 6,753 active borrowers were selected for this

study as to have a lower size of borrower.

According to the City Government of Addis Ababa Job Creation & Enterprise Development
Bureau there is 36,353 SME’s working on Manufacturing, Construction, Trade, Service & Urban
agriculture in Addis Ababa. The researcher uses SMEs their capital category between birr
100,000 and 1 million and working on the five sectors chooses based on the definition given for
SMEs. In the research population of 200 SMEs from the five sectors of enterprise working in the
study area of Nifas-Silk Lafto Sub-city of Addis Ababa was selected.

The total sample size was collected using (Yamane Taro’s, 1967: 886) sampling formula.

__N
[1+N(e?)]

Assumption:

= 05% confidence level
= P=5Where
= N is the Population size = 5,055

= ¢ =479% is the level of Precision

5,055
[1+45,055 (0.07)2]

* n=The sample size is 196.2 = 200
Non-probability/ Judgment sampling technique is employed so as to choose sub-city who have a
large number of SMEs as well as a variety of SMEs in which all the selected fives subsectors are
found. Nifas-Silk Lafto sub-city was selected out of the 10 sub-cities found in Addis Ababa, the
reasons for the purposefully taking one of the 10 sub-cities in Addis Ababa is all the SMEs who
are running the same sector have similar organizational structure, number of employees, starting

capital, service delivery, management style, infrastructures, supervision, etc. This means that any
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of the SMEs working in the same subsectors can represent each other in respective of their
location for operation.

The total sample size was distributed to each of the 13 woredas proportionate to number of
SMEs found in the woredas found in the selected Nifas-Silk Lafto sub-city. Once the sample for
each woreda is determined, following the regulation of national classification, the sectors in each
woreda was classified into 5 industrial classes-manufacturing, construction, trade, service and
urban agriculture. The sample size for each woreda was proportionately distributed to each
industrial class based on the number of establishments in each class. Table below shows

proportionate distribution of the sample SME’s at each woredas.

Table 3.3: Proportionate Sampling Determination at the woreda levels

No. List of woredas Number of SMEs Proportion of sample
1. Lebu 483 ;O%x 483=19
2. Jemo 317 =2 x317=13
3. Woreda — 02 492 jo%x 492 =20
4, Woreda — 03 260 ;O%x 260 = 10
5. Woreda — 04 109 %x 109 =4
6. Woreda — 05 498 %x 498= 20
7. Woreda — 06 529 %x 529 =21
8. Woreda — 07 141 ;O%x 141=6
9. Woreda — 08 423 %x 423=17
10. | Woreda — 09 458 %x 458 = 18
11. | Woreda — 10 365 %x 365 = 14
12. | Woreda—11 515 ;O%x 515 = 20
13. | Woreda — 12 465 ;O%x 465 =18

Total 5055 =200

(Source: Own survey, 2021)
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> Selection of sample Woredas at the selected Sub-city
Due to the limited number of the woredas found in each sub-city and for the reason of that all the
selected five subsectors are not found together in each of the 13 woredas of the sub-city, this

study prefer to include all the woredas found in the selected Nifas-Silk Lafto sub-city.

» Research Unity of Analysis
The unit of analysis is the major entity and important ideas that analyzed in the study. In this
particular study we are going to compare the individual SMEs access to finance based on
different measurement, the unit of analysis for this study is an individual firms (SMEs).

3.5 Data Collection Instrument

. Data Type & Sources
In order to achieve the research objectives, both primary and secondary data were collected
through questionnaires and specifically questionnaires were designed and distributed to SMESs
engaged in different economic activates (manufacturing, construction, trade, service and urban
agriculture), the questioner distribute for those enterprises includes both open and close ended

questions.

Primary Data: Data collection through questionnaires was distributed & the prepared interview
was conducted to respondents that involve Business operators, Managers, Department Managers

and Senior Officers working on loan processing, from the SMEs Operators, Bank, & MFI sides.

Secondary Data: It was gathered from varies secondary sources i.e., Periodic government
body’s publications, report of development partners, relevant publications different documents,
records and reports of the industry, regulatory organ reports, from web site, books, broachers,

annual reports and magazines, articles, journals and previous studies was analyzed.

ii. Data Collection Instrument
» Questionnaire
The success of any questionnaire survey and the accuracy of data collected largely depend on the

careful design of the questionnaire’s contents, structure and form of response (Akintoye et al.,
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2000). It should adequately capture all the information need to address the research objectives
(Dunn & Huss, 2004). The questionnaire was used because they are straight forward and less
time consuming for both the researcher and the participants (Owens, 2002). The questionnaire
includes both close-ended and open-ended questions. In addition a structured questionnaire was
adopted from researches studied on similar topics (Abdulaziz Abdulsaleh, 2015 & Nguyen
Hoang Tin, 2019, “Constraints on SMEs access for finance from formal financial institutions™)

as a whole.

» Personal Interview
The information gathered through this method was expected to triangulate and complement the
information collected through other methods. The data is gathered by interviewing concerned
managers from Banks and Microfinance Institutions who have better knowledge and experience
in the subject matter. Face-to-face interview was held about the various issues related to the
financial access and similar issues in order to identify the true nature of the problem. A total of

thirty individuals from Banks & MFIs was planned to be interviewed.

3.6 Data collection procedure, Ethical Issues and Measurement Reliability
. Data Collection Procedures

For the primary data the researcher take a responsibility to collect and obtain the relevant
information at the target respondents. Secondary data sources were also carefully study and
relevant information was extracted. Under this research the entire 13 woredas found in Nifas-Silk
Lafto sub-city was addressed. For this purpose the researcher was go through in the selection of
the entire woredas found in Nifas-Silk Lafto sub-city administration. Together with the sub-city
manger the researcher allocate the sample size according to the proportional number of SMES in

each woredas of the selected sub-city.
ii. Ethical considerations

All the research participants included in this study was appropriately informed about the purpose
of the research and their willingness and consent was secured before the commencement of

distributing questionnaire and asking interview questions. Regarding the right to privacy of the
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respondents, the study maintained the confidentiality of the identity of each participant. In all

cases, names are kept confidential thus collective names like ‘respondents’ was used.
Iii. Validity and Reliability of the data collection instruments

Saunders et al. (2012) suggest that validity is the extent to which a particular measure is free
from systematic and random error. Validity is the test of whether a study truly measures that
which it was intended or how true the research results are (Joppe, 2000). Mostly, researchers
measure the validity of their work by asking number of questions and look for the answers in the
work of other researchers. Three types of validity exist namely: internal, content and criterion-
related validity. Internal validity aims to “measure what the researcher intends to measure”
(Saunders et al. 2009), content validity focuses on the relationship between the measuring device
and coverage of questions. Criterion-related validity looks at the ability of future predictions, if

the research can be valuable in the future.

In this study several attempts are made to ensure validity of instruments: Firstly, various
references are used to support the theoretical study of the thesis. In designing the questionnaire,
care to be taken to include important questions that helps to obtain relevant information on the
subject matter. This aims to improve the response rate of the questionnaires. The questions are
well arranged, the language used in the questionnaire is easy to understand. The in-depth was
conducted in a manner that does not restrict the respondents but permits them to express
themselves freely and willingly. Using mixed method in this study improved the inherent
weaknesses in the individual methods and improves their strengths thereby increasing the

validity of this study.

Reliability is referred to as the ability of an item, apparatus, and idea etc. to perform consistently
its intended or expected function. It refers to the level of accuracy of the data. “The extents to
which measurements are repeatable when different individuals perform the measurements, on
different occasions, under different conditions, with supposedly alternative instruments which

measure the same thing” (Drost, 2011).
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A pilot study was conducted to refine the methodology and test instrument such as a
questionnaire before administering the final phase. Questionnaires were tested on potential
respondents to make the data collecting instruments objective, relevant, suitable to the problem
and reliable as recommended. Besides, proper detection by an advisor was also taken to ensure

validity of the instruments.

Cronbach's alpha is used to test the internal consistency of measurements that describe the
consistency of a specific sample of respondents across a set of variables. Helms, Henze, Sass &
Mifsud, (2006), state that it can help to estimate the reliability of participants’ responses to the
measurements. Saunders et al., (2012) highlight that internal consistency correlates responses to
each other. Thus a Cronbach’s alpha internal consistency measure of above 0.7 indicates that the
questions were measuring a particular concept reliably. It is the consistency with which a
measuring instrument yields a certain result when the entity being measured has not changed that

is the extent to which the measure is free from random error (Creswell, 2014).
Definition and Measurement of variables:

This section presents definition and measurement of variables considered for this study.
Wherever possible, items used for the constructs were adapted from prior research in order to
ensure the content validity of the scale used (Hezronet, al, 2016). Average score for ever factor

of each perception construct and used for further analysis.
Dependent variable

Measures of access fall into two broad categories, those based on the providers’ information,
such as banks and other service providers, and those based on users’ information — individuals,
households or firms (Beck et al., 2009).

The dependent variable for the logit analysis is of dichotomous nature it is dummy representing
small SMEs access to finance (Babaj ide, 2011). Y=1 for situation where SMEs accessed finance
and Y=0 for situations where SMEs did not access finance from formal finance sources. This

variable measured on a five-point scale. There are two Key questions addressed in the
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questionnaire part under this factor and the average responses to the questions were used (May
2018, Ayalneh Menberu).

99 13

Factors like “all ways of financing are availability in our country”, “all ways of financing/
prevailing ways of financing are accessible to all” were loaded & the Cronbach’s Alpha for

access to finance became 0.829.

Table 3.4: Reliability results for dependent variable

No. | Variables Cronbach’s Alpha Number of items

1. Access to finance 0.829 Two

(Source: Pham Cong Do www.aijbm.comCronbach’s Alpha test results from survey data, 2017)

Independent variables

Factors like collateral requirement, information on fund opportunity and business planning that
are preventing SMEs from accessing credit were measured using a five-point Likert scale.
Likert-type or frequency scales use fixed choice response formats and are designed to measure
attitudes or opinions (Bowling, 1997). For the purposes of analysis and interpretation, the
following scale measurement was used regarding mean scores (MSs), a number from 1 to 5 that
represents extent of agreement, where 1= Strongly disagree, 2= Disagree, 3= Neutral, 4= Agree

and 5= Strongly agree.

Collateral Requirements, Collateral refers to the extent to which assets are committed by
borrowers to a lender as security for debt payment (Gitman, 2003). Regards to Collateral
requirement as a variable all factor were loaded on. Reliability of the scale (Cronbatch’s alpha
value) is 0.7319.

Adequate Information flows, the flow of information in the financial market is crucial for both
SMEs and financial providers (Falkena et al. 2001). In order for SMEs to identify potential
supplier of financial services, they require enough information. For the variable awareness of

financing opportunity all factors were loaded and their Cronbach's Alpha is 0.7453.
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Business planning, A business plan is a formal document that submitted by entrepreneurs to a
bank or any other financial institution in order to gain a financial support. A business plan may
be either short term or long term. In addition, business plan can be a growth plan or a startup
plan. It indicates the organization’s previous state of conditions, its current status and future
objectives that it aims to achieve (Ward, 1987; Philip, 1999). For the variable business planning

of firm’s six factors were loaded and their Cronbach's Alpha is 0.835.

Table 3.5: Reliability results for independent variables

No. | Variables Cronbach’s Alpha Number of items
1. Collateral Requirements 0.7319 Three
2. Adequate Information on Funding | 0.7453 Four

Opportunity

3. Firm’s Business Planning 0.835 Six

(Source: Osano and Languitone, 2016)

Age of the enterprise measured in number of years in which the SME has been operating. Older

SMEs are more likely to access credit from formal financial institutions than younger ones.

Employment size of SMEs in terms of number of employees including family members, SMEs
with larger employment size are more likely to access credit from formal financial institutions

than SMEs with smaller employment size.

The years of work/ experience in the business are help to measure the managers/ entrepreneurs
experiences for particular professions. Manager’s experience in managerial position and the
owner-manager variables have entered with positive signs and are statistically significant. The

more experienced a manager of a firm, the better the probability to have access to credit.

The independent variables; firm’s age is a continuous variable & coded as 1 if it is below 2year,
2 ifitis 2-5 year, 3 if it is 6-10 year, 4 if it is more than 10 year. In the same manner firm’s size
is also a continuous variable & coded as 1 if it has 1-10 employees, 2 if it has 11-50 employees,

3 if it has 51-150 employees, 4 if it has 151-300 employees. Moreover the managerial experience
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IS a continuous variable & coded as 1 if it is below lyear, 2 if it is 1-3 years, 3 if it is 4- 6 years,
4 ifitis 7-10 years, and 5 if it is 10 & above.

3.7 Method of Data Analysis

Following the data collection phase, the data gathered via questionnaire was processed via
Statistical Package for Social Sciences (SPSS). And the rest quantitative data were analyzed
using descriptive statistics such as frequency distribution, percentage, table and graph. Moreover,
a binary logistic model which is best fits the analysis for determinant of access to formal finance

was employed.

Qualitative data obtained through interviews was analyzed through qualitative analysis method
which involves some essential steps: the first step is raw data management, in which the process
of preparing and organizing raw data in to meaningful units of analysis conducted. The next step
is reducing data into themes to make meaning of that data. The third step is Data interpretation, it
means data that have similar meaning are coded in several cycles and interpret themes to answer
research questions. Finally the qualitative data was analyzed and represented (making sense of
the data for others), (Ellen & Marcus, 2003).

The cause and effect relationship of firm’s age, firm’s size, and firm manager’s experience on
access to finance was analyzed using simple correlation & regression analysis, and ANOVA

respectively.

Factors like access to finance, collateral requirement, availability of information on funding
opportunity, and firm’s business plan that are preventing SMEs from accessing credit were
measured using a 5-point Likert scale. Likert-type or frequency scales use fixed choice response
formats and are designed to measure attitudes or opinions (Bowling, 1997). For the purposes of
analysis and interpretation, the following scale measurement was used regarding mean scores
(MSs), a number from 1 to 5 that represents extent of agreement, where 1= Strongly disagree, 2=

Disagree, 3= Neutral, 4= Agree and 5= Strongly agree.
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Specification of the Logit Model

The logit model is extremely flexible and widely used function, and leads itself to meaningful
interpretations when the dependent variable is dichotomous outcome. It is a powerful tool in its
ability to estimate the individual effects of the continuous or categorical variables on the

qualitative dichotomous dependent variable (Wright, 1995).

Logistic regression model was used to determine factors that influence access to finance by
SMEs from formal financial institutions. Logistic regression is useful for this kind of a situation
where prediction of the presence or absence of an outcome based on values of a set of predictor
variables is needed. This model is similar to a linear regression model but it is suited to models

where the dependent variable is dichotomous.

According to Gujarati, (2004), the cumulative logistic probability distribution model for this

study is econometrically specified as follows:

The dichotomous response variable Y= 0 or 1 with Y=1 denotes the occurrence of the event of

benefit while Y=0 denotes otherwise.

The dummy variables, also known as indicators and bound variables, characterize dichotomous
responses. In this study, since only two options are available, namely “access to finance” or “no
access to finance” a binary model was set up to define. Y=1 for situation where SMEs accessed

finance and Y=0 for situations where SMEs did not access finance from either formal sources.
The logistic regression in this study can therefore be specified as:

Yi=a + B1 X1 + BoXo+ BsXs+ BuXy+ BsXs+ PeXet+ U

X, denotes size of the firm,

X,denotes age of the firm,

X;denotes collateral requirements of firm,

X,denotes adequate information flow of the firm,
45



Xsdenotes business plan of the firm,
X¢denotes experience of firm’s manager,
U;is the discrepancy term.

The model is specified as follows:
Zi=fo + Xiz1fo+ X + U;

Where Z; is the dependent variable with a value of 1 when firm i benefits from banking facilities
and O other wise. Xj; are a vector of explanatory variables which include age of the firm, size of

the firm (small or medium), firm’s business plan, experience of firm’s manager, collateral

requirement of the firm, and information flow of the firm. And finally U;is the discrepancy term.

In line with the existing literature, we expect that larger, older firms and with experienced
managers are more likely to report that they have benefited or had benefited a loan. In this
regard, medium enterprises are likely to have more access to finance than small enterprises. The
firm-level characteristics also include a dummy variable indicating whether the principal owner
of the enterprise is older, which we expect to have a positive coefficient based on the literature
(Demirguc-Kunt et al. 2013).

We also include dummy variables describing each firm’s required collateral owns. SMEs
frequently have difficulty getting loans approved. Enterprise owners believe that banks are too
focused on collateral; Bankers agree that the absence of usual collateral is an issue. Collateral
Requirements, The security assets should be used to recover the principal in case of default. In
most banks & MFIs, in order to finance SMEs & to accept loan proposals, the collateral must be

100 % or more, equal to the amount of credit extension or the product (Mullei & Bokea, 2000).

The flow of information in the financial market is crucial for both SMEs and financial providers
(Falkena et al. 2001). In order for SMEs to identify potential supplier of financial services, they
require enough information. Information is concerned with awareness of financing opportunities
by SMEs.
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In the same manner a business plan is a formal document that submitted by entrepreneurs to a
bank or any other financial institution in order to gain a financial support. Lack of business
planning will invariably lead to information opacity. This situation may hinder the firm’s

accessibility to external finance (Fabowale et al., 1994; Berger & Udell, 1998; Rozali et al.,
2006; Nguyen & Ramachandran, 2006).
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CHAPTER IV
DATA PRESENTATION, ANALYSIS AND INTERPRETATION
4.1 Introduction

This chapter deals with presentations, discussions and interpretations of the data collected
through questionnaire analysis, interview conducted, and findings of the study as set out in the
research methodology. The study targeted 200 SMEs in Nifas-Silk Lafto sub-city, Addis Ababa.
Interview conducted with managers, department managers, deputy managers and senior officers

working on loan processing from the selected five banks & five MFls.

The section presents the results and analysis of data collected via questionnaire, interview and
document analysis. This was presented in way that wants to see from the demand side and from
the supplier or finance providers like in this case Banks and MFIs; in the first subsection the
survey result presented and in the second subsection the quantitative data result presented. The
qualitative data found from different document analysis, semi-structured questioners for SMEs
and interview with senior managements of financial institutions (Banks and MFIs). Present the
summary of model fit assumption, and the output of binary logistic regression method which

focuses more on level of influence of each explanatory variable on the predicted variable.

Descriptive statistics such as frequency, percentage, mean, standard deviation were used to
analyze the data. Regression analysis was used to test the effect of the independent variables on
the dependent variable under study in relation to the objectives of the study. The data was
processed using statistical package for social sciences (SPSS) and the analysis is given below.
The section also provides descriptive analysis of the major source of initial and startup finance
and difference between SMEs who had access to credit (Access) and SMEs which did not have
access to credit (No access) with respect to explanatory variable which were hypothesized to

affect SMEs’ access to credit from formal financial institutions.

Respondent firms were distributed within five major economic sectors: manufacturing,

construction, trade, service, and urban agriculture. Under these categories there are a number of

activities undertaken; textile, metal work, wood work, food processing, construction building,
48



small restaurants, bakery, small trade, retails, stationary, poultry, beekeeping, fattening, etc.

respectively.

4.2 Response rate

Out of the 200 questionnaires distributed, only 110 were completed and retrieved successfully
and from the collected questionnaires 90 were rejected as not completed and unreturned, or were
not suitable for use in this study. Based on usable responses only, the response rate was 55%.
This response rate was accepted, according to Kothari (2004) and Mugenda, (2003) argument
that for generalization of findings to the whole population the least acceptable response rate
should be 50% response rate is adequate. The interview conducted with the selected five MFI &
bank managers, senior credit officers and other concerned staffs which are working in the study
district Nifas-Silk Lafto.

4.3 Respondents’ Profile
4.3.1 Respondents Gender with Occupation status
Table 4.1 demonstrated that out of the total respondents 32.73% were female the rest are male
owner/managers, employee/manager or shareholder of the SMEs. Over the entire researcher
observed that the line share of the respondent is owners and employee managers. This indicates
that both were pretty good represented in the sample size of this research. As it can observe from
the demonstration, 49.1% of the SME administered by owners which contributes 16.36% and
32.73% female’s owner and male manager, respectively which indicates females are also
participant in the SMEs as owner which is encouraging with the aspect of empowering female

entrepreneurs’.

Table 4.1: Respondents Gender with Occupation status

Occupation status Total

Owner Employee | Shareholder

Manager Manager

Female | Count 18 12 6 36

% within the occupation status | 33.33% 36.36% 26.09% 32.73%
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% of total 16.36% 10.91% 5.45% 32.73%
Gender | Male Count 36 21 17 74

% within the occupation status | 66.67% 63.64% 73.91% 67.27%

% of total 32.73% 19.09% 15.45% 67.27%
Total Count 54 33 23 110

% within the occupation status | 100% 100% 100% 100%

% of total 49.09% 30% 20.91% 100%

(Source: survey result & own computation, Oct. 2021)

4.3.2 Education of SME Managers

In this question respondents were asked about their educational background. As in the figure
below the highest frequency was for education levels of high school graduated (9-12) with
37.27%. Owner, employee and shareholder managers with professional diplomas and degree
accounted for 26.36% and 20% of the sample, respectively. None of the sample respondents
categorized under the illiterate group and finally, only 11.8% and 4.55% of respondents
accounted under education levels of junior school (below grade 8) and Masters Holders
respectively and make them the least frequent category.

It is interesting to note that respondents with high school, diploma and first university degree
were highly represented in this study. In addition, by looking at the Appendix IV, managers in
services, construction and manufacturing tend to be more educated with the highest percentage
of higher academic institutions. There were medium number of managers in other sectors
educated to diploma and higher degree levels, none of the managers had been categorized under

illiteracy.
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Figure 4.1: Education Background of SME Managers

Managers Acadamic Backgruond

(Source: survey result & own computation, Oct. 2021)

4.3.3 Respondents Business Activities

The type of businesses on which the research was conducted were consisting of five sectors,
namely Manufacturing (Metal work industry, wood work industry, molding, soap and detergent,
machineries and others), Construction (Contractors, construction input producers, etc.), Trade
(Small trailers for local & foreign products), Service sectors and the Agricultural sectors
involving urban poultry, bee keeping, etc. From the survey result, 40.9% are engaged in
manufacturing sector and followed by the agricultural and trade sectors which accounted 27.3%
and 20%, respectively. The service and construction sectors accounted for a small share which
has 8.2% and 3.6% of total sample respondent each. This shows that most of SMEs engaged in
manufacturing, agriculture and trade activities which were pretty good represented in the sample

size of this study.
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Figure 4.2: Respondents Business Activities

Percentage share by sub-sectors

Construction
4%

(Source: survey result & own computation, Oct. 2021)
4.3.4 Source of Finance used by the SMEs

One of the objectives of this study was identifying the source of initial and working capital
finance for SMEs in Nifas-Silk Lafto sub-city. Availability of finance influences the viability and
success of SMEs since it determines the capacity of an enterprise in choice of technology, access
to markets, and access to essential resources, etc. Yet, securing capital for business start-up or
business operation is one of the major obstacles of every entrepreneur, particularly those in the
SME sector (Solomon, 2009). As indicated in Figure 4.3, the major source of working capital is
again from own savings representing 53 (48.2%) of the source of working capital finance for
sample SMEs that were surveyed. The highest percentage of working capital finance from
informal financial institutions was represented by friends and family 12 (10.9%) followed by
“equib” 1 (0.9%). Formal financial institutions represented by microfinance and banks were

sources of working capital finance for 42 (38.2%) and 2 (1.8%) of sample SMEs surveyed.
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Figure 4.3: Source of Finance used by the SMEs

Equib Percentage share ganis
0.9% 1.8%

(Source: survey result & own computation, Oct. 2021)

Most firms financed their business from own savings, MFI and friends/family. Few firms have
also financed their business from “equib” and banks. This implies the major source of finance for
SMEs are microfinance institutions, own saving, and friends/family due to many of the small
firms do not have collateral that can provide for banks and also they do not meet the
requirements that are set by banks. In short the major source of finance for SMEs in Nifas-Silk
Lafto sub-city was from informal and from formal financial institution mainly microfinance
institutions. The number of firm that financed their business from their own saving and
friend/family had a huge percentage. This implies that informal financial institutions are greatly
contributing for the development of SMEs and creating of employment opportunities. This
indicates that beyond startup, informal financial institutions are also serving as important sources
of working capital finance. This also confirms the assertion by Admasu (2012) that formal

financial institutions in Ethiopia have not been able to meet the credit needs of the SMEs.
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4.4 Descriptive Statistics for factors affecting access to formal finance for SMEs
4.4.1 Factors affecting access to finance and its availability
The descriptive result showed major factors affecting accesses to finance and its availability.
This section discusses the responses of the respondents regarding the factor as open ended
questions to reflect their ideas and concern for. On the SMEs side, the question raised for the
respondents is what is the most pressing problem your firm is facing currently? Majority of the
respondent respond many factors related to the issue raised. The key informants from the SMEs
owner indicate that high shortage of working capitals, shortage of inputs for their production,
lack of fitting the collateral requirements to access finance, working space limitation (not having
adequate space for their production), rules and regulations of the government, inadequate follow
up and support from concerned government offices, lack of information on fund sources, long
procedure of loan process at financial institutions, etc. were mentioned as major challenges

affecting their operation currently.

The study sought to know the extent to which various factors influenced access to formal finance
and its availability for small and medium enterprises in Nifas-Silk Lafto sub-city of Addis
Ababa. The extent to which the factors influenced access to finance and its availability was
measured on a five point Likert scale to measure perception of constructs ranging from strongly
disagree (1), disagree (2), neutral (3), agree (4) and strongly agree (5). The key for interpreting
the means recorded is as shown in Table 4.2;

Table 4.2: Means Interpretations Key

Range Extent of Influence
1.00-1.80 Strongly agree
1.81-2.60 Agree

2.61-3.40 Neutral

3.41-4.20 Disagree
4.21-5.00 Strongly disagree

(A general formula for 5-point Likert scale, developed by Psychologist Rensis Likert, in 1932)
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To determine the minimum and the maximum length of the 5-point Likert type scale, the range is
calculated (5-1=4) then divided by five as it is the greatest value of the scale. Scale mid-point of
the arithmetic mean of the constructs is equal to 2.6, as the agreement Likert measurement scales

(strongly disagree, disagree, neutral, agree, strongly agree) was used in this study.

4.4.1.1 Application and needs for loan and access to credit from formal financial
institutions

The first question SMEs respondent asked to put their general thoughts on the question whether
all the ways of financing are available in our country? And are all ways of financing or

prevailing ways of financing are accessible to all?

Table 4.3: Application for loan and access to credit from formal financial institutions

All ways of financing are available in | All ways of financing/ prevailing ways
our country of financing are accessible to all
f % Valid% |[CF% |f % Valid % | CF %
Valid | SA 2 1.8 1.8 1.8 5 4.5 4.5 4.5
A 5 4.5 4.5 6.3 4 3.6 3.6 8.1
N 2 1.8 1.8 8.1 1 9 9 9
D 30 27.3 27.3 35.4 30 27.3 27.3 36.3
SD 71 64.6 64.6 100 70 63.7 63.7 100
Total | 110 100 100 110 100 100

(Source: survey result & own computation, Oct. 2021)
Result of the Descriptive Statistics:

Table 4.4: Result of the Descriptive Statistics for Need and Accessibility of finance

Factors under consideration N Minimum | Maximum | Mean Std. Deviation
All ways of financing are available in 110 | 1.00 5.00 44818 | 88548
our country
All ways of financing/ prevailing
. . ) 110 |1.00 5.00 44182 | 1.01712
ways of financing are accessible to all
Valid N (list wise) 110

(Source: survey result & own computation, Oct. 2021)
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According to the question that all ways of financing are available in our country, the response

show a level of strongly disagrees having (M= 4.4, SD= 0.88), while for the question, all ways of

financing/ prevailing ways of financing are accessible to all replied with strongly disagreed by

also having (M= 4.4, SD= 1.01). As interpretation under table 4.2 above Mean of smaple (M=

4.4), shows that respondents cumulatively strongly disagreed for the two questions regarding

application and needs for loan and access to credit from formal financial institutions. This

indicate that all ways of financing listed on the questionnaire is not available in our country, and

also its accessibility is not for all, therefore we should work on the ways of finance which are not

currently available.

4.4.1.2 Influence of collateral requirements on accesses to finance and its availability

Table 4.5: Collateral Requirements
Not having types of collateral | Collateral is a mandatory | SMEs very worried about
required requirement in  accessing | collateral in accessing finance
finance
f % Valid |[CF% | F % Valid |[CF% | f % Valid | CF %
% % %

Valid | SA 45 | 409 | 409 | 409 |58 | 527 | 527 | 527 |63 | 573 | 573 | 57.3
A 39 355 | 355 | 764 | 25 22.7 | 227 | 754 | 28 25,5 | 255 | 8238
N 10 9.1 9.1 85.5 | 10 9.1 9.1 845 | 8 7.3 7.3 90.1
D 6 54 |54 [909 |12 | 109 | 109 | 954 | 7 63 | 63 | 96.4
SD 10 9.1 9.1 100 5 4.6 4.6 100 4 3.6 3.6 100
Total 110 | 100 100 110 | 100 100 110 | 100 100

(Source: survey result & own computation, Oct. 2021)

Result of the Descriptive Statistics:

Table 4.6: Result of the Descriptive Statistics for Collateral Requirements

Factors under consideration N Minimum |Maximum | Mean Std. Deviation
Not having Types of collateral required |110 1.00 5.00 2.0636 |1.24353
Collat(_eral |_s a mandatory requirement in 110 1.00 5.00 1.9182 121256
accessing finance

56




SMEs very worried about collateral in

o 110 1.00 5.00 1.7364 |1.08092
accessing finance

Valid N (list wise) 110

(Source: survey result & own computation, Oct. 2021)

According to table 4.6, access to finance and its availability influenced by ‘not having type of
collateral required’ (M= 2.1, SD= 1.2) followed by ‘collateral as a mandatory requirement in
accessing the finance” (M= 1.9, SD= 1.2) and ‘SMEs very worried about collateral’ (M= 1.7,
SD= 1.1). Overall, collateral requirements influenced access to credit facilities a level agreed
with (M= 1.9, SD= 1.17). From the mean interpretation under table 4.2 above Mean of smaple
(M= 1.9), shows that respondents cumulatively agreed for the three questions regarding collateral

requirements influenced access to credit facilities.

This implies that access to finance was highly limited by not having a kind of collateral required,
collateral was mandatory, and also SMEs were very worried about collateral and in general
collateral was highly limited to access finance at formal financial institutions. It is obvious that
most SMEs are denied and discriminated by the lenders in provision of financing because of high
risk and for not having adequate resources to provide as collateral. Furthermore, in descriptive
question raised the key informants support this result. Most of them were saying that lack of
adequate collateral was considered as a significant barrier that affected them to access finance. It
is advisable for the financial institutions to think other meanses of reaching increasing demands
of SMEs for both startup finance and also working capitals. These findings are in line with those
of (Gitman, 2003), (Garrett, 2009), (Mullei and Bokea, 2000), (Selamawit et.al, 2014), (Fetene,
2010).

4.4.1.3 Effect of awareness of funding opportunity on accesses to finance & its
availability

Table 4.7: Awareness about Funding Opportunity (Availability of Finance)

Availability of information | Performance of | There is an Accessible | Past experience in

on who is offering credit | Commercial Banks and | ways of financing for | obtaining loan finance

facilities Microfinance’s SME successfully

f % Valid | CF f % Valid | CF f % Valid | CF f % Valid | CF
% % % % % % % %
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Valid

SA 11 10 10 10 25 22.7 | 22.7 227 |2 1.8 1.8 1.8 26 23.6 | 23.6 23.6
A 15 13.6 | 13.6 23.6 | 54 49.1 | 491 71.8 55 5.5 7.3 44 40 40 63.6
N 7 6.4 6.4 30 4 3.6 3.6 754 |4 3.6 3.6 109 |2 1.8 1.8 65.4
D 20 18.2 | 18.2 48.2 | 15 13.7 | 13.7 89.1 | 54 49.1 | 49.1 60 19 173 | 173 82.7
5D 57 518 | 518 100 |12 109 |10.9 100 | 44 40 40 100 |19 17.3 | 173 100
Total 110 | 100 | 100 110 | 100 | 100 110 | 100 | 100 110 | 100 | 100

(Source: survey result & own computation, Oct. 2021)

Result of the Descriptive Statistics:

Table 4.8: Result of the Descriptive Statistics for Awareness about Funding Opportunity

Factors under consideration N Minimum |[Maximum |Mean Std. Deviation
Availability of information on who is|,, |, 5 5.00 38818 |1.42540
offering credit facilities

Pe.rforrpance of Commercial Banks and 110 1.00 5.00 24001 |1.28002
Microfinances

There is an Accessible ways of|, ;1) 5 5.00 42000 |.88618
financing for SME

Rast experience in obtaining loan 110 1.00 5.00 5 6455 145000
finance successfully

Valid N (list wise) 110

(Source: survey result & own computation, Oct. 2021)

Based on the result shown in table 4.8, as far as awareness about funding opportunity is

concerned, there is an accessible ways of financing for SME (M= 4.2, SD= 0.89) followed by the

response category that respondents have information on who is offering credit facilities (M= 3.8,

SD= 1.4) and this is followed by factors include past experience in obtaining loan (M= 2.6, SD=

1.4) and the performance of Commercial Banks and Microfinance’s (M= 2.4, SD= 1.2).

Aggregately, all factor together have an influence in access to finance and its availability with a

level of neutral (M= 3.25, SD= 1.2). From the mean interpretion under table 4.2 above Mean of

smaple (M= 3.2), shows that respondents cumulatively neutral for the four questions regarding

firm’s awareness of funding opportunity on accesses to finance & its availability. The flow of

information in the financial market is crucial for both SMEs and financial providers (Falkena et

al., 2001). This also supported by the information gathered from Banks and MFIs by describing
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that most of the SMEs who has an information to access loan and applied there request 62% has

reply there request either on full or partial amount. This infers that availability of information is

essential in creating awareness of fund opportunities to both the financial source providers and

the SMEs. Financial institutions should have to reach their clients with appropriate & updated

information on different financial opportunities available for borrowres. Similarly SME’s should

make their system closly attened fund opportunities at financial provoders. These results are
support of the findings of the study conducted by (J. and McMahon, 2000; Beck et al. 2008; and
Ayalneh Menberu, 2018).

Table 4.9: Firm’s business plan

4.4.1.4 Effect of firm’s business plan on access to finance and its availability

Our enterprise have a specific

Our enterprise look at financial

Our enterprise consider the

business plan implemented | resources when planning strength and weakness when
officially planning
f % Valid |[CF% | F % Valid |[CF% |f % Valid | CF %
% % %
SA 45 40.9 40.9 | 409 | 36 32.7 | 32.7 32.7 | 30 273 | 273 | 27.3
A 31 28.2 28.2 | 69.1 | 43 39.1 | 39.1 718 | 52 472 | 47.2 | 745
Valid N 10 9.1 9.1 78.2 11 10 10 818 | 11 10 10 84.5
D 13 11.8 11.8 | 90 8 7.3 7.3 89.1 | 9 8.2 8.2 92.7
SD 11 10 10 100 12 10.9 | 10.9 100 | 8 7.3 7.3 100
Total 110 | 100 100 110 100 100 110 | 100 100
Our enterprise find out the | Our enterprise set out the future | Our enterprise have a budget
customers’ demand  when | business goals for spending and pricing when
planning planning
f % Valid |[CF% | F % Valid |[CF% |f % Valid | CF %
% % %
| SA 36 | 327 |327 | 327 |39 |35 |35 |35 |32 |21 |291 | 291
Valid [ A 43 | 39.1 39.1 | 71.8 | 50 454 | 454 80.9 | 37 336 | 336 | 62.7
N 12 | 10.9 109 | 82.7 | 10 9.1 9.1 90 13 11.8 | 11.8 | 745
D 7 6.4 6.4 89.1 | 7 6.4 6.4 96.4 | 16 14.6 146 | 89.1
SD 12 | 109 109 | 100 | 4 3.6 3.6 100 | 12 | 109 | 10.9 | 100
Total 110 | 100 100 110 | 100 100 110 | 100 100

(Source: survey result & own computation, Oct. 2021)
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Result of the Descriptive Statistics:

Table 4.10: Result of the Descriptive Statistics for Business Plan

Factors under consideration N Minimum [ Maximum Mean Std. Deviation
Our gnterprlse have g s.peC|f|c business 110 1.00 5.00 22182  |1.35715
plan implemented officially

Our enterprise Ioc?k at financial 110 100 5.00 52455 |1.28639
resources when planning

Our enterprise con5|der_the strength 110 1.00 5.00 22091  |1.15015
and weakness when planning

Our enterprise find .out the customers 110 1.00 5.00 92364 |1.27738
demand when planning

Our_ enterprise set out the future 110 1.00 5.00 19727  |1.01781
business goals

Our enterprise have a budget forj,,, |, o 5.00 24455 |1.33812
spending and pricing when planning

Valid N (list wise) 110

(Source: survey result & own computation, Oct. 2021)

Based on the result shown in table 4.10, all the six factors in the preparation of firm business
plan in the order of their magnitude are enterprise have a budget for spending and pricing when
planning (M= 2.4, SD= 1.3), enterprise look at financial resources when planning (M= 2.2, SD=
1.2), enterprise consider the strength and weakness when planning (M= 2.2, SD= 1.1), enterprise
find out the customers’ demand when planning (M= 2.2, SD= 1.2), enterprise have a specific
business plan implemented officially (M= 2.2, SD= 1.3), and our enterprise set out the future
business goals (M= 1.9, SD= 1.01). Aggregately all factor together have an influence in access to
finance and its availability with a level of agree (M= 2.1, SD= 1.1). From the mean interpretion
under table 4.2 above Mean of smaple (M= 2.1), shows that respondents cumulatively agreed for
the six questions regarding firm’s preparation & usage of business plan for access to finance and

its availability.

Enterprise business plan is critical for both SMEs and financial providers. It indicates the

organization’s previous state of conditions, its current status and future objectives that it aims to
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achieve (Ward, 1987; Philip, 1999). This also supported by the preparation of business plan
which incorporates all the necessary components and the strategies for implementation.
Information gathered from Banks and MFIs by describing that most of the SMEs who has a well
prepared and implemented business plan apply for loan were accessed or got reply for their
request 69% has reply there request either on full or partial amount. SMEs should have to
prepare & used a business plan holding both the operation plan & strategic direction for
implimentaion. SME’s who have strong business plan benefited both for evaluating thier step of
growth as well as to gain different financial aids from developmental institutions. These results
are also support of the findings of the study conducted by (Romano et al., 2001), (Fabowale et
al., 1994; Berger & Udell, 1998; Rozali et al., 2006; Nguyen & Ramachandran, 2006).

4.4.2 Logistic regression on the determinants of SMEs’ Access to Formal Sources of
Credit

4.4.2.1 Assumption of Logistic regression

Logistic regression is a method that we can use to fit a regression model when the response

variable is binary.
Before fitting a model to dataset, logistic regression makes the following assumptions:
1. Assumption 1: The Response Variable is Binary

Logistic regression assumes that the response variable only takes on two possible outcomes.

Some examples include:

Yes or No

Male or Female

Pass or Fail

Drafted or Not Drafted

AN NN N

Malignant or Benign, etc.
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This assumption can be checked by counting how many unique outcomes occur in the response
variable. If there are more than two possible outcomes, you will need to perform ordinal

regression instead.
2. Assumption 2: The Observations are Independent

Logistic regression assumes that the observations in dataset are independent of each other. That
is, the observations should not come from repeated measurements of the same individual or be
related to each other in any way. To check this assumption is to create a plot of residuals against
time (i.e. the order of the observations) and observe whether or not there is a random pattern. If
there is not a random pattern, then this assumption may be violated.

3. Assumption 3: There is no Multi-collinearity among Explanatory Variables

Logistic regression assumes that there is no severe multi-collinearity among the explanatory
variables. Multi-collinearity occurs when two or more explanatory variables are highly correlated
to each other, such that they do not provide unique or independent information in the regression
model. If the degree of correlation is high enough between variables, it can cause problems when
fitting and interpreting the model. The most common way to detect multi-collinearity is by using
the variance inflation factor (VIF), which measures the correlation and strength of correlation

between the predictor variables in a regression model.
4. Assumption 4: There are No Extreme Outliers

Logistic regression assumes that there are no extreme outliers or influential observations in the
dataset. The most common way to test for extreme outliers and influential observations in a
dataset is to calculate Cook’s distance for each observation. If there are indeed outliers, you can
choose to (1) remove them, (2) replace them with a value like the mean or median, or (3) simply
keep them in the model but make a note about this when reporting the regression results.
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5. Assumption 5: There is Linear Relationship between Explanatory Variables and the

Logit of the Response Variable

Logistic regression assumes that there exists a linear relationship between each explanatory
variable and the logit of the response variable. Recall that the logit is defined as:

Logit (p) = log (p/(1 _ p)) where p is the probability of a positive outcome. The easiest way to

see if this assumption is met is to use a Box-Tidwell test.
6. Assumption 6: The Sample Size is Sufficiently Large

Logistic regression assumes that the sample size of the dataset if large enough to draw valid
conclusions from the fitted logistic regression model. As a rule of thumb, you should have a
minimum of 10 cases with the least frequent outcome for each explanatory variable. For
example, if you have 3 explanatory variables and the expected probability of the least frequent

outcome is 0.20, then you should have a sample size of at least (10*3)/0.20 = 150.
Multi-collinearity diagnosis
Multi-collinearity

In regression it occurs when independent variables in the regression model are more highly
correlated with each other than with the dependent variable. When the independent variables in
our model are highly correlated with one another, they are basically measuring the same thing. In
other words, when two variables are highly correlated, they both convey essentially the same
information. If the purpose of our research is only to predict the dependent variable from a set of
independent variable, multi-collinearity does not adversely affect the regression equation. The
predictions in our regression will still be accurate, and the overall R? will give us an indication of
how well the independent variables in our model predict the dependent variable. But if, as is the
usual case, our goal is to understand the predictive power of each independent variable, multi-

collinearity can be a problem.
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From the two common methods of detecting multi-collinearity by running the regression
analysis, we can access on SPSS computed multi-collinearity analysis. This can be computed to
statistics called Tolerance Values and Variance Inflation Factor (VIF) for each independent
variable. In this case Multi-collinearity exists when: (Tolerance is below .10, and the average
VIF is larger than 2.5).

Prior to running the logistic regression model, both the continuous and discrete explanatory
variables were checked for the existence of multi-collinearity problem. The problem arises when
at least one of the independent variables is a linear combination of the others. The existence of
multi-collinearity might cause the estimated regression coefficients to have the wrong signs and
smaller t-ratios that might lead to wrong conclusions. The technique of Variance Inflation Factor
(VIF) was employed to detect the problem of multi-collinearity among the continuous variables.

According to Gujarati (2004), VIF can be defined as: VIF (X;) = % — R?

Where, R? is the square of multiple correlation coefficients that results when one explanatory
variable (X;) is regressed against all other explanatory variables, the larger the value of VIF (X;)
the more “troublesome” or collinear the variable X;is, as a rule of thumb, if the VIF of a variable
exceeds 10, there is a multi-collinearity problem, In this study, there is no value greater than 10

(Appendix V) and therefore no multi-collinearity problem.
4.4.2.2 The results of Logistic regression

The binary logit model was used to identify the major determinants of SMEs’ access to formal
sources of finance. In the logit model analysis, the study emphasize on considering the combined
effect of variables between SMEs’ that are formal credit users and non-users in the study area.
The emphasis therefore, is on analyzing the variables together. By considering the variables

simultaneously, it was able to incorporate important information about their relationship.

Logistic regression assumes that P(Y=1) is the probability of the event occurring. The dependent
variable was therefore coded accordingly. The result of the binary regression variable i.e. the
probability of being P(Y=1). The variables that were found to be significant at 5% or less have
been indicated with (*) and (**).
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Firm’s age (compare two age categories; <2 year and 2-5 years), Managerial experiences
(compare three experience categories; <1 year, 1-3 years, and 4-6 years), Firm’s size/Employee
number (compare four size categories; <10 employee, 11-50 employee, 51-150 employee and

151-300 employee). Below is a summary of the results of the logistic regression model.

Table 4.11: Result of Logistic Regression Estimation

Variables Coefficient Wald Significance | Odds
statistics level ratio

Firm’s age

< 2years

2-5 years 1.540 11.818 0.01** 1.500

Managerial experiences

<1 year 4.219

1-3 years 2.848 14.509 0.02* 17.250

4-6 years 0.932 12.939 0.01** 2.538

Firm’s size/ Employee size

1-10 employee 0.275 0.965

11-50 employee 0.405 0.81 0.777 1.500

51-150 employee 0.693 0.175 0.676 2.000

151-300 employee 0.000 0.000 1.000 1.000

(Source: survey result & own computation, Oct. 2021)
Interpretation of the Result of Hypothesis testing
1. Age of SMEs and its effect on access to finance

Regarding the age of business with respect to access to finance, most of the sampled SMEs were
in the age groups of 1-5 years, only a few were 5 years and above. As a result for this analysis
the comparison made between SMEs their age groups of 2 years and less with that of SMEs with

the age groups of 2-5 years, the reason for making comparisons between the two groups, was the
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sample size for the rest two groups which are age groups of 5-7 years and 10 years and above
were very small & insignificant to compare with the first two groups.

The variable age of firm has a positive and statistically significant relationship with SMEs’
access to credit from formal financial institutions at 5% level of significance. Therefore the
hypothesis that “Firm’s age positively affects SMEs’ access to finance” is accepted. This result is

consistent with a study by Klapper et al. (2010), Woldie, et al. (2012), Beck and Cull (2014).

Young ventures at start-up levels may not have the level of expertise and success history
required, young firms (less than two years) rely more on internal financing than bank and MFI

financing. It is generally firm age was found to play a role in firms’ access to finance.
2. Size of SMEs and its effect on access to finance

Firm size is one of the most important variables in literature related to access to credit.
Numerous studies have discussed that small and medium-sized enterprises are financially more

constrained than large firms (Carpenter and Petersen, 2002).

When the firm is small, most of the time it is owned and operated by the entrepreneur himself
and there is no such legal requirement to regularly report financial information and many firms
do not maintain audited financial accounts. Berger and Udell (1998) found smaller and younger
firms are more likely to face higher cost of financing and at the same time they are required to
offer collateral.

The logical result of the study in contrary to the above argument the size of firm was not
significant at 5% level of significance to determine firms’ access to finance from formal financial
institutions, the major reason was that the SMEs involved in the survey were small in size and
majority of them have an employee size under 20, out of the sample SMEs 90% of them have an
employee size below 10 and only 10% of them have an employee 10 and more. The sizes of
employee at each sample SMEs made the logistic analysis not effective and unable to support the

arguments that firm size is the major determinant for SMEs access to finance.
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3. Manager’s business experience and its effect on access to finance
According to the survey result participants were also asked about their cumulative working
experience in relation to SMEs. The years of experience were classified into; a year and less, 1-3

years, 4-6 years, 7-10 years and more than 10 years of experience.

Most of the sample SME managers from the survey were in the experience range between 1-7
years, this is because most of the managers in the sample SMEs were the owner managers and
their experience started from the establishments of the SMEs. Managers having experiences of 7-
10 years and above were few in numbers and it is not relevant to compare these ranges of

experience with an experience range of 1-5 years.

The analysis made among the managers who have an experience 1 year and less, 1-3 years, and
4-6 years. Assuming all other factors remain constant, the variable manager’s business
experience has a positive and statistically significant effect on SME’s access to credit from
formal financial institutions at 5% level of significance. Taking manager’s experience of >6
years as a reference, the result indicates that managers having an experience between the years of
4-6 are 2.538 times less likely to access credit from formal financial institutions than those with
age of >6. Therefore, the hypothesis that “SMEs run by experienced operators tend to have more
access to finance than those run by younger/less experienced ones” is accepted. This result is
consistent with previous study of Schmitz (1982), Kumar and Fransico (2005), Irwin and Scott
(2009). Prior scholars (such as Sena, Scott and Roper, 2012) argue that, as the numbers of years
in experience increases, the chances to secure credit increases as well. A scholar argue that, as
the managers years of experience increases, it is the indication for the firms human capital as
well as the ability to prepare and maintain financial records increases and hence increases

chances to secure credit.

4.5 Supply side factors affecting SME’s access to finance: Interview Analysis

In presenting the findings, this section proceeds as follows, Section 4.5.1 present an introduction,
provides a brief background of the case study, Section 4.5.2 the findings derived from the
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responses of the participants to the questions focusing on Bank and MFIs experience and
practices in financing SMEs are discussed.

45.1 Introduction

The previous chapter reported the findings pertaining to the demand side of bank and MFIs
financing for SMEs in Nifas-Silk Lafto sub-city represented by the population of SMEs in Addis
Ababa city. As it has been previously mentioned in this thesis five Banks and MFIs working
within the sub-city has been chosen to represent the supply side of bank and MFIs financing for
SMEs in Addis Ababa. Accordingly, the study included one state owned bank, commercial bank
of Ethiopia and four private owned banks namely; Awash International Bank, Dashen Bank,
Addis International Bank, and Zemen Banks. From the above four private owned banks Zemen
Bank was a private bank operating on a big size portfolio which is served by the large investment
groups, beside this due to the circular passed from the governor of Awash International Bank
S.C, all the concerned managers & officers both at the district and head office did not allowed to
facilitated the conduction of an interview based on the formal letter delivered from the
university. The rest three banks gave adequate information based on the given interview

questions.

From the MFIs side, out of the selected five MFIs working at Addis Ababa two of them namely,
Ambhara Credit &Saving Institutions S.C (ACSI) and Oromia Credit & Saving S.C (OCSSCO)
did not have operation areas serving SMEs sectors at the study target areas, on the other hand
Wisdom MFI (private owned) recently started operation with two branches at the study area &
they were not ready to conduct the interview. As a result, the study limited to collect adequate
information’s from the two MFIs highly engaged in credit and saving service for SMEs in the
selected Nifas-Silk Lafto sub-city. For the purpose of this research interview conducted based on
the prepared eleven semi-structured interview questions with senior bankers and loan officers at
bank and MFIs in order to explore their experiences, opinions, and perceptions on issues relating
to bank and MFlIs financing for SMEs in the selected district. Therefore, this chapter discusses
the supply side perspective of bank and MFIs financing for SMEs in Nifas-Silk Lafto sub-city,
Addis Ababa. The findings are based mainly on the interpretations, discussions, and observations
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made by the candidate during the interviews. Wherever applicable, narrative quotations are used
to illustrate the arguments and the findings.

The data gathered was transcribed, translated, collated, classified, summarized, and analyzed into
meaningful categories to achieve the aim of the research questions being addressed. The main

issues that were covered and investigated in the interviews were related to the following areas:

» Whether bank and MFIs have SMEs customers,

» The procedure of accessing finance by SMEs at bank and MFls,

» The demand and supply of finance between these two business sectors,

» The repayment status of SMEs and the overall support and follow up on the finance from
bank and MFIs perspective,

\4

Drivers & obstacles on the access to finance for SMEs from the banks and MFIs side, and

\4

Professional suggestion and recommendation to solve challenges facing SMEs on the

access of finance.

The main reason for using interviewing was its ability to uncover the interviewees’ subjective
side and experience relating to their dealing with SMEs and the role of the bank & MFIs in
financing these entities. The open & a few closed-ended questions was the main tool used in the
interviews. The questions concern general aspects of bank & MFIs financing for SMEs in the
selected district context. Each category contained a number of related questions. Therefore, the
sections in this chapter aim to pursue the bankers’ & MFI loan officer perceptions on these

subjects.

45.2 Findings derived from the responses of the participants to the questions
focusing on Bank & MFIs
» Drivers and Obstacles of Serving SMESs

The questions here were designed to gather information about the factors that drive Bank and
MFT’s increasing focus on SMEs. It starts with discussing drivers that foster this involvement
followed by the obstacles to the bank and MFI’s involvement with this segment as identified by

the interviewees. One can say the involvement with SMEs is more or less similar for all bank and
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MFIs. To understand its interest in SMEs, participants were asked to indicate the main drivers
behind Bank and MFI’s involvement in the SME market. The perceived profitability of SME
sector was a major driver cited. According to the bank and MFI officers the sector has potential
high profits for the bank and MFIs.

The major problem in addressing the loan demand of SMEs were the requirement banks asked
and strictly methods followed to be fulfilled by the SMEs before the application of credit at
banks. On the other hand SMEs often fail to address the concerns of lenders; their behaviors’ can
inadvertently reinforce those concerns and perpetuate restricted access to financing. Such
limitation includes: inadequate loan size, poor bookkeeping system, information gap about
finance, fear of business failure, short term duration, failure to disburse loan timely, and

inconvenient loan as discouraging factors for finance providers to serve SMEs.

» SMEs customers at bank and MFIs
Both of the response collected from bankers and loan officers showed that there are a lot of SME
customers gets service in the credit and saving aspects, as directed from the central regulatory
authority the major source of finance for SMEs are MFlIs, finance from bank to SMEs is
available where the MFIs does not reach to addressed all the demand of SMEs. The response
from the bankers at the commercial bank of Ethiopia indicated that banks mainly focused on
providing credit for MFIs by allocating the percentage share to be disbursed for SME customers
in addition to the credit services delivered through the commercial bank for other investment and
business activities. And MFIs credit officer also assured that in addition to own saving from
customers, funds from different partner banks like commercial bank of Ethiopia, development
bank of Ethiopia, Dashen bank, etc. are their main sources of finance whether they are used for

loan to SMEs or other credit services.

On the other hand private owned banks like Dashen bank, Addis International bank, etc. serve
the SMEs directly through allocating and delivering finance used as a credit for SMEs. All the
surveyed banks including commercial bank of Ethiopia and MFIs have long period customers of
SMEs operating on different sectors of businesses.
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> The procedure in accessing finance by SMEs at bank and MFIs
It has been suggested that several criteria are considered by loan officers when assessing loan
applications especially from SMEs. There is no doubt that understanding such criteria used by
bankers and loan officers in their assessment of SMEs loan propositions and applications can
provide crucial insights to SME borrowers when applying for loans from bank and MFIs. To
capture the perceptions of the bankers and loan officers at Bank and MFIs on such criteria when
assessing SMEs loan applications this section of the interviews had focused on gathering
information on the eligibility criteria which considered when making decisions on accepting

finance applications from SME clients. Major criteria’s asked by the loan officer includes,

= The Profitability of the Business
In general, under normal circumstances, bank and MFIs grant loans to a profitable or potentially
viable business. In this respect, SMEs is no exception. The findings of the current study reveal
that the profitability of the project for which the fund is being sought seems to be a top factor.

Profitability here means that the granted loan must generate profit for the bank and MFIs.

= Business Plan
It is acknowledged in the literature that business plan is strategically important in bridging the
gap of information asymmetry problems in SME lending. In the same vein, in the current study,
the provision of a business plan seems to be among the top lending criteria identified during the
interviews with the bankers and loan officers. The majority of the interviewee argued for the
significance of a good business plan supporting the loan application in the evaluating process of

that particular application.

=  The Provision of Collateral
Findings from the interviews reveal that in assessing SMEs loan applications the existence of
collateral is vitally important. There was an agreement between the interviewees in their views
that collateral security is central for considering SMEs’ loan applications. It was indicated that
the provision of collateral is a requirement by the bank and MFIs’ credit policy. Moreover, it was
inferred by the interviewer during the discussions with the participants that if no collateral can be

provided then the probability of rejecting the loan application is very high. Normally, collateral
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requirements by Banks are in the form of physical fixed assets, especially house, land,
machinery, and equipment. However, according to some loan officers at MFIs, in some cases
personal guarantees/commitments are also accepted (group collateral and personal guarantee that

has a constant income like monthly salaries could be accepted in loan application).

» The demand and supply of finance between these two business sectors
According to the response from the interviewees, there is a large demand on finance from the
SMEs sides operating on different business sectors, the major problem in addressing the loan
demand of SMEs were the requirement banks asked and strictly methods followed to be fulfilled
by the SMEs before the application of credit at banks, these issue may be slightly smooth at
MFIs since the regulatory party enforced the MFIs to look after different options and approaches
to reach SMEs demand for credits. As indicated on the demand sides of the surveyed
questionnaire, finance was one of the major problem and obstacles for SMEs to well run their

business objective, collateral issue was a key to access finance both at bank and MFIs.

> The repayment status of SMEs and the overall support & follow up on the

finance from bank &MFIs perspective
With regard to the repayment status and the overall support & follow up on SMEs finance, the
interview result showed us banks repaid almost all the credit available for SMEs within the time
schedule agreed up on, very small amount of credit become unpaid by SMEs according to their
agreements. Respondents stated that all the credit by the banks available for SMEs were based on

the criteria sated to be eligible in financing SMEs.

On the other hand responses collected from MFIs side have two figures, according to the
respondents at Addis Credit and Saving Institution which is one of the largest MFI operating in
almost all parts of Addis Ababa and the major sources of finance for SMEs indicated that there is
a gap in the repayment process of SMEs’ credit and the last few years report on SMEs’
repayment of credit shows that almost half of SMEs received the loan fails to repay their loan
according to the agreement signed between the two parties. According to the interviewees, the
main reason for SMEs to fail on repaying their credit on time is their establishment and weak

follow up system from the establisher organ in the government sides (Addis Ababa city
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government job creation and enterprise development bureau). Some of the SMEs were not
adequately fulfill the criteria to be formed as a SMEs, others were changed their objectives and
operating on different business out of their domain, SME’s weak fund management and financial
records, lack of ownership for their property, weak marketing channels, lack of enough skilled
man power were mentioned from MFI officers made them to be weak in repaying their credit
based on the agreed time frame. These leads to made obstacle SMEs’ in getting additional credit
from MFlIs, according to the respondents at ADCSI, there is no enough communication system
between different government offices working on the sectors, especially between Addis Credit
and Saving Institution who are providing the larger share of SMEs loan and that of the SMEs
establisher at Addis Ababa, (City Government Job creation and Enterprise Development
Bureau).

» Other related issues raised on the interview includes
= Credit Decision Making and Approval
Credit decision-making at Bank and MFIs with respect to loans to SME clients, the decision of
Bank and MFIs to grant loans to SMEs is based on the formation of opinion by loan officers on
the potential borrower and his/her loan application. This opinion formation, in turn, is based on
the evaluation of the applicant’s creditworthiness and the prospects of the business. It starts with
the customer approaching the branch with the application which must not be in conflict with the
bank and MFIs’ lending policies and guidelines. Generally speaking, the application from the
customer should contain: The purpose of the loan requested, the amount of the loan requested,

mode of repayment, source of repayment, proposed security, etc.

= Reasons for Rejection of SME applications
After discussing the criteria used by Bank and MFIs in assessing loan applications from SME
clients the interviews had proceeded to discuss the main reasons for declining SMEs’ loan
applications. It is noteworthy here that in terms of practice even though that the final decision to
grant loans to SMEs is made at the district and sometimes at the head office level the bankers
and loan officer at Bank and MFIs branch level have some authority to reject applications from

SME clients at earlier stage. The main aim of the question asked was to identify what factors that
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causes the applications from SME applicants to be rejected. Specifically, the bankers and loan
officers were asked to identify the most frequent reasons for SME proposals being rejected.

The interviewed bankers and loan officers made frequent reference to collateral-related reasons
as common factors that the financing proposals from SME clients are rejected. Respondents
mentioned that the bank and MFIs expects collateral security from loan applicants to secure the
requested loans. Subsequently, the failure of the applicants to provide or prepare a suitable

security for financing simply means that their loan applications to be declined.

Another factor mentioned by the respondents which frequently leads to the rejection of the
application of financing was the type of the business activity itself. It was emphasized that the
bank and MFIs is not keen to finance certain businesses or industries because of high risk

involved with them.

Poor indication of the capacity of the potential borrower is another common factor for rejecting
SMEs loan applications, poor financial records, firms business plan, poor administration of firms

were among the factors lead to the rejection of loan applied by the SMEs.

= Credit Products Offered to SMEs
Accordingly, information about the types of financial products Bank and MFIs offers to its SME
clients were sought through discussions with the bankers and loan officers as well as from

reviewing some relevant bank documents. Some of the credit products offered include:

v" Term loans: these loans are used to acquire fixed assets (immovable properties i.e. land
and buildings, as well as commercial vehicles). Such loans can be short term (within 18
months), medium term (up to 3 years) and long term (more than 3 years up to 10 years).

v' Working capital loans: this type is used for the ongoing cash needs of the business.
Both short-term loans and medium-term loans can be categorized as working capital
loans as well.

v Industrial hire-purchase: this type is very common and is sought by SMEs to acquire
capital assets such as equipment and machineries. In this type the asset is purchased by
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the bank & MFIs and hired to SMEs with the ownership being retained by the bank until
the loan is repaid via predetermined periodic repayments.

v' Overdrafts: used by account holders usually to meet urgent working capital needs i.e.
payment of salaries, purchases, utilities etc. this type is also considered as a source of
short-term funding.

v" Fund from partners: some funds obtain from different internal and external sources
which are targeting SMEs to recover their short and long term financial demands; this
kind of loan may be different from others in their interest and repayment systems.

> Professional suggestion and recommendation to solve challenges facing SMEs

on the access of finance.

Contrary to the conventional perception that banks are not interested in serving SMEs, the results
of this chapter show that Bank does engage largely in serving this sector in addition to the MFIs
who are mainly focused on financing SMEs. This interest is mainly driven by the business
objective of profit pursuing since this segment is perceived as profitable with promising
prospects. In terms of the hurdles, however, some issues typically characterizing SMEs such as
moral hazard, lacking of collateral, and asymmetry of information were mentioned. In addition,
two other issues which are particularly distinctive for the setting of this study; economic and

political instability and centralization of the bank were also cited among the obstacles.

The financial products offered by bank to serve SMEs are in the form of term loans (short,
medium and long), loans for working capital purposes, industrial hire purchase, and overdrafts.
Moreover, MFIs working much on the sectors by upgrading their approach and policy
framework to closely serving the sectors, beside these respondents suggested that the establisher
and follow up unit of the government body should take the responsibility in making the business
unit more formal and easy for communication, for instance some of the simple factors mentioned
by the interviewees that lead the SMEs loan application to be rejected were lack of proper
financial records, ownership right for their short and long term properties, adequate work place
and working situation, lack of value chain among the involved actors to access both the market
opportunity and to address their input needs, lack of close communication between different

responsible government officials.
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CHAPTER V
SUMMARY, CONCLUSION AND RECOMMENDATION
5.1 Introduction

This chapter deals with the summary, conclusions and recommendations. For transparency
purpose, the summary from Major Findings and the conclusions are based on the research
objectives of the study. Recommendations are made to government bodies, to operators of
SMEs, to finance providers and suggestion for other researchers.

5.2 Summary

The purpose of the study is to assess factors affecting Access to Finance for Small and Medium
Size Enterprises (SMEs) in Nifas-Silk Lafto Sub-city, Addis Ababa. The research was guided by
the following objectives: To examine the financing needs and financing options of SMEs in
Nifas-Silk Lafto Sub-city, Addis Ababa, to identify the key drivers SME bank financing, to
identify the key constraints of SMEs access to finance, and to examine the extent of banks and
MFIs involvement with SME finance.

The research design used in this study was explanatory in which cross sectional survey design
has been adopted. Following the data collection phase, the data gathered via questionnaire was
inputted & processed via Statistical Package for Social Sciences (SPSS). And the rest
quantitative data was analyzed using descriptive statistics such as frequency, percentage, table
and graph. Moreover, a binary logistic model which is best fits the analysis for determinant of
access to formal finance was employed. Qualitative data obtained through interviews was

analyzed through qualitative analysis method which involves some essential steps.

The cause and effect relationship of firm’s age, firm’s size, and firm manager’s experience on
access to finance will be analyzed using simple correlation and regression analysis, & ANOVA
respectively. Factors like access to finance; collateral requirement, availability of information on
funding opportunity, and firm’s business plan that are preventing SMEs from accessing credit

were measured using a 5-point Likert scale.
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According to the City Government of Addis Ababa Job Creation & Enterprise Development
Bureau there is 36,353 SME’s working on Manufacturing, Construction, Trade, Service & Urban
agriculture at Addis Ababa region. The population of interest for this survey was SMEs, 5,055 in
number spread all over the 13 woreds of Nifas-Silk Lafto Sub-city. The total sample size (200)
was collected using (Yamane Taro’s, 1967: 886) sampling formula. Data was analyzed using

descriptive statistics and Statistical Package of Social Sciences (SPSS).

The study was focused on firm’s age, firm’s size, manager’s experience, collateral requirement,
accessibility of information on fund opportunity, and firm’s business planning their effect on

access to finance from formal financial institutions.

Survey result on the respondent’s profile indicated that out of the total respondents 32.73% were
female the rest are male owner/managers, employee/manager or shareholder of the SMEs. As it
can observed from the demonstration, 49.1% of the SME administered by owners which
contributes 16.36% and 32.73% female’s owner and male manager, respectively which indicates
females are also participant in the SMEs as owner which is encouraging with the aspect of

empowering female entrepreneurs’.

On the other hand as figured on the discussion regarding the educational background, the highest
frequency was for education levels of high school graduated (9-12) with 37.27%. Owner,
employee & shareholder managers with professional diplomas and degree accounted for 26.36%
and 20% of the sample, respectively. None of the sample respondents categorized under the
illiterate group and finally, only 11.8 and 4.55% of respondents accounted under education levels
of junior school (below grade 8) and Masters Holders respectively and make them the least

frequent category.

The type of businesses on which the research was conducted were consisting of five sectors,
namely manufacturing, construction, trade, service and the urban agricultural. From the survey
result, 40.9% are engaged in manufacturing sector and followed by the agricultural and trade
sectors which accounted 27.3% and 20%, respectively. The service and construction sectors

accounted for a small share which has 8.2% and 3.6% of total sample respondent each. This
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shows that most of SMEs engaged in manufacturing, agriculture and trade activities which were
pretty good represented in the sample size of this study.

Descriptive statistics result indicates that, the findings on firm’s age and access to credit, the
results of the binary logistics model indicated that young and infant SMEs under the age of 2 and
less are 1.50 times less likely to access credit from formal financial institutions than those
between the ages of 2-5 years. Results on the employee sizes of SME towards access for credit
were found that there was no significant effect on their opportunity to obtain loan from formal
financial institutions. On the other hand SME’s that have well experienced managers can easily
be accessed to finance from formal financial institutions, SME operators or managers with high
business experience (4-6 years) were 2.54 times more likely to access credit from formal

financial institutions than those who has 3 and less years.

The findings on collateral requirement & access to credit, three factors considered in the
measurement & the result revealed that respondents overall agreed by the mean & standard
deviation of (M= 1.9, SD= 1.17). This implies that in general collateral was highly limited to

access finance at formal financial institutions.

Information access on fund opportunity and access to credit, four factors considered in the
measurement and the result revealed that respondents aggregate neutral by the mean and
standard deviation of (M= 3.25, SD= 1.2). The flow of information in the financial market is
crucial for both SMEs and financial providers.

In addition, respondent also overall agreed on credit has a positive effect on business planning
and access to credit at formal financial institutions. Six factors considered in the measurement
and resulted that respondents aggregated agreed by the mean and standard of deviation of (M=
2.1,SD=1.1).

Under the supply side factors affecting SME’s access to finance (Interview Analysis), the study
conducted interview with the participants to the questions focusing on Bank & MFIs experience
and practices in financing SMEs are discussed. Specifically, the interview deals with the

responses given from the respondents for raised questions including whether bank & MFIs have
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SMEs customers, the procedure of accessing finance by SMEs at bank & MFls, etc. According
to the result of interview, both of the responses collected from bankers & loan officers showed
that there are a lot of SME customers gets service in the credit & saving aspects, as directed from
the central regulatory authority the major source of finance for SMEs are MFIs, finance from
bank to SMEs is available where the MFIs does not reach to addressed all the demand of SMEs.
It has been suggested that several criteria are considered by loan officers when assessing loan
applications especially from SMEs. To capture the perceptions of the bankers and loan officers at
Bank & MFIs on such criteria when assessing SMEs loan applications, Major criteria’s asked by
the loan officer includes, the profitability of the business, business plan, the provision of
collateral and Other criterion’s required for SMEs in applying for credit at bank and MFIs
includes; the purpose of the loan, type of business they are going to run, the applicant’s credit
history, business experience, etc. was major considerations. On the other hand the response for
the question asked on the major reasons for rejection of SME applications refers to collateral-
related reasons as common factors that the financing proposals from SME clients are rejected.
Another factor mentioned by the respondents which frequently leads to the rejection of the

application of financing was the type of the business activity itself.

5.3 Conclusion

This study has discussed demand and supply side research specifically conducted with SMEs,
banks & selected MFIs on SMEs access to finance. The research started by first identifying the
demand side problem of access to finance & then goes on to investigate the supply side focusing
on banks’ & MFIs’ engagement with SME financing. To explore the demand side determinants
of SMEs access to finance, detail questions on firms’ access to finance were asked. The
questionnaire was administered on 200 SMEs drawn from one of the sub-city (Nifas-Silk Lafto)
in Addis Ababa. Both descriptive & econometric techniques were used to analyze the data. The
demand side findings and analysis revealed that access to finance is significantly influenced by
the age of the firm, size of the firm, experience of the manager, collateral requirements, access to

information on fund opportunity and the firm’s business plan.

79



Respondent firms were distributed within five major economic sectors: manufacturing,
construction, trade, service, and urban agriculture. Similarly on the supply side, private and state
owned banks and MFIs were included in the survey. A separate interview questionnaire was

prepared for the financial institutions.

Access to finance is one of the key obstacles of SMEs not only when starting the business project
but also when operating. Identifying the major determinants of access to finance is therefore
quite crucial. The results of the binary logistics model indicate that SMEs their age were 2-5
years are 1.500 times more likely to access credit from formal financial institutions than that age
group of 2 years and less. The probability of access to credit from formal financial institutions
also increased as the level of manager’s business experience increased, an experience of >6 years
taking as a reference, the result indicated that managers having an experience between the years
of 4-6 are 2.538 times less likely to access credit from formal financial institutions than those
with age of >6. As contrary to different scholars finding, the study resulted on SMEs
employment size has no significant effect on SMEs access to credit from formal financial

institutions when comparing different employment sizes of SMEs.

According to the survey access to finance and its availability influenced by limited access to
information on who is offering credit facilities and where are the major sources of different
funds, having an aggregate all factor together have an influence in access to finance and its
availability with a level of neutral (M= 3.25, SD= 1.2). The flow of information in the financial

market is crucial for both SMEs and financial providers (Falkena et al., 2001).

Another major determinant for denied SMEs access to finance at banks & MFIs were firm’s not
having type of collateral required with an aggregate level of agree having (M= 1.9, SD= 1.17).
This implies that access to finance was highly limited by strict collateral requirements. It is
obvious that most SMEs are denied & discriminated by the lenders in provision of financing

because of high risk and for not having adequate resources to provide as collateral.

Taking the findings, the study concludes that the major source of startup finance and also

working capital is own savings. The major source of credit for startup on the other hand is family
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& friends followed by MFI and “equib”. The major source of credit for working capital is also
informal financial institutions. Age of the firm, manager business experience, firm’s access to
information on fund opportunity, collateral requirements, and firm’s business plan had
statistically significant effects on access to credit from formal financial institutions. In contrast,
as a result of the small size of employee in the targeting sample SMEs, employee size had no

significant effect on SMEs’ access to credit from formal financial institutions.

On the other hand the finding from the supply side, in our case MFI & banks shows that the
major financial products offered by Bank & MFIs to serve SMEs are in the form of term loans
(short, medium & long), loans for working capital purposes, industrial hire purchase, and
overdrafts. Moreover the respondents argued that for factors that lead the SMEs loan application
to be rejected were lack of proper financial records, lack of adequate collateral, ownership right
for their properties, SMEs poor management of risks and informalities of SMEs are the major
obstacles to their engagement with SMEs. Another important issue to note is that MFIs are more
engaged with financing SMEs than banks. Out of those who had access to finance from formal
institutions, more than 39% had their access from MFIs. Only close to 2% had their finance from

banks of sample SMEs surveyed.

5.4 Recommendation

In spite of the enormous importance of the small and medium enterprises (SMES) sector to the
Ethiopian economy with regards to job creation and the alleviation of abject poverty, the sector is
facing financial challenges, which impeded its role in the economy. There are various factors that
affect access to finance of SMEs. Recognizing their heterogeneity and devising policies and
support programs to alleviate these problems is quite important. Appropriate understanding of
these factors is therefore important in order to solve financial needs of SMEs and help them
prosper and achieve their objectives in creating employment and alleviating poverty. It will also
help the government and nongovernmental organizations to formulate policies and strategies that
work towards meeting the financial needs of SMEs. On the basis of the findings and conclusions

reached, the following recommendations have been forwarded.
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From the Government agencies perspectives (Agencies administrating the SMESs)

» Age of the firm has a significant effect on SME access to credit. It is therefore important
to encourage young SME operating business to participate in credit market and
compensate their lack of experience with pertinent training and by follow up of proper
implementing different working policy and strategies.

» Manager’s business experience has enormous effect on access to credit from formal
financial institutions. Concerned bodies of both the government and non-governmental
institutions should work to create awareness and facilitate the provision of additional
training for those with lower experience level (i.e. start-up entrepreneurs with little period
business knowledge).

> It is important to facilitate & work to-gather with different stakeholders in-order to relax
and looking over different approach and strategy on which other relevant collateral type
should be considered for SMEs in acquiring credit from formal financial institution, there
are different promising ideas generated from the regulatory organ, National bank of
Ethiopia to enforce the financial institutions to allocate a certain amount of finance per
year for SMEs & to relax their requirements in closely financing SMEs. City Government
of Addis Ababa Job creation & Enterprise Development Bureau, Nifas-Silk Lafto sub-
city & Woredas SME development agency should therefore work in this regard.

» On the other hand, City Government of Addis Ababa Job creation & Enterprise
Development Bureau, Nifas-Silk Lafto sub-city and the respective woredas in the sub-
city should also focused on the growth and development of SMEs, this is because growth
in number of employees is one of the indicators of SMEs growth and in order to grow
SMEs should have adequate access to finance. Even though the current policy of the
government emphasizes the support provided to manufacturing and construction access to
credit is still limited for these sectors. Considering the potential for large employment
opportunities within these sectors, proper implementation of current policies and
alleviating pitfalls in provision of finance to these should be thoroughly considered.

» Beside these most of the interviewees at the financial institutions and also the manager’s

at SMEs highly stressed on the issues regarding the control and follow up of all the
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activities of the SMEs starting from the establishment up to the final steps of the sectors,
and mainly reflected an ideas that there is no enough control on the establishment as well
as the development of the sectors to the next steps, this may open the ways for different
challenges currently the sectors facing in.

Financial professionals at bank, MFIs and SME managers advised that the government
with their different development partners take the initiation and responsibilities to
improve the currently SMEs facing challenges, including; lack of appropriate follow up
and control, lack of ownership right for their property, enough working and marketing

places, lack of enough skill manpower to handle financial records, etc.
From MFI, Bank and other financial institutions perspectives

» Addis Credit and Saving Institution who are the dominant supplier of finance for SMEs
should revise and evaluate all the strategies and policies currently implemented to address
financial demand of enterprises, this is because the result of interview indicated that there
is a big challenge in proper collection of disbursed loan according the agreement made
between the lender & the borrowers. In fact the study revealed that there were different
promising starting activities both in the revision of the existing lending policies and
strategies working on enterprise finance and evaluating past experiences to identify the
major bottlenecks on the sectors. Other MFIs like Nisir microfinance who are closely
serving the sectors should increase their outreach from the currently limited less than ten
branches in Addis Ababa, and not more than two branches in the study district, moreover
it is better to work in collaboration with different non-governmental organization who
have an interest to work on the capacity building for the participants in the small
enterprise businesses.

> Different state and private owed banks like commercial bank of Ethiopia, Dashen bank,
Addis International bank, etc. are serving the SMEs access to finance at different district
and their respective branches, beside their huge effort made in addressing an increasing
demand of SMEs access to finance, collateral issue were a central which makes barrier

for SMEs access to finance in a better and satisfactory means. With this regard Bankers at
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Dashen bank, Commercial bank of Ethiopia and Addis International bank reported on the
interview that enterprise development finances were their major concern and they were
done a lot on the sectors, moreover the financial outreach on addressing the sectors
increasing from year to years, the respondents indicated that they are planning to
implement a new direction on which the authority organ the National bank of Ethiopia
passing a circular to the financial institution to look on emphasis the enterprise
development sectors.

From SME perspectives

» There are a lot of efforts done by different stakeholders who are working on the SMEs

sectors, different scholars who are conducting research on the sectors at Ethiopian (Addis
Ababa) levels identified that there was a great potential in the sectors and a lot of efforts
made to improve the sectors to contribute its share in the alleviation of poverty and to
support the economic growths. But still the sector demanded for finance & other
technical supports from the stakeholders especially from finance providers like banks &
MFlIs.
From the demonstrated SMEs a large number of them stand at promising levels with their
different internal and external problems. During the discussion most of SME manager’s
raised issues that they did not have any formal organization formed by the members who
are fighting for their rights. The markets were not allowed them to compete with the
currently increasing price of production materials and labours. Therefore it is important
that all the concerned parties should play their role in solving the problem & support
SMEs to establish a formal representative organ at the government/ private levels.
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Appendix I: Survey Questionnaire for SMEs in Amharic version
PENt-ML LI RLNCAT
PNHTNT Ahe ™ hh AL

NHIN ALINFLAT FIRUCT hEA

PthN4 ema+ +AF4: PHU mFT CON “FACTORS AFFECTING ACCESS TO FINANCE
FOR SMALL AND MEDIUM SIZE ENTERPRISES (SMEs) IN NIFAS-SILK LAFTO
SUB-CITY, ADDIS ABABA” 10@-::

2Y mTF PMhTmIm NPLN+-TILLTD RIACAL NMHIN ALTPINTLNT PEUL LS
FIOUCT NEA aRaD/d P MMt ATITRAT 0 PG+ PT GATY NAZA ANN N+T9 AN+S8EC
N74N NAN AEFNEAN+TY @AM PARTT PRINHES AONNAT BCBF /&t (haD g PNEC
(P7THA) FPY60e AT INYPT PMGH AOMLP Y=

NHU OMLP AL MA+E af NAA N $LFT AL PHADW/+ 10r: AOMEE PhAFL M-
M5t ARAL RARHING MNP NV TADCHE 2MNPA: PPT8T8 +AFE ANT NAM T
SU& AL POPAR: a7 +7AR hRdaDMGD::

2U7 9AT AMANT AAPTFUT @2 1HT FANT T4 ALTSF PIRINMD- AUTE PTRFAM-T
FoAN ADGE 91 AB ANLATL NARUPR: AULAT® BPEPT ADIN, PAR APAMT 15 Lo
PUY 1H AHU 782 AT FD-A NMEP NFAP ARNCT 10+

ANAM DNLLL ANAPT ADTMY NMPPAD-: AL 4A L1 FF:
NAN: +251-911 03 42 81

A.T.2.4: alemayehugebreab8@agmail.com
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> NNC 1,000,001 - 5,000,000 .....eoeeeee e (-
» N1C 5,000,001 - 10,000,000 ....ovveeneeeeeeeee e O
> NAC 10,000,001 = 100,000,000 ... eeeeeeeeeeeee e O
. &CE+ NHU PN HCE AR ATRT PUA 1H $2+472
B N 2 BOD b (-
3 D 2= B (.
3 N 6= 10 QD e -
> N109aFNAL ..ol RETRRTOT B

. PECE+ YR NTFA Y6 NOF 102 (N 1 NAL ARAN APAMT £FAK)

U. hNnh A. NeMNg N&C +&9™ h. NTIHN ANSLPF an. negn €mn
w, N3 L&/ N+ 4. hoeN N. AA
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6. PECE+ PN ANLSE ToYem NP 102 (N 1 NAR AN AOAMF L£FAK)

U. hnh A. NeMNg NeC +L9 . NTIHN ANSLPT an NN €mn
W, N3L5/ N+AN Z. NoRN A. AA
7. ECE+ NYARF AGRY PUA 1H NEC NOIP ANSL +£I° PIFA?

U.N&a@®+ A7 10 A. NG+ BAT 1H . N9TPF wAT 18 a, geyge eC
RATNBLTD W AA
8. NA%T 333+ @AM ECE+ AOIR ANBL +RIP PNEC M PR AAPARTA?

U. AP O A. AADDAN+gD O
9. At.®. 8 MANP AP NPT APTED +£9D 4M- PADAN+M?

U.ANTA A AemNT NEC +29°  h. AUARID an, AA
10.NAéTF 390 5F @AM &CE+ NOIP ANBL +£I° NEC +PNAA?

Ure () A. Rd+PNATR O
11. A+.%. 10 ®ANP AP NPT $MBET M PLPTF BADA(,

i. NPHem &Cet 1@ PtPNAT?
U.hn3h  A. hemng NeC +&ge A. NFA+RID an_ AA
i. Nga™+/N29a+ @AM P+PNATT PNEC M7 L9IAB?

iii. Ng@@% +PNAT eNLEC MAL aM7T £9A8? (NPNEC T8I+ ARIAG £FAKN)

iv. PNEET FAT LIAE?

v. PNEET PHL I 1H £o1AE-?
U. ADENT ®dC A. ARTE Ga0t A. AbAT G an. AA

12.09% AN8L +£TMT PNEC M PEPTT 2P AECIDNT PO-SA?

ure [ A. hRA+L2279P (-
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13.At.®. 12 AAP AP NPT PHEM &CEF 10~ PNEC MPEPTT M-£& PL/700?

U. N%h
A. €MNS NEC +&go
. UARgR
. AA
14, At.&. 12 OANP AP NPT ATRTETY 1@ PNEC MPEP D& PPI@-? (N 1 NAR AN
aAMmT LFAN)

U. Ne PALT PNEC PhFT
A. PNEC a®M7
. P+N8LPF PUAN APPH Ehant
a, P+N8LPTF PNEC ATAAN F9IC
W, P+N8L SCEF 08 (Bme LB+ NADyY)
(. P+N8L SCESF N ANNPE PATRLE a9n (B PR ANNLPE)
(. PECE+ PADALE AANM, AN, AATELPT (C4T)
A. P&CERT P92 032 (Business plan) APt
$. ARINTET ADNNAT +&gD p+apen P+AP NEC PATR NTRA
N. NHU $L9 ATN+HET APNNAG +RMF NE&C MALM: AATANID N
+. AlAIR PAINTET aPNNAST +£M%F HC& +ARAAL dPMY PAD- NNCARAD L)
F. AA
15.08CETPY PYAN APPH ATETF £746- 34?2

U. 279" 327%F P4AN APLPH HE ARNTATR
A. @2Mmi5 PaRNA PLAN APPH HE £N+AA
. FCYT PAG- PYAN APPH HE £h+HAA
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16. 2C8+ N2012 9.9, NATHNL AIRY PUA 1H NEC NOIP AN8L +£ID AIFEA?

U. AT 11 A. AT 1H 4. wNt 18 @ hwht 1H NAL w, goj9m
NEC AATTID . A

17. N8 NP AN, Nb PP 0P ANSL +LTF AA?
u x® [J A. PAgD ()

18.At.¢. 17 @ANP AP NPT PF+EF ATEUF me?

U.n7h A. €MNT NEC +&I™ . LA+ an, AA
19.PAINTET ANNAT +RMF PN ATPNPAT ATEF £146-F4?

U. NM9® ma 10 A Mg 10 A. PN AR LAGR an A A
20. &ECEFTU NL4 P+AP 07918 6P L (Business plan) +91N4-P PRCIA?

U. AP C A. PAD-gP .
21.N798 %L (Business plan) AH1SET HZ P NAMT ATH+D- PO-PA?

U. A9 . A. RATT @D .

22. At.g. 21 ANP AP NPT NAMT PHIBDT meb(r?
U. PR3Nt BCEFT A ®I9NFR PAPE ECEFT A NI4A NN D/ P&P
™, AA

23.ARINTET ahNAT P98 N ATP4T NPF PPRATLST @-ND PIPET NPLI® +ht+d
M$N?
24. AT PADT PRINFES APNNAG +RMF: PNEC APCNT F9C NI°T AR & T

AT FA P94 ANTLOTPY NFPTY PI47?
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h&ed wht:

POCAT NIRTRIF NPT A&+ 17CF W/t NthT NtMert AT9LEeF @AM NARIRLMm

£oIAG ATILE N 1 -5 PbMt AT 1 = NI AANTITIGR (NA), 2 = AANTITIGE (K), 3 =

MG AEAPRIF PAAG- (1), 4 = KNTITIAL (K) A 5 = NMI® ANTITIAL- (NA).

> M1 PR PHTF aAh, P (Measurements of dependent variables)

hNEC APCNT IC N+PPH PECETP PN& APTT hISF
amhhi

NA

)

NnA

PNEC MLI® P4.L5TN APCNTT TP IeF

1. AU NUIETT BATIR G257 P1THN &ART ATHdeT ML
PAPCNTF FoYebet M TF £ FAN

2. AT APHALNTFD PAT PITHN &ART ATI46h TRYeF MLIP
APCNF ALAIR NANRA aRANR: +24-0 TF O

> h-m15 1 PH+F anAh P (Measurements of independent variables)

NA

)

1

NA

eannNes P Ph+q (Collateral Requirements)

1. PIMPPm PPATST 9LYT NABTY AADRPC NEC P97+
YLFY O2AY PN+HITFAQA

2. PNTS (Collateral) NEC ATITTH ANTSE AN LR 1O

3. PPAFTST 8L ARINTES NNAT +£9%F PNLC I°Ye PIFTT
ANAN, 70>~

NANEC MLI™ A4LSTN APCNT 9o U1/ OLA PAY OO/E

1. PNEC LYHT PHEMD- PANSL +£9D ATLM PHCN N AOZE AA
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(R154)

ANEC NPT PANSL ECET MPFP Ak
(Performance) NE&C AT T+ £254

ARINTET NNAT +£9F P4L57N 9o%sk dDIT 9OFRG Nb
a1 .F Ak

NHU N&T PAT PNEC ATRE NEC AT TT Pk Uit REMEA

PECET 0198 0P L (Business Plan) A28

. BCEFTTNLS P+AP PTOL 0P L +INLP PRCIA

. PECEFTT PY9L 0L P4L5TN APIRT PITHN YO

. PECEFTT PI9L 0B L PRCEHRT MTNGT £ND 97 PITHN M-

. PECEFTT PYL 0L PLINETY &AM £I5HN 1O

. ECEFTT PMLALT PTI98 Y QAT ALS PAPICMA

| O] | W[N]

. BCEFTT PIL 0L ATIGE ADMT AR&P PMM®-A NEtT

ENEF
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Appendix I: Survey Questionnaire for SMEs in English version
ST. MARY’S UNIVERSITY
SCHOOL OF GRADUATE STUDIES
MASTERS OF BUSINESS ADMINISTRATION
Dear respondents,

This study is conducted in partial fulfillment of Masters of Business Administration in St.
Mary’s University. The study is aimed to explore the factor affecting access to finance for SMEs
at selected woreds from the entire sub-cities in Addis Ababa. To this end, questionnaire is used
to gather pertinent data from respondents. The information you provide is anonymous and

strictly confidential — you need not disclose your identity.

The information will be used only for the study and will not be given to any other organization,
government department or person. I realize your time is valuable and appreciate your concern &
contribution for SMEs effort toward growths. Your responses are vital to the outcome of the
study and hence you are kindly requested to spare 15 minutes to objectively answer all questions.
Thank you in advance for your indispensable cooperation to spare your time and energy to

complete this questionnaire.
Telephone: +251 911 03 42 81

Email: alemayehugebreab8@gmail.com

Addis Ababa, Ethiopia
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Questionnaire for SMEs
Part | Personal information for respondents

1. Gender: Male () Female ([
2. Occupation: Employee/ Manager (] Owner/ Manager (—_) Share holder [)
3. What is your academic background?
Iliterate
Grade 8 and less
Grade 9 to 12 completed
TVET/ Diploma
BA/BSC
MA/ MSC and above
4. How many years of managerial experience do you have?
A. Less than 1 year
B. 1-3year (< 3 years)
C. 4 -6 year (<6 years)
D. 7—10 year (< 10 years)
E. 10 years and above
5. Who is the manager of your business?
A. The owner B. Employed manager/ Salary manager C. Someone else

Mmoo w>

Part 11 General Information on the business

1. What is the main activity of your company?

» Manufacturing textile, home decorates wood products factory, etc.) ................... .
D O 1113 1 o7 T s R -
P TR L, O
P SEIVICE .o, C
P Urhan AGriCUIUIE ... .. oouii it (I
D\ £33 1= S PSPPI -
» Wholesale or retail trade............ooviiiiiii i O
P REAL CSTALE. ...ttt (|
P Hotel and tOUTISIM. ...t e O

» Other services
2. How many employees does your company currently employ (both full and part time
employees) at all locations or branches of your firm?
» From 1 employee to 10 employees .......c.evviiriiiiiii e, C




» From 11 employee to 50 employees .........o.ivuiiiiiiiiiiiiii e (-

» From 51 employees to 150 employees. .....c.ovuiiiiiiiiiiiii i C
» From 151 employees to 300 employees .........ooveiriiiiiiiiiiiiiiiiiieieeeanennn C
3. Where your business capital does falls currently?
> Less than birr 500,000 ...oonnnniiiiiiiiii e e C
» Between 500,001 t0 1,000,000 .......oviuiniiriiiei e -
> Between 1,000,001 t0 5,000,000 .......c.ouiniiriniiii e C
> Between 5,000,001 t0 10,000,000 ........c.ouiiririniieiiiet e eeee e (-
» Between 10,000,001 to 100,000,000 .........cuiiiririiiriieeteeeeeee e e O
4. For how long does the business exist in the market? ( Duration of business existence)
P Less than 2 YEATS .........iuie ittt ([
P Between 2 and 5 YEAIS .....vuiuiiniii e ([
> Between 6 and 10 Years .......ovuiiiiitii i C
P More than 10 YEArS ..........oouiuie e e ([

5. What is the major source of your initial finance? (Multiple answers is possible)
A. Banks B. MFIs C. Money lenders D. Own savings E. Friends/ Family  F.
“Equib”  G. Others
6. What is your major source of working capital? (Multiple answers is possible)
A. Banks B. MFIs C. Money lenders D. Own savings E. Friends/ Family  F.
“Equib”  G. Others
7. How many times do you get loan from formal institutions per annum?
A. One time per year B. Two time per year C. Three time per year D. Not
received any type of loan E. Other
8. Did you apply for loan from formal financial institutions within the last 3 years?

A Yes [ B.No (]

9. If answer for Qu. number 8 is yes, which formal financial institution did you apply to?
A. Banks B. MFIs C. For both D. Other

10. Did you receive any loans from formal financial institutions within the last 3 years?
A Yes () B.No (]

11. If answer for Qu. number 10 is yes please fill out the following questions.
i. From where did you receive the loan?
A. Banks B. MFlIs C. From both D. Others
ii. Specify the value of loan received per year/ two year?

iii. Specify the value of interest on loan received per year/ per person?

iv. Specify the purpose of the loan?
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12.

13.

14.

15.

16.

17.

18.

V. Specify the loan duration?

A. For six month B. For one year C. For two years D. Others
Did you experience loan rejection by financial institutions?
A. Yes () B. No C

If answer for Qu. number 12 is yes, then which financial institutions reject to provide you
loan?
A. Banks B. MIFs C. Both D. Others
If answer for Qu. number 12 is yes, then why did the formal institutions reject your loan
application? (Multiple answers is possible)
Lack of collateral
Loan size
Lack of sound financial statement
Poor repayment history
Age of the firm
Experience of manager’s
Location of the business
Poor firm’s business plan
Due to no finance/ credit type identified & allocated for the SMEs
Pervious poor repayment records of some SMEs
As a result of limited credit allocation and lack of understanding in considering all
SMEs required uniform loan size
L. Others
What do you say about your accounting system?
A. Do not maintain any records
B. keep minimum records
C. keep formal accounts
On average how many times you have been getting access to bank credit in the year 2020?
A. One time
B. Two times
C. Three times
D
E

AT IOMMOOw>

. More than three times
. Not received any credit

F. Other
Is/ Are there enough financial institutions around your operation area?
A. Yes (. B. No (.
If answer for Qu. number 17 is yes, Specify lenders type?

A. Banks

B. MFIs
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C. Both

D. Others
19. How do you describe the business situation for SMES?
A. Very good
B. Good
C. Not attractive
D. Other
20. Your enterprise does have a specific business plan implemented officially?
A Yes () B. No C
21. Do you have had a training opportunity on the preparation of business plan?
A. Yes (] B. No C

22. If answer for Qu. number 21 is yes, who prepare the training opportunity?
A. Government sectors
B. Non-Governmental organizations
C. Self-training through own budget
D. Others
23. List the major challenges in conducting business through SMEs?

24. What are your suggestions/ feeling to improve the existing challenge for SMEs in access
finance from formal institutions?

Part —111 Accessibility and Availability Perception

Indicate your level of agreement on the following statements by ticking the appropriate number
using the key given below. Circle a number from 1 to 5 that represents your extent of agreement,
where 1=Strongly Disagree (SD), 2=Disagree (D), 3=Neutral (N), 4=Agree (A) and 5= Strongly
Agree (SA).

Table 4.12: Means Interpretations Key

Range Extent of Influence
1.00-1.80 Strongly agree
1.81-2.60 Agree

2.61-3.40 Neutral

3.41-4.20 Disagree
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4.21-5.00 Strongly disagree

(A general formula for 5-point Likert scale, developed by Psychologist Rensis Likert, in 1932)

To determine the minimum and the maximum length of the 5-point Likert type scale, the range is
calculated (5-1=4) then divided by five as it is the greatest value of the scale. Scale mid-point of
the arithmetic mean of the constructs is equal to 2.6, as the agreement Likert measurement scales

(strongly disagree, disagree, neutral, agree, strongly agree) was used in this study.

» Measurement for Dependent variables

In the access to finance your firm ability affected by SD|D |[N|A|SA

Access to finance and its availability (Dependent variable)

1. All ways of financing are available in our country

2. All ways of financing/ prevailing ways of financing are accessible to all

» Measurement for Independent variables

SD | D |[N|A|SA

Collateral requirements

1. Not having Types of collateral required makes difficult to access

finance

2. Collateral is a mandatory requirement in accessing finance

3. SMEs very worried about collateral in accessing finance

Adequate flow of information on the financing opportunity

1. There is available of information on who is offering credit facilities

2. Performance of Commercial Banks and Microfinances

3. There is an accessible of ways of financing for SME

4. Past experience in obtaining loan finance successfully

Firm’s business planning

1. Our enterprise have a specific business plan implemented officially

2. Our enterprise look at financial resources when planning

3. Our enterprise consider the strength and weakness when planning
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4. Our enterprise find out the customers’ demand when planning

5. Our enterprise set out the future business goals

6. Our enterprise have a budget for spending and pricing when planning
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Appendix 11: Interview Questions for Banks & MFIs professionals (In Amharic and
English Version)

PPA ®MLP B PLPTF (Interview Questions)

1. AINtET ahNAT &CERF/ +2F (AIN+ET APhNAT +£MF) +N8L AAPTH?

U. AP C A. P9 (I
2. 9o PUA AINHES @ONNAEF +&mF NGaT: ANEC PARANFA? (NATINE NHFFa-T
£AE)

3. ANEC haAN+F AIN+EST APNNAT +£25F @AM AIRT PUA +2TF NEC LLPSA?
(NATINL NHFFOT £9IAE)

4. N8O (RINHES APhNAT +&MF) haoAh+t PNEC A®MT OAD 97 PUA
LAPEAFPA? (NATINL AOM*EY £IAE-)

5. PHNSLPTF PNEC MPE O-E% AU PAULECH CINEPTT IAe? (N 1 NAR dPAN
mAMF LFAX)

U. PPNTS AMt
A. PNEC MY 997N
h. NeP ALY PLAN ALPH FoIC
a phag PNLC AARPAAN 12T
W, P+N8eL ECEFT 08 (EMe &CE+T PTTFa)
. P+N8L &CEF NG ANNLLET PN ATPL 1N (ET9L Phe- ANNLPE)
A. PECERT P98 N&L AN AATRU R
A. PeCE+T P92 %2 (Business Plan) APeh.7t
$. AA
6. NtLMFU ARINTET CNNAT +2a95F P+AP PNEC 3LYF AA?

usrp ) A. PAGR (I
7. At.g. 6 @ANP AP NPIE 9°7 P+AP PNEC 87T AAL £9A82 (N 1 NAL dPAR
amAM* &FAK)

U. 84N 7THN FPU60e (PLCEHR RMNGT FLE) oot

A. B0 (NUHNPR BCEFT AT ETFAQ)..ocoeoreeeeeeereeeeeeeeeeesesseessssseseesessseeesssseseesesees -
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DT LAY Yo T A i 2T e TR

a PNTA NEC (NTTIPALA NEC D68 PATT) i,

W, P8 AP NAPLNL P
A. NR+AN/ hm8E HARE: PANAYTT MLI +APAAL hUr P4.2970 dRALPPTF
(INSTIUIMENES ). ettt et et e e et e e e et e et e et e et e et e e e e e et earen e e aans
A, ANALCT NARAMD MLIR AdeT TTHAN PAFOT NALCA NTIELD . i
N i Y= TN

. NEC hHNLS AINTES NNAZ +2@% @AM ATRE NNCSTE N+HATRaF PH 78
O-ND NL4T NEAD AMTPPA? (NATINL NHFFO-T LIAG:)

. NEC N+eamd- (NNEC NI°IRI+E) P1LH 18N @A hEAD- PTHPMTPENT MYIF
oY PT RLT 12 (N 1 NAL APAN APAMT SFAX)

U. PAFRE aBY0

A. N LAY P4AN APPH FaIC

h. 2N AN+8LC

a 9L N 9Lyt

W, AL 9°F PALT PNe NE &

Z. 1918F @ PtPHPH APk

A. 03918 6P L (Business Plan) APsh, AATRU T

n. AA

. PMAe NTHZHSGT P98 325%F (Business sectors) M-NM NEC NARARAR FiAefFo-
NN&+g ANN HP+E BLEFMOT Bpd(r?

P GNEN (TVFEATLIT) i
P PRTT APALL RPN, oo
P AR NG (Trade) oo

P PRTATIAT H & oo
D 1 e T L T

A
ALY PA@T PAINTEST aPNNAT +£MF PNEC APCNF F9IC N9RT dPAR dPg -+
AT FA P14 AN+ LPFPY NPT PI4T?
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Interview questions

1.

w

Do you have a creditor SMEs in your financial institution?
A. Yes O B.No (]
How many SMEs apply for loan per year in number? (Describe an average number)
How many of the applied SMEs get approval for the loan? (Describe an average number)
How much of the requested loan amount for SMEs get approval? (Describe an average
amount)
What is the major reason to reject the SMEs loan request? (Multiple response is possible)
Lack of collateral
Loan size
Lack of sound financial statement
Poor repayment history
Age of the firm
Experience of manager’s
Location
Poor firm’s business plan
Others
Are there any loan product type only specified for SMES?
A Yes (] B.No (]
If answer for Qu. number 6 is yes, what kind of special loan product for the SMEs, Specify?
(Multiple response is possible)

~I®@TMUO®D

AL Internal funds ... C
B. Grants or subsidized bank loan (Involving Support from Public Sources) .................. O
C. Bank overdraft, credit line or credit cards overdraft ........................co.cnl L. (I
D. Bank Loan (excluding overdraft)..............ooooiiiii i C
E. Trade Credit .....o.ooeini e (.
F. Leasing or hire-purchase or factoring ..............c.euiuiuiiiiiiiii e e C
G. Subordinated loans, participation loans or similar financing instruments .................. C
H. Equity issuance or external equity iINVESTOTS .........ovuiiiuiitiieitiiieieieeeaieaeens (.
e OB .ttt O

How many of the SMEs which received loan repay according to the agreement? (Describe an
average number)

What are the main reasons, why SMEs fail to repay their loan as per the agreement?
(Multiple response is possible)

A. Lack of experience

B. Poor financial system of SMEs

C. Lack of skilled management
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10.

11.

Business sector

Business location

Slow of their business

Poor firm’s business plan

. Other

Please rank the following sectors from the most to the least in terms of their ability to repay
loan?

T OmMmOo

W\ 1 0 To1 15 0oV (I
B. CONSITUCION &t et et e e e e e e e e e e e e e e e C
G AR e e C
D SOIVICE et (.
E. Urban Agriculture ....... ... C
Fo O NBrS e O

What are your suggestions/ feeling to improve the existing challenge for SMEs in access
finance from formal institutions?
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Appdix I11: Instrumental Design for a five point Likert scale to measure perception of

constructs

Table 4.13: Means Interpretations Key

Range Extent of Influence
1.00-1.80 Strongly agree
1.81-2.60 Agree

2.61-3.40 Neutral
3.41-4.20 Disagree
4.21-5.00 Strongly disagree

(A general formula for 5-point Likert scale, developed by Psychologist Rensis Likert, in 1932)

To determine the minimum and the maximum length of the 5-point Likert type scale, the range is

calculated (5-1=4) then divided by five as it is the greatest value of the scale. Scale mid-point of

the arithmetic mean of the constructs is equal to 2.6, as the agreement Likert measurement scales

(strongly disagree, disagree, neutral, agree, strongly agree) was used in this study.

» Measurement for Dependent variables

In the access to finance your firm ability affected by SD|D |[N|A|SA
Access to finance and its availability (Dependent variable)
3. All ways of financing are available in our country
4. All ways of financing/ prevailing ways of financing are accessible to all
» Measurement for Independent variables
SD|D |[N|A|SA

Collateral requirements

4. Not having Types of collateral required makes difficult to access

finance

5. Collateral is a mandatory requirement in accessing finance

6. SMEs very worried about collateral in accessing finance
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Adequate flow of information on the financing opportunity

5.

There is available of information on who is offering credit facilities

6.

Performance of Commercial Banks and Microfinances

7.

There is an accessible of ways of financing for SME

8.

Past experience in obtaining loan finance successfully

Firm’s business planning

7.

Our enterprise have a specific business plan implemented officially

8.

Our enterprise look at financial resources when planning

9.

Our enterprise consider the strength and weakness when planning

10. Our enterprise find out the customers’ demand when planning

11. Our enterprise set out the future business goals

12. Our enterprise have a budget for spending and pricing when planning
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Appendix IV: Total Variance Explained and Multi-coliniarity

Collinearity Statistics
Model | Unstandardized Coefficients | Standardized Sig.
Coefficients | T
B Std. Error Beta Tolerance | VIF
FAG 225 101 211 2.238 .027 | 1.000 1.000
MEX 173 .057 281 3.037 .003 | 1.000 1.000
FS -.034 118 -.028 -.289 773 | 1.000 1.000
(Owen computation on SPSS, Dependent variables access to finance)
ANOVA Results
Factors Model Sum of | Df Mean f Sig.
Square Square
. . Regression | 1.171 1 1.171 5.011 .027
Firm > e affecting | pesiqual | 25.229 108 234
AcCessTOTINANCe 1" 1ol 26.400 109
Model Sum of | Df Mean f Sig.
Square Square
Regression | 2.077 1 2.077 9.224 .003
Manager’s | Residual | 24.323 108 225
experience affecting
access to finance Total 26.400 109
Model Sum of | Df Mean f Sig.
Square Square
Firm’s size affecting | Regression | .020 1 020 .083 773
accesstofinance [ pegigual | 26.380 108 244
Total 26.400 109

(Owen computation on SPSS, Dependent variables access to finance)
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Appendix V: Education of SME Managers across sectors

Level of Education

% share of High
school, Diploma,

Sectors Grade 8 | Grade | TVET/ Degree | Masters | Total Degree, &
& below 9-12 Diploma & above Masters

Manufacturing 5 17 15 6 2 45 89

Construction - 1 1 1 1 4 100

Trade 3 6 8 5 - 22 86

Service - 3 1 3 2 9 100

Urban Agriculture |5 13 5 7 - 30 83

Total 13 40 30 22 5 110

(Source: survey result & own computation, Dec. 2021)
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