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Abstract: Micro and Small Enterprises (MSEs) understood as a means to attain the Uni-
ted Nations 2030 agenda particularly its contribution in reducing the massive unem-
ployment and deep-rooted poverty. Hence, the main aim of this paper is to examine the
role of Microfinance Institutions (MFIs) to the survival, value creation and growth of
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MSEs. For this study purpose, secondary data were collected from the National Bank of
Ethiopia (NBE) and triangulated with systematic review of empirical evidences. Prin-
cipal Component Analysis (PCA) was used to examine the relationships and significan-
ce in and between the data emerge. The empirical evidences result reveals that unlike
banks, MFIs provide diverse micro credit services to address the diverse socio-econo-
mic needs of the poor who cannot afford collateral requirement and besides the result
from PCA reveals that the economic growth and access to microcredit service by itself
is not enough to create more jobs as they are uncorrelated. However, the empirical evi-
dences shows that, the poorest and most vulnerable people are being left behind due
to lack of access to finance, poor market linkage and inadequate skill training among
many other factors. Therefore, policy-makers have to develop regulatory frameworks
that build sound financial institutions and encourage competition among one another.

[ | INTRODUCTION

The share of the world population living in extreme poverty was reduced from
16% in 2010 to 10% in 2015. However, forecasts recommend that 6% of the
world population will still be living in extreme poverty in 2030, missing the
target of ending poverty (United Nations, 2019). Now a-days, unemployment
issue has become more serious and even those who are employed also yet live
below poverty lines due to lack of decent work. The most recent report by ILO
(2019) depicts that, more than one quarter of employed people in low- and mid-
dle-income countries were living in extreme or moderate poverty. Despite hav-
ing a job, 8% of the world’s workers and their families still lived in extreme
poverty and the case is worst in sub-Saharan Africa, where the share of work-
ing poor stood at 38% in 2018 (United Nations, 2019). Therefore, being employ-
ment does not always guarantee a decent living. Moreover, the unemployment
scenario of the youth across the globe is more sever as compared with adults
(25 years and older). For instance, the most recent ILO (2020) report reveals
that, young people (ages of 15 and 24) are significantly three times as likely
to be unemployed as adults and at global level about 68 million young people
out of approximately 1.3 billion are unemployed. Moreover, about 126 million
(30%) of employed youth, remain in extreme or moderate poverty despite hav-
ingajob (ILO, 2019) while itis understood that youth employment and econom-
ic empowerment are essential components of a strong foundation in any soci-
ety (United Nations, 2018).

MSEs are considered as a crucial tool for the global economic development
in reducing unemployment and poverty. For instance, the contribution of for-
mal and informal MSMEs account for 90% of all firms and on average for 60-
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70% of total employment worldwide and 50% of GDP (ITC, 2019; World Bank,
2019). However, despite this all contribution to the economy, the most recent
report by World Bank (2019) reveals that, 40% of formal MSMEs in develop-
ing countries have an unmet financing need of $5.2 trillion every year, which
is equivalent to 1.4 times the current level of the global MSME lending. Differ-
ent empirical evidences across the world such as (ADA, 2017; ITC, 2019; FDRE,
2016; Gebreeyesus, Ambachew, Getahun, Assefa, Abebe, Hassen & Medhin,
2018; Fowowe, 2017; Dinh, Mavridis & Nguyen, 2010; Cherkos, Zegeye, Tila-
hun & Avvari, 2018; Klju¢nikov, Majkova, Schwendemann & Knogler, 2016; ITC,
2016) also founds that lack of access to credit is the main constraints for the
success of MSEs. Considering the huge contribution in creating job opportunity
with relatively low capital, MSEs are identified as one of the priority areas of
action among the programs addressing African development (Drbie & Tilaye,
2013). MSEs are one of the strongest drivers of economic development, innova-
tion and employment (Alhassan & Sakara, 2014).

MSEs are working towards tackling poverty and finding the decent job for
the poor but they are highly facing access to credit service due to high collat-
eral requirements by formal financial institutions. Nowadays, MFIs are giv-
en a task force to serve the poor household and those entrepreneurs excluded
from the formal financial institutions due to high collateral requirement that
they cannot afford. For instance, the study by Bateman (2011); Singla (2014);
Umar and Ahmed (2017) found that, microfinance provides small loans to the
poor on flexible conditions and through microcredit, poor people can set up
their own small business and become able to earn income for their basic needs.
Thus, microfinance has been revealed as a key strategy for poverty reduction
by improving the living conditions of the poor and ‘bottom-up’ local econom-
ic and social development. Similarly, the study by Helms (2006) and Peprah
and Ayayi (2016) reveals that, access to financial services of microfinance can
benefit poor and low-income customers increase and stabilize their incomes,
build assets, and invest in their own future and permits clients to increase their
household expenditure. Despite the promising economic growth in the past
decades, Ethiopia is falling behind its peers in the area of provision of credit
to the private sector. According to the World Bank’s Enterprise Surveys, access
to finance is perceived as the main business environment constraint by micro
(41%), small (36%) and medium (29%) enterprises in Ethiopia, compared to
a Sub-Saharan average of 24%, 20% and 16% respectively (World Bank, 2018).
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The Federal Democratic Republic of Ethiopia (FDRE) government provides
both financial and non-financial service to MSEs through MFIs. However, still
now lack of access to credit remains the main challenge for the development
and expansion of the MSEs. The study by Gebreeyesus et al. (2018) shows that,
above 70% of MSEs had no access to credit from any of the potential external.
Moreover, International Finance Corporation (2017) report reveals, in Ethio-
pia currently there are 136,633 MSMEs with 1,687,733,587 finance supply and
4,290,163,843 finance gap; and the total of finance gap/GDP account for 7%.
This means that it accounts for more than 2.54 times the current level of the
country lending. This finance gap is also approximately twice of the global fi-
nance gap which is 1.4 for MSMEs (World Bank, 2019).

Based on the above empirical evidences argument, we can understand that,
lack of access to credit has been a key challenge constraining the growth of
MSEs and hence, the main aim of this study is to examine the role of MFIs in fill-
ing the finance gap for MSEs in the case of Ethiopia. Moreover, the paper aims
to address:

= The status of MSEs finance gap and the role of MFIs in filling the existing

gap;

= The challenges of MSEs in accessing micro credit from MFIs;

= The contribution of MSEs to the country’s inclusive economic growth

particularly in unemployment reduction.

RESEARCH METHODOLOGY AND THE COURSE OF THE RESEARCH PROCESS

For this study purpose, secondary data from 2009/10 - 2018/19 time period
are extracted from National Bank annual reports and summarized in to excel
spreadsheet. To process the data collected, Principal Component Analysis was
used by using Minitab 19 software to examine the relationships and signifi-
cance in and between the data emerge. Empirical evidence from different re-
ports, websites and different scholar findings from publication database like
Google Scholar, Research Gates, Academic.edu, Mendeley etc with key words
like, access to finance, Ethiopia, microfinance, MSEs were reviewed to develop
a comprehensive understanding about the subject of the study.
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OUTCOME OF THE RESEARCH PROCESS

Role of microfinance in improving the lives of the poor

In 1976, Muhammad Yunus introduced the concept of microfinance success-
fully for the first time in Bangladesh to overcome the vicious circle poverty
through making small loans to poor families (Umar & Ahmed, 2017). Accord-
ing to Bateman (2011), microfinance is the provision of micro credit to the poor
to help them establish or expand an income-generating activity, and there by
escape from poverty. Moreover, Umar and Ahmed (2017) also explained mi-
crofinance as a tool to enable poor to start their own business to survive in
the society, lift out themselves from poverty, and save something to fulfill their
basic needs. Similarly, Tlischhauser (2016) and Helms (2006) expressed mi-
crofinance as a source of financial services for people lacking access to the fi-
nancial sector and enables them to take outloans to build or expand businesses
and to make savings deposits and invest in their own future.

Despite many achievements over the last decades, microfinance is still
a long way to go to extend their service to all who need their service. Helms
(2006) identified three major challenges of microfinance from accessing their
financial services for the poor: (1) Scaling up quality financial services to serve
large numbers of people; (2) Reaching increasingly poorer and more remote
people; and (3) Lowering costs to both clients and financial service providers.
By serving the poor and working towards the needs of local communities, mi-
crofinance has gained recognition at the international stage (Moser & Gonza-
lez, 2015). Microfinance program has brought a positive impact on the living
conditions of the poor through accessing financial service to the poor and dis-
advantaged group (Singla, 2014). Moreover, microfinance program also im-
proves access to and control over resources and women's participation in deci-
sion-making (Singla, 2014; Nguse, 2019).

Many poor people are served by informal moneylenders, who generally pro-
vide easy access to credit but at high cost, charging poor borrowers nominal
monthly effective interest rates that typically range from about 10 % to more
than 100% (Oshora, 2016; Robinson, 2001). A key claim for microfinance was
that it would help to detach the poor from local loan sharks charging higher in-
terestrates (Bateman, 2011). Moreover, the study made in Vietnam reveals that,
micro-credit loans generate positive, significant impacts on household self-em-
ployment (Pham & Lensink, 2008). Microfinance continues to grow, with $124
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billion in world- wide lending and 9.5% customer growth in 2018. Moreover, in
2018, 139.9 million borrowers benefited from the services of MFIs, compared
to just 98 million in 2009 (Microfinance Barometer, 2019).

In Ethiopia, despite the promising economic growth, the finance sector re-
mains under-developed. For instance, in the 2017-18 Global Competitiveness
Report, Ethiopia scored 3.4 out of 10, and ranked 109 out of 137 countries in
terms of financial market development (International Finance Corporation,
2019). The government provides both financial and non-financial service to
MSEs through MFIs. However, still now lack of access to credit remains the
main challenge for the development and expansion of the MSEs. According to
NBE (2018/19) report, currently there are a total 38 MFIs registered & operat-
ing in Ethiopia with many branches and sub-branch offices. Limited access to
finance is a key barrier to economic growth, limiting start-up capital and busi-
ness expansion. The establishment of MFIs is to fill the existing finance gap to
the poor and low-income households.

Challenges of MSEs in accessing microfinance loan service

Access to finance can promote new-firm entry, growth, innovation, whereas
limited access stunts firms’ growth (World Bank, 2008). Lending to the poor
is quite challenging since the poor's have inadequate resources of which they
can use as a collateral, and they are also considered as risky borrowers, and
their capacity to repay back the loan is considerably weak and hence they pre-
fer to lend for matured and sustained micro-businesses than younger business-
es (Peprah & Ayayi, 2016; Umar & Ahmed, 2017). Moreover, it is assumed that
lending to the poor is coupled with high transaction cost since the poor tend to
borrow the little amount of money hence consuming a lot of loan officers time
for minor transactions (Umar & Ahmed, 2017).

According to the World Bank (2008) investigation report, the poor face two
significant problems in obtaining access to credit services. First, they typically
have no collateral and cannot borrow against their future income. Second, deal-
ing with small transactions is costly for the financial institutions. Moreover,
the study by Armstrong, Davis, Liadze and Rienzo (2013) observed that firm
characteristics were the major determinants of credit rationing with firms
with a higher credit risk rating, previous financial delinquency and lower sales
more likely to be rejected. Similarly, the study made by Becchetti, Garcia, Tro-
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vato and Garcia (2009) noticed that the borrower’s past record was significant
in determining credit rationing. In addition to this the study by Chakravarty
and Shahriar (2010) and Diaz-Serrano and Sackey (2018) observed that re-
spondents who built alonger membership with a micro credit provider and had
non-mandatory savings accounts and a track record of payments of previous
loans were more likely to apply and be approved. Moreover, education of the
borrower, years of experience, gender and age of the borrower were the sig-
nificant factors in determining credit rationing (Sackey, 2018). Lack of flexible
collateral system is also another determinant factor for SMEs to gain access to
credit (IFC, 2019).

To overcome the poor households’ lack of tangible collateral requirements,
microfinance introduced group lending (Helms, 2006; Umar & Ahmed, 2017).
Group-lending schemes improve repayment incentives and monitoring through
peer pressure. Likewise, lack of adequate working premises, lack of access to
credit and shortage of power supply are the three most important factors im-
peding the operation of manufacturing MSEs in Ethiopia (Gebreeyesus et al.,
2018). Inadequate collateral and difficulties in proving their credit worthiness
followed by difficulties in processing loans, and the high cost of borrowing are
identified as the main factors that discouraged MSEs from submitting loan ap-
plications to formal finance providers. Indeed, collateral rates in Ethiopia are
much higher than in many other countries in Africa. For instance, the collat-
eral rates for SSA, Kenya, South Africa, and Morocco were 162.2 %, 120.8 %,
103.8 % and 171.2 % of the loan value respectively, compared to 234 % in Ethi-
opia (Wolday & Woldehanna, 2015).

Over the last decade, MFIs are highly engaged in accessing micro credit ser-
vice to the MSEs but despite increase in the amount of loan the creation of em-
ployment were reduced within the same period. Similarly, the PCA also sup-
ports this statistical data that there is no correlation between job created and
amount of credit provided (refer to figure 3). However, it requires further in-
vestigation through the survey method to examine why job creation decreased
irrespective of increased amount of the loan. As depicted in figure 1, except
the year of 2015/16 that shows decline as compared with the previous year
2014/15, the amount of loan increased over the number of period while the job
created within the same period were inversely proportional (refer to figure 2).
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Figure 1. Amount of Credit Provided (in Millions) to MSEs (2009/10-2017/18)
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Source:authors’ own processing on the basis of the results of data from NBE Annual Reports.

Role of MSEs in reducing unemployment through microfinance services

African youth are marginalized and they are not involved in policy formulation
and less consulted in the decision-making process and lots of youth energy is
invested in stirring-up conflicts and violence. Moreover, employment creation
is another formidable challenge that confronts all African countries regardless
of their different socio-economic development. In Africa, the youth account for
60% of total unemployed and three in five of Africa’s unemployed are youth
(Jalata, 2014). Despite the economic growth in the region, the number of un-
employed is expected to grow by nearly 1.9 million by 2020 (ILO, 2019). In ad-
dition to limitation of access to credit, the current pandemic expected to hit
the growth of the enterprises and it will have a direct influence on its contri-
bution to reducing unemployment. For instance, according to the United Na-
tion Economic Commission for Africa (2020) report, the impact of the pandem-
ic on African economies estimated to slow the growth to 1.8% in the best case
scenario or a contraction of 2.6% in the worst case. Moreover, it is estimated
that due to the result of this decrease in economic growth will have a power to
push 5-29 million people below the extreme poverty line ($1.90 per day), about



| ROLE OF MICROFINANCE INSTITUTIONS. .. ]23

19 million jobs lost, between 300,000 and 3.3 million African people could lose
their lives as a direct result of COVID-19.

Ethiopian economy has been growing at a remarkable rate for the last sev-
eral years and it is important to assess how the growth has been translated
into more jobs that are of better quality and inclusive. PCA result shows that,
there is no significant relationship between economic growth and the number
of jobs created (see figure 3). The unemployment statistical data shows that
more than 70% of Ethiopians are under 30 years of age, with urban youth un-
employment at 22% compared to 17% for all ages. Moreover, more than a quar-
ter of all urban jobs are informal (UNDP, 2018). Similarly, the most recent re-
port by job creation commission shows that unemployment rate in urban areas,
meanwhile, reached a level of 19.1% in 2018 and this is mainly due to the grow-
ing rates of urbanization and increase in rural-urban migration (FDRE, 2020).

To overcome the unemployment issue, FDRE has developed a wide-ranging
job creation strategy ranging from 2020-2025 with about 2 million new en-
trants into the workforce each year, and aims to create 14 million jobs by 2025
(IMF, 2020; FDRE, 2020). The main aim of the strategy is to foster the business
environment and conditions necessary to create job, to absorb the currently
unemployed, and to ensure that jobs are waiting for new entrants to the labor
force. In recognition of the vital role MSEs play in the country’s economic and
social development, much attention has been paid by government to the devel-
opment of MSEs (FDRE, 2016). For instance, during 2016/17 a total of 157,768
new MSEs were established and created employment for about 1.2 million peo-
ple through accessing more than Birr 7.1 billion loans to establish and run their
business (NBE, 2016/17).

The youths in Ethiopia are still deeply dissatisfied with their daily life due
to lack of the assets, and an enabling environment to support their develop-
ment. Lack of economic opportunities is the primary driver of youth frustra-
tion that results in more than 25% of young people are unemployed (Desta,
Bitga & Boyson, 2018). Many Ethiopian youth spend their day in searching for
job despite increase in number of youth graduating from college or university.
Educational degrees do not provide access to work and most of the time the
youths are working in daily labor jobs despite their education degrees. More
importantly, Desta, Bitga and Boyson (2018) also stated out that with a bulge of
approximately 30 million young people, the youth claims that their voices are
also lacking in community-level decision-making processes and hence could be
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a significant driver of unrest and instability for Ethiopia over the next decade
and beyond.

In order to reduce unemployment and create inclusive economic develop-
ment, the government of Ethiopia is formulating different strategies among
which MSEs regarded as a source of lively hood to the poor and unemployed
citizen. MSEs constitute a significant portion of the economy and play a central
role in job creation through access to microfinance services. For instance, more
than 11.5 million people have secured jobs through the successful implemen-
tation of MSEs development program for the last one decade. However, from
the year 2014/15 to 2017/18 it starts decreasing at increasing rate and this
shows that there are many challenges that must be addressed collectively with
all stakeholders.

Figure 2. Job Opportunity Created
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Source:authors’ own processing on the basis of the results of data from NBE Annual Reports.

In Ethiopia for the last five years during the reform period, thousands of young
men and women, especially the university and college graduates, come out to
the streets in solidarity complaining about massive unemployment, lack of
good governance and the high cost of living, demand for jobs and a decent life.
Despite the marvelous economic growth achievements over the last decades,
there is high increase in unemployment particularly in urban population. The
problem of unemployment in Ethiopia is too complicated. Still the question of
youth and women is not only to find job, they are facing a challenge in securing
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and retaining the most decent job. Lack of business skills, financing, infrastruc-
ture, work premises, preference of dependency on government, preference for
paid employment, weak marketing strategies, the desire to make quick prof-
its than making modest profits by producing and selling good quality products
and services are among the several challenges inhibit the development of youth
and women entrepreneurs (FDRE, 2016). Moreover, the report by FDRE (2020)
identified four broad challenges undermine the support provided to MSMEs:
(i) poor policy design, (ii) inadequate skill training, (ii) lack of targeted finan-
cial support, and (iv) poor market linkages.

PRINCIPAL COMPONENT ANALYSIS RESULT AND DISCUSSION

We used Principal Component Analysis (PCA) to examine the relationships and
significance in and between the data emerge. We assumed that the increase in
economic growth and access to credit will result in increase in number of MSEs
and hence ultimately contribute for reduction in unemployment. According Kai-
ser’s criterion (most commonly used eigenvalue rule) which considers only fac-
tors with an eigenvalue of 1.0 or more, we considered PC1 and PC2 for further
investigation since their eigenvalue is greater than one. As depicted in table 1 we
can understand that PC1 and PC2 are significant with both Eigenvalues where-
as PC3 and PC4 is insignificant with their Eigenvalue. If the eigenvalue of a factor
is less than one, it means the component has less information than a single vari-
able and hence PC3 and PC4 are extracted from further investigation. Moreover,
the result reveals that the number of MSEs, amount of credit and job created are
positively correlated but they are negatively correlated with growth in real GDP
in PC1 whereas the components are uncorrelated to each other.

Table 1. Eigenvalue and Eigenvectors PCA Result

Eigenanalysis of the Correlation Matrix | E'9envecters

Variable PC1_PC2 PC3 PC4

Eigenvalue 1.9700 1.4293 03800 0.2207 Mo of MSEs 0.664 0.082 -0.003 0.743
PFCpDr‘UD’T 0493 0357 0005 0.055 Amount of Credit(in millions) 0.449 -0.550 0.617 -0.332
) _ Employment 0.598 0.314 -0.468 -0.570

Cumulazive 0.493 0230 0845 1.000 Growth in Real GDP 0.007 0.769 0.633 -0.088

Source:authors’ own processing.
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There is a positive correlation between the number of MSEs and job created
whereas they are negatively correlated with growth in real GDP and amount
of the credit (see figure 3). Even though it requires further investigation due
to small sample size of time serious data, the PCA tells us that the economic
growth and the financial access are not enough to create more jobs as they are
negatively correlated.

Figure 3. Loading plot of Number of MSEs, Amount of Credit,
Job Created & Real GDP Rate
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Source:authors’ own processing.

| CONCLUSIONS AND POLICY RECOMMENDATIONS

This paper has investigated the role of MFIs in filling the finance gap for MSEs
in the case of Ethiopia. The role of MSEs in reducing unemployment, deep-root-
ed poverty and hence its contribution to the economic development of the na-
tion has received due attention at global level both in developed and in devel-
oping countries. However, as per many literatures reviewed and the secondary
data assessed, lack of access to credit were found as the main determinants and
hence MFIs are established with the objective to provide both financial and non-
financial services to support the development of MSEs. Accordingly, our results
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imply that yet now despite the support of MFIs, there is a huge gap between the
demand for finance by MSEs and the supply of finance. In contrast, the result
from the PCA and the secondary data of loan trend and job created shows that
there is no correlation between access to credit and number of job created. And
this result contradicts the result of ADA (2017); ITC (2019); FDRE (2016); Fow-
owe (2017); Dinh et al. (2010); Cherkos et al. (2018); Klju¢nikov et al. (2016);
Gebreeyesus et al. (2018) and ITC (2016) and other empirical evidence across
the globe. However, due to limited data available for this study, we could not
recommend for hast generalization and hence it needs further study to consider
representative sample size and triangulate the evidence of secondary data with
primary data through survey method. Therefore, to sustain the contribution
of MSEs in poverty and unemployment reduction, there is a need to design and
implement effective policy that improve an access to finance (improving MFIs
lending capacity and its outreach), demand- driven skill development, local val-
ue chain and market linkage. Moreover, improving the business environment
for MSEs, by simplifying the bureaucratic and regulatory procedures (particu-
larly access to sheds and lands, and access to electricity and infrastructure)
needs due attention by the government and all other stakeholders.

Moreover, the result of the study based on the trend assessment imply that
the contribution of MSEs in reducing unemployment is declining from time to
time and the dissatisfied youth needs special policy strategy that may incor-
porate them to participate in the available economic opportunities. The most
recent increasing violence and protests across the country may dent investor
confidence further and hence, the government must assure the country stabil-
ity to attract more investment that will create more jobs. Furthermore, given
the nature COVID-19 pandemic shock, MSEs may be among most firms exposed
to liquidity, thus special facilities to keep lending to small businesses may be
appropriate.
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