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ABSTRACT

Micro Finance Institutions in Uganda have established various credit risk management practices
hoping to improve loan performance. However, with all these practices in place, MFIs in Uganda
continue to register poor financial performance manifested by a high loan defaulting rate and poor
portfolio quality (Performance Monitoring Tool 2016/2019). This study examined the mediating
role of social capital in the relationship between credit risk management practices and loan

performance of among UMRA licensed institutions.

The study adopted a cross-sectional research design, combined with descriptive and correlational
research approach. The study considered Micro Finance Institutions licensed by UMRA located in
Kampala Wakiso and Mukono which constituted the population of study. The unit of analysis was
MFIs and the units of inquiry were Credit officer or Supervisor or Money Lender. The population
was 646 MFIs and a sample of 242 institutions was taken for this study. Completed and usable
questionnaires were solicited from 197 respondents indicating 81.4% response rate. Data was
analyzed through correlation coefficients and regressions using Statistical Package for Social
Sciences (SPSS) V.23. The study found credit risk management practices (r= 0.431**, p<0.01),
and social capital (r= 0.515**, p<0.01) have a positive and significant relationship with loan
performance. The results also show that social capital mediates the relationship between credit risk
management practices and loan performance.

Based on the findings, it is recommended that strategic managers in MFIs need to take risk
management as a priority, especially credit risks. They should be mindful of the short-run and
long-run influence of credit risk on loan performance. Effective management of risks will enhance
their performance and hence their ability to properly manage their assets and equity shareholders.
Also, policymakers in government should formulate economic and financial policies with due
cognizance of factors that can affect loan performance. This requires a holistic view to policy

formulation to ensure that cost trade-offs are considerably minimized in all strata of the economy.



CHAPTER ONE

INTRODUCTION

1.1 Background of the study

Loan repayment performance has been propounded as the backbone of the banking sector,
especially for the survival, growth and stability of MFIs (Igbal & Rao, 2022). This is because
excellent loan repayment performance often indicates excellent business performance among
microenterprises, as evident by various studies that reported a positive relationship between
clients’ business performance and loan repayment performance (Abeyseker, 2020). Access to bank
financing is the single most important obstacle in the development and growth of the any economy
(Worokinasih & Potipiroon, 2019) most especially developing countries whose businesses largely
depend on debt financing. Loan performance refers to the ratio of non-performing advances (loans)
to the total portfolio (Nkundabanyanga, Akankunda, Nalukenge & Tusiime, 2017). According to
the MDI Act (2003), a non-performing loan is a loan or asset whose principal or interest has been
due and unpaid for ninety days or more, or where its principal or interest payments, overdue by

ninety days or more have been capitalized.

MFIs play a pivotal role in alleviating poverty in developing countries given that they socially
oriented organizations that provide noncollateralized micro credit to low-income families and
micro entrepreneurs, who are otherwise unable to access to formal financial services (Zamore et
al., 2019). The economic activities done by the poor, as any other businesses flourish in a relatively
stable economic environment (Foundation Grameen Credit Agricole, 2021). Due to information
gaps amongst all parties involved in banking transactions resulting from lack of physical access to

clients, most UMRA licensed institutions are engaged in transactions that put the institution at the



risk of incurring bad debts and thus reduce loan performance. The losses incurred on loans directly

affect loan performance (Ssekiziyivu, Mwesigwa, Joseph, & Nabeta, 2017).

According to the OAG report (2022), it was observed that from a sample of the SACCOs that were
inspected, a total of 140 associations that had accessed loans worth UGX.3.52bn, from the Apex
Constituency SACCOs, had defaulted in payment of UGX.2.49bn by the time of verification,
representing 70.74% default rate. Media reports have consistently reported an outcry from
financial institutions on the increasing level of bad debts written off and non-performing loans
most of which had been restructured leading to poor Loan Performance (Agaba, Tamwesigire &
Eton, 2022). As a result, financial institutions in Uganda have established various credit risk
management practices which include credit risk identification, credit assessment, credit
monitoring, and credit risk control hoping that this would improve loan performance. However,
with all these practices in place, Uganda's banking sector has experienced poor loan performance
over the years, where both portfolios at risk and bad debts written off have scaled upwards due to

non-performing loans (Bank of Uganda Annual Supervision Reports, 2014-2020).

Also, the relationship between UMRA licensed institutions and borrowers depends upon the high
repayment rate, and MFIs can ensure a better loan repayment rate through the provision of a better
understanding between the principal (lender) and agent (borrower) as well as favorable loan credit
terms that are not only suitable for the borrowers but the lenders as well (Worokinasih &
Potipiroon, 2019). Besides, a study by Igbal & Rao (2022) argue that social capital is very
important factor in improving loan performance. Cassar et al. (2007) shows that social ties,
relations and trust among members in group lending, which are often being referred to as social
capital contribute to high repayment rates. In most developing economies, however, poor

households usually do not have access to these guarantee mechanisms, such as non-real estate-



based collateral. This situation, combined with the overall lack of information about these potential
borrowers’ creditworthiness, contributes to a virtual exclusion of this group of borrowers from
formal credit markets. This implies that borrowers need the social capital to obtain individual
guarantees to secure loans which will in turn help banks to assess the credit worth of the borrower.
Besides there is limited literature on how social capital (loan guarantors) influences the
relationship between credit risk management practices and loan performance most especially in
emerging economies like Uganda. But, also the benefits of group lending in reducing information
asymmetry, group lending can be an effective and efficient way to reduce the high transaction
costs in both searching reliable borrowers and ensuring the repayment of credit. Also, this study is
anchored in the financial bricolage theory that states that small loans obtained at key points in time
can have a significant effect on the performance of all entrepreneurs, including those who differ
by both motivation and demographic characteristics (Kariv & Coleman, 2015). Bricolage as a term
explain the process of recombining available resources to achieve new ways for solving problems
or exploiting opportunities. Social capital and risk management practices are seen as resources
necessary to improve loan performance. This study therefore aimed to investigate the mediating
effect of social capital in the relationship between credit risk management practices and loan
performance of micro finance institutions. This study may be among the first to examine these

important variables in the context of Ugandan MFIs

1.2 Problem statement

Micro finance institutions in Uganda have established various credit risk management practices
which include credit risk identification, credit assessment, credit monitoring, and credit risk control

hoping to improve loan performance. However, with all these practices in place, MFIs in Uganda



continue to register poor financial performance manifested by a high loan defaulting rate and poor

portfolio quality (Performance Monitoring Tool 2016/2019)

For instance, during the period 2014-2018, SACCOs experienced a declining trend where loan
recovery rate dropped by 38%, loan default standing at 42%, drop in profitability by 5%, portfolio
at risk raised to 27%, rate of membership dropout at 31% (AMFIU,2018). Despite a lot of effort
made by Uganda Government and some stake holders to enhance governance and management
competency of SACCOS such as granting a moratorium for loan repayments to counter effects of
Covid-19, the SACCOS performance in general remained low (Background to the Budget
2020/21; Kule et al., 2020). The performance of SACCOS in Uganda continued to deteriorate,
MSC reports, (2018-2020). The deterioration of loan performance majorly stems from high interest

rates, high operating costs, poor risk assessment and poor loan monitoring (Ssebunya, 2017).

Several studies have attempted to study the impact of credit risk management practices on the loan
performance of commercial banks (Senyonyi, 2018, Ssekiziyivu et al, 2017, Serwadda, 2018);
However, these studies have not examined the mediating role of social capital in the relationship

between credit risk management practices on loan performance of micro finance institutions.

1.3 Purpose of the study

The purpose of this study was to examine the mediating role of social capital on the relationship
between credit risk management practices and loan performance among micro finance institutions

in Uganda.



1.4 Research Objectives

I.  To evaluate the relationship between credit risk management practices and loan
performance of MFIs
Il.  To assess the relationship between credit risk management and social capital of MFIs
1. To examine the relationship between social capital and loan performance of MFIs
IV. To examine the mediating role of social capital on the relationship between credit risk
management practices and loan performance of MFIs

1.5 Research questions

I. What is the relationship between Credit risk management practices and Loan
performance of MFIs?

ii. What is the relationship between social capital and loan performance of MFIs?

iii. What is the relationship between credit risk management and social capital of MFIs?

iv. What is the mediating role of social capital on the relationship between credit risk

management practices and loan performance of MFIs?

1.6 Scope of the study

The scope of the study refers to the boundaries within which the research will be performed and it

includes the conceptual and geographical scope.

1.6.1 Conceptual Scope

The study sought to examine mediating effect of social capital in the relationship between credit
risk management and loan performance of UMRA licensed MFIs. Credit risk management is an

independent variable, social capital is the mediator and loan performance is the dependent variable.



1.6.2 Geographical Scope

The study focused on micro finance institutions in the central business districts of Kampala,
Mukono and Wakiso. This is because most of the MFIs are located or have their headquarters
located in Kampala, Mukono and Wakiso districts following the list released by Uganda
Microfinance Regulatory Authority (UMRA) for licensed MFiIs for the year 2022 (UMRA licensed

institutions, 2022).

1.7 Significance of the study

The researcher anticipated that the study will supplement earlier literate done on loan performance
in Uganda and also act as a reference point for all future researchers who may want to conduct
their research on the same subject.

The study findings will guide top management of micro finance institutions to make relevant
appropriate decisions for future calamities (risks) in the banking industry.

The researcher anticipated that the findings of the study will act as a point of reference by all policy

makers on micro finance institutions regarding the safety of savers in Uganda.



1.8 Conceptual Framework

Figure 1.1 Conceptual Framework

v

Credit risk Loan Performance
management Practices Social capital
e Risk Identification

e Cost efficiency

e Risk Assessment  Cognitive * Loan cost

e Risk Monitoring ' o Relational > ° Propensn)t/ for
repaymen

e Risk Analysis e Structural

e Risk Evaluation

Source: Al-Tamimi & Al-Mazrooei (2007) and Bakar, Rasid & Rizal (2010); Nkundabanyanga,
Akankunda, Irene and Tusiime (2017); Igbal & Rao (2022)

Explanation to the framework

The conceptual framework was adopted and modified from literature. It suggests that there is a
relationship between credit risk management practices and social capital. It also shows that there
a direct link between social capital and loan performance. Consequently, credit risk management

affects loan performance indirectly through social capital.



CHAPTER TWO

LITERATURE REVIEW

2.0 Introduction

This chapter highlights the literature reviewed for the study variables and possible relationships.
It provides literature on loan performance, risk management and social capital. Also, the
relationships between risk management and loan performance and social capital and loan

performance

Theoretical foundation

This study is anchored in the financial bricolage theory that highlights the relationship between

the study variables.

Theory of financial bricolage

Theory of financial bricolage states that small loans obtained at key points in time can have a
significant effect on the performance of all entrepreneurs, including those who differ by both
motivation and demographic characteristics (Kariv & Coleman, 2015). Bricolage as a term was
first introduced by anthropologist Calude Levi-Strauss (Levi-Strauss, 1967) to explain the process
of recombining available resources to achieve new ways for solving problems or exploiting
opportunities. More recently, bricolage has been identified as a strategy that may be particularly
appropriate for resource-constrained businesses (Baker, 2007; Baker et al., 2003; Senyard et al.,
2011). According to Baker and Nelson (2005), bricolage has three primary characteristics. First, it
incorporates a bias toward action in addressing the problem or opportunity at hand. Second,

bricolage frequently involves finding value in inputs that other businesses view as worthless.



Finally, bricolage involves the combination of resources to achieve a new purpose. It creates
simple, incremental innovation (Anderson, 2008; Garud and Karnoe, 2005). All of these criteria
“fit” in the case of microfinance. The social cohesion with the small business help boost trust worth
clients since the clients strive to maintain the social ties with the MFIs. Social capital is a collection
of all resources that are related to the network structure both inside and outside enterprises (Chen,
Liu, & Zhou, 2020) thus implying that micro finance institutions need social capital as a resource
to improve their loan performance. When operating in resource constraint contexts, financial
bricolage initiatives in the form of risk management drive the institution in applying risk mitigation
strategies to prevent unexpected and unforeseen existing and residual risks caused by rapid and
sudden changes, thereby contributing to the strengthening of resilience and mitigating of losses

(Tajeddini, Gamage, Tajeddini, & Kallmuenzer, 2023).

2.1 loan performance

Loan performance relates to the performance in terms of whether customers pay in time or default
and more generally in terms of meeting their obligations in terms of principle or interest payment
or any other obligations defined in the Loan Contract (agreement) (Taylor, 2019). Performance of
loans is determined by the percentage of NPLs to total loans (Petersen & Raghuram, 2008). Non-
performing loans (NPLs) is the sum of money borrowed upon which scheduled payments have not
been made for at least 90 days (Bank for International Settlements, 2016; MDI Act, 2004).
Performing loans on the other hand is a loan which both the principal and interest payments are
not more than 90 days overdue and which continued payment of the loan is anticipated (Petersen
& Raghuram, 2008). Hence, banks and other financial institutions focus on reducing NPLs due to
the risk that results in the principal loans and interests not being recovered (Otieno & Nyagol,

2016).
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Worldwide, poor loan performance is at the heart of many commercial banks' failures around the
globe. These include Northern Rock Bank in the United Kingdom (O'Connell, 2017; Congdon,
Eisenbeis, Kaufman, & Llewellyn, 2009), Anglo Irish Bank in Ireland which had NPLs worth €87
million (Carswell, 2013; Chu, 2014), Pioneer Mutual Bank in Scotland (Williams, 2021), and
Crane Bank Ltd in Uganda to mention but a few. Consequently, many banks employ mechanisms

that minimize loan losses associated with credit risk but also improve loan performance.

Loan performance has been operationalized in literature by cost efficiency, propensity/proclivity
for loan repayment and loan cost (Nkundabanyanga et al, 2017). Cost efficiency is an important
indicator of future problem loans and problem banks and is a necessary and sufficient condition to
hedge the welfare losses (Adeabah & Andoh, 2020). Koetteret al. (2012) examined the quiet life
hypothesis for cost and profit inefficiencies among US commercial banks. The results showed that
a quiet life does not exist for cost inefficiencies. In other words, the market power of banks does
not exacerbate their cost efficiency but rather confines management to their comfort zone about
their growth strategies. cost efficiency is better observed relative to loan performance depends on
the assumption that lending costs are efficient (Berger and Udell, 2004). i1t can be argued that
reduced MFIs lending can be due to cost inefficiency, the high propensity for loan default on the
part of borrowers and high loan cost which may have caused existing customers to default, thus
leaving MFIs with less to lend (Nkundabanyanga et al, 2017). Performance of loan portfolio may
be measured using proxies for loan interest rates, cost efficiency and default rates. A high
proportion of loans to total assets and rapid growth of the loan portfolio are potential early warning

signals of loan quality problems which indicate potential failure (Blasko and Sinkey, 2006).
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2.2 Credit risk management practices

Risk management is a cornerstone of prudent banking practice. Undoubtedly all financial
institutions in the present-day volatile environment are facing a large number of risks such as credit
risk among others — risks which may threaten a bank’s survival and success. In other words,
banking is a business of risk. For this reason, efficient risk management is absolutely required.
Bashabe, Kalu, and Amu (2017) define credit risk management as the possibility that borrowers
who would default from a loan repayment is minimized and controlled. In a study conducted by
Al-Tamimi & Al-Mazrooei (2007), their results indicate that risk identification and risk assessment
an analysis were the most important variables or the most influencing variables in risk management

practices whereas risk monitoring, credit risk analysis and monitoring are not so influential.

Bashabe, Kalu, and Amu (2017) define credit risk management as the possibility that borrowers
would default from a loan repayment is minimized and controlled. The approach to managing and
mitigating risk using managerial resources constitutes credit risk management. The control and
mitigation measures might include rolling in a second party, minimizing the impact of the risk,
and taking insurance credit covers a particular risk (Regassa, 2015). For effective and efficient
credit risk management, credit institutions ought to consider the nexus between risk and return on
investments, to allocate resources appropriately (Ogbol & Okallo, 2013; Clark, 2019; Tanui,
Wanyoike, & Ngahu, 2015). Credit risk management is an approach structured to manage
uncertainties through identification, assessment, monitoring, and control of credit risk arising from
any possibility of default from repayment of a loan (Bashabe, Kalu, & Amu, 2017; Regassa, 2015).
Credit Risk identification reveals or determines the probable risks organizations may face as well
as conditions under which these risks may arise (Maliisa, 2013). The concept relates to getting in-

depth information about the client through in-depth interviews, credit reference bureaus (CRBS),

12



stress testing, simulation, and expert judgment (Kattel, 2015). The identification of any risks needs
a holistic approach to help identify the risk classifications and the origins of such credit risk
(Buhman, Kekre, & Singhal, 2005). The credit risk management process starts with identifying
risks (Kleindorfer & Saad, 2005). Credit Risk assessment is the analysis conducted on prospective
credit customer information to ascertain whether the customer can meet his obligations according
to the terms of trade (Cole, Glenn, & Brent, 2005; Masheta, 2018). The concept also relates to
assessment by branch managers on the inspection of financial statements, establishing assessment
standards, scoring credits, risk rating, and analyzing the clients' (5cs) capital, condition, capacity,
character, and collateral (Gakure, Ngugi, Ndwiga, & Waithaka, 2012). Credit analysis revolves
around the 5cs. This involves factors such as the income of the applicants, repayment capacity,
employment history, monthly expenditure, the years on have taken in service, and other factors
that affect the rating credit of the borrowers (Kithinji, 2010). Credit risk monitoring involves a
comprehensive analysis of the entire loan portfolio performance regularly and the entire detailed
loan portfolio analysis that identifies cases of the possibility of impaired loans (Onaolapo, 2012).
Credit risk monitoring provides relevant data for management to make an informed judgment
regarding the quality of the portfolio of the loan (Prakash & Poudel, 2012). Monitoring tasks are
performed primarily by the credit risk unit division in close collaboration with the business that
acts as the first line of defense, rating analysis units, and the department of portfolio management
(Deustche Bank, 2011). Credit risk evaluation is the process through which a bank assesses the
creditworthiness of prospective loan that exposes the financial institutions to credit risk (Ibtissem
and Bouri, 2013). The credit analysis ultimately results in an estimation of the likelihood of

customer default.
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Credit risk control hedges and neutralizes the financial risks that may result from one or various
transactions (Holton, 2003). The concept relates to the collateralization of loans, taking insurance
against loans, and diversification of loan portfolios since these are the most widely used practices
by banks to control credit risks (Rukundo, 2018). Credit control is a financial control system used
by businesses especially those in the manufacturing sector to ensure that sales are made in liquid
resources or cash (Dasah, 2012). Considering the complexity and extensive nature of work in the
banking sector, a well-disciplined and very strong credit control system would represent a good

foundation for credit risk management as it guides any credit decisions (Ndyagyenda, 2020).

Rasid, Bakar, Rizal & Baskaran (2019) study examined the three main processes of Risk
Management which include risk identification, risk assessment and risk monitoring. The first
dimension of Risk Management practices — risk identification, is concerned with recognizing risk
sources and their causes as well as future consequences (Rasid et al, 2019). The purpose is to
generate a comprehensive list of risk that could distort the achievement of objectives. This process
is critical for ensuring that all risks are included in further analysis. Events identified from this
process are differentiated between positive (opportunities) and negative (risks) impacts. Normally,
the tools and techniques employed for risk identification suits the organization’s objectives (Rasid
et al, 2019). The techniques include interactive methods such as face-to-face interviews and
workshops or self-assessment techniques including reviewing historical data and personal
experiences (Mikes & Kaplan, 2014). The risk identification techniques are applied with varying
frequencies depending on the velocity of risk evolution (Mikes & Kaplan, 2014). The next
dimension is risk assessment which includes risk analysis and risk evaluation. Basically, risk

analysis envisions risk by determining the organization’s risk levels. Risk analysis considers the

14



causes and sources of risk as well as the likelihood of occurrences and the impact of risk on the

achievement of objectives

The examination of credit risk management practices used in microfinance organizations in Kenya
found that most of the organizations investigated identified risks, monitored risks, and assessed
risks in their practices (Kalui & Kiawa, 2015). This study will measure credit risk management

using all the five constructs described in the literature above.

2.3 Social capital

Social capital refers to providing access to resources and sharing resources through social
relationships (Gallenstein et al., 2020). This concept, generically known as “social capital”,
includes the various networks of relationships among economic actors, and the values and attitudes
associated with them. It comprises three dimensions: cognitive, relational and structure (Kim et
al., 2020). The cognitive dimension describes the process of shared meaning, rules, norms, and
goals and creating a better understanding between both parties on a specific agreement. In this
regard, the cognitive dimension of the social relationship ensures the interest of both parties. This
leads to a higher commitment with the interest of each party and ultimately becomes a cause to
reduce the monitoring cost and enhance business performance and profitability compared to other

competitors.

At the same time, the relational dimension is the process of creating a friendly environment,
developing a relationship of trust, giving due respect to counterparts in a specific agreement and
ensuring the interest of each other through regular interaction. Such social capital dimension puts
a positive impact on the business performance of microenterprises as it enhances trust, increases

the strength of the relationship, leads to open discussion and ensures transparency in their
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transaction. Moreover, all affiliated actors will preserve their respect and promise with each other
and avoid undermining the mutual trust or exploiting the interest of other parties even if they have
the opportunity to do so. The act of both parties encourages them to share the resources that they

have without any fear (Jafarinejad et al., 2021).

Lastly, the structure dimension ensures the impersonal relationship in the specific social network
that enables microenterprises to achieve their sales target and protects the wellbeing of their
employees through profit. It also enhances the access to facilities through access to information
and by exchanging valid information that can be used to increase the clients’ business performance

as well (Jafarinejad et al., 2021).

Social capital can be viewed as a group of horizontal organisation among individuals guided by
norms and values that influence the community productivity (Putnam, 1995). A broader concept
of social capital incorporates both vertical and horizontal associations in other to promote certain
actions between the members of an organisation so as to derive the benefits accrued to them
(Collier, 1998). Such social capital groups in the case of Uganda include: group loans in the MFls,
rotating saving and credit associations, self-help groups, trade groups formed along business lines
or community associations that meet regularly to provide the financial facilities via the social

relationship created among members over time (Vonderlack & Schreiner, 2002).

Empirical literature review

This section analyzes previous empirical studies in order to provide an answer to a specific

research topic relying on observations and measurements to arrive at conclusions.
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2.4 Credit risk management practices and loan performance

A study on the impact of credit risk identification on the performance of finances in commercial
Banks in Burundi (Remy & Njeru, 2020) established that the influence of credit risk identification
has shown success in banks. The effectiveness of risk identification greatly helps to benefit the
bank and the presence of the effectiveness of the risk tracking system measurements comes to
ensure efficient performances of finances in the bank. The findings by Remy are consistent with
(Mutua, 2014) who posits that banks which apply modern approaches, especially credit that easily

discover the mistakes in the early stages.

However, Gakure, Ngugi, Ndwiga, & Waithaka, (2012) does not find any inferential tests
conducted to verify the relationship between risk identification and performance, and the study
was based on only descriptive analysis. Hence, there is a need for a more correlational study to
verify this claim. Kimotho & Gekara (2016) revealed a positive association between credit risk
identification and financial performance. Tanui, Wanyoike, and Ngahu (2015) found that SACCOs
that have improved credit administration are likely to register improvements in their financial
performance. Maliisa (2013) confirmed a positive link between Risk assessment and the
performance of the Housing Finance Bank in Uganda. The study suggested that assessing data and

classifying credit risks are likely to determine financial performance.

Kariuki (2017) stresses that a more stringent credit monitoring procedure would lead to ensuring
that only creditworthy customers access loans. The author recommends that banks should be
stringent enough to ensure that their loans do not go to persons who cannot repay. Instead of
keeping financial performance to a minimum, the bank aim at outstanding performance. As

observed by (Karugu & Ntoiti, 2015), credit monitoring accounts for 47.8 percent of the changes
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in profitability. This would help the bank management to suggest possible strategies for reducing
such a high risk which prevents non-performing loans and bad debts thereby reducing profitability.
Drawing examples from Uganda, (Kalu, Shieler, & Amu, 2018) report that frequent, timely,
accurate, and informative reports can enhance monitoring actions, especially when they are

distributed to appropriate individuals.

Related literature reveals that financial institutions with collateral and credit protection policies
increase their profitability while controlling credit losses would register improvements in their
profitability (Mbiti, Lugogo, & Koech, 2018). The authors revealed that Credit Risk Management
Practices strategies like collateral and credit protection had significantly affected financial stability
compared to credit rationing and contract evaluation. Credit protection, in particular, remains the

best technique for handling risks of clients who operate in diverse client risk scenarios.

2.5 Social capital and loan performance

An increasing number of finance institutions provide credit to the poor on the basis of “social
collateral”, through which borrowers’ reputation or the social networks to which they belong, take
the place of traditional physical or financial collateral. Since these arrangements build, to various
degrees, on the extent and strength of personal relationships, they provide a fertile ground for the
analysis of the role of social capital in the provision of credit (Bastelaer, 2000). The role of social
connections in obtaining credit is also greatest for poor borrowers: as the financial needs of the
borrowers increase, their reliance on immediate social networks for credit access decreases. The
inherent bottlenecks in credit acquisition from both formal and informal sources and the failure of

most government credit programs motivate households to organise themselves into social or socio-
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economic groups with a common interest of improving their livelihood, occupational operations

and absorbing possible economic shocks (Emerole et al., 2013).

Structural capital enhances the access to facilities through access to information and by exchanging
valid information that can be used to increase the clients’ business performance as well (Jafarinejad
et al., 2021). In this regard, it is argued that MFIs should promote a friendly environment between
both parties to reduce the ratio of NPLs. Specifically, MFIs should direct their field workers or
lending officers to implement the organizations’ policies with true letter and spirit by respecting
the counterparts’ interests. Loan Officers must briefly explain the MFIs’ lending policies, complete
the process of group formation, provide proper training to borrowers on business management,
ensure timely disbursement of the loan, reduce social disbursement and ensure timely repayment
of a loan through proper follow-up (Siwale and Ritchie, 2011). They can also provide operational
assistance to the borrowers through frequent and intensive communication by conducting different
workshops and seminars so that the clients will be able to understand the latest challenges and new
trends in business management. Various seminars and workshops conducted by the MFIs will
allow the borrowers to interact with the loan officers and other borrowers within the network. They
will also be provided with technical support regarding the proper utilization of loan amounts
through interaction and intensive communication with the lending officers and other borrowers.
Moreover, close and informal relationships between the borrowers and lending officers can ensure
the early location of problems regarding loan repayment performance (Loke et al., 2020). The ratio
of NPLs will be higher if the borrowers fail to participate in training programs or workshops
arranged by the MFIs (Roslan and Karim, 2009). In addition, the lending officers’ experience
serves as another critical factor that affects loan repayment performance. This is because

experienced lending officers often create a long-term relationship with the borrowers through
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informational relationships and possess a better understanding of when, how and where to put

pressure on the clients to ensure better loan repayment.

Gine and Karlan (2006), find that default is lower under individual liability for those with stronger
social networks. The empirical evidence relating to the impact of social capital or ‘social ties’ on
the repayment performance of credit groups is rather mixed (Dufhues, et la 2011). On one hand,
this is likely to be due to the fact that in one situation the effect of social and/or financial sanctions
associated with the solidarity group arrangements are important, while in other setups the incentive

of continued access to loans is the driving factor behind repayment (Ito, 2003).

Besley and Coate (1995) construct a model to compare the repayment performance between group
lending with and without the use of social sanctions and argue that social sanctions can improve
repayment rates under group lending. Social penalty function that describes the punishments
implies that members in the community who do not repay their share can be in the form of bad
reputation, lost the trust among group members and can be excluded from the group. The
consequence may be that the delinquent borrower will find it difficult to find partners that would
be willing to co-sign for future loans. Cassar et al. (2007) show that social ties, relations and trust
among members in group lending, which are often being referred to as social capital contribute to
high repayment rates. Wydick (1999) working on 137 Guatemalan credit groups, finds that social

capital affects group performance in terms of repayment rates, group insurance and moral hazard.

2.6 Credit risk management, social capital and loan performance.

Risks and costs can be reduced through long-term supply chain effectiveness that has been

established through factors such as mutually beneficial relationships, shared values and trust.
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Social capital is used to strengthen supplier relationships, as well as promote knowledge transfer

and regional production networks (Kilubi & Rogers, 2018).

Social capital can affect repayment positively via income through the household enterprise
(Dufhues et al, 2011). Bonding capital provides an individual with information that helps preserve
his/her interest even when the individual has not actively searched for this information (Lai
&Wong, 2002). It is assumed that information or resources accessed through different strong ties
are redundant, in other words everybody in the core network of strong ties has similar resources.
Thus, the strength of bridging social capital lies in facilitating access to additional resources that
are outside one’s core network. By breaking out of one’s own, close social circle using weak ties,
one can access resources not otherwise available (Lin, 1982). Households with a large amount of
bridging social capital may therefore perform better in their business activities and have a higher
resilience to covariate income shocks, and are thus assumed to have better loan repayment
performance. Social ties can help microfinance institutions in credit assessment with in turn
reduces the information gap hence reducing non-performing loans. Group-lending mechanism can
potentially deal with information asymmetry, therefore reduces risk-taking and improves the
lender’s repayment rate (Ibtissem and Bouri,2013). Armendariz and Morduch (2005) argue that
the secret to the high repayment rates on loans is tied closely to the use of the group lending
contracts. Besides the benefits of group lending in reducing information asymmetry, group lending
can be an effective and efficient way to reduce the high transaction costs in both searching reliable

borrowers and ensuring the repayment of credit.

It is well recognized that social capital between two partnering organizations leads to more
effective and frequent communication and thus improves performance (Krause et al., 2007,

Lawson et al., 2008). Predicting consumer credit risk is a crucial task for financial institutions
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when making decisions regarding loans and other transactions in the traditional credit market,
Person to person lending, and online consumer credit service markets. Indeed, small banks tend to
rely more than large banks on building customer relationships that reveal information about
borrower creditworthiness, and rural communities tend to be information-rich places where
“everyone knows each other’s business (Deyoung et al, 2019). Indeed, the ability of lending groups
to reduce the transaction costs and risks borne by MFIs is influenced by the stocks of social capital
carried by their individual borrowers, by the lending groups themselves (set up as a social network

formed by their borrowers) and by the institutional environment (VVan Bastelaer, 1999).

Summary of Literature review

In this section the researcher reviewed the theoretical foundation in which the study was anchored.
The studies variables were described and the study relationships were identified in literature. A
number of measures have been identified through which the study variables have been
contextualized. Literature suggests that there is relationship between credit risk management
practices and loan performance. Also, there is a relationship between social capital and loan
performance and also, credit risk management practices have an indirect effect on loan

performance through social capital.

22



CHAPTER THREE
METHODOLOGY
3.1 Research Design

A cross sectional research design was used for this study. The researcher preferred a cross section
research design because it is quick and easy to conduct and enables that data on all variables is
collected at once, thus, allowing the researcher to measure prevalence of all variables under
investigation on spot (Sedgwick, 2014). Data was collected and analyzed at a certain one point in
time. This study also used a combination of descriptive and correlational designs that mainly use
quantitative research methods. Quantitative research methods are preferred since data can easily
be communicated through statistics and numbers. The descriptive and correlational designs was
used to describe data and examine relationships between the study variables.

3.2 Population of the study

The population of this study was 646 micro finance institutions located in Kampala, Wakiso and

Mukono that are licenced by Uganda Microfinance Regulatory Authority (UMRA, 2022).

3.3 Sample size and sampling procedure

According to Krejcie and Morgan Table of 1970 for sample size determination, from a population
of 646, a sample size of 242 institutions was selected. 242 questionnaires were distributed to the
respondents and only 197 questionnaires were completed and usable indicating 81.4% response

rate.
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Table 3.1: sample selection

Category Population Sample Responses | Rate %
MFIs (Non-MDIs) 126 47 27 57.4
SACCOs 46 17 13 76.4
Money Lenders 474 178 157 88.2
Total 646 242 197 81.4

Source: UMRA (2022)

This study used simple random sampling without replacement since only MFIs regulated by the
Uganda Micro Finance Regulatory Authority in the Districts of Kampala, Mukono and Wakiso
were selected for this study. Given that the list of MFIs was obtained, it was easy to reach out to
the sample. A rotary method of sample selection was used to draw the sample. This involved
writing the name of each business on a piece of paper, then fold and put in a tin. Thereafter, one
folded paper is picked at a time without replacing until a determined sample of the respondents

was selected.

The unit of analysis were micro finance institutions while the unit of inquiry is are the credit
officers or supervisors or money lenders were chosen because they are key persons in managing

loan performance in micro finance institutions.

3.4 Data sources

Primary data relating to the study variables was directly obtained from respondents for this study.

3.5 Data collection instruments

A questionnaire was used as a collection instrument. A questionnaire can be defined as a printed
self-report designed to elicit information that can be obtained through written response of the
subjects (Sjoberg, 1955). The questionnaire was designed on a six (6) likert scale measuring the
extent of Agree and disagreement with a given statement. The questionnaire consisted of two
sections where the first section was directed to respondent particulars like level of education,
gender among others firm characteristics and the other section consisted of closed ended questions

about the different variables.
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3.6 Data collection procedure

Questionnaires were distributed by the researcher to the respondents in each firm. Data was
collected in a period of three months and this gave the researcher time to analyse and interpret
data.

3.7 Validity

According to (Noe et al., 2008) validity refers to how relevant the measurement is to the concept
being measured. The questionnaire was given to experts in the field (both the academia and the
practitioners). The experts’ comments were incorporated in the questionnaire before data
collection. Further, content validity index was computed. The instrument is considered to be valid
in this research if the content validity index is above 0.7 (Moghaddam et al, 2012). The overall

content validity index was 0.848.

Table 3.2: Content validity index (CVI)

Variables CVI

Credit risk management practices 0.891
Social capital 0.854
Loan Performance 0.800
Overall CVI 0.848

Source: Primary data

In addition, construct validity was assessed in terms of convergent and discriminant. Both were
assessed by conducting an exploratory factor analysis. Convergent validity was assessed by item
communalities, and loading, where item with both communalities and loading above 0.5 were
considered to be valid in relation to the construct it measures. Discriminant was achieved by run
factor structure for each of the study variable through rotated component matrix basing on Eigen
value above 1 and item of a particular component do not cross load or loading on another
component. Both the results for convergent and discriminant validity are presented in the next

section.
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3.8 Reliability

Reliability is about the extent to which a degree of random error is present in the measurements
taking place, since reliable measurements contain only a very small amount of error (Cooper &
Schindler, 2014). The data collected was measured to reveal consistence in the responses. The
internal consistency reliability for the measurement as a whole in this research was measured by
Cronbach’s Alpha after running an SPSS V.23. Cronbach’s Alpha is a measure of internal
consistency that is how closely related a set of items as a group (Cronbach, 1951). Cronbach’s
Alpha measures the internal consistency to show how closely related are items as a group.
Furthermore, as per Nunnally (1978), a scale is deemed to be reliable, if its Cronbach is greater
than 0.7 (a = > 0.7). The results in Table 3.3 indicate that the Cronbach alpha for all the study

variables were above 0.7 implying that there was consistency.

Table 3.3: Reliability analysis

Variables Cronbach's Alpha N of Items

Credit risk management practices 946 41
Social capital 947 35
Loan Performance 922 16

Source: Primary data

3.9 Measurement of variables

The dependent variable for this study is loan performance while the independent variables are
credit risk management practices and social capital. Loan performance was operationalized in
terms of cost efficiency, loan cost and propensity for repayment. Such operationalization criteria,
follows the works of Nkundabanyanga et al, (2017). Credit risk management practices was
operationalized by risk identification, risk assessment, risk monitoring, risk analysis and risk
evaluation following the works of Al-Tamimi & Al-Mazrooei (2007) and Bakar, Rasid & Rizal
(2016). Social capital was operationalized in terms of cognitive, relational and structural capital
(Igbal & Rao, 2022).
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3.9 Exploratory factor analysis

This is a technique for identifying groups or clusters of variables (Field, 2009). This technique has
three main uses: (1) to understand the structure of a set of variables; (2) to construct a questionnaire
to measure an underlying variable; and (3) to reduce a data set to a more manageable size while
retaining as much of the original information as possible. For purposes of this research, factor
analysis was used to reduce the data to better explain the study constructs. The constructs used in
the variables of the conceptual framework were tested using factor analysis to establish whether
they were good measurements. The extraction method used was the principle component analysis
and the rotation method was Varimax with Kaiser Normalization. Items under credit risk
management practices and loan performance with a correlation of less than 0.5 were excluded from
the rotation tables.

To establish the adequacy and suitability of the data for EFA, Kaiser-Meyer-Olkin (KMO) and
Bartlett’s test were assessed. The rule of thumb is that the KMO value should be above 0.7 and
Bartlett’s test should be significant (p < .05) (Field 2009). The results in tables below indicate that
there was sampling adequacy and suitability for the researcher to carry out EFA (KMO > .7) and
Bartlett’s test (p, .000).

A rotated component matrix was used to understand the factor structure of study variables basing
on Eigen values above 1.0, item loading of above 0.5 and the total variance explained by the
component that make up the variable which should be above 50% (Field, 2009). The results of the
rotated component matrix each of the study variable below indicate that all the conditions were
met, further suggesting that constructs validity was achieved. The results of the exploratory factor
analysis for each study variables are presented below starting with credit risk management

practices, social capital and loan performance.
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3.9.1 Factor analysis for the credit risk management practices scale

Results in Table 3.4, show that five constructs were appropriate for measuring credit risk
management practices, given that they explained 59.5% of the total variance. The construct risk
identification explained most, with 15.5% of the variance, followed by risk assessment explaining
15.3% while risk evaluation and risk analysis explained 10.8% and 9.5% of the variance
respectively. Risk monitoring explained least with 8.3% of the variance. Also, from the findings it
is clear that risk identification construct is the most important (with eigen values of 4.023),
followed by risk assessment (eigen values of 3.980) while risk monitoring is not that so important
(with eigen values 2.172). These results confirm the findings of Bakar, Rasid & Rizal (2016) who
measure credit risk management practices by risk identification, risk assessment, risk monitoring,

risk analysis and risk evaluation.

Table 3.4 Rotated Component Matrix for credit risk management practices
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Managing risk is important to the performance and 717

success of the institution '

There is a common understanding of risk management

across the institution 689

Applications of risk management techniques reduce costs

or expected losses 686

This institution has developed and applied procedures for

the systematic identification of investment opportunities 657

It is crucial to apply the most sophisticated techniques in 651

risk management '

The institution carries out a comprehensive and

systematic identification of its risks relating to each of its .606

declared aims and objectives

Accountability for risk management is clearly set out and

understood throughout the institution 582

This institution’s risks are assessed by using quantitative 708

analysis methods '
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Monitoring the effectiveness of risk management is an
integral part of routine management reporting

671

Your institution’s response to analyzed risks includes an
assessment of the costs and benefits of addressing risks

.668

This institutions’ borrowers are classified according to a
risk factor (risk rating)

.617

This institution undertakes a credit worthiness analysis
before granting loans

.603

The level of control by the institution is appropriate for
the risks that it faces

591

Your institution’s response to analyzed risks includes
prioritizing of risks and selecting those that need active
management

.561

This institution’s risks are assessed by using qualitative
analysis methods (e.g. high, moderate, low)

.545

This institution emphasizes the recruitment of highly
qualified people in risk management

Jq74

The institution’s risk management procedures and
processes are documented and provide guidance to staff
about managing risks

57

It is too dangerous to concentrate institution’s funds in
one specific sector of the economy

.686

Your institution has highly effective continuous
review/feedback on risk management strategies and
performance

.560

It is preferable to require collateral against some loans
and not all of them

.736

The institution’s executive management regularly
reviews the organization’s performance in managing its
business risks

713

This institution’s policy requires collateral for all granting
loans

.688

The institution finds it difficult to prioritize its main risks

514

The institution’s response to risk includes an evaluation
of the effectiveness of the existing controls and risk
management responses

.636

This institution assesses the likelihood of occurring risks

.587

Before granting loans your institution undertake a specific
analysis including the client’s characters, capacity,
collateral capital and conditions

.582

Eigen values

4.023

3.980

2.801

2.480

2.172

Percentage of variance

15.474

15.308

10.772

9.540

8.354

Cumulative percentage of variance

15.474

30.781

41.553

51.094

59.447

Kaiser-Meyer-Olkin Measure of Sampling Adequacy = 0.902; Bartlett's Test of Sphericity = 2249.461,;

Sig = 0.000
Extraction Method: Principal Component Analysis.
Rotation Method: Varimax with Kaiser Normalization.
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a. Rotation converged in 6 iterations.
Source: Primary data

3.9.2 Factor Analysis of the social capital scale

Results in Table 3.5, show that three constructs were appropriate for measuring capital, given that

they explained 55.4% of the total variance. The construct cognitive explained most, with 22% of

the variance, while relational and structural explained 17% and 16% of the variance respectively.

Also, from the findings it is clear that cognitive construct is the most important (with eigen values

of 5.495), while relational and structural are moderately important (with eigen values of 4.253 and

4.103 respectively).

Table 3.5: Rotated Component Matrix for social capital
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I can count on the promises made by the members of my organization 759

I am close to people who work for this institution 727

I trust to share specific ideas, feelings and objectives with co-workers 679

| feel that most members of my organization are enthusiastic about

accomplishing the tasks 676

I trust the ability and knowledge of the members of my organization to

obtain useful information 656

Our team communicates through the use of similar language, allowing

facilitating the work 651

I have a strong tie with people who work in this institution 644

People who work for this institution and | share the same values 632

I think the styles, beliefs and perspectives among the members of my

organization facilitate the accomplishment of the work 592

| feel committed to this institution 502

I have access to co-workers to get replacement in the job market .661

I have a habit of being with my friends weekly .650

People who work in this institution and | share the same ideas and

interests 650

Staff of this institution behave in a consistent manner .636

I spend a great deal of time interacting with some members of this 516
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In my current job, | know that no member will take advantage of the

difficulty or the problem on the other 589

Staff of this institution will not take advantage of others even when the

opportunity arises 588

For professional information people often come to me 516

| feel that I have strong ties with my peers at work 715
| feel that I have a strong professional relationship network .693
Staff of this institution share the vision of helping others to solve their

professional problems 649
| participate as active member of a management committee or

organization of a working group 636
Staff of this institution share the same goal of learning from each other .628
I have frequent communication with some members of this institution 562
I have friends with great professional ambitions .559
Eigen values 5495 | 4.253| 4.103
Percentage of variance 21.981 | 17.011 | 16.414
Cummulative percentage of variance 21.981 | 38.991 | 55.405

Kaiser-Meyer-Olkin Measure of Sampling Adequacy = 0.924; Bartlett's Test of Sphericity = 2652.205

Extraction Method: Principal Component Analysis.
Rotation Method: Varimax with Kaiser Normalization.

a. Rotation converged in 8 iterations.
Source: Primary data

3.9.3 Factor analysis of loan performance scale

Factor analysis results in Table 3.6 further reveal that, lost cost, propensity for repayment and cost

efficiency are the most important components of loan performance accounting for 64.2% of the

variance. Of this, loan cost accounts for 26.2%, propensity for repayment explains 23.4% and cost

efficiency explaining 14.6%. This confirms three constructs as measurements of loan performance

under the conceptual framework as adapted from Nkundabanyanga et al., (2017). The findings

indicate that loan cost is the most important measure of loan performance with Eigen values of

3.663 followed by propensity for repayment with Eigen values of 3.282 and cost efficiecny with

Eigen values of 2.046.
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Table 3.6: Rotated Component Matrix for loan performance
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The cost per client is usually very low 811
We have healthy repayment rates .789
The interest rate that is in effect at the time the loan is made remains in
effect until the loan is paid in full 789
Our charges depend on the loan amount applied for 733
Our rates of efficiency are much higher than those of our bench marks 241
We receive fewer complaints about our interest rates 721
The percentage of loan income is higher than loan operating expense 689
Our delinquency rates are high (R) 648
As a result of our charges, we have been able to receive more loan
applicants 639
Our interest rates are flexible 547
Our borrowers pay back within speculated time 534
Our MFI controls its administrative costs 814
Our institutional cost of delivering loan and other services is low 718
We use credit policies to approve the clients .586
Eigen values 3.663 | 3.282 2.046
Percentage of variance 26.165 | 23.444 | 14.614
Cummulative percentage of variance 26.165 | 49.609 | 64.223

Kaiser-Meyer-Olkin Measure of Sampling Adequacy = 0.896; Bartlett's Test of Sphericity =1409.320:

sig = 0.000

Extraction Method: Principal Component Analysis.
Rotation Method: Varimax with Kaiser Normalization.

a. Rotation converged in 6 iterations.
Source: Primary data
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3.11 Data Analysis

Data was analyzed using SPSS software. Before data analysis, the questionnaires will be checked
for completeness, coded and later entered into SPSS V.29. Frequency runs were made to identify
missing values and data out of range. Factor analysis was conducted to reduce the items to a
manageable size. This was followed by descriptive analysis. After descriptive analysis, correlation
and regression tests were done and mediation was test using Baron and Kenny Medigraph.

3.12 Ethical Considerations

Before data collection exercise, an introductory letter was obtained from Makerere University
Business School. This letter is helpful in identifying the researcher / student by the respondents.
Respondents were assured of anonymity as the questionnaire required them not to write their
names on it. There were limitations on printing of the questionnaires in order to conserve the
environment. The online data collection /online survey was more used than the manual unless

otherwise.
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CHAPTER FOUR
ANALYSIS, PRESENTATION AND INTERPRETATION OF RESULTS
4.0 Introduction
This chapter shows the results and the interpretation of responses from the data collected. It
presents the descriptive statistics of the study variables, correlation analysis results of the study
objectives and the regression analysis results. The presentation, interpretation and analysis of

findings is directed by the research objectives.

Response Rate
From a sample of 242 institutions, Usable and fully filled questionnaire were received from 197
respondents indicating 81.4% response rate. Of these, 27 were from Non-MDIs, 13 from Saccos

and 157 from money lenders.

4.2 Sample characteristics

Several demographic characteristics were considered which were important in the interpretation
of responses given. The respondent characteristics included the gender and age of the respondent,
their level of education and working experience. The characteristics of the unit of analysis included
the number of employees, category of the firm, revenue level and firm age.

4.2.1 Respondent characteristics

Table 4.1 below indicates that most of the respondents were male (64.5%). This implies that most
of the respondents are male compared to females but also, both genders are considered in MFIs.
The results also show that majority of the respondents were aged below 45 years of age (59.9%)
followed by those that are between 45-55 years (29.4%) and those above 55 years were 10.7%.
This implies that MFIs majorly employee young people who are flexible and could easily navigate

through the markets to look for clients. Majority of the respondents were diploma holders and
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graduates (86.3%) implying that they were in position to understand and interpret the questions

asked in the questionnaire. The duration spent by the respondents in the organization is such that;

for the majority (above 60%), it was between 5 to 15 years, followed by those who had spent

between 1 to 5 years, constituting 22% then, and those above 15 years were 8.6%. This short period

is not surprising given the fact MFIs have been long in existence and it implies there are low labour

turnovers in these institutions.

Table 4.1 Respondent characteristics

Frequency Percent

Male 127 64.5

Gender Female 70 35.5
Total 197 100.0

1-5 years 44 22.3

~ 5-10years 88 44.7

Years I‘\’A"gke‘j N 10-15years 48 244
More than 15years 17 8.6

Total 197 100.0

Less than 35 years 48 24.4

36-45 years 70 35.5

Age bracket 46 to 55 years 58 29.4
Above 55 years 21 10.7

Total 197 100.0

Ordinary level 6 3.0

Advanced level 21 10.7

Diploma 53 26.9

Education Bachelors degree 76 38.6
Masters degree 35 17.8

PHD 6 3.0

Total 197 100.0

Credit officer 38 19.3

) . Supervisor 21 10.7
Designation Money lender 138 70.1
Total 197 100.0

Source: Primary data

4.2.2 Characteristics of the firm
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The characteristics of the unit of analysis include firm size in terms of revenue and number of

employees, firm type and firm age as presented in the Table 4.2.

In terms of concentration, majority of the regulated MFIs are money lenders followed by non-
MDIs. This means that the Micro finance institutions are dominated by money lenders. This could
be resulting from the capital requirements of opening up and registering an MFI. Most of the
institutions are still micro with revenue concentration of between 10 and 100millions and as a

result they still have few staff majorly less than 10.

Table 4.2: Firm characteristics

Frequency Percent

Sacco 13 6.6

Category of financial Money lenders 157 79.7
institution NON-MDIs 27 13.7
Total 197 100.0

1-5 years 47 23.9

6-10years 88 44.7

Years in operation 11-15 years 44 22.3
15 years and above 18 9.1

Total 197 100.0

1-10 employees 132 67.0

11-20 employees 26 13.2

Number of employees 21-30 employees 12 6.1
30 employees and above 27 13.7

Total 197 100.0

10-100millions 109 55.3

101-200million 37 18.8

201-300 million 20 10.2

Revenue base 301-400 million 17 8.6
401-500 million 14 7.1

Total 197 100.0

Source: Primary data
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As for age of the institutions, most of them have been in existence for over 5 years implying that
the industry is growing but it’s hard to penetrate following the fact that there are few entrants and

it could be because of the required capital base and the risks involved in this business.

4.3 Descriptive statistics

Table 4.3 presents the descriptive statistics for credit risk management practices, social capital and
loan performance; that is, minimum, maximum, mean and standard deviation values. Mean values
were computed from data coded from strongly disagree (1) to strongly agree (6). The means for
credit risk management practices, social capital and loan performance are 4.4439, 4.5492 and

4.4915 with a standard deviation of 0.65596, 0.75086 and 0.79608 respectively.

Table 4.3: Descriptive Statistics

Variables Min Max Mean Std. Deviation
Risk identification 1.57 6.00 4.6708 .81605
Risk Analysis 1.43 6.00 4.4677 .86218
Risk Monitoring 1.00 6.00 4.6481 .82698
Risk Analysis 1.25 6.00 4.3503 .88592
Risk Evaluation 1.00 6.00 4.0825 1.05698
Credit risk management practices 1.60 6.00 4.4439 .65596
Cognitive 1.50 6.00 4.5350 .89667
Relational 1.25 6.00 4.4753 .86829
Structural 1.00 6.00 4.6374 79925
Social Capital 1.25 6.00 4.5492 .75086
Cost efficiency 1.33 6.00 4.5990 91035
Propensity for repayment 1.00 6.00 4.4365 .85887
Loan cost 1.50 6.00 4.4391 1.01304
Loan Performance 1.28 6.00 4.4915 .79608

Source: Primary data

According to Field (2009), when deviations are small compared to mean values, it is evident that

the data points are close to the mean and hence calculated mean highly represent the observed data.
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Since the deviations are small compared to the mean, this means the data points closely represent
the observed data. The results indicate that there is still need for improvement in credit risk

management practices, social capital and loan performance.

4.4 Correlation analysis
Table 4.4 provides for Pearson correlation coefficients among the study variables. The results
reveal the outcomes of the association between the variables as analysed using Pearson correlation

coefficient with respect to the stated objectives of the study.

4.4.1 Credit risk management practices and loan performance

Findings in Table 4.4 indicate that, there is a positive and significant association between credit
risk management practices and loan performance (r= -0.431**, p<0.01). From the results, it is
evident that the different constructs of credit risk management practices independently have a
significant and positive association with loan performance at 0.342**, 0.347**, .354** 0.412**
and 0.168* for risk identification, risk assessment, risk monitoring, risk analysis and risk

evaluation respectively.

4.4.2 Social capital and loan performance
The correlations result in Table 4.4 reveals a positive significant correlation between social capital
and loan performance (r= 0.515™, p<0.01). cognitive, relational and structural have a positive and

significant association with loan performance.
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Table 4.4: Correlation results among the study variables

Variables 1 2 3 4 5 6 7 8 9 10 11 12 13 |14
Risk identification (1) 1

Risk Assessment (2) 665" 1

Risk Monitoring (3) 497 | 550 1

Risk Analysis (4) AT6™ | AT | 4227 1

Risk Evaluation (5) 286™ | 392" | 3757 | .258™ 1

Credit risk management | 769+ | go1* | 755™ | 702" | 6607 | 1

practices (6)

Cognitive (7) 6117 | 692" | 479" | 5317 | .1927 | .660 1

Relational (8) 586" | .508™ | 5117 | 5757 | .220™ | 635 | .673" 1

Structural (9) 7457 | 6477 | 4337 | 5847 | 230 | .696™ | .6917 | .604™ 1

Social Capital (10) 7347 | 7017 | 5417 | 6407 | 2437 | .754™ | .903™ | .868™ | .863" 1

Cost efficiency (11) 3347 | 306 | .3737| 395 | .103| .397" | .384™ | 528" | .396™ | .497" 1

FJSS;S]S;HE;) 256" | 280" | 287" | .329™ | .173"| .357" | .353" | 431" | .362"| .435" | .600™ 1

Loan cost (13) 2897 | .298™ | 256" | .338" | .157"| .356™ | .328™ | .352" | .371""| .398" | 553" | .662 1
Loan Performance (14) | 342" | 347" | .354™ | .412™ | .168" | 431" | 413" | 506" | .439™ | 515 | .832™ | .869™ | 873" | 1

**_Correlation is significant at the 0.01 level (2-tailed).

*. Correlation is significant at the 0.05 level (2-tailed).

Source: Primary data

Table 4.4: Correlation results among the study variables

39




4.5 Regression analysis

The regression analysis is a way of predicting an outcome variable from one predictor variable or
several predictor variables (Field, 2009). The regression analysis was carried out as a complement
to the Pearson correlation analysis to establish the degree of influence of the predictor variables
onto the dependent variable as displayed in the Table 4.5. In order to determine the contribution
of each variable as well as checking whether control variables had confounding effects on the

study relationships, a hierarchical regression was done and results are presented below.

Table 4.5: Hierarchical regression results

Model Model I | Model 1l Model 111
(Constant) 4.901** 2.376** 2.054**
Category of financial institution -.140 -.031 -.022
Years in operation 127 126 076
Number of employees -.247 -.277 -.188
Revenue base 139 077 .063
Credit risk management practices 0.414** 146
Social capital 0.360**
Model summary

Model F 4.457** | 12.231** 13.075**
R 0.291 0.492 0.541
R Square 0.085 0.243 0.292
Adjusted R square 0.066 0.223 270
Std. Error of the Estimate .76940 .70186 .68023
F change 4.457 39.732 13.340
R square change .085 158 .050
Durbin Watson 1.611

Dependent Variable: Loan Performance.
Source: Primary data

The results in Table 4.5 indicate the firm age, category, number employees and revenue base do
not have a significant impact on loan performance. These control variables account for 6.6% of
the variance in loan performance. This means our results are not affected by confounding factors.
The results in Model Il indicates that credit risk management contributes 15.8% change in loan

performance, which is as a result of the change in the R% The results show that credit risk
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management practices are significant predictors of loan performance (B = .414, P< 0.001). This
implies that for a unit change in credit risk management practices results into a greater change in
loan performance. An increase in risk management through better practices results in better loan
performance.

The results in model 111 indicate that social capital contributes 5% change in loan performance,
which is because of the change in the adjusted R2. The results show that social is a significant
predictor of loan performance ( =.360, P<0.001). These results suggest relationships with clients
help the lenders to build trust which client uphold to maintain hence paying their loans in time.
However, credit risk management practices become insignificant after introducing social capital
in the model. This suggests that when social capital is present, credit risk management becomes
less important in influencing loan performance and this implies that social capital influences the
relationship between credit risk management practices and loan performance. This calls for testing
the mediating effect of social capital in the relationship between credit risk management practices
and loan performance which is presented below.

4.4 Mediation results

The following conditions were tested as specified by Baron and Kenny (1986) for mediation

analysis to be done.

1. That the direct relationship between the dependent variable and the independent is significant.

2. That the relationship between the proposed mediator and the dependent variable is significant.

3. That the relationship between the independent variable and the mediator is significant.

4. That the effect of the independent variable on the dependent variable significantly reduces
when the mediator is introduced.

The correlation results and regression results show that all the three conditions are met. That is;

credit risk management practices significantly relate to loan performance; social capital is

significantly related to loan performance and so too is a significant relationship between credit risk
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management practices and social capital. As the position of this study has been, that social capital
mediates the link between credit risk management practices and loan performance in Uganda, this
sets the stage as to whether there is a relationship to mediate. Thus, the stage for testing for
mediation is set. This study uses the Sobel test using Jose’s Medigraph to test for the significance
of the mediation. The Sobel test results below indicate that there is a significant mediation of social

capital in the relationship between credit risk management practices and loan performance.

Fig 4.1: MedGraph - PC: A programme to graphically depict mediation among three
variables

Type of mediation Significant
Sobel z-value 4,524627 p= 0.000006

95% Symmetrical
Confidence interval
Lower 0.2287
Higher 0.57827
Unstandardized indirect

effect
a*b 0.40349
se 0.08918
Effective Size measures
Standardised
Coefficients _
Total: 0.431
Direct: 0.099
Indirect: 0.331
Indirect to Total ratio 0.769
0.431***
Independent Variable [c] " Dependent Variable
Credit risk management practices I loan Performance
(0.099)
[c]

0.515%%*
0.754%* [a
(0.440%%)

[b]

Mediating Variable
Social capital
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Note: The numerical values in parentheses are beta weights taken from the second regression
and the other values are zero order correlations.

Source: Primary data

Figure 4.1 shows that social capital partially mediates the relationship between credit risk
management practices and loan performance (Z=4.524627, p < 0.01). This means that the social
capital leverage on credit risk management practices to cause variances in loan performance. The
relationship between the credit risk management practices and loan performance reduces by 76.9%

in presence of social capital and the relationship is not significant.
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CHAPTER FIVE

DISCUSSION OF FINDINGS, CONCLUSION AND RECOMMENDATIONS
5.0 Introduction
This chapter contains the discussion of findings, conclusion and recommendations as well as the
study limitations and areas for further research.
5.1 Discussion of findings
This study aimed at finding out the relationship between credit risk management practices, social
capital and Loan performance of MFlIs in Kampala-Uganda. This was achieved through examining

the relationship between credit risk management practices and loan performance of MFlIs, to assess
the relationship between credit risk management and social capital of MFIs, to examine the
relationship between social capital and loan performance of MFIs and to examine the mediating
role of social capital on the relationship between credit risk management practices and loan

performance of MFIs

5.1.1 Credit Risk Management practices and Loan Performance of MFlIs

The results of this study indicate that there is a positive and significant relationship between credit
risk management practices and loan performance of MFIs in Uganda. This means that when MFIs
manage credit risks by identifying, assessing them, analysis, monitoring and evaluating them, there
are higher chances that they will obtain clients that are likely not able to pay back hence better
loan performance. Credit risk management practices help MFIs to undertake specific analysis of
clients by assessing their character, capacity and the prevailing economic conditions which results
into only accepting loan applications from able clients. Credit risk management practices help to
reduce loan related costs as credit policies ought to be in place to give officers in evaluating clients.
These findings also indicate that risk identification through developed and applied procedures for
the systematic identification of investment opportunities is key and accountability for risk
management is clearly set out and understood throughout the institution hence reducing the non
performing loans. The results of this study are consistent with Remy and Njeru, (2020) and Mutua,
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(2014) who found that the effectiveness of risk identification greatly helps to benefit the bank and
the presence of the effectiveness of the risk tracking system measurements comes to ensure
efficient performances of finances in the bank. So, by risk identification the MFIs can easily
discover the mistakes in the early stages. Also, Kimotho & Gekara (2016) revealed a positive
association between credit risk identification and financial performance. Tanui, Wanyoike, and
Ngahu (2015) found that SACCOs that have improved credit administration are likely to register
improvements in their financial performance. Maliisa (2013) confirmed a positive link between
Risk assessment and the performance of the Housing Finance Bank in Uganda. The study
suggested that assessing data and classifying credit risks are likely to determine financial
performance. Additionally, Hasan et al. (2014) find corroborating evidence banks to impose more

stringent collateral and covenant requirements when lending to firms with greater risks.

Kariuki (2017) stresses that a more stringent credit monitoring procedure would lead to ensuring
that only creditworthy customers access loans. The author recommends that banks should be
stringent enough to ensure that their loans do not go to persons who cannot repay. Instead of
keeping financial performance to a minimum, the bank aim at outstanding performance. As
observed by (Karugu & Ntoiti, 2015), credit monitoring accounts for 47.8 percent of the changes
in profitability. This would help the bank management to suggest possible strategies for reducing
such a high risk which prevents non-performing loans and bad debts thereby reducing profitability.
Drawing examples from Uganda, (Kalu, Shieler, & Amu, 2018) report that frequent, timely,
accurate, and informative reports can enhance monitoring actions, especially when they are

distributed to appropriate individuals.

However, Hamza, (2017) through pooled regression adopted to determine the impact of credit risk
management on two performance measures, revealed that credit risk management is inversely
associated with bank performance. From his results, it was concluded that the credit risk

management have inverse relationship with bank performance and the management needs to be
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cautious about nonperforming loans, loan and advances and liquidity ratio because these ratios are

severely affecting the profitability of banks.

5.1.2 Credit Risk Management and Social Capital of MFIs

Credit management practices have a positive and significant relationship with social capital. This
implies that credit management practices improve social capital between the borrowers and
lenders. This could be due to the fact that there are a lot of interactions during loan processing and
risk evaluation. Also, the clients are also worried of losing the assets they pledge as security so
they have no option but to cooperate with the officer in charge of their loans. Once credit risk
management has been successful on one client, the institution would wish not to lose that client as
well so as a result a relationship is created in the process for future transactions. When MFIs
manage risks by ensuring that monitoring of the risk management process is an integral part of
management reporting and also, recruiting highly qualified staff in risk management, then it is
easy for the institution to count on the promises made by its members and have workers close to

each other when evaluating loans.

Similarly, MFIs adopt innovative approaches such as exchanging social-for material collateral,
early and regular repayments, and group-lending to manage various lending risks (Aggarwal et al.,
2015). Furthermore, complementary mechanisms, such as resources embedded in social networks,
are often required to access and energise microfinance for entrepreneurial activities. El-Attar and
Poschke (2011) find that less-trusting Spanish households invest more in housing and less in
financial assets, particularly risky ones. Hassan, He and Lu, (2022) argue that if social capital has
a real impact on lending, then the shock could temporarily change investors’ beliefs about the risk

of their assets being stolen, causing them to withdraw or reduce their investments.
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5.1.3 Social Capital and Loan Performance of MFIs

There is a positive and significant relationship between social capital and loan performance.
Cognitive, relational and structural capital are all found to be great importance in improving loan
performance. This implies that when lenders share ideas and interests with the clients as well as
having the knowledge and ability to obtain useful information, then the chances that loan
performance will improve. It is indeed consistent with prior studies which suggest banks adjust
both loan spreads and non-price loan terms to mitigate the risks they face, whereas bond investors
adjust at-issue yield spreads only. Accordingly, if banks perceive social capital as constraining
moral hazards in debt contracting, or banks perceive firms located in communities with higher
levels of social capital as more trustworthy and thus place greater trust in these firms, one would
expect banks to impose less stringent nonprice loan terms when lending to firms located in
communities with higher levels of social capital. Guiso et al. (2004), (2010) find that social capital
helps cultivate such a social environment; they show that social capital helps overcome contractual
problems, because it encourages cooperation and mitigates opportunistic behaviors in transactions.
Accordingly, if social capital constrains opportunistic firm behaviors in debt contracting, a higher
level of social capital could be associated with a reduced preference for bank loans over public
bonds when firms are seeking debt financing.

An increasing number of finance institutions provide credit to the poor on the basis of “social
collateral”, through which borrowers’ reputation or the social networks to which they belong, take
the place of traditional physical or financial collateral. Since these arrangements build, to various
degrees, on the extent and strength of personal relationships, they provide a fertile ground for the
analysis of the role of social capital in the provision of credit (Bastelaer, 2000). The role of social
connections in obtaining credit is also greatest for poor borrowers: as the financial needs of the
borrowers increase, their reliance on immediate social networks for credit access decreases. The

inherent bottlenecks in credit acquisition from both formal and informal sources and the failure of
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most government credit programs motivate households to organise themselves into social or socio-
economic groups with a common interest of improving their livelihood, occupational operations

and absorbing possible economic shocks (Emerole et al., 2013).

Structural capital enhances the access to facilities through access to information and by exchanging
valid information that can be used to increase the clients’ business performance as well (Jafarinejad
et al., 2021). In this regard, it is argued that MFIs should promote a friendly environment between
both parties to reduce the ratio of NPLs. Specifically, MFIs should direct their field workers or
lending officers to implement the organizations’ policies with true letter and spirit by respecting
the counterparts’ interests. Loan officers must briefly explain the MFIs’ lending policies, complete
the process of group formation, provide proper training to borrowers on business management,
ensure timely disbursement of the loan, reduce social disbursement and ensure timely repayment
of a loan through proper follow up (Siwale and Ritchie, 2011). They can also provide operational
assistance to the borrowers through frequent and intensive communication by conducting different
workshops and seminars so that the clients will be able to understand the latest challenges and new
trends in business management. Various seminars and workshops conducted by the MFIs will
allow the borrowers to interact with the loan officers and other borrowers within the network. They
will also be provided with technical support regarding the proper utilization of loan amounts
through interaction and intensive communication with the lending officers and other borrowers.
Moreover, close and informal relationships between the borrowers and lending officers can ensure
the early location of problems regarding loan repayment performance (Loke et al., 2020).

5.1.4 Credit risk management practices, social capital and loan performance of MFIs

Social capital partially mediates the relationship between credit management practices and loan
performance. This implies that the social capital influences the relationship between credit risk
management practices and loan performance. In the process of assessing the clients, credit officers

can befriend their clients to create a long-term bond for which the client benefits to get loans so
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easily and hence they are compelled to remain truthful to their officers for future benefits. For
instance, if customers know the officer they are dealing with they trust then, they wouldn’t wish
to disappoint them and neither would an officer want to disappoint his client so in the process of

assessing credit risks, bonds are formed between clients and officers.

There is substantial evidence that banks demand higher loan spreads in anticipation of the potential
risks they face in debt contracting (Bharath, Sunder, and Sunder (2008), Graham, Li, and Qiu
(2008), and Hasan et al. (2014)). Accordingly, if banks perceive social capital as providing
environmental pressure that constrains moral hazards in debt contracting, we expect that banks
demand lower loan spreads when lending to firms located in communities with higher levels of
social capital. Additionally, because cooperation begets trustworthiness and trustworthiness begets
trust, banks could perceive firms as more trustworthy and place greater trust in those firms located
in communities with higher levels of social capital (Fukuyama (1997), Guiso et al. (2004)). In this
way, social capital can generate a concomitant secondary virtuous effect in that banks demand

lower loan spreads when lending to firms located in higher-social-capital communities.

Predicting consumer credit risk is a crucial task for financial institutions when making decisions
regarding loans and other transactions in the traditional credit market, Person to person lending,
and online consumer credit service markets. Indeed, small banks tend to rely more than large banks
on building customer relationships that reveal information about borrower creditworthiness, and
rural communities tend to be information-rich places where “everyone knows each other’s
business (Deyoung et al, 2019). Indeed, the ability of lending groups to reduce the transaction costs
and risks borne by MFIs is influenced by the stocks of social capital carried by their individual
borrowers, by the lending groups themselves (set up as a social network formed by their borrowers)

and by the institutional environment (Van Bastelaer, 1999).
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5.2 Conclusions

The purpose of this study was to examine the relationship between credit risk management
practices, social capital and loan performance of MFIs. Overall, the results indicate credit risk
management and social capital predict 27% of the variance in loan performance. Credit risk
management and social capital have been found to be significant loan performance. Credit risk
management practices is seen to have a positive and significant relationship social capital. These
results indicate that it is important for MFIs to mind the social capital they have with clients so
that they can design products tailored to customer needs. This study introduces the social capital
construct as well into the loan performance literature by exploring its effect on total loan
performance. We find that MFIs use social capital will improve loan performance. This would
mean that MFIs banks demand less stringent collateral and covenant requirements when lending
to clients with higher levels of social capital. Taken together, these results provide direct evidence
that social capital mediates the relationship between credit risk management practices and loan
performance. consequently, these reduce the cost of debt when extending credit to clients with
higher levels of social capital hence higher loan performance. Overall, the findings of this study
have important implication for academics, financial institutions as well as the MFIs.

5.3 Recommendations

In view of the research findings the following recommendations are made;

i. Social capital has been found to influence the relationship between credit risk management
practices and loan performance. It is therefore important for MFIs to ensure that they create
a good working relationship with their clients. This motivates the clients to pay their loans
in time for fear of losing the good name they have built with their officers. This can be

achieved by creating dialogues with clients and learning how best they can be served.
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Strategic managers in MFIs need to take risk management as a priority, especially credit
risks. They should be mindful of the short-run and long-run influence of credit risk on loan
performance. Effective management of risks will enhance their performance and hence
their ability to properly manage their assets and equity shareholders. Credit risk
management practices should be included in the loan evaluation policies.

Furthermore, policymakers in government should formulate economic and financial
policies with due cognizance of factors that can affect Loan performance. This requires a
holistic view to policy formulation to ensure that cost trade-offs are considerably
minimized in all strata of the economy. Specifically, macroeconomic policies that impact
on loan performance, especially interest and inflation rates should be formulated with the
interest of the financial institutions in mind as any issues with loan performance of the
institutions could impact on the survival of the MFIs which have a great impact in financing

the economy.

5.4 Study limitations

This study utilised a questionnaire only. This limited the chances of the respondents to
explain in length issues of loan performance. However, the questionnaire is widely known
for its capability to collect more data from a large sample (Sekaram, 2003) and as such is
the most favoured for this type of research.

The conceptualisation of this study is limited to only credit risk management practices and
social capital. It is possible that this study model cannot explain loan performance by 100%
and as such, more factors may exist.

The population of this study is only micro finance institutions in Uganda. It is possible that
this study results may not able to represent the perceptions of large financial institutions in

Uganda and also, results may only be relevant to Uganda.
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Appendix one: Questionnaire

MAKERERE UNIVERSITY
Dear Respondent,

| am BAGAMBE LORDSON, a Master of Business Administration student of MUBS carrying
out research entitled “CREDIT RISK MANAGEMENT PRACTICES, SOCIAL CAPITAL
AND LOAN PERFORMANCE AMONG MICRO FINANCE INSTITUTIONS IN
UGANDA ”. You have been chosen for this purpose and | am kindly requesting you to complete
this questionnaire. Your contribution towards this research is completely academic and your
responses will be treated with utmost confidentiality. The results from this research are intended
for the award of a degree of Master of Business Administration of Makerere University. Kindly
spare some time and answer the following questions. If there are any questions or concerns please
call me directly on 0702642228.

Your invaluable time and cooperation are highly appreciated.

SECTION A: BACKGROUND INFORMATION (Tick the most appropriate alternative)
1. What is your gender?

Male [ Female [
2. How many years have you worked with MFIs?

ltoSyears () 5StolOyears (] 10to 15 years ) More than 15 years ()
3. What is your age bracket?

Less than 35 years L] 36to 45 years (] 46 to 55 years [ Above 55 years (]
4. What is your level of education?
Ordinary level ) Advanced Level __J Diploma (] Undergraduate/bachelor’s Degree )
Master’s degree () PhD )
5. What is your designation
Credit officer [_] Supervisor [__] Money Lender [ ]

SECTION B: Firm Characteristics
(i) Category of financial institution

sAcco [ ] Money Lenders [ ] MFIs (Non MDIs)[]
(i) Number of years in operation
1-5 years[_] 6-10years 1] 11-15years ] 15years &above [_]

(iili)Number of employees
1-10employees—1  11-20employees L1 21-30employeesC—1 30employees & above ]
(iv)Revenue base

10-100millions [ ] 101-200millions ] 201-300millions L]
301millions-400Million [ 401 millions-500 millions ]
Section C
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Main study variables

Credit risk management practices: Below are indicators of credit risk management practices.

Kindly tick the suitable response that applies to you

Strongly disagree | Disagree Somewhat disagree Somewhat agree | Agree | Strongly agree

1 2 3 4 5 6

Risk Identification Scores

1 The institution carries out a comprehensive and systematic identificationof |1 |2 |3 (4 | 5|6
its risks relating to each of its declared aims and objectives

2 This institution has developed and applied procedures for the systematic |1 |2 |3 (4 | 5|6
identification of investment opportunities

3 There is a common understanding of risk management across the institution |1 |2 |3 (4 | 5|6

4 Responsibility for risk management is clearly set out and understood |1 |2 |3 |4 |5]|6
throughout the institution

5 Accountability for risk management is clearly set out and understood |1 |2 |3 (4 |5|6
throughout the institution

6 Managing risk is important to the performance and success of the institution |1 |2 |3 |4 |5|6

7 It is crucial to apply the most sophisticated techniques in risk management |1 |2 |3 (4 |5|6

8 Your institution’s objective is to expand the applications of advanced risk |1 |2 |3 |4 |5]|6
management techniques

9 It is important for your institution to emphasize on the continuous reviewand (1 |2 |3 |4 |5|6
evaluation of the techniques used in risk management.

10 | Applications of risk management techniques reduce costs or expected losses (|1 |2 |3 |4 |5|6

11 | The institution finds it difficult to prioritize its main risks 112 |3 |4 |56

12 | Changes in risk are recognized and identified with the institution’srolesand |1 |2 |3 |4 |[5]|6
responsibilities

13 | The institution is aware of the strengths and weaknesses of the risk (1 |2 |3 |4 |5|6
management systems of other institutions
Risk Assessment

1 Your institution analyses and evaluates opportunities it has to achieve |1 |2 |3 |4 |5|6
objectives

2 This institution assesses the likelihood of occurring risks 112 |3 |4 |56

3 Your institution’s response to analyzed risks includes prioritizing risk |1 |2 |3 (4 | 5|6
treatments where there are resource constraints on risk treatment
implementation

4 This institution’s risks are assessed by using quantitative analysis methods |1 |2 [3 |4 |5|6

5 This institution’s risks are assessed by using qualitative analysis methods |1 |2 |3 |4 | 5|6
(e.g. high, moderate, low)

6 Your institution’s response to analyzed risks includes an assessment ofthe |1 |2 |3 (4 | 5|6
costs and benefits of addressing risks

7 Your institution’s response to analyzed risks includes prioritizing of risks |1 |2 |3 (4 | 5|6
and selecting those that need active management
Risk Monitoring

1 Monitoring the effectiveness of risk management is an integral part ofroutine |1 |2 |3 [4 | 5|6
management reporting

2 The level of control by the institution is appropriate for the risks that itfaces |1 |2 |3 (4 | 5|6
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3 Reporting and communication processes within your institution support the | 1 3 |4 6
effective management of risk

4 The institution’s response to risk includes an evaluation of the effectiveness | 1 3 |4 6
of the existing controls and risk management responses

5 The institution ’s response to risk includes action plans for implementing | 1 3 |4 6
decisions about identified risks

6 The institution’s response to risk includes an assessment of the costs and | 1 3 |4 6
benefits of addressing risks
Risk Analysis

1 Before granting loans your institution undertake a specific analysis including \ 1 3 |4 \EQ
the client’s characters, capacity, collateral capital and conditions
This institution undertakes a credit worthiness analysis before granting loans 4
The level of credit granted to defaulted clients must be reduced 4
This institutions’ borrowers are classified according to a risk factor (risk | 1
rating)
It is essential to require sufficient collateral from the small borrowers |1 E
This institution’s policy requires collateral for all granting loans 1 6
It is preferable to require collateral against some loans and not all of them 4
Risk Evaluation

1 The institution’s executive management regularly reviews the organization’s | 1 3 |4 6
performance in managing its business risks

2 Your institution has highly effective continuous review/feedback on risk | 1 3 |4 6
management strategies and performance

3 The institution’s risk management procedures and processes are documented | 1 3 |4 6
and provide guidance to staff about managing risks

4 Your institution’s policy encourages training programs in the area of risk | 1 3 |4 6
management

5 This institution emphasizes the recruitment of highly qualified people inrisk | 1 3 |4 6
management
Efficient risk management is one of the institution’s objectives 4
It is too dangerous to concentrate institution’s funds in one specific sector of | 1
the economy

8 Overall, I consider the level of risk management practices of this institution | 1 3 |4 6
to be excellent

Social capital: Below are indicators of social capital. Kindly tick the suitable response that applies
to you

Strongly disagree | Disagree Somewhat disagree Somewhat agree | Agree | Strongly agree

1 2 3 4 5 6

A | Cognitive Scores

1 | People who work in this institution and | share the same ideas and interests 112|134 6

2 | | feel that in my work most members share common perspectives for goalsand |1 (2| 3| 4 6
objectives
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Our team communicates through the use of similar language, allowing
facilitating the work

SN

| feel that most members of my organization are enthusiastic about
accomplishing the tasks

o1

I think the styles, beliefs and perspectives among the members of my
organization facilitate the accomplishment of the work

People who work for this institution and | share the same values

Relational

| have a strong tie with people who work in this institution

NI T O

In my current job, 1 know that no member will take advantage of the difficulty
or the problem on the other

=

N

w

o

o1

(ep]

| trust to share specific ideas, feelings and objectives with co-workers

| am close to people who work for this institution

| feel committed to this institution

| can count on the promises made by the members of my organization

N[O O~ W

| trust the ability and knowledge of the members of my organization to obtain
useful information

Rl PR -

NN NN DN

WW| Ww|l w

IR

ool oo O1

DO OO O

| feel that | am part of my workgroup or company

|

N

w

o

(6]

(op]

Most of the people, who work with me, are willing to help if needed

|

N

w

o

(6]

(op]

Staff of this institution will always keep their promises to one another

|

N

w

o

(6]

(op]

Structural

Staff of this institution behave in a consistent manner

Staff of this institution are truthful in dealing with one another

For professional information people often come to me

| have access to co-workers to get replacement in the job market

| have a habit of being with my friends weekly

| feel that | have a strong professional relationship network

| feel that | have strong ties with my peers at work

I have frequent communication with some members of this institution

O ONO|OBAWIN|FP|O (kP |(O|00

| participate as active member of a management committee or organization of a
working group

R RRR R R R R-

N NINININININININ

W WWWWWww|(w

I IR IR

ol gjorjorjorforjor|or| ol

O OO |OO|OO|O

=
o

Staff of this institution share the vision of helping others to solve their
professional problems

-

o

11

Staff of this institution share the same goal of learning from each other

-

N

12

I have friends with great professional ambitions

N

13

Staff of this institution will not take advantage of others even when the
opportunity arises

| e

N

14

| spend a great deal of time interacting with some members of this institution

15

Staff of this institution share the same value that helping others is pleasant

16

I maintain close social relationships with some of the members of this institution

17

I have access to co-workers to get the information | need to troubleshoot

18

Staff of this institution would not knowingly do anything to disrupt a
conversation

RlR Rk -

NINNIN DN

WWWw| w

I IR

orjoroljol| o1

OO O

19

I know some of the members of this institution

1

2

3

SN

Loan performance: Below are indicators of Loan performance. Kindly tick the suitable response

that applies to you
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A | Cost efficiency Scores
1 | Our institutional cost of delivering loan and other services is low 112|3|4|5]6
2 | Our MFI controls its administrative costs 112[3|4|5]6
3 | We use credit policies to approve the clients 112|3|4|5]6
4 | Our MFI is very labor intensive 1/2|3|4|5]|6
5 | The percentage of loan income is higher than loan operating expense 112|3|4|5]6
6 | Our rates of efficiency are much higher than those of our bench marks 112[3|4|5]6
7 | Our delinquency rates are high (R) 112[3|4|5]6
b | Propensity for repayment
1 | Our charges are lower compared to the industry bench marks 112[3|4|5]6
2 | We receive fewer complaints about our interest rates 112[3|4|5]6
3 | Our interest rates are flexible 112|3|4|5|6
4 | Asaresult of our charges, we have been able to receive more loan applicants |[1[2|3|4|5|6
5 | Our borrowers pay back within speculated time 112|3|4|5|6
6 | We have healthy repayment rates 112[3|4|5]6
c | Loan cost
1 | The cost per client is usually very low 112[3|4|5]6
2 | The interest rate that is in effect at the time the loan is made remains ineffect |1 (2|34 |56
until the loan is paid in full
3 | Our charges depend on the loan amount applied for 112|3|4|5|6

Thank you for your responses
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