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Abstract

The purpose of this study is to examine the influence of collateral requirements on the performance of small and medium-sized
businesses (SMEs) in Meru County, Kenya. A proportional random stratified design was used to select the 234 SMEs that make
up the study's sample. Data was gathered from registered business owners and/or employees using questionnaires. Descriptive
statistics, frequency tables, and chi-square tests were used to examine the data. The study established that demand of collateral
affected performance of SMEs negatively by a proportion of 74%. Additionally, there was a significant relationship between
collateral requirements and the performance of SMEs in Meru County. It is proposed in this study that financial institutions
should consider accepting non-tangible collateral. However, this should take place after thorough customers’ background checks
have been done. The findings are significant for addressing credit and financial concerns, which are critical to the growth and
long-term sustainability of the SME sector.
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1. Introduction

the foundation of the continent's economy [3]. Approximately
1.1. Background to the Study 85% of all new jobs since 2011 have been produced by SMEs.
In varied degrees, small and medium-sized businesses The establishment and success of the Small and Medium

(SMEs) are credited for transforming the economies of nu-  Entrepreneurs of Europe (SME Europe), an organization
merous countries worldwide [1]. SMEs make up 95% of all ~ dedicated to influencing EU policy in a way that benefits
businesses, making them a prominent presence on the global SMEs, is indicative of the focus on SMEs as engines of the
business scene [2]. Furthermore, around 60% of job openings ~ European economy [4]. . )
in the private sector are the result of these entrepreneurial Small businesses had made up 99.3% of private sector en-
endeavors. terprises by January 2015, with 99.9% of them being SMEs
Governments, development institutions, and central banks ~ [4°]- Furthermore, 15.6 million people, or 60% of all private
have made significant investments in this sector after realizing ~ Sector workers in Britain, were employed by SMEs. SMEs
the transformative potential of SMEs [1]. SMEs make up 99 ~ Make up 95% of enterprises in Azerbaijan, Moldova, Armenia,
percent of all business transactions in Europe, making them ~ Georgia, Ukraine, and Belarus [5]. In OECD nations, SMEs

“Corresponding author: silkaim@gmail.com (Muriungi Silas Kaimenyi)
Received: 10 December 2024; Accepted: 25 December 2024; Published: 20 February 2025

@ Copyright: © The Author(s), 2025. Published by Science Publishing Group. This is an Open Access article, distributed
@ under the terms of the Creative Commons Attribution 4.0 License (http://creativecommons.org/licenses/by/4.0/), which

permits unrestricted use, distribution and reproduction in any medium, provided the original work is properly cited.



http://www.sciencepg.com/journal/ijafrm
http://www.sciencepg.com/journal/366/archive/3661001
http://www.sciencepg.com/
https://orcid.org/0009-0004-6557-7158

International Journal of Accounting, Finance and Risk Management

http://www.sciencepg.com/journal/ijafrm

make up 95% of businesses and account for approximately
55% of national GDPs [2].

SMEs also contribute significantly to Africa's economic
growth. SMEs make over 90% of all enterprises in
Sub-Saharan Africa [6]. For instance, in Ghana and South
Africa, SMEs account for more than half of national GDPs
and make up 91% and 92% of all businesses, respectively. 93%
of all industrial businesses in Morocco are of this sort [2].
SMEs are essential to the economic development of African
nations [46]. According to a Nigerian study, the lending
processes were unfriendly to small and medium-sized enter-
prises (SMEs) and the credit system was inadequate in iden-
tifying creditworthy borrowers, which prevented prospective
borrowers from obtaining credit [7].

Since a sizable section of the population in Kenya depends
on the SME sector for employment and income, it is seen as a
vital contributor to the country's economy. In a number of
policy publications, the government has acknowledged the
SME sector's ability to reduce poverty and create jobs. Em-
ployment in the SME sector grew from 4.2 million in 2000 to
5.5 million in 2003, making up 75.3% of all active workers in
that year. Eighty five percent of Kenya's labor force was em-
ployed in this sector, which also provided 45% of the nation's
GDP [8]. Therefore, the SME sector should be viewed not just
as a supplier of goods and services but also as a catalyst for
innovation and competition as well as for strengthening the
enterprise culture, all of which are essential for the growth and
industrialization of the private sector [9].

1.1.1. Performance of SMEs

The Kenyan government has passed a number of legisla-
tions to assist SMEs, such as the MSME Act of 2011, since it
acknowledges the significance of this industry [10]. SMEs are
thought to account for 90% of all enterprises and generate
roughly 45% of Kenya's GDP, according to [11]. Furthermore,
these companies are essential to achieving the objectives of
Vision 2030. Despite this, according to [9], finance issues are
one of the reasons why roughly three out of eight enterprises
fail to make it through the first few months of operation. This
is why public and commercial stakeholders need to pay close
attention to SMEs. To design appropriate, proactive, and
corrective methods towards increased profitability and sus-
tainability of SMEs, such a critical component of economic
growth necessitates extensive empirical study to elicit perti-
nent restrictions. This study investigates how the performance
of SMEs in Meru County is impacted by credit accessibility.

1.1.2. Collateral Requirements

Lending organizations require collateral before granting
business owners loans. Title deeds, automobile logbooks,
homes equipment, and other valuable items owned by the
borrower or their guarantor may be examples of this. Most
business owners are unable to obtain loans since they are
unable to raise the required collateral. In a study on the factors
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influencing the success of SMEs in the Jua Kali sector, [12]
found that one of the factors was the strict collateral re-
quirements set by lenders in Nakuru Town, Kenya. The same
conclusion was reached by [13] in a related study conducted
in Iraq.

1.1.3. Statement of the Problem

Globally, the SME sector is recognized as a crucial pillar of
economic expansion. Small and Medium-sized Enterprises
are the foundation of the European economy because they
account for more than 85% of all jobs created by the private
sector [3]. The importance of this industry in developing
countries such as Sub-Saharan Africa cannot be overstated,
especially given its capacity to alleviate the unemployment
crisis, boost national GDPs, and reduce poverty [14]. The goal
of Kenya's 1965 plan, "African Socialism and its Application
to Planning in Kenya," was to boost private sector investment
and expansion, among other things [15]. Unfortunately, de-
spite the fact that many laws have been passed to encourage
the expansion of SMEs, these business endeavors continue to
function far below their potential, primarily due to difficulties
in obtaining financing and funding. Three out of eight SMEs
fail within the first few months of existence, according to [9].
This sector won't meet the expectations of entrepreneurs,
society, and governments unless different stakeholders com-
prehend the problems relating to the relationship between
credit accessibility and SMEs' performance and implement
corrective and mitigation actions. There have been several
related investigations conducted elsewhere. The majority of
them focus on the barriers that SMEs face while trying to
obtain loans. These include [16-18], and [19]. A study on the
variables affecting credit accessibility in the Imenti Central
Sub-County was conducted by [20]. However, [12] investi-
gated the elements that affected the performance of Jua Kali
SMEs, whereas [21] examined the impact of lending rates on
SMEs' performance. The study was distinctive since it looked
into the performance and accessibility of financing for SMEs
in Meru County. No research had been conducted on this
subject, and none had been conducted in Meru County.

1.2. Objective of the Study

To determine collateral requirements’ influence on per-
formance of SMEs business in Meru County.

1.3. Hypothesis of the Study

Ho: There is no significant relationship between collateral
requirements and performance of SME business in Meru
County.

H,: There is significant relationship between collateral re-
quirements and performance of SME business in Meru
County.
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2. Literature Review

2.1. Theoretical Review

2.1.1. Demand Theory

The demand theory essentially examines the connection
between pertinent prices and the cost of goods and services
[22]. This theory examines how customers make purchasing
decisions and how price influences the quantity of a product
they wish to purchase. This theory was developed by the
French economist Leon Walras, who lived from 1834 to 1910.

Economists developed the law of demand based on this theory.

According to this law, a product's demand falls as its price
rises and vice versa, provided that all other factors remain the
same [23]. In the context of credit availability, demand is
determined by price, or the cost of acquiring and using the
funds. When borrowers request loans from lenders, they are
subject to conditions including the need for collateral and
variable interest rates over the loan repayment period.
Therefore, when the terms of the loan are favorable to the
borrower, a larger portion of the credit capacity will be de-
manded.

2.1.2. Credit Rationing Theory

The founders of the credit rationing hypothesis, Stiglitz and
Weiss, hold that lending institutions' interest rates have two
functions [24]. These are influencing borrowers' behavior,
which calls for incentives, and choosing them, which is usu-
ally disastrous. To understand the function of credit demand
in the context of SMEs, one needs to understand the bor-
rower's choice of participation, whether or not to borrow, and
where to borrow from. Numerous factors influence this deci-
sion, chief among them being the borrower's financial stabil-
ity and prospects. Accordingly, credit rationing is thought to
take place inside the constraints of the credit demand schedule
[25]. In regions where financing is scarce, there appears to be
a similar level of suggested demand. Furthermore, when the
credit market fails, the cost of acquiring credit increases rela-
tive to its inherent value. Because of this, entrepreneurs are
forced to fund working capital in a number of ways. Official
credit institutions are forced to compete with non-traditional
credit sources as a result.

2.1.3. Asymmetry Theory

When a borrower is adequately informed about the risks
and benefits of investing in the business for which they are
taking out a loan, information asymmetry takes place in the
credit market [26]. However, the lender does not know
enough about the borrower [27]. This information asymmetry
causes the lender to face problems with adverse selection and
moral hazard. This makes clear the predicament MFIs are in,
where they have to expend extra efforts to assess and monitor
borrowers who are only qualified for little amounts. Bor-
rowing decisions are influenced by the lack of easily available

64

data that MFIs need to monitor and assess applicants and
borrowers, respectively [28]. Lenders must screen applicants
using credit evaluation [47]. This eliminates any biases and
subjective judgments and lowers the cost of processing the
papers [29]. It may be possible to enhance the rating systems
by ensuring that they assess the level of risk related to loan
advances.

2.2. Empirical Literature Review

Banks have throughout history demanded collateral before
funding borrowers. Towards SMEs, banks are averse to risk,
instead of capitalizing on the potential of small businesses to
generate profits. It is for this reason that banks are cautious
when lending to SMEs. Moreover, the fact that small busi-
nesses lack asset registers and conventional collateral disad-
vantages them when it comes to credit access [30]. Collateral
is a key hindrance to SMEs when accessing loans. This site
conducted a survey in which 92% of firms that had attempted
to get loans had their applications rejected. Others did not
even apply, believing that they did not meet the collateral
demands of lenders. Borrowers in this study were aware of the
importance and need for credit for their businesses, but they
identified collateral as a key obstacle to credit accessibility
and the thriving of their businesses. The respondents in the
survey had set up their enterprises using personal savings or
money borrowed from relatives, as the latter did not ask for
collateral before loaning to SMEs [31]. Granting of credit
remains a problem as many SMEs are not able to fulfil lending
conditions [32], based on a study in Maputo, Mozambique,
further asserts that most SMEs are denied funding by the
lenders due to high risk and lack of collateral. SMEs faced
difficulties in accessing credit because of the difficulty of
most of them to meet the requirements for loan granting.
Lenient lending conditions can largely induce increased up-
take of credit. [14] further established that requirement of
specific types of collateral, such as guarantors, logbooks, title
deeds, and existing bank accounts, greatly limited credit ac-
cessibility.

In a study carried out in Nakuru Town, Kenya, to investi-
gate the factors that influenced the performance of SMEs in
the Jua Kali sector, [12] found that these businesses were
hampered by stringent collateral demands of lending institu-
tions. This study further established that most SMEs did not
have sufficient assets vis-avis the amounts they wanted to
borrow. Others could not afford any collateral for the loans
they sought. This did not augur well with these businesses
because all lenders pegged the amount a business could bor-
row on the value of collateral that was provided. This study
employed stratified random simple sampling design and
proportionate sampling to arrive at the sample. A similar
study carried out in Iraq by [13] arrived at comparable find-
ings.

A study on problems that SMEs in Denmark face in the
process of funding in the European Union by [16] established
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that these business ventures struggle while accessing finances
despite the national and European political intentions for
SMEs to create jobs and growth. Evaluations of Danish SMEs’
performance show that access to finance is still a challenge to
SMEs.

Small and micro businesses now have less access to finan-
cial credit due to the strict lending requirements that banking
institutions have created. Lending institutions require collat-
eral or asset tangibility, particularly when working with the
small and micro-enterprise sector, whose information availa-
bility is limited and thus higher information asymmetry, ac-
cording to a study by [33] on factors influencing SMEs' access
to finance in Westland Division, Kenya. Financial institutions
saw assets as the property of owners or managers rather than
as business assets, the study also found that these enterprises'
lack of assets was linked to their lack of borrowing. Credit
takers who had multiple assets in certain cases preferred to

2.3. Conceptual Framework

Collateral Requirements

-Type of collateral required

-Extent to which available

stay in their current financial situation rather than risk their
few assets because they were afraid of the burden that would
come with a bank loan. In the long run, this makes financial
loans less accessible.

In a study targeting Nairobi retailers, [34] established that
lenders always demanded collateral from borrowers as a way
of assessing whether the latter was creditworthy, thus mini-
mizing the risk of default and maximizing the potential of loan
repayment. This study also established that collateral was a
limiting factor for SMEs when borrowing loans. Moreover,
the prevailing policy environment locked out many SME
owners who could not raise the required collateral. Finally,
this study established that collateral substitutes can be viable
alternatives, but their effectiveness is dependent on how well
the lender can access information on the ability of the bor-
rower to repay low-cost loans.

Performance of SME

Businesses

-Amount of capital in-

collateral 1s acceptable to
lenders
-Level to which collateral

requirements atfect business

P erformance

Independent Variables

| vested
-Annual revenue
-Level of profitability

-Level of increase in

Dependent Variable

Figure 1. Conceptual Framework.

3. Materials and Methods

3.1. Research Design

This investigation was conducted using a survey descrip-
tive study approach. [35] state that the best way to think of a
research design is as the glue that binds the many but related
parts of a study together. This study's objective was to collect
and analyze data from a sample of SME owners and/or
managers at a specific moment in time. Descriptive studies
explain certain and predetermined aspects of a phenomenon
without trying to influence outcomes [36, 48, 38]. In order to
identify any gaps and offer practical solutions for raising the
productivity of SME enterprises in Meru County, this study
examined their performance and loan availability.
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3.2. Target Population, Sampling Design and
Sample Size

The study was based in Meru County, where 599 SMEs that
had been operating for at least three years were registered by
the Meru County Government [37]. Only small business
owners were involved in the study, and data was collected
from the SME's management in cases where the owner was
unavailable during the researcher's visit. The sampling design
outlines how the researcher selects a sample from the popu-
lation [38]. The study comprised 599 SME businesses that
were registered with the Meru County administration and had
been in operation for at least three years. The study covered
nine sub-counties within Meru County.

To determine the sample size, Krejcie and Morgan's 1970
table for calculating sample size for a given population was
used [39]. According to the table, for a population of 599
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SMEs, a sample size of 234 was appropriate. To create the
sample, the researcher employed a proportionate random
stratified sampling design. Additionally, purposive random
sampling was used to ensure that the various types of SMEs
were adequately represented in each stratum or sub-county.
This was essential as certain types of businesses tend to
dominate specific markets, and random sampling alone may
not fully capture the diversity of the entire market.

3.3. Research Instruments

The technique of gathering data involved the use of ques-
tionnaires. The survey had both open-ended and closed-ended
questions. The questions had explicit instructions to guarantee
that respondents would not encounter any difficulties in re-
sponding to them. As shown by [40], the method was better
because it was free of bias, allowed ample time for mean-
ingful responses, made it simple to get in touch with re-
spondents, and yielded more reliable and trustworthy results.

3.4. Data Collection Procedures

Data was collected utilizing the drop and pick method fol-
lowing an appointment with the respondents. This strategy
was useful in delivering the surveys to the chosen group be-
cause it ensured that respondents were reached irrespective of
external constraints [41]. In order to ensure that respondents
finished the surveys at their convenience and within the des-
ignated time constraints, the questionnaires were chosen after
three days.

3.5. Data Processing and Analysis

Frequencies and descriptive analysis were used to ex-
amine the data. The results were displayed using tables and
charts. Additional inferential statistics were performed to
see if the four independent variables and the performance
of small and medium-sized firms were correlated. In order
to investigate the relationship between the independent and
dependent variables, the study used the chi-squared test at
0.005. According to [42], this method is employed to
measure the correlation between independent and de-
pendent variables. The data was analyzed using version 22
of the Statistical Package for Social Sciences (SPSS),
which is the most recent version. The study conducted three
diagnostic tests on the data. Multicollinearity was used to
analyze the connection between the variables. Multicol-
linearity occurs when there is a significant correlation
between these variables and r is less than 0.9 [43]. This test
was carried out using the Variance Inflation Factor (VIF).
Heteroscedasticity was used to determine whether the
variance of the outcome variable increased proportionately
to the size of the predictor variable. The Normality Test
was used to determine if the variables had a normal dis-
tribution.
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4. Results

In this section, the researcher wanted to find out if collateral
requirements as an independent variable influenced perfor-
mance of SMEs in Meru County as a dependent variable.

4.1. Collateral Requirements by the Financial
Institutions Is Not Affordable

Majority of the respondents at 51% strongly agreed that the
collateral required by the financial institutions was not af-
fordable to them. Thirty two percent agreed that the collateral
requirement was not affordable. In general, 83% of all the
respondents could not afford the collateral required by the
financial institutions. However, twelve percent of the re-
spondents disagreed that the collateral requirements by the
financial institutions was not affordable. A study [44] on
collateral requirements for financing of small and medium
enterprises in Kakamega Municipality established that per-
sonal and private assets/documents were necessary collateral
for one to access formal financing.

Percent

Meutral

Strongly Agree

Agree Disagree I:?tmngly

isagree

The collateral required by the financial institutions is not
affordable

Source: (Survey data, 2017)

Figure 2. Collateral required in not affordable.

4.2. Non-tangible Collateral Recommendation
from Pastors and Chiefs Not Accepted

In order to access credit from financial institutions, re-
spondents went to an extent of getting recommendation from
other business people, chiefs and pastors. Eighty percent of
the respondents agreed that the recommendation from them
was not accepted by the financial institutions. Only 11% of
the respondents indicated that type of recommendation was
accepted by the financial institutions.
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60.0%

Percent
=]
#

20.0%

0.0%

Strongly Agree

Non-t ible Coll al R

Agree Neutral Disagree Strongly

from other Business peopio, Eutm

and Chie?s Not Accepted
Source: (Survey data, 2017)

Figure 3. Non-tangible collateral not accepted.

4.3. The Bank Allowed Various Types of
Collateral

Percent

Strongly Agree

Agree Meutral Disagree Strongly

Disagree

The bank allows various types of collateral
Source: (Survey data, 2017)

Figure 4. The bank allows various types of collateral.

It was established that more than half of the respondents
agreed that banks allowed various types of collateral while
accessing credit. Forty seven percent disagreed that banks
allowed various types of collateral. A study by [44] revealed
that 92% of the sampled population cited personal assets or
documents and business assets of the small and medium en-
terprises were accepted as collateral.

4.4. A Guarantor Is Required as Collateral

The study revealed that 84% of all the respondents sampled
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agreed that a guarantor was required in case they required loans
from financial institutions. Only twelve percent of the re-
spondents disagreed that a guarantor was required. According
to [44] two guarantors were required for operators of SMEs in
Kakamega County. It was also a requirement that the two
guarantors operated an account with the financial institution.

Strongly Agree Agree Meutral Disagree Strongly

Disagree
A guarantor is required as collateral

Source: (Survey data, 2017)

Figure 5. A guarantor is required as collateral.

4.5. Credit Advanced Depends on the Value of
Collateral

Percent

Strongly Agree Agree Neutral Disagree

Strongly
Disagree

Financial Institutions Offer Credit Depending on the Value of Collateral
Source: (Survey data, 2017)

Figure 6. Credit value depends on the value of collateral.

When respondents were asked whether financial institutions
offered credit depending on the value of collateral, 67% of
them agreed whereas 18% disagreed. Citing [49, 50] emphasize
that the time period for which credit is advanced is affected
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among other factors by collateral value. According to [51] a
lender will not advance a loan to a borrower if the loan exceeds
the market value of the collateral. The supply of loans will tend
to increase with rise in the market value of the collateral.

4.6. How Demand of Collateral Affected
Performance of SMEs

14 67%

Positivel
11.11%
o Effect

T4.22%
egativel

Source: (Survey data, 2017)

Figure 7. How demand for collateral affected performance of SMEs.

The study established that demand of collateral affected
performance of SMEs negatively by a proportion of 74%.
Fifteen percent of the respondents indicated that demand for
collateral affected performance of SMEs positively. A study
by [52] on factors affecting the performance of small and
micro enterprises in Limuru Town Market established that
most small and medium enterprises prefer to use personal
savings and contributions from relatives because financial
institutions impose strict collateral requirements.

4.7. Test of Hypothesis

Test of hypothesis was done in order to establish if there
was any relationship between collateral requirements and
performance of SMEs. The results are as shown in Table 1.
Hypothesis was stated as:

Ho: There is no significant relationship between collateral
requirements and performance of SME business in Meru
County.

Ha: There is significant relationship between collateral
requirements and performance of SME business in Meru
County.

Table 1. Chi-square test for collateral requirements and performance of SMEs.

Value
Pearson Chi-Square 55.855
Likelihood Ratio 56.893
Linear-by-Linear Association 540
N of Valid Cases 225

Source: (Survey data, 2017)

From Table 1 the p-value is equal to 0.000. The level of
significance was set at 5%. It is clear that the p-value is less
than 5% and therefore the null hypothesis was rejected. It can
therefore be concluded that at 5% level of significance there
was evidence to suggest that there existed significant rela-
tionship between collateral requirements and performance of
SMEs in Meru County.

5. Discussion

According to the findings, most SMEs experience chal-
lenges in assembling the required collateral to access credit.
While banks allowed various types of collateral, it was em-
barrassing for business owners to seek for recommendation
from other business people, chiefs and pastors. These findings
are in tandem with those of [44] on collateral requirements for
financing of small and medium enterprises in Kakamega
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Df Asymp. Sig. (2-sided)
12 .000
12 .000
1 462

Municipality. It is evident that collateral requirements by
financial institutions, while necessary, are not friendly enough
to business owners hence hampering access to credit.

6. Conclusions

The study demonstrated how collateral requirements im-
pact the performance of Meru County's small and medi-
um-sized businesses. While majority of the enterprise own-
ers were aware of collateral requirements, the latter were still
too stringent. Consequently, it is important for financial
institutions to review the collateral demands to ensure as
may SMEs as possible can apply for loans. Results of in-
ferential statistic revealed a relationship between collateral
demands and performance of small and medium business in
the county.
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