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FNGOs and financial inclusion: investigating the impact of microcredit on
employment growth in Ghana

Abstract
Financial Non-Governmental Organisations (FNGOs) are regulated microfinance institutions
(MFIs) that operate with a social welfare logic in the delivery of microcredit to the financially
excluded in Ghana. The microcredit is aimed at supporting the financially excluded individuals
to create sustainable Micro and Small Enterprises (MSEs) for the generation of both skilled
and unskilled employment. From the institutional theory perspective, this study aims at
investigating the impact of microcredit provided by FNGOs on employment growth among
MSEs in Ghana. The major contribution of this study is the fact that, there is a little study on
FNGOs and their impact on employment growth in the Ghanaian context. Therefore, this is
one of the few studies which highlights the role of FNGOs in promoting financial inclusion
through the provision of microcredit for employment generation purposes. Through a multiple
regression analysis, the study uses primary data collected from 506 MSEs in Ghana. The results
show that microcredit which is flexible in repayment mode, accessible, and adequate has a
positive impact on employment generation among MSEs in Ghana. However, the current cost
of microcredit in Ghana has a negative impact on employment growth among MSEs in Ghana.

Keywords: Employment Growth, FNGOs, Ghana, Micro and Small Enterprises, Microcredit,
Financial Inclusiveness
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Introduction
Financial Non-Governmental Organisations (FNGOs) are poverty-reduction driven
microfinance institutions (MFIs) that provide microcredit to the financially excluded
individuals to engage in venture creation activities in Ghana. Through microcredit, the
financially excluded can engage in self-employment and the generation of both skilled and
unskilled employment for others (Bureau and Fendt, 2011; Sappleton and Lourenco, 2016).
The creation of these employment opportunities is important because it offers the financially
excluded a consistent income and livelihood which in most cases goes to positively affect the
total wellbeing of the household (Wilson and Martin, 2015; Kolvereid, 2016). Research
evidence provides some reasons for this financial exclusion in Ghana. Notably, individuals are
excluded from the formal financial system in Ghana due to information asymmetry challenges,
lack of credit history, the perceived risk associated with the entrepreneurial poor, weak or
unavailable creditor protection systems and lack of the required collateral to secure loans from
the formal financial systems coupled with the general moral hazard by the traditional financial
system about the poor (Lash, 2008; Haag and Henschel, 2016). Pathak and Varshney (2017)
intimate that remoteness from markets, inadequate access to suppliers, poor business
infrastructure and a lack of skilled labour makes some individuals and their MSEs less
attractive in sourcing finance from the commercial banks. Due to the above reasons, such
excluded individuals turn to alternative sources for business finance such as from family and
friends which might not be sustainable and sufficient for creating a venture (Palamida et al.
2017). FNGOs have therefore been instrumental in providing finance to these categories of
individuals to engage in various venture creation activities with the intention of creating
employment (Islam, Nguyen, and Smyth, 2015).
The main purpose for providing microcredit to MSEs is not far-fetched. Microcredit usually
referred to as microfinance in its extended form denotes the provision of loans to the
entrepreneurial poor to engage in an income generating activity (Dzansi and Atiase, 2014
(Mahmood, Hussain, and Matlay, 2014). Microcredit as a poverty reduction strategy emerged
in the 1970s to combat poverty by way of increasing access to credit to the financially excluded
individuals mainly in developing countries who live on less than $1 per day (Mahmood et al,
2014; Rajbanshi et al., 2015). There is an extant literature that has emphasised this poverty
reduction mission of microcredit especially for developing countries where many individuals
are excluded from the formal financial systems (Khavul, 2010). In Ghana, microcredit clients
are predominantly women in both rural and urban centres who are engaged in various activities
such as farming, food processing, petty trading, manufacturing, hospitality services,
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educational and street vending activities (Addae-Korankye, 2012).

FNGOs are not only concerned about advancing microcredit to the entrepreneurial poor but are
also interested in providing other non-financial services such as financial literacy, businessrelated training and in some cases health education (Habib and Jubb, 2013). FNGOs are
therefore noted for using cost-effective and innovative ways to reduce poverty through the
provision of microcredit and other related services to the socially excluded (Armendáriz de
Aghion and Morduch, 2005). The intervention of FNGOs is important because, through
FNGOs, MSEs can access adequate funding which is moderately cheap, accessible and
adequate, with flexible repayment terms than other commercially oriented MFIs (Habib and
Jubb, 2013). Thus, FNGOs provide the avenue through which financial inclusion is made
possible in Ghana. Khavul (2010) indicates that since FNGOs are non-profit oriented, they are
likely to be more sustainable in their drive towards poverty reduction and financial inclusion
than the profit-seeking financial institutions.
The main objective of this study is to investigate the impact of microcredit provided by FNGOs
on employment generation among MSEs in Ghana. This study has two main contributions to
offer. Firstly, studies relating to FNGOs and their impact on the generation of both skilled and
unskilled employment in Africa is scarce and limited (Amoako and Matlay, 2015). As far as
this study is concerned, very little studies in the Ghanaian context have focused on FNGOs and
their unique role in the development of MSEs (Dichter, 1999). This study, therefore, aims at
contributing to the entrepreneurial finance literature by highlighting the role of FNGOs in the
provision of microcredit to MSEs to support employment generation in Ghana. Secondly, even
though the entrepreneurship literature indicates that MSEs contribute to employment
generation in developing countries (Sappleton and Lourenco, 2016), research on the role of
microcredit in employment generation among MSEs particularly in the African context is weak
(Nagler and Naudé, 2016; Syed and Faisal, 2011). This study, therefore, contends that MSEs
in Ghana are able to generate both skilled and unskilled employment for individuals and their
households which promotes financial inclusiveness (Kessey, 2014). It, therefore, highlights the
employment generation capacity of MSEs in Ghana.
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Background
Promoting financial inclusion through microcredit
Financial inclusion as a concept refers to the process which ensures access to adequate credit
and other financial services by vulnerable groups at reasonable costs and standards without
further widening the access gap (Claessens, 2006; Ambarkhane et al. 2016). Financial
inclusiveness is an important growth strategy to foster economic development through an
equitable sharing of national financial resources. Sarma and Pais (2011) argue that financial
inclusion in a country promotes entrepreneurial activities in the sense that individuals can have
adequate access to financial capital to engage in venture creation. It is important to also note
that, an inclusive financial system allocates productive resources in an economy, improves
national financial management, promotes the advancement of savings practices, and helps in
the reduction of informal credit (Ndlovu, 2013). Undeniably, it has been observed that
countries with larger financial inclusive systems grow faster than those without (Radhika and
Ghosh, 2013; Kima, Yub, and Hassan, 2018). More importantly, an inclusive financial system
creates a formal identity for access to formal resources such as access to payment services,
savings and insurance for the under or unbanked population in a country (Ambarkhane et al.
2016). Globally, research has shown that the poor and vulnerable people are the most excluded
from benefiting from formal financial systems (Helms, 2006; Deb and Suri, 2013). This
exclusion whether partial or total remains the main obstacle to sustainable poverty reduction
particularly in developing countries such as Ghana (Akpalu et al., 2012; Baklouti and
Abdelfettah, 2013). Microcredit, therefore, became a necessary tool to serve the poor and the
unbanked who lack access to credit to create and manage their MSEs for the purposes of
generating an employment for themselves and others (Laha and Kuri, 2015; Dorfleitner et al.,
2017). Through microcredit, many poor individuals are able to build assets for themselves,
improve their consumption and in most cases are able to mitigate the effect of household shocks
(Islam, Nguyen, and Smyth, 2015). Financial inclusiveness can therefore not become a reality
without an effective microcredit strategy particularly for developing countries such as Ghana
(Helms, 2006; Dzansi and Atiase, 2014).
FNGOs in Ghana usually adopt group lending method popularly known as the Trust Bank
system which is seen as an effective strategy in developing the needed social capital for the
entrepreneurial poor (Permanyer, 2014). A typical group consists of 10-20 borrowers who are
taken through series of business training programmes before disbursement of the loan is done.
An average loan size ranges between $100 and $500 with a repayment period spanning between
4 and 6 months with an average interest rate of 4% per month(Ganle et al. 2015). For the
4|Page

purposes of regulation and monitoring by the Central Bank of Ghana, FNGOs are classified
either as Tier II or III institution with variations in their minimum capital, the focus of activity
and operational zone (Bank of Ghana, 2015).

MSEs and employment generation in Ghana
There is an abundance of evidence in the entrepreneurship literature which suggest that MSEs,
in both developed and developing countries contribute to economic development, job creation
as well as poverty reduction among its citizens (Bureau and Fendt, 2011; Bauchet and
Morduch, 2013; Farja et al., 2017). For instance, MSEs account for 92% of businesses and
provides 85% of all manufacturing jobs in Ghana. Similarly, MSEs also contribute 70% to
Ghana’s Gross Domestic Product (Agyapong, 2010; Amoako and Matlay, 2015). MSEs are
defined severally depending on the country and the geographical location in context. Usually,
MSEs are defined using their number of employees and total assets (Brinkmann et al., 2014).
In Ghana, a microenterprise is defined as any firm employing up to 5 employees or has fixed
assets excluding land and building not exceeding $10,000 (Buame, 2012). Similarly, a small
enterprise is defined as any firm employing between 6 and 29 or having fixed assets excluding
land and building not exceeding $100,000 (Amoako and Matlay, 2015). Micro and small
enterprises still form a dominant part of the Ghanaian economy. About 3,200,000, representing
46 percent of all households in Ghana, operate some form of non-farm enterprises with women
operating 72 percent of these businesses (Ghana Statistical Service, 2010). Mensah (2004)
recounts that 90% of registered firms in Ghana are MSEs. This implies that the Ghanaian
economy is highly dependent on the contribution from MSEs in terms of economic growth and
employment generation. However, access to cheap credit by MSEs in Ghana to engage in
meaningful employment and income generation activity remains a hurdle to their growth (Abor
and Biekpe, 2006). This makes the financial services provided by FNGOs very crucial in the
creation of employment and other perceived benefits from the operation of MSEs to the
financially excluded. MSEs can be home-based, farm-based or can be street-front business
operated mainly by their owners on a full- time or part-time basis (Faherty and Stephens, 2016).
In some cases, the owners employ non-owner managers to undertake the daily functions of the
business if the principal owners have other competing interests that prevent them from taking
an active role in the management of the MSE (Lorenz et al. 2015).
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Financial inclusion and employment growth
The literature on financial inclusion emphasises that access to the appropriate, adequate, fair
and equitable formal financial resources in a country contributes to economic growth and
employment generation particularly among the poor who are usually at the margins of society
(Lenka and Sharma, 2017). This is because, access to financial resources enables individuals
to engage in various kinds of entrepreneurial activities which creates employment opportunities
for themselves and others (Fan and Zhang, 2017). By so doing, the financially excluded
individuals would be able to overcome poverty through the engagement in enterprise creation
which generates a consistent income for themselves and their households (Swamy, 2014;
Hajilee, Donna, and Metghalcji, 2017).
Typically, low employment generation which is commonly found in developing countries such
as Ghana is usually associated with low financial penetration where the majority of the citizens
are excluded from the formal financial system which disengages enterprise creation (Sarma
and Pais, 2011). More importantly, the informal sector which takes the dominant share of the
economy in developing countries and contributes a sizeable portion of the employment
opportunities in these economies need to be supported. Therefore, supporting individuals in
this sector to participate fully in the formal financial system encourages better prospects in
terms of employment creation in the sector (Babajide, Adegboye, and Omankhanlen, 2015). It
is expected that when individuals are provided with the necessary financial resources, they are
able to engage in various forms of investments which provides diverse forms of employment
in an economy (Figart, 2013; Ogechi and Evans, 2017). Sarma and Pais (2011) also argue that
most individuals are financially excluded in a country because they lack employment which
could serve as a guarantee for any borrowing activity. Therefore, if such individuals are given
the opportunity to access formal financial resources despite their peculiarities and
vulnerabilities, they would be able to engage themselves in at least a self- employment which
contributes to economic growth in a country. A study which investigated the relationship
between the financial development of a country and economic growth among 11 countries of
MENA (Middle East and North Africa) region found that a less financially developed economy
which excludes a lot of individuals does not promote economic development and employment
growth (Kima, Yub, and Hassan, 2018).
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Theory and hypotheses development
The Institutional theory and the provision of microcredit in Ghana
Entrepreneurial research often seeks to analyse the various external environmental conditions
which affect the growth of entrepreneurship and access to resources in a country. Research
evidence suggests that various environmental factors affect the way entrepreneurs behave and
exploit entrepreneurial opportunities (North, 1990; Scott,1992; Naude 2010). Institutional
theory has, therefore, become one of the common lenses through which various researchers
account for the environmental influences on entrepreneurial activities and access to important
resources that entrepreneurs need (Bruton et al. 2009; Su et al., 2016). The theory also
emphasises institutional void in a country whereby institutions which are responsible for the
growth of MSEs and the provision of the required resources such as financial capital are either
weak or totally unavailable (Sutter et al., 2013). An institutional environment of a country is
considered weak if it lacks the necessary capacity to ensure that markets work effectively or if
actions or inactions of institutions undermines these markets and thereby stifles the whole
system (Kistruck, et al, 2015). In North’s perspective, once the institutional framework of a
country is created, it establishes the incentive system, defines property rights, access to
financial resources, access to markets, standards of production and safety standards and many
other regulatory mechanisms which affect the operation of MSEs.
Institutions play an important role in the development of the financial sector of every country.
The case of Ghana is not different. The formal financial services in Ghana such as the
commercial banks have consistently excluded the MSE sector in their lending activities
(Gyamfi, 2012). Whatever the reasons that are offered, this situation stifles national economic
development as well as the development of the MSE sector to contribute to economic growth
and employment generation. Various lending regulations in the Ghanaian commercial banking
sector does not take into consideration the peculiar nature of the MSE sector hence the current
challenges the sector is facing when it comes to access to financial resources to engage in any
income generating activity (Abor and Quartey, 2010). In most cases, due to the vulnerability
and the high attrition rate of the MSE sector in Ghana, most financial institutions do not have
the necessary mechanisms to manage the risk which is associated with this sector. This implies
that most formal financial institutions are ineffective in extending credit to MSEs due to their
inability to design and manage loan products which suit the sector.

Typically, FNGOs are influenced by regulatory institutions which seek to bring pressure on
them to change behaviour and structures in the delivery of microcredit to MSEs (North, 1990).
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In North’s perspective, once the institutional framework of a country is created, it establishes
the incentive system, defines property rights, access to financial resources, access to markets,
standards of production and safety standards and many other regulatory mechanisms which
affect the operation of MSEs. According to Shughart and Thomas (2014), FNGOs can
experience a top-down imposition of rules where state institutions attempt to exert pressure for
conformity to rules and policy guidelines. For instance, the introduction of the licensing
requirement for FNGOs in 2011 saw the exit of many FNGOs hence their inability to serve the
financially excluded (Bank of Ghana, 2015). In most cases, some of these regulations may not
work in the interest of the financially excluded in their bid to engage in income-generating
activities. More so, the cost of credit in Ghana has become so expensive for MSEs to borrow
for any kind of investment to generate the needed employment. This situation is attributed to
the ineffective financial structure of the country, structural rigidities and inefficiencies of the
banking sector to financially include the MSE sector adequately (Quartey, 2003; Abor and
Quartey, 2010).
In addition, various other factors can affect financial institutions including FNGOs in their
delivery of financial services to MSEs. Wilson and Martin (2015) explain that factors such as
access to technology, frequent political changes, high population growth, are noted to influence
the delivery of credit in a country. More so, excessive bureaucracy, corruption and high
taxation could influence FNGOs and their ability to provide credit to MSEs effectively
(Alajaty,2017). These obstacles and its associated excessive business restrictions hinder the
effectiveness of the financial system in Ghana and this affects access to resources and the
growth of MSEs (Shirokova and Tsukanova, 2013). It is therefore important for public policy
to be directed towards MSE development and general entrepreneurship development both at
the national level and local levels by providing the right support and resources in an anticipation
for job creation (Nielsen, 2016; Palamida et al. 2017). Since microcredit is an enabler of
entrepreneurial activities among MSEs in Ghana, this study postulates that there is a positive
relationship between microcredit provided by FNGOs and employment growth among MSEs.
The hypotheses are therefore presented below.

The cost of credit and employment growth among MSEs
In developing countries where financial penetration and access to formal financial resources
are low, many individuals have no other choice than to depend on informal financial sources
such as microcredit in order to tap into any business opportunity. In most cases, these informal
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sources are expensive and affect the profitability of the enterprise as well as its ability to create
more employment (Jahiruddin, Short, Dressler, and Khan, 2011). Compared with larger firms,
MSEs face more a critical situation since they usually have insufficient equity to boost their
operations (Beck, Demirgüç-Kunt, and Maksimovic, 2008). Pavlov, Poutziouris, and Soufani
(2004) argue that small firms finance more than 50% of their operations through expensive
lines of credit which might have a negative impact on their profitability. Therefore the cost of
credit is regarded as one of the important factors which negatively affects the operation of
MSEs in Africa (Fatoki and Odeyemi, 2010). Rokhim et al. (2016) also extended the cost of
credit to include the usual transaction cost which includes high transportation cost and time
spent on following up on the loan application which ultimately increases the cost of access to
credit. In order to reduce the cost associated with lending to MSEs, Berger and Udell (2006)
advice that there is the need for financial institutions to use various innovative mechanisms
such as improving their lending infrastructure and relationship building to reduce the cost of
lending to MSEs.

In the case of Ghana, the cost of credit is regarded as one of the most important factors which
negatively affects the operation and profitability of MSEs and the promotion of an inclusive
financial system (Egyir, 2010). When MSEs are less profitable, their ability to generate more
employment in an economy is hindered. Indications from the World Competitive Index reports
and the various surveys by the Ghana Association of Industries show that the cost of credit has
persistently been high and this has been considered as the main obstacle to investment and
economic growth in Ghana (Kwakyi, 2012). This high cost of borrowing is attributed to the
competitive borrowing by the central government and other structural inefficiencies in the
banking industry. MSE owners in Ghana, therefore, borrow at a high cost which increases their
operational cost and in effect affect their profitability (Quartey, 2003; Abor and Quartey, 2010).
In developing entrepreneurial opportunities as part of the effort to generate employment in
Ghana, access to affordable and bearable credit, with adequate support systems is imperative
(Ghosh and Tassel, 2013). This implies that the institutional environment which ensures the
provision of credit to MSEs is imperative if employment creation should be a reality (Shirokova
and Tsukanova, 2013). Commercial banks and other microfinance institutions need to be
regulated by the Central Bank of Ghana in such a way that the cost of credit does not undermine
the growth of MSEs in their attempt to generate employment. Based on the above discussion
and evidence in the literature, the study hypothesised as follows:
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H1a: Cost of credit is negatively related to employment growth of MSEs in Ghana.
The flexibility of loan repayment and employment growth among MSEs
The design and availability of flexible loan products for the financially excluded have an
impact on financial inclusion and employment generation in a country. MSEs especially the
younger ones which have access to a microcredit with a flexible loan repayment conditions
perform better in employment generation and other outcomes than those without (Duan et al.,
2009). Meyer (2002:351) intimates that providing standardised loan products with a ‘‘one-size
fits all’ loan terms and condition may increase the risk of lending to the entrepreneurial poor
as well as endangering their businesses which will negatively affect the creation of employment
opportunities in a country. Wright (2000) therefore argues that the lack of flexibility of loan
product design is one of the most important issues affecting financial inclusiveness in
developing countries. The expectation is that MFIs including FNGOs are supposed to design
suitable financial products which meet the peculiar needs of MSEs in terms of interest rates,
repayment schedules, loan administration and even the loan approval process (Meyer, 2002).
Loan product flexibility also has the tendency to increase patronage of such products and
thereby reducing dropout rates from microfinance programmes and this promotes the financial
inclusiveness in a country. It is therefore expected that commercial banks and other financial
institutions operating in Ghana offer flexible loan products to MSEs which does not deny
enterprises from contributing effectively to economic growth and employment generation.
Based on the above discussion and evidence in the literature, the study hypothesised as follows:

H1b: Flexibility of loan repayment method is positively related to employment growth of MSEs
in Ghana.
Loan adequacy and employment growth among MSEs
MSEs are usually faced with under-financing difficulties which inhibits their ability to expand
their operations and this discourages the engagement of more employees (Islam, Nguyen, and
Smyth, 2015). It has been argued that, due to the high attrition rate of MSEs in developing
countries, lenders do not extend the amount of loan which is needed to drive the MSE
adequately (Beck and Demirguc-Kunt, 2006; Donou-Adonsoua and Sylwester,2016). When
this happens, it affects the growth of MSEs and their ability to enjoy economies of scale in their
operations. In some other cases, loans acquired from MFIs get diverted into other non-business
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related activities if MSE owner observes that the loan acquired does not meet the needs of the
enterprise.
However, adopting the appropriate credit risk management methods will provide the right
assurance to both the lending institution as well as the MSEs. Loan adequacy for MSEs in
Ghana has been an issue of concern for the growth of the sector. Research shows that most
MSEs borrow from multiple sources due to the inadequacy of the loans received from their
principal institutions (Baklouti and Abdelfettah, 2013). Due to the risky nature and the poor
survival rate of MSEs in Ghana, most financial institutions are hesitant to offer loans that could
adequately meet their financial and expansion needs. In most cases, financial institutions do
not consider very important factors such as the size of the business, and the purpose of the loan
in the loan granting process. When loans are reduced abruptly without considering the above
factors, it seizes to meet the needs of the MSEs. Financial institutions in Ghana usually cite
inadequate borrower identification, poor attitude towards credit, and poor loan recovery
mechanisms as reasons for denying MSEs of adequate loans for business expansion purposes
(Kwakyi, 2012). However, Ayayi (2012) suggest that financial institutions should use pro-poor
credit risk management methods such as the provision of managerial training, regular loan
monitoring and group lending to manage such risks associated with MSEs. This will provide
the confidence to financial institutions to extend the needed credit to MSEs. More importantly,
the institutional environment which ensures that MSEs have access to adequate funding need
to be driven by public policy (Nielsen, 2016). By doing this, public policy should be used to
drive the financial inclusion agenda. Based on the above discussion and evidence in the
literature, the study hypothesised as follows:

H1c: Loan amount adequacy is positively related to employment growth of MSEs in Ghana.
Loan accessibility and employment growth among MSEs
A well-functioning financial system which provides adequate access to financial resources
promotes economic growth and employment generation, particularly in developing countries
where access to credit is limited (Andrianova et al., 2008). The type of financial access gap
which exists in developing countries has the potential to perpetuate poverty and widen the gap
between the rich and the poor (Wellalage & Locke, 2017). Similarly, MSEs who do not have
adequate access to credit facilities are bound to face difficulties in raising enough financial
capital to add to their meagre equity base (Carbo-Valverde, Rodrguez-Fernandez, Francisco,
& Udell, 2016). The situation is not different in the case of Ghana. The reality is that MSEs
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which are the main engine of growth in Ghana, are impeded by their lack of access to credit
needed to support their growth (Snodgrass and Biggs, 1996). The challenge of limited access
to credit has, therefore, made the process of raising seed capital for a venture extremely
laborious, expensive, and sometimes discouraging to MSE owners (Hamilton and Fox, 1998).
Accessibility to credit by MSEs, therefore, has the tendency to promote a financially inclusive
system and the creation of employment opportunities for individuals. More often than not, the
formal financial institutions are hesitant to extend credit to MSEs due to their failure rate, and
lack of credit history. It has also been observed that MSEs lack the required collateral which is
needed to secure loans from financial institutions in Ghana (Lash, 2008; Haag and Henschel,
2016). In some other cases, MSEs lack the audited financial statements which are often
demanded by financial institutions for the loan appraisal system. Because of this, MSE owners
usually depend on informal sources of financing such as from money lenders which are usually
expensive. Therefore, the above factors coupled with a general moral hazard of the formal
financial system against MSEs creates a barrier to financial inclusiveness (Mahmood et al.,
2014). In dealing with accessibility to credit by MSEs in Ghana to promote a financial inclusive
system, Kwakyi (2012) suggest a direct government intervention in the creation of a special
fund purposely to support MSEs to grow. Based on the above discussion and evidence in the
literature, the study hypothesised as follows:

H1d: Loan accessibility is positively related to employment growth of MSEs in Ghana.

Figure I below show the proposed conceptual framework of the constituents of microcredit and
employment growth of MSEs in Ghana.

>>>Insert Figure I here<<<

Figure I: A hypothesised model for the impact of microcredit on employment growth of MSEs in Ghana.
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Research context and method
Sample and data
This research was conducted in the Volta region which is one of the ten regions of Ghana. The
Volta regions were selected for this study because, research evidence has shown that, it is one
of the poorest regions in Ghana. The current rate of poverty incidence in the Volta region is
33.8% which is above the national average rate of 24.2% and the rate of vulnerability to poverty
as high as 69% (Novignon et al. 2012; Ghana Statistical Service, 2014). Secondly, due to the
poverty menace in the region, it has become the destination for many FNGOs who are
interested in reducing poverty with their outreach services. In addition, due to the presence of
the Volta river in this region, a lot of entrepreneurial activities abound. Because of the above
reasons, the Volta region was chosen for the study of financial exclusion and the impact of
microcredit on employment generation.
The total clients of FNGOs in Ghana which represents the population for this study was 26,465.
Also, a total of 4 stratum representing four separate groups of the 4 FNGO clients were
identified. Based on these 4 stratum identified and using the sample size determination formula
of Yamane (1967), 720 MSEs were sampled in March 2017 from a sample frame of 2,953. The
samples MSEs were found in the agricultural, construction, hotels and restaurant, transport and
distribution, general trading, general services and education sectors of the Ghanaian economy.
General services represent business activities such as barber shops, hair salons, shoe repairs,
communication services and such likes. General trading represents the sale of items such as
foodstuffs, water, and firewood, Construction category represents manufacturing of building
blocks, the sale of cement and sale of other building materials. Transport and distribution
category represents taxi owners and commercial drivers. Hotels and restaurant category
represent guest houses and, food services. The education category represents private basic
schools only.

In April 2017, a questionnaire was sent to be completed by the 720 MSE owners in the Volta
region. Out of these questionnaires sent out, 506 fully completed questionnaires were retrieved
generating a response rate of 70.2%. The survey has a high response rate because the
researchers were able to meet participants during their loan group meetings which made it
possible for the researchers to retrieve as many of them during their meetings. In conducting
this study, a multiple regression analysis with a stratified random sampling (SRT) was adopted.
Multiple regression analysis was used because the study sought to explain the relationship
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between employment which is the dependent variable and a number of explanatory variables
such as loan cost, loan flexibility, loan amount and loan accessibility. SRT was adopted because
the FNGOs engaged in this study were providing various kinds of products to very specific
target markets. It is therefore convenient to categorise the clients of each FNGO into separate
strata. To check the common method bias, an exploratory factor analysis using Principal
Component Analysis of the microcredit factors was executed. From the process, no dominant
factor emerged to explain a significant variance, hence common method bias is not a major
concern for this study. Table I presents the profile of the sampled MSEs involved in this study.

Table I: Profile of sampled MSEs in Ghana

>>>Insert Table I here<<<

Constructs and measures
Independent variables
The study follows three main studies namely, Angelucci et al. (2015), Kistruck et al. (2015)
and Mahmood and Rosli (2013) in the design of the microcredit as an independent variable.
Based on this design, the study used four constructs and 12 items to measure the delivery of
microcredit to MSEs in Ghana. The specific microcredit constructs include loan cost (LC),
flexibility of loan repayment method (FLR), loan amount adequacy (LAA) and loan
accessibility (LA). The independent variables were measured using a Likert scale anchored by
strongly disagree(1) and strongly agree (5) indicating levels of agreement of MSE owners for
each item measuring the use of microcredit provided by FNGOs in their business. Firstly, LC
measures three main categories of the cost associated with microcredit in Ghana namely loan
interest, processing fees and loan deposit (cash collateral). Secondly, FLR has been measured
using 3 items namely flexibility of repayment schedule, flexibility of loan repayment amount
(instalment) and the convenience of loan term to meet business needs. Thirdly, LAM was also
measured using 3 items indicating sufficiency of the loan amount for the business, satisfaction
with the loan amount and whether the loan amount granted by the FNGO was less than the
amount applied for. Finally, LAA was measured using 3 items namely the ability to understand
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loan requirements, whether loan application and approval process were cumbersome and
finally whether loans applied for were timely approved.

Dependent variable
One of the measures for measuring the growth or performance of a small business is the number
of employees engaged in the business (Storey, 1994; Fatoki, 2011). Performance is defined as
the results of activities of an organisation over a period under consideration (Fatoki, 2011). It
has been noted that the measurement of employment has remained one of the major measures
of performance among microcredit clients since this has always been a visible sign that such
an enterprise can accommodate an extra expenditure on wages which signifies growth
(Bögenhold and Fachinger, 2007; Magableh et al. 2011). Based on the above arguments, the
study measured employment growth by capturing real employment data from MSEs for a
period of five years (2011-2015). The five-year data is then aggregated to generate the average
growth rate which has been used in the regression analysis.

Control variables
Several other factors apart from access to entrepreneurial capital are noted to affect the growth
and performance of MSEs. Cooper et al. (1994) argue that MSE factors such as ‘educational
background of the entrepreneur, gender, management knowledge, specific industry knowledge,
the age of business, access to the market as well as industry category’ are all critical to the
growth of MSEs. Other notable factors include enterprise size (Dickson et al. 2006), available
social capital (Newman et al, 2014) and mode of entry of the entrepreneur (Parker and Praag,
2012). Based on the above evidence from the literature the study controlled for owner
manager's level of education, industry category and business age.

Exploratory factor analysis
Following Anderson and Gerbing (1988), both factor analysis and reliability test were
conducted to check the factorial structure and reliability of each construct. It is suggested that
factors with low factor loadings (< 0.50 for new models, < 0.60 for existing models should be
deleted first and data recalculated until a higher value of 0.7 and above is achieved (Hancock
and Mueller, 2010; Sidek and Mohamad, 2014). A principal component analysis with varimax
rotation was executed to examine the structure of microcredit. Four factors with an Eigenvalue
greater than 1.000 arose and were consistent with the proposed constructs respectively
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representing loan cost, flexibility of loan repayment method, loan amount adequacy and loan
accessibility (Kaiser-Meyer-Olkin statistic: 0.697; Bartlett Test of Sphericity: χ2= 3,473.472,
df¼ 66, p= 0.000). The four factors explained a total of 77.991 percent of the variance. From
the analysis, LC emerged as the most important factor with an Eigenvalue of 3.152, explaining
26.265% of the variance in microcredit and LA is the least important factor with an Eigenvalue
of 1.562 and explaining 13.014% of the variance in microcredit. Table II below shows the items
of the microcredit constructs as well as the loadings and cross-loadings for each item on factors.
Items were only considered to have loaded properly if they had a loading of 0.200 or above on
a factor and the difference between the main loading and other cross-loadings was more than
0.300 (Howell et al., 2005). Table 2 below shows the exploratory factor analysis of the
microcredit factors.

Table II: Exploratory factor analysis for microcredit factors

>>>Insert Table II here<<<

Reliability and validity Test
The study utilised Cronbach’s α to test the reliability of the variables. As Table III shows, all
variables (both dependent and independent) indicating Cronbach's α scores of 0.700 and above
are considered reliable and internally consistent (Hair et al., 2010). The results indicate that all
the constructs used in this study are reliable (Loan cost= 0.887; Flexibility of loan=0.886; Loan
amount adequacy = 0.865; Loan accessibility =0.739; EG =0.907).
In terms of content validity, Parasuraman et al. (1988) argue that the content validity of a
construct depends on the extent to which the construct items represent the themes being
measured. The constructs used in this study are believed to possess content validity because
the constructs were sourced from the entrepreneurship literature such as Angelucci (2015),
Kistruck, et.al (2015) and Mahmood and Rosli (2013) for the independent variables, and Storey
(1994) and Fatoki (2011) for the dependent variable. For the control variables, content validity
is based on studies such as Man et al. (2002), as well as Anderson and Eshima (2013) where
similar variables were used. Table III presents the reliability test of the variables used in this
study.
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Table III: Cronbach’s alpha test of reliability for microcredit factors and employment growth

>>>Insert Table III here<<<

Statistical analyses and results
Table IV below presents the descriptive statistics in terms of the mean and standard deviations
of both the dependent and independent variables and the correlations among the variables. The
regression analysis of employment growth, the explanatory and control variables are also
presented in Table V. The study adopted a linear regression model to run two sets of regressions
which are briefly explained below.
Model 1
The Model 1 which is the restricted model is performed by engaging the control variables
which includes manager’s level of education, industry category and business age and the
dependent variable which is employment growth. The purpose of executing the model 1 is to
determine the variance in the dependent variable that is attributable to the control variables
only.
Model 2
The model 2 which represents the full regression model, is executed by engaging the four
independent variables (loan cost, flexibility of loan repayment method, loan amount and loan
accessibility), the dependent variable (employment growth) and all the control variables
(manager’s level of education, industry category and business age). The purpose of executing
the model 2 is to determine the variance in the dependent variable that is attributable to all the
explanatory variables and the control variables. When the two models are compared, the
Adjusted R2 differences will indicate if the explanatory variables have caused a significant
change in the relationship. In this study, multicollinearity is not a major concern. This is
evidenced by the relatively low intercorrelations among the variables as well as the low
variance inflation factors (VIF). The highest VIF value which is 3.393 indicates that the model
is relatively strong. To assess the overall fitness of the model, ANOVA F-values were also
inspected. In the restricted regression model, the F-value is 29.101. However, in the full
regression model, the F-value is 22.11 which are all significant at 0.000 level. R2 is another
variable which can indicate the overall fitness of the regression model. In the restricted model,
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the R2 is 0.748 and its adjusted R2 is 0.743. In the full regression model, the R2 is 0.843 and
its adjusted R2 0.832. This explains that both the restricted model and the full regression model
can explain 74.3% and 84.3% (using adjusted values) respectively of the variances of the
dependent variable.
Table IV: Descriptive Statistics and correlations

>>>Insert Table IV here<<<

Table V: Regression analysis of microcredit and employment growth of MSEs in Ghana

>>>Insert Table V here<<<

From the full regression model (model 2), loan cost with a p-value of 0.039 and a coefficient
of -0.050, makes it statistically significant at p<0.05 level. This implies a unit increase in loan
cost decreases employment growth by 5%. The first hypothesis, H1a is therefore accepted
regarding the negative correlation between loan cost and employment growth. Secondly,
flexible loan repayment with a p-value of 0.000 and a coefficient value of 0.121 makes it
significant at p<0.001 level. This implies a unit increase in flexibility of loan repayment,
increases employment growth by 12.1%. In this case, the hypothesis, H1b is confirmed for
flexibility of loan repayment having a positive relationship with employment growth among
MSEs in Ghana. Thirdly, loan amount adequacy with a p-value of 0.000 and a coefficient value
of 0.101 makes it statistically significant at p<0.001. This implies a unit increase in loan amount
adequacy leads to 10.1% increase in employment growth. The hypothesis regarding loan
amount adequacy, H1c is therefore accepted. Finally, loan accessibility with a p-value of 0.037
and a coefficient value of 0.096 makes it significant at p<0.05. A unit increase in loan
accessibility will lead to 9.6% increase in employment growth. The hypothesis, H1d regarding
loan accessibility is then accepted in this regard.
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Regarding the control variables, both manager's level of education and industry category are
statistically significant at p<0.05 in both models. However, business age is statistically
significant at p<0.05 in the restricted model, but statistically significant at p<0.1 in the full
regression model. The research results, therefore, support H1a, H1b, H1c and Hc which implies
that there is a positive correlation between loan cost, loan repayment flexibility, loan amount,
loan accessibility and employment growth among MSEs in Ghana.

Discussion of empirical results
As indicated in Table V above, microcredit was measured using four main variables namely
loan cost, loan repayment flexibility, adequacy of loan amount and loan accessibility. The
results indicate that loan repayment flexibility, loan amount and loan accessibility are
positively correlated with employment growth. However, loan cost is negatively related to the
growth of employment among MSEs in Ghana.

The Cost of credit from FNGOs is prohibitive to the growth of MSEs and financial inclusion in
Ghana
The result indicates that loan cost is negatively related to employment growth among MSEs in
Ghana (p= 0.039, ß =-0.050). The cost of credit has been noted to be one of the several
challenges facing MSEs in Ghana (Abor and Quartey, 2010). A similar study by Beck and Cull
(2014) indicate that the financial system in Africa is shallow, costly and has limited outreach.
This makes the cost of credit to be negatively related to employment growth among MSEs in
Ghana. Kwakyi (2012) indicate that the cost credit in Ghana has been consistently high and
this increases the cost of doing businesses since most MSEs have to borrow at an extremely
high cost to engage in business activities. The high cost of borrowing in Ghana is attributed to
central governments' excessive public borrowing coupled with poor fiscal policies (Quartey,
2003).
On the average, many financial institutions charge between 6% to 12% per month as loan
interest and this runs between 72% and 144% per annum. In terms of processing fees, the cost
ranges from 5% to 10% of the loan approved (Gyamfi, 2012). In addition to both the processing
fee charged and the interest to be paid monthly, it is common to see many financial institutions
withholding between 10% to 25% of the approved amount as a cash collateral. This denies the
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MSE owner the opportunity to use the full amount borrowed from the financial institution.
Undoubtedly, this will have a negative impact on the MSE’s ability to increase employment if
much of the profit made goes into the payment of exorbitant interest on the loan borrowed. One
other reason which is attributed to the high cost of borrowing in Ghana, particularly for the
MSE sector, is the inability of MSEs to provide the type of collateral needed by financial
institutions as a support for loans coupled with their high failure rate. This makes the riskadjusted rate for borrowing to MSEs high comparable to large businesses which are considered
less risky (Donou-Adonsoua and Sylwester, 2016). Therefore, the cost of credit relating
negatively to employment growth among MSEs is not surprising. Even though FNGOs charge
relatively lower interest on their facilities than their commercial counterparts, the truth is that
the cost of borrowing in Ghana is very high compared to other jurisdictions and this has led
to even the cost of microcredit provided by FNGOs to have a negative impact on the
performance of MSEs (Kwakyi, 2012). There is, therefore, the need for a regulatory regime
which directs credit specifically to MSEs at an affordable cost to support the employment
creation drive of MSEs. Also, there is the need for a holistic effort from all stakeholders in
Ghana including government, the private sector, and the Non-profit sectors to support MSEs
adequately in the generation of employment. In supporting the growth of MSEs, the provision
of a cost-effective credit is a pre-requisite.

FNGOs offer flexible loans to MSEs which promotes financial inclusion and employment
generation in Ghana
The result of this study shows that FNGOs are able to offer flexible loans to MSEs which has
a positive impact on their employment growth (p=0.000, ß = 0.121). Generally, the structuring
of microcredit to MSEs in Ghana particularly from the commercial microfinance institutions
has not been in their favour and this has always pushed MSEs into repayment challenges. Most
loan facilities in Ghana are short term and do not take into account the cash flow of the MSE
and the gestation period of the project for which the loan has been taken (Gallardo, 2001).
Structuring loan repayment to meet the needs of the business helps the cash flow of the business
and could prevent loan default since the MSE owner is able to plan loan repayment without
any difficulty. The tenor of most loans ranges between three to six months. In rare occasions,
such loans are given for a twelve month period. As noted by Donou-Adonsoua and Sylwester
(2016), most MSEs struggle with repaying their loans because of the short-term loans which
are made available to them. MSEs, therefore, do not have access to long-term loans due to their
perceived risk of failure and neither do they also have access to trade credit or leasing
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opportunities which makes the venture creation process less costly (Abor and Biekpe, 2006;
Fatoki, 2011). However, due to the focus of FNGOs on poverty reduction and the promotion
of a financially inclusive system in Ghana, the study found FNGOs that are able to offer
microcredit to MSEs have a positive impact on MSEs’ employment generation ability. This
makes the role of FNGOs crucial to the development of MSEs in Ghana since they are able to
issue long-term loans to MSEs and support projects with long gestation periods (Batttilana and
Dorado, 2010). FNGOs, therefore, need to increase their institutional support to MSEs such as
the provision of entrepreneurship training and effective business monitoring which will
increase their impact on MSEs.

FNGOs offer loan amounts that are adequate for employment generation and thereby
promoting a financial inclusion in Ghana
Loans obtained from FNGOs by MSEs is noted to be adequate and contribute positively to
employment growth in Ghana (p = 0.000, ß =0.101). In Ghana, most commercially oriented
MFIs in their attempt to manage the risk that is associated with MSEs, abruptly reduce loans
applied by MSEs to the barest minimum without considering the size of the business, and the
purpose of the loan. The inadequacy of loans to meet the needs of MSEs also pushes them to
borrow from multiple financial institutions which further creates repayment challenges as well
as further risks to the business (Baklouti and Abdelfettah, 2013). When loans granted to MSEs
are so small that they fail to be beneficial to their operation, such loans often end in
consumption or other uses instead of an investment into the enterprise (Bateman and Chang,
2012). It is recommended that to deal with the risks associated with MSEs, MFIs should be
able to grant loans that will be adequate to meet the needs of MSEs. Appropriate credit risk
measures should be employed in extending credit facilities to MSEs (Ayayi, 2012). By so doing
the perceived risk associated with MSEs will be reduced.

FNGOs provides accessibility to loans which promote employment generation and financial
inclusion in Ghana
The results of this study indicate that loan accessibility from FNGOs is positively related to
employment growth in Ghana (p=0.037, ß =0.096). Access to timely loans from FNGOs to
meet seasonal and non-seasonal needs of MSEs contributes to employment generation in
Ghana. Usually, access to funding is more hectic for MSEs which are located in the rural areas
where many financial institutions do not operate (Gallardo, 2001). This makes MSEs borrow
from money lenders at very exorbitant rates and this affects the cost of doing business as well
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as posing repayment challenges (Hamilton and Fox, 1998). However, since most FNGOs in
Ghana operate in the rural areas, MSEs are able to have access to timely loans to increase their
business activities and cash flow. Undoubtedly, one main factor which can inhibit access to
microcredit is the cost (Kwakyi, 2012). However, since the cost of loans from FNGOs seems
to have a negative impact on MSE’s ability to increase employment growth, it is suggested that
the government of Ghana needs to intervene by providing cheap and accessible credit to MSEs
for their venture creation purposes (Osei-Assibey, 2011). This will complement the microcredit
facilities provided by FNGOs in Ghana.
In summary, from the model presented in this study, H1a, H1b, H1c H1d are accepted. It is
important to provide cheap, timely and accessible credit to MSEs for the purposes of effective
employment generation in Ghana. The expectation is that such assistance would have an effect
on promoting a financially inclusive system in Ghana. In providing microcredit to MSEs the
role of FNGOs remains important because of their poverty reduction mission which underpins
their financial inclusion strategy.
Conclusion
In contrast to existing literature on the impact of financial capital on MSE growth (Newman et
al. 2014), financial capital provided to MSEs can only be effective in employment generation
if it is flexible, adequate and accessible. More importantly, the cost of financial capital impacts
negatively on MSE’s performance. This implies that microcredit even if accessible can have a
negative impact on MSE growth when the cost is high. In Ghana, the contribution from MSEs
to employment generation as well as to the general economic development is enormous
(Frimpong, 2013). MSEs, therefore, need support in terms of access to cheap, reliable, and
accessible credit with flexible repayment terms. This study, therefore, suggests that there is the
need for all stakeholders in Ghana including the Central Government, financial institutions,
FNGOs and the donor community to refocus their attention on the development of MSEs which
has the capacity to provide a meaningful employment for the financially excluded individuals.
The main aim of this study is to investigate the impact of microcredit on employment
generation among MSEs in Ghana. The findings suggest that, for microcredit to have the
desired impact on the MSEs in terms of the generation of adequate employment, there is the
need for FNGOs to consider loans that have flexible repayment terms coupled with adequate
loan amount which meets the operational needs of MSEs. More so, accessibility to microcredit
should be improved as well as the cost of it. The major contribution of this study is the fact
that, even though FNGOs are very important in the provision of microcredit and the promotion
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of financial inclusion in Ghana and Africa as a whole, it has received a scanty research
attention. Therefore, this is one of the few studies in the Ghanaian context which has
highlighted the importance of FNGOs and their role in employment generation and financial
inclusion.
Research limitations
This study has some limitations which are worth mentioning. Firstly, research on FNGOs as
one of the main providers of microcredit particularly to the financially excluded in Africa is
limited (Dichter, 1999). Therefore, given the few studies in this area, presents a limitation to
this study in the sense that there is the lack of opportunity to adequately review existing studies
to achieve a wide and an in-depth perspective to the study. Secondly, another limitation of this
study is that this research has been conducted in the Volta region which is only one of the ten
regions of Ghana. Therefore, even though the sample used in this study is large enough, the
generalisation of this study to the whole of Ghana should be done with caution. Finally, this
study heavily depended on quantitative data and could have also benefited from a qualitative
dimension to contribute to or confirm the findings of this study.

Recommendations for future research
The findings from this study highlight some further research areas which future research could
be focused. Firstly, future research could focus on commercial microfinance institutions rather
than the poverty-oriented FNGOs used in this study to examine the same phenomenon of
employment generation through microcredit Secondly, the researchers suggest that future
research could be extended beyond the Volta region of Ghana in testing the model used in this
study. Probably other regions such as the three Northern regions where several FNGOs operate
could be involved. Finally, it is suggested that a mixed research approach could be explored
in a future research endeavour of this kind whereby the qualitative findings could be used to
confirm or complement the findings in this study.
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