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Abstract

The purpose of this paper is twofold: to establish the influence of financial
literacy on the financial performance of micro-enterprises (MEs) in developing
countries and establish the mediation role of credit access in the relationship
between financial literacy and financial performance of micro-enterprises. The
authors employed a cross-sectional and quantitative methods research design.
Close-ended questionnaires were administered to the owner and or at least one
focal staff member of the micro-enterprises which were selected from Nebbi
district in Northwestern Uganda. Most studies on financial literacy, credit
access and financial performance in Uganda have focussed on small and
medium enterprises (SMEs) given their pivotal position in the economy of
Uganda, leaving out the micro-enterprises (MEs), and yet MEs supplement
SMEs with business linkages, partnerships and subcontracting, but also MEs
have unique challenges. The study found that financial literacy in micro-
enterprises in developing economies positively affects their financial
performance. Further still, it has been established that credit access by micro-
enterprises mediates the relationship between their financial literacy and
financial performance. In this regard, owners of the micro-enterprises should
endeavour to understand the procedures for obtaining credit from micro-finance
institutions. They should also learn the terms associated with the acquisition of
credit, such as; loan size, interest rate, repayment period, the amounts of the
microloan they can apply, the interest rates as well as the repayment periods,
this knowledge will enable them to access loans that meet their business needs
much quicker for business growth.

Keywords: Financial Literacy, Credit Access, Financial Performance, Micro Enterprises,
Developing Economies.

Introduction

Globally, organizations are striving to boost their financial performance to remain competitive.
Micro-enterprises, in particular, are currently facing the effects of the economic downturn
occasioned by the global challenge of the Covid-19 pandemic which forced many businesses to
close, leaving few essential businesses in operation. This has greatly affected the economies of
most countries in the world. As such, micro-enterprises are striving to improve their financial
performance to mitigate the economic turbulence and ensure their survival post the Covid-19
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lockdown era. Fiala (2018) noted that micro-enterprises in developing world contexts have great
potential to supplement large enterprises through business linkages, partnerships and
subcontracting and, as such, contributing to economic growth and employment, however, their
financial performance has been deteriorating. In Uganda, despite there being several small
business start-ups, 20% failed in the first year, which points poor financial performance (URSB,
2016). A 2018 report by the Uganda Revenue Authority also revealed that 66 micro-enterprises
close every year on average. Specifically, in Nebbi District in the West Nile region of Uganda, a
2016 report by the District local government showed that approximately 31% of the micro-
enterprises are less than 5 years old, and less than 10% have operated for more than 20 years. A
2016 report of the Agency for Accelerated Regional Development (AFARD) reveals that the
levels of financial literacy among the youth micro-entrepreneurs in Nebbi district stand at not
more than 48.5%, which affects the way micro-enterprises are operated and managed.

Despite the benefits of financial literacy, recent research shows that the majority of people still
have a low degree of financial literacy (Hakim, Oktavianti, & Gunarta, 2018; Xu et al., 2020). It
has been argued that lack of financial literacy, that is, the financial management skills, abilities
and skills to manage their finances, is among the leading causes of the closure of small
businesses. This is based on the fact that finance-related competencies are vital for sustainable
competitive advantage, survival, and overall organizational financial performance (Adomako,
Danso & Ofori Damoah, 2016; Fatoki, 2014; Neck, 1987). Although financial performance
continues to baffle firms worldwide, consensus on what predicts financial performance from
both global and local settings is yet to be achieved. Attention appears to be primarily focused on
financial inclusion and accessibility, without considering the individual level aspects like
financial literacy. However, financial challenges for micro-enterprises (MEs) are quite vast,
extending beyond lack of financial inclusion and accessibility (Liu et al., 2022). Moreover, some
scholars reveal that financial literacy influences the survival, growth, success or failure of MEs,
especially the young ones (Ripain, Amirul & Mail, 2017). In fact, MEs’ financial performance
has conventionally been linked to the literacy levels of micro-enterprises (Mader & Sabrow,
2019). Although factors noted here are important in explaining financial performance, their
influence on financial performance in micro-enterprises is not well explained. Also, the
mediating role of credit access on the relationship between financial literacy and financial
performance is superficial in developing economies.

Literature Review

Financial performance

The roles micro-enterprises play in developing economies are vast and cannot be
overemphasized, including the contribution toward the achievement of many sustainable
development goals (SDGs), especially SDGs 1 and 8 (Endris & Kassegn, 2022). However, their
financial performance in most developing economies like Uganda has consistently remained
poor, characterized by stagnation, decline, and at worst, closure before their first birthday. Poor
performance can partly be attributed to the lack of financial literacy and lack of access to
affordable credit to finance their business operations (Brixiova et al., 2020; Hakim et al., 2018).
Whereas the concept of financial performance has attracted the attention of policymakers and
researchers to explore its key drivers, the debate is inconclusive. Scholars such as Kefela (2010)
and Xu et al. (2020) have indicated that financial literacy is a prerequisite for the financial well-
being of a firm. It enables business owners and managers to make more educated decisions about

116



Ssekakubo, J., Nkurunziza, G, Muwanga, R. & Tumwine, S.

the financial market, with the ultimate goal of financial success. It is also crucial to create
incentives and conditions that encourage desired financial behaviours such as saving and prudent
credit usage, thereby increasing the possibility of financial inclusion. Having such knowledge
and access to financial products hugely impacts the firm’s financial future, since these directly
affect both the way money is earned and expensed (Asiedu et al., 2012; Lyons et al., 2017).
According to the World Bank report (2014), financial education is a sure way to enhance small
businesses’ literacy and financial inclusion, which then would boost their performance. Though
this suggestion appears logical, its legitimacy is contingent on the answers to the following
questions: does financial literacy among MEs owners result in good financial performance? How
does access to credit influence the performance of MEs? Unfortunately, direct evidence
addressing these issues is not common and calls for more research to provide evidence-based
policies and draw credible conclusions.

Financial literacy and financial performance

Financial literacy is described as the capacity to make proper judgment and well-informed
decisions about managing and utilizing money (Nkundabanyanga et al., 2014; Ye & Kulathunga,
2019). Financial literacy manifests in financial knowledge and attitudes, which involve the
awareness of basic money concepts, such as saving, investment, and borrowing (Garg & Singh,
2018). These aspects allow the acquisition of skills needed to make the right financial decisions
(Bazinzi et al., 2013). Potrich, Kelmara, and Wesley (2016) argued that the right financial
attitude combines information and emotions about learning, which results in the readiness to
react favourably to financial issues. It also allows managers to develop the ability to obtain
capital from external sources (financial skills) with minimum cost and payoff obligation
(Sucuahi, 2013). Such skills include; budgeting, bill payment, debt acquisition and payment,
management of consumer problems, and comparison shopping (Reich & Berman, 2015).
Adomako et al. (2016) posit that there exists a strong positive association between financial
literacy and financial outcomes.

Similarly, Sucuahi (2013) argued that a good financial foundation of entrepreneurs is a
significant barometer of the success and growth of businesses in a competitive business
environment. Financial literacy plays an essential role in the process of making financial
decisions, as it represents a systematic effort aimed at the development of positive knowledge,
behaviour and attitude (Potrich, Kelmara and Wesley, 2016). Entrepreneurs with higher levels of
financial literacy show better business performance and sales (Bruhn & Zia, 2011) because they
have a better capacity to deal with the issues of market accessibility, policy constraints and
cultural barriers (Abubakar, 2015). On the other hand, a lack of financial literacy impacts
negatively on the financial management of new ventures and leads to possible business failures
(Fatoki, 2014). However, most entrepreneurs do not have the working knowledge of financial
concepts they need to make financial decisions that are most advantageous to the performance of
their firms. This state of affairs can affect the firm’s day-to-day money management and ability
to utilize funds for long-term goals such as investing in profitable ventures and activities
(Adomako & Danso, 2014). The inability to keep proper records, separate business operations
from personal operations, and manage cash flow and growth is likely to affect business
performance (Kamunge, Njeru & Tirimba, 2014). Sucuahi (2013) observed that low financial
skills might lead to an adverse impact on the future of the business.
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Credit access and financial performance

Credit access refers to the choice of the maximum credit allowed to a potential borrower by a
given formal or informal lender. It measures the extent to which both formal and informal
lenders meet the credit needs of a potential borrower based on the availability and eligibility
criteria of a given lender (Nkundabanyanga et al., 2014; Asiedu et al., 2012). Access to credit is
particularly important in realizing business objectives such as growth and performance
(Adomako & Danso, 2014). Adequate loan amounts, affordable interest rates and flexible
repayment schedules help SMEs maintain enough finances to run their working capital activities.
In turn, this helps these firms improve business performance because of the opportunity costs
reinvested for further proceeds to generate more revenues, something that increases their return
on capital employed (Madole, 2013). However, small businesses are credit constrained,
especially in developing countries (Ahlin et al., 2020). Most formal banking institutions deem it
an unattractive venture to do business with MEs because they are considered high-risk clients
(Alhassan, Hoedoafia & Braimah, 2016). Numerous studies (Fiala, 2018; Karlan et al., 2012;
Ngugi & Kerongo, 2014; Kisaka & Mwewa, 2014) found positive and significant relationships
between access to credit and the financial performance of micro-enterprises, which in turn
reflects on the economic growth of a country.

Credit has been attributed to enabling micro-entrepreneurs to build businesses and increase their
income (Nor Azlina et al., 2015), and credit also improves on micro-enterprises’ working capital,
consequently increasing investment and profitability (Mpamizo, 2011; Quaye, 2011). In their
study, Loca and Kola (2013) found that access to credit increased the average daily, monthly,
and annual revenues of beneficiary SMEs in Albania. Interestingly, appropriate loan sizes for
clients matching their needs, realistic interest rates, savings as a prerequisite, regular, short and
immediate repayment periods and achieving scale can contribute to the sustainability of micro
and small enterprises (Wanambisi & Bwisa, 2013). However, Oluyombo (2012) found that
although the members of cooperatives have access to loans for their enterprise, this does not
appear to contribute to making more profit than those without a loan opportunity. This implies
that the ability to make more profit is likely to be a function of other factors, such as credit
purchase at an interest-free rate from suppliers, bulk purchase of input and at wholesale price
rather than access to a cooperative loan, leading to a reduction in the cost of trading. In the same
vein, the general impact of credit access on investment in self-employed activities is likely to be
positive but small (Meager, 2015). One plausible explanation for the lack of large effects is that
the small businesses that households invest in have a low marginal product of capital (Crepon et
al., 2015). Hence we hypothesize that:

i. HI: Financial literacy is positively related to the financial performance of micro-
enterprises.

ii. H2: Credit access mediates the relationship between financial literacy and financial
performance of micro-enterprises.

Methodology

The study adopted a cross-sectional research design that was quantitative in nature. This
facilitated the assessment of the hypothesized relationships involving financial literacy in micro-
enterprises, credit access and financial performance. The main goal was to establish whether
financial literacy directly or indirectly influences financial performance through access to credit.

118



Ssekakubo, J., Nkurunziza, G, Muwanga, R. & Tumwine, S.

This research design was chosen because it is considered appropriate for quantitatively assessing
relationships among study variables while focusing on phenomena at a particular point in time.
The target population was 410 micro-enterprises profiled by the District Commercial Services
Support Project in Nebbi (Nebbi District Local Government, MSME Development Database,
2016), from which a simple random sample of 196 was taken following the sample size
determination formula of Krejcie and Morgan (1970). Micro-enterprises constitute firms with a
turnover of less than UGX 5 million (UBOS, 2011). Two respondents, who constituted the unit
of inquiry, included the manager and/or owner, who were purposively selected because of their
positions and knowledge of the subject matter. In this regard, however, data from the unit of
analysis was aggregated to the unit of analysis, which was the micro-enterprise. Close-ended
questionnaires were used to collect data either by self-administering or interviewer-
administering, depending on the literacy levels of the respondent. The variables on which
primary data was collected include financial literacy, credit access and financial performance of
micro-enterprises. The response rate was 75.5%, which accounted for 148 micro-enterprises
from which substantially completed, and usable questionnaires were received. The micro-
enterprises, which were largely dealing in wholesale and retail trade (43.2%), have been in
existence for less than five years (58.8%), and they mostly employ up to three workers (58.8%).
The background characteristics of the respondents were such that the majority were male
(64.4%), aged 34 years and above (60.7%) and mostly with the Ordinary level academic
qualification (31.9%). Further still, it was revealed that the majority of the respondents were
owners of these enterprises (45.5%) who had operated them for less than 5 years (40.7%).

Measurement of the study variables

Scales for financial literacy were adopted from Bongomin et al., (2017) who measured it in terms
of financial attitude, financial knowledge and financial skills. Financial Knowledge is defined as
the awareness and appreciation of financial concepts, and procedures of financial dealings (Clark
et al., 2017)). Financial attitude is a state of mind, opinion and assessment of finance. (Pankow,
2003, Ningsih & Ritah, 2010) and financial skills is the capability to employ one’s financial
knowledge to take decisions that result in solving financial problems (Scott, 2010). Credit access
was operationalized using sub-constructs of loan size, interest rate and repayment period, as
adopted from the study by Odongo (2014) and Nuwagaba and Nzewi, (2013). Loan size
according to Asiedu et al. (2012) refers to the maximum amount of money that can be secured by
a borrower given on fulfilment of terms such as availability of collateral and assessment of credit
worthiness. Finally, the construct of financial performance was measured based on profitability,
liquidity, and efficiency adopted from the research of Nkundabanyanga (2016). Profitability is
the measure of economic success achieved by an organization in relation to capital invested,
indicated by return on assets (ROA) and return on equity (ROE) (Primentel et al., 2005; Ware,
2015). Liquidity is the capacity to liquidate maturing short term debt (Shim & Siegel, 2000;
Amihud & Mendelson, 2000). Efficiency is the ability to produce something without wasting
materials, time or energy (Wilson et al., 2018) and Erlendsson (2002) similarly defines efficiency
as the ability to perform well without wasted resources, including time, effort or money. The
scale for all the study variables were tagged to a 5-point Likert scale ranging from 1-5, where 1
(strongly disagree), 2 (disagree), 3 (not sure), 4 (agree), and 5 (strongly disagree).
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Study findings

The demographic characteristics of the micro-enterprises in Table 1 show that out of 196 micro-
enterprises sampled, 148 of them responded, which puts the response rate at 75.5%, which rate is
favourably high. Similar to the employees, most of the micro-enterprises (58.8%) had also been
in existence for less than five years, while only 14.9% of them had operated for more than 15
years. This finding points to the characteristic of most micro-enterprises, which rarely survive to
celebrate their fifth anniversary. In regard to the number of employees, most of the firms (58.8%)
had 1 — 3 employees, which is typical of micro-enterprises. It was also established that the
majority of these micro-enterprises (79.1%) have single-digit sales and profit margins.

Table 1: Characteristics of the Micro-enterprises

Variable Category Frequency (148) Percent

Age of Business Less than 5 years 87 58.8
5-10 years 23 15.5
11 - 15 years 16 10.8
Over 15 years 22 14.9

Number of employees 1 - 3 employees 87 58.8
4 - 6 employees 25 16.9
7 - 9 employees 15 10.1

Firm’s return on sales  Less than 3% 25 16.9
3-6% 26 17.6
3-6% 28 18.9
9-12% 38 25.7
abovel2% 31 20.9
Total 148 100.0
10 employees and Over 21 14.2
Firm’s gross profit Less than 3% 23 15.5

3-6% 28 18.9
3-6% 29 19.6
9-12% 37 25.0
abovel2% 31 20.9

Correlation, Regression and test for mediation analysis

Correlation analysis

We conducted a correlation analysis to establish the relationship between independent and
dependent variables (Field, 2009). As such, bivariate-correlation analyses were performed, and
Pearson correlation coefficients were generated to measure the magnitude and direction of the
relationships. From Table 2, we note that there is a significant positive relationship between
financial literacy and the financial performance of micro-enterprises. (r = .424, p<.01). This
finding extends to the relationship between financial performance and all three dimensions of
financial literacy, that is; Financial Knowledge (r = .424, p<.01), Financial Attitude (r = .424,
p<.01) and Financial Skills (r = .424, p<.01). This result implies that there is direct covariance of
financial performance and financial literacy in all of its three dimensions.

Further, table 2; reveals that financial performance is positively correlated with credit access
(r=.162, p<.01). Notably, only one of the two dimensions of credit access, loan size (r=.488,
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p<.01), is significantly correlated with financial performance. As such, credit access, especially
the size of the loan accessed, is directly associated with the performance of the micro-enterprises,
in a way that the higher the amount the MEs can access, the better their financial performance.

Table 2: Correlation analysis

1 2 3 4 5 6 7 8
Financial Literacy (1) 1
Financial Knowledge (2) 766 1
Financial Attitude (3) 703" 299" 1
Financial Skills (4) 7417 295" 365™ 1
Credit Access (5) Jd627  .224™ -.032 139" 1
Loan size (6) 437 508" 164" 267 6827 1
Interest Rate (7) - 185" -1577  -203™  -.064 728" -.019 1
Financial Performance (8)  .424™ .299"" 238" .396" .313"" .488™ -024 1

Note: **. Significant at the 0.01 level, *. Significant at the 0.05 level
Source: primary data

Regression analysis

A hierarchical regression analysis was conducted to ascertain the effect of financial literacy and
credit access on the financial performance of micro-enterprises. Three models were run, and in
model 1, firm age and size were found to contribute 11.0% of the variance in financial
performance. However, the standard beta (standardized B =.287", p<.001) is significant, and
that of firm size is not (standardized £ =.105, p>.05). In effect, the performance of small and
micro enterprises improves with the length of time they take in operation and not with the
increase in the number of people employed. Model II and III show that financial literacy and
credit access predict the financial performance of MEs by 13.5 per cent and 5.3 per cent,
respectively. Therefore, hypotheses HI and H2 are supported.

Table 3: Hierarchical regression analysis results

Model 1 Model 2 Model 3
Constant 2.899%** 1.409%** JT45%*
Firm Age 287k 179%* 156%*
Firm size 0.105 0.058 0.065
Financial Literacy 395k 365%**
Credit Access 0.235%**
F Change 16.739%** 50.246%** 20.695%**
R Square 0.11 0.249 0.302
R Square change 0.110 0.139 0.053
Durbin-Watson 1.824

Note: ***_ Significant at the 0.001 level, *. Significant at the 0.05 level

Source: primary data
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Test for mediation

In order to address the main objective of this study, this is to establish if credit access mediates
the effect of financial literacy on financial performance, a test for mediation test according to
Baron and Kenny (1986), Figure 1 shows that financial literacy has a positive effect on financial

performance (standardized £ =.424"", p<.001) and when regressed on financial performance
together with credit access the magnitude of the effect lowered albeit still significant,

(standardized B =.420"", p<.001), pointing to a partial mediation effect of credit access. Further

still, the Sobel test for mediation shows that the mediating effect is significant (Z =.2.351",
p<.05), implying that credit access has a partial mediation effect on the relationship between
financial literacy and financial performance. The ratio of the indirect effect to the total effect
(.094) implies that the indirect effect is 9.4%.

Type of mediation Significant
Sobel z-value 2351 = 0019

Effective Size measures
Standardised Coefficients

Total: 0424
Direct: 0.42
Indirect: 0.04
Indirect to Total 0.094
Independent Variable 0.424*** [c] Dependent Variable

v

Financial Literacy Financial Performance

(0.420%**) [c']

0.313%==
0.162** [a]

(0.247%*%) [b]

Mediating Variable
Credit Access

Figure 1: Mediation effect of credit access on the relationship between financial literacy
and financial performance

Discussion of findings

Financial literacy and financial performance of Microenterprises

The study’s findings show that there is a significant positive relationship between financial
literacy and financial performance. This result also holds true for financial performance and all
components of financial literacy, namely, financial knowledge, financial attitude and financial
skills. This indicates that the level of financial literacy of micro-enterprises in terms of their
knowledge, attitude and skills corresponds directly with the level of their financial performance.
The finding implies that knowledge about the management of liquidity, credit access, and
availability of financial services offers leverage, especially if this knowledge can be exploited.
With such knowledge and the right financial attitude and skill, it becomes easier for owners and
managers to make proper financial decisions necessary for improved financial performance. This
is supported by Potrich, Kelmara and Wesley (2016), who posited that financial literacy has a
significant role in decision-making regarding financial matters since Financial literacy represents
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a systematic effort aimed at the development of positive knowledge, behavior and attitude.
Further, Umogbaimonica, Agwa and Asenge (2018) posited that a positive attitude regarding
financial aspects such as, risk management, social influences, risk tolerance, and acquisition of
financial skills, would lead to enhancement of the financial performance of micro and small
enterprises, since such an attitude would lower costs and hence boost profitability. Additionally,
Kamunge, Njeru and Tirimba (2014) argue that for these enterprises to reap the benefits of
financial literacy, they should have the ability to keep proper records, separate business
operations from personal operations, and manage cash flow and growth.

The mediating role of credit access on the effect of financial literacy on the financial
performance of Micro-enterprises

The results indicated that credit access had a partial mediation effect on the relationship between
financial literacy and financial performance. This result implies that part of the changes in
financial performance arising from the changes in financial literacy is partly direct and partly
indirect through credit access. The finding is in line with the proposition, that Adomako and
Danso (2014) that possessing financial knowledge may not be adequate to translate into firm
performance, and as such, the gap may be filled, according to Nahamya et al. (2013), by access
to credit which serves to supplement income levels thereby enhancing profits. The findings
indicate further that as the level of financial literacy of the micro-enterprises improves, the level
of access to credit improves along, and in turn, the financial performance is enhanced. This
finding tallies with Eniola and Entebang (2015, 2016, 2017), who noted that favourable credit
terms are associated with positive attitudes of business managers to accessing that credit, thereby
expanding the capital base and increasing business activity. Similarly, Mugori (2012) posits that
favourable terms of accessing micro-credit, such as sizeable loan amounts and low-interest loans,
are likely to push the financial performance of micro-enterprises upwards. In a nutshell, being
financially literate in terms of knowledge, attitudes, and skills would enable the micro-enterprise
to access credit, which will provide the capital needed to boost investment and ultimately boost
profitability.

Conclusion and recommendations

Drawing the key lessons from the discussion section, we conclude that credit access is the
conduit through which financial literacy partially improves financial performance. As an addition
to the vast financial knowledge regarding micro-enterprises, this study brings out a new
perspective on addressing the pending problems of limited access to financial resources by
improving financial literacy. This would improve the creditworthiness and financial knowledge
identified in this study as crucial for financial success. The level of financial literacy of the
micro-enterprises and their level of access to credit were found to be key factors influencing their
financial performance. Financial literacy is exhibited by the level of financial knowledge,
attitudes and skills, and credit access is majorly underscored by the size of the loan. Therefore, if
micro-enterprises are to register a boost in their profitability and an upsurge in their business
activity, they should be encouraged to invest in practices that update them with financial
knowledge, cultivate positive financial attitudes and develop their financial skills as well as
position themselves to obtain credit. The micro-enterprises also ought to be meticulous regarding
the loan amounts they acquire and ensure they use them for business purposes, bearing in mind
the fact that these enterprises are usually sole proprietorships and as such, mixing personal
matters with business matters is not a rarity.
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Recommendation

This study highlights the key implications that form the basis of suggesting the important
recommendations. The managers and owners of the micro-enterprises should endeavor to
understand the procedures for obtaining credit from microfinance institutions, and they should be
aware of the terms under which such loans are given. That is to say, the amount of microloan
they can apply for, the interest rates charged as well as the repayment periods. This knowledge
will enable them to access loans that meet their business needs much quicker for business
growth. The managers and owners of the micro-enterprises should endeavor to work within their
budget, as this would enable them to appropriately utilize their finances pertaining to daily
operations and investment to improve business performance and achieve their targets in the long
run. The owners of micro-enterprises should endeavor to prepare a budget to guide our
operations and also be able to discuss money and financial matters which will refine their ability
to make financial decisions which would translate into better financial performance. Since loan
amounts were found to be key in terms of improving the financial performance of the micro-
enterprises, the managers and or owners should acquire loan amounts that are adequate to expand
and grow their micro-enterprise; however, they should also use the loan amounts according to
the purposes for which they acquire them so that their business can grow.
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