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Credit is an important instrument used to improve the welfare of the poor. It could enable the rural
households in overcoming liquidity problems, enhancing productive capacity and adopting new
technologies. In Ethiopia, the government is promoting microcredit services, but the participation of
rural households for credit service is limited. Inappropriate use of loan money also exacerbated the
challenges in achieving the desired goal, and consequently, it influenced the loan repayment
performance of the household. Therefore, this study was conducted with the aim of identifying
socioeconomic factors prompting farm households™ participation in Omo Microfinance services and
factors determining the utilization of loan money for proposed activities. To conduct this study, 120
rural households were selected randomly from 6 kebeles of Damot Gale District. The participation
decision of the households in the credit market and factors determining the level of credit utilization for
proposed activity are analyzed using double hurdle model. The study result shows that distance to
formal lending institutions, education status, total livestock unit and frequency of contact with
extension agents have significantly influenced access to credit. The second hurdle of the model reveals
that amount of loan received, peer-monitoring system, expenditure in social festive and frequency of
contact with extension agents affected the performance of loan utilization. Therefore, minimizing the
barriers of access to credit and considering factors affecting loan money utilization for proposed
activity is vital to achieve the desired goal.
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INTRODUCTION

Credit is an important instrument to improve the welfare
of the poor by enhancing their productive capacity
(Okurut et al., 2004) and overcoming liquidity problems
(Fuentes, 1996). If it is adequately accessed and used, it
would have more impact on technology adoption and
poverty reduction (Ebisa et al., 2013). In Ethiopia, wide

scale financing started in 1990 with the aim of financing
the Market Towns Development Project (MTDP)
(Bezabih, 2010). Currently, the government of Ethiopia is
promoting micro-credit service via its regulatory frame
work and this increased the number and capacity of
credit cooperatives and microfinance institutions in the
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country. Though the government of Ethiopia has put
various efforts to solve rural financial problems by
extending rural financial institutions, rural households’
participation in credit service is limited (ILRI, 2011).
Besides that, inappropriate use of loan money also
influenced its effectiveness and loan repayment
performance of the household. As a result, lending
institutions also faced problems of self and operational
sustainability (Mengistu et al., 2013). Therefore, this
study identifies socioeconomic factors influencing farm
households™ participation in formal credit services and
factors determining utilization of loan for proposed
activities.

Omo Micro Finance institution is among 31 Micro
finance institutions operating in Ethiopia (NBE, 2011). It is
a widely used microfinance institution in Southern Nation
Nationality and People Regional State in general and
Damot Gale District in particular.

METHODOLOGY

This study was conducted in 120 rural households of Damot Gale
District in Southern Ethiopia. The district has 31 administrative
kebeles with a total area of 24285.861 ha. Agriculture is the
mainstay of people in the district with the major crop production of
wheat, teff, maize, and root and tuber crops. Production of cattle,
sheep, goat, horse, donkey, mule and poultry is also a very
common practice (WARDO, 2014). The study site is selected on the
basis of access to credit providing agencies. Data for this study
were obtained from randomly selected 120 households from 6
kebeles of the district in proportion to the total number in each
kebele, where the sample size was determined using Yamane
(1967) formula with 90% confidence interval (Table 1).

The data obtained from rural households were analyzed by using
double hurdle model which is firstly proposed by Cragg (1971) with
the assumption of that household makes two decision for
purchasing an item. For this study, household participation decision
in formal credit market and its determinants were identified in the
first hurdle; and factors determining the amount of loan money
spent for the proposed activity were determined in the second
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Under the assumption of independence between the two error
terms, the log-likelihood function of the double-hurdle model is
equivalent to the sum of the log likelihoods of a truncated
regression model and a univariate Probit model (McDowell, 2003;
Martinez-Espineira, 2006; Aristei et al., 2007). Consequently, the
log-likelihood function of the double-hurdle model can be
maximized by maximizing the two components independently: the
Probit model (over all observations) followed by a truncated
regression on the non-zero observations (Jones, 1989; McDowell,
2003; Shrestha et al., 2006).

The estimated coefficients in the Probit model (first decision)
cannot be interpreted in the same way as in a linear regression
model but marginal effects have to be analyzed for which the
marginal effects show the percent change of the dependent
variable. The marginal effects of dummy variables are analyzed by
comparing the probabilities of that result when the dummy variables
take their two different values 1 and 0. While for continuous
variables, the marginal effect is calculated by multiplying the
coefficient estimate by the standard probability density function by
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hurdle. For the first hurdle, the dependent variable takes either 0 or
1 value. According to Heckman (1979), and Flood and Grasjo
(2001), the function is:

(i) Participation decision:

Y *= X +&, &~ N (01

1)
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(i) Level of utilization decision,
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Hence, X;; and X,; are independent variables that affect the two-
stage decisions (participation decision and level of utilization),
respectively while g, and B, are the corresponding vectors of
parameters. Both variables are also assumed to be uncorrelated
with their respective error terms ¢ and ;. Y; xis a latent index
variable that denotes binary censoring and Y; is the observed
value representing the individual’s participation decision.

IfY; =1, it means the respondent is participating in credit market
(Y; > 0) and 0O else. Equation 4 indicates that the level of utilization
of loan money. Y; = 0, when there is censoring at zero (y,»*=0) due
to faulty report or if the household did use none of loan money for
the proposed action. Hence, a positive level of credit participation is
observed if only a household participates in a credit market and
utilizes part or all of the credit for proposed action. Assuming the
error terms in equation 1 and 3 are independent, the double-hurdle
model can be estimated by the following log-likelihood function
(Moffatt, 2005; Aristei et al., 2007):

®)

holding the other independent variables at their mean values
(Wooldridge, 2002).

RESULTS AND DISCUSSION

From a total of 120 sampled rural households, 50.83%
were formal credit users, while the rest were not. Out of
the total credit market participants, 96.7% were borrowed
from Omo Micro Finance institution of the district.

Determinants of credit market participation
The first stage of double hurdle model of this study

employed the maximum likelihood estimation of the probit
model in order to estimate the parameters of the
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Table 1. Study sample of each kebeles

Kebele Number of total households in the kebele (n=5797) Number of sampled households (N=120)
Shasha Gale 679 14
Fate 672 14
Bala Koysha 904 19
Harto-Kontola 1021 21
Taba 1021 21
Harto-Burkito 1500 31
Total 5797 120

*kebele is the lower administrative scale

Table 2. Determinants of credit market participation.

Variable Coefficient Std. Err. level Significance Marginal effect
LDIST™ -0.392 0.05987 0.011 -0.153
SEX 0.364 0.44581 0.746 0.144
AGE -0.035 0.01859 0.461 -0.014
EDU™ 0.525 0.06425 0.001 0.205
PARSO 0.688 0.2724 0.352 0.254
TLU” -0.552 0.09308 0.021 -0.215
AES™ 10.596 0.24032 0.010 0.623
LANDSIZE -0.081 0.72736 0.965 -0.032
INFCRS 0.098 0.03735 0.305 0.038
NF -0.0002 0.00013 0.409 -0.0001
cl 0.001 0.00027 0.135 0.0004
_Cons 2.478 2.4915 0.320

Dependent variable is credit market participation decision (crepart), N=120, Adjusted R*= 0.8598. *** and ** stands for 1 and 5%

significance level, respectively.

variables that are expected to influence the credit market
participation decision of the household. In the model, 11
socioeconomic explanatory variables were hypothesized
to determine households’ credit market participation and
out of them distance to formal lending institutions and
total livestock unit were found to influence negatively, and
education status of household head and frequency of
contact with extension agents were found to have a
significant positive impact (Table 2).

Distance of farmers' residence to the nearest lending
institutions (LDIST)

In line with a research by Hussien (2007) in Ethiopia, the
result of this finding showed that distance of farmers'
residences from the nearest MFI is negatively
associated with the participation decision of farmers at
5% significance level. The negative association implies
that for a unitary increase in a distance between the
farmers' residence and the credit market centers, there
will be a lesser chance for participating in formal credit

market. Farm households with nearby MFIs have a
location advantage and use less transportation cost than
those far from the institutions. The marginal effect of this
variable indicates that, keeping other variables constant,
as a distance farmer travels to formal lending institutions
increases by one kilometer, the probability of credit
market participation decreases by 15.3%.

Education status of household head (EDU)

This continuous variable was determined in number of
school years. The highest educational status of the
sample respondents were college diploma. This variable
had a positive relationship with household decision and
found to be statistically significant at 1% significant level.
At this significance level, the marginal effect of education
on credit market participation decision is 0.205. The
positive marginal effect of 0.205 implies that, the
probability of change in credit market participation
decision increases by 20.5% for a unitary increase in a
class year while keeping other variables constant. This



result is actually consistent with studies done on adoption
of different technologies and credit use by Musebe et al.
(1993) and Hussien (2007).

Total livestock unit (TLU)

This variable was found to influence the credit market
participation decision of the household negatively and
significantly which is supported by the finding of Zelalem
et al. (2013). Since livestock are an important source of
cash in rural areas, it enables the household to have a
better financial position and economic strength to
purchase sufficient amount of input without needing credit
services. The marginal effect of this variable indicates
that, keeping other variables constant, the probability of
credit market participation decision decreases by 21.5%
as a total livestock unit increases by one unit at 5%
significance level.

Frequency of contact with extension agents (AES)

Studies of Holloway et al. (1999) in Ethiopia; Muhongayire
et al. (2013) in Rwanda and Sisay (2008) in Ethiopia
show that extension contact and its frequency had a
significant impact on farmers’ participation decision in
credit services. This variable was found to be positively
associated with the participation decision of the
household in credit market at 1% level of significance.
The marginal effect of this variable, which is the
probability of change in credit market participation
decision for change in frequency of contact with
extension agents, is 62.3%.

Determinants of amount of credit utilization for
proposed action

Omo Micro Finance Institution, the largest supplier of
loan money in the study area, provides loan for
individuals who are interested to involve in either of
agricultural activities, service sector, trade, construction
or manufacturing sector. Among this, all of the credit
users in the sampled households in the study area used
a loan for agricultural activities, service sector and trade
(Table 3). Out of the credit users, only 16.39% were fully
utilized for the proposed activity while the remains used
in different levels with maximum of ETB 6000 and mean
of ETB 1550.

In order to determine variables that influence the
amount of credit utilization for proposed action, 12
explanatory variables were examined and out them 7
were found to be significant. Out of these, amount of
loan received, peer-monitoring system and frequency of
contact with extension agents were observed to positively
influence the amount of loan money utilization on
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proposed activity while total livestock unit, expenditure in
social festive, former credit use experience and family
size influenced negatively (Table 4).

Amount of loan received (AMOFORM)

This variable has strongly influenced smallholder rural
household loan utilization performance. It was directly
related with the dependent variable at 1% significance
level. The result shows that a unit ETB increment in the
amount of loan money increases the level of utilizing loan
money by 0.39 units for the proposed action.

Total livestock unit (TLU)

The second stage results of the model showed that the
total livestock unit is associated with the level of
utilization of loan money negatively and significantly. The
level of utilizing loan money for the proposed activity
decreases in ETB 309.52, for one more increment of total
livestock unit. This is because the household could meet
its input demand from income obtained from livestock
products.

Peer-monitoring system (PMS)

This dummy variable positively and significantly affects
the level of utilization of loan money in proposed action at
10%. This is because if the borrowed household member
has a strong monitoring system on a way of expenditure,
its probability of proper utilizing of loan money increases.
The study result revealed that the level of utilization
increases in 500.77 units if the members have a
monitoring system.

Expenditure in social festive (EXSF)

This continuous variable had a negative relationship with
household utilization level of loan money for the proposed
activity and it was found to be statistically significant at a
1% significance level. The coefficient -1216.33 shows
that, a unit ETB changes in the expenditure of social
festive affects the level of loan money utilization for
proposed action by the amount 1216.33 while other
variables are kept constant. The negative relationship
indicates that households with more expenditure on
social festivals were unable to use loan money properly
than those who had less or no expenses at all.

Frequency of extension agents contact (AES)

The result of the study showed that frequency of
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Table 3. Purpose of loan received in the study area.

S/IN Proposed major activities Percentage of respondents
1 Agriculture (apiculture and fattening) 85.25
2 Trade 13.11
3 Service (cafe and restaurant) 1.64

Table 4. Determinants of amount of loan utilization.

Variable Coefficient Standard error Significance level
AMOFORM*** .39 0.0693721 0.000
TLU** -309.52 147.7427 0.036
IEB 379.72 251.8424 0.132
NF 0.06 0.0742602 0.418
PRIUNIT 63.10 87.10019 0.469
PMS** 500.77 236.1676 0.034
EXSF*** -1216.33 280.8014 0.000
AES** 766.69 340.3636 0.024
FOCREX** -256.17 92.205 0.005
FAMSIZE** -0.62 0.3018357 0.041
PARSO -228.98 221.3242 0.301
CPU -0.03 0.1124123 0.813
_cons 1083.73 1718.677 0.528
Number of observations 59
Wald chi2(8) 88.96
Pr> y? 0.000

Source: Own computation (2015).

*** and * * represent significance at 1 and 5 % levels, respectively.

extension contact is positively and significantly
associated with the level of credit utilization of rural
household. The level of use from loan money for
proposed action increases in 766.69 for an increase in
the frequency of extension contact with extension agents.
This implies that frequency of extension service had a
systematic association with the level of utilization at 1%
significance level.

Formal credit use experience (FOCREX)

The second stage of double hurdle model supported that
former credit use experience had a negative and
significant impact in level of loan money use at citrus
paribus. The analysis shows that the level of utilizing from
cash credit to proposed activity decreases by 256.17
units when the households had one more year of
experience in credit market participation. This is because,
since 85.25% of the respondents use credit for
agricultural activities, the household purchase the
necessary inputs from former loan money.

Family size (FAMSIZE)

This variable was statistically significant at 1% significant
level and had a negative effect on the level of credit
utilization for proposed activity. The negative relationship
indicates that households with more number of family
members consume loan money for other personal needs
rather than utilizing in the proposed activity. The model
output shows that for every increase in the number of
household member, the level of utilization from loan
money to proposed action decreases by 0.62.

CONCLUSION AND RECOMMENDATIONS

The aim of the study is to assess the socio-economic
factors influencing credit participation decision and level
of utilization of loan money for proposed activity. Double-
hurdle model was used to analyze the data and it is found
that frequency of extension service contact, amount of
loan received, peer-monitoring system and expenditure in
social festive affected the amount of loan utilization to be



spent in proposed activity. It is found that only 16.39%
fully utilized the loan money for the proposed activity.
Therefore, concerning bodies should have to work in
improving the performance of loan utilization. Based on
the finding of the study, the following recommendations
are drawn:

(i) A frequency of contact with extension agents positively
affected both accesses to credit and amount of loan
utilization for the proposed activity. Therefore, high
emphasis should have to be given in providing
information about credit-providing institutions and in
follow up of loan utilization. Moreover that, it might also
help in minimizing rural households expenditure in social
festivals.

(i) Pear-monitoring system, where borrowing members
monitor each other, also found as a motivating factor to
influence the amount of credit used for the proposed
activity. So it is better to develop a strong monitoring
system where one follow-up the other. Since distance to
the lending institution negatively and significantly affects
households’ participation decision, credit providing
institutions should have to minimize the barriers by
networking them with the main urban and nearby supply
of the service.
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