DIGITAL TRANSFORMATION AND FINANCIAL INCLUSION OF SMALL AND
MEDIUM ENTERPRISES IN KENYA

ABSTRACT

Small and Medium Enterprises are considered vital in Kenya due to the significant role which
they carry out towards the attainment of the big four agendas with respect to the country’s vision
2030. Through the contribution of this category of firms, the country hopes to transform into a
developed middle-income nation. However, Small and Medium Enterprises in Kenya continue to
be financial excluded. Studies relating to digital transformation and financial inclusion are
characterized by underlying research gaps cutting across conceptual, contextual to
methodological gaps. As such, this study sought to examine the effect of digital transformation
on financial inclusion of Small and Medium Enterprises in Kenya. The study originates from the
Doctoral dissertation of the first author in which the co-authors served as supervisors. Diffusion
Innovation Theory, Technology and Financial Intermediation Theory were utilized to support the
nexus between the study variables. The study adopted explanatory research design. The top 100
Small Medium Enterprises in Kenya constitute the target population and the sample size was 200
based on purposive sampling and simple random sampling techniques where two respondents
were picked from each Small Medium Enterprises of interest. A response rate of 81.5 percent
was achieved. Primary data was used which was collected using a questionnaire. It was
established that digital transformation has significant effect on financial inclusion of small and
medium enterprises in Kenya. Consequently, the study concluded that digital transformation is
important in determining the financial inclusion of small and medium enterprises in Kenya. The
study recommended that management of small and medium enterprises should fully invest in
digital transformation so as to maximize its underlying benefits of flexible financial services,
hence in turn improving the financial inclusion of these firms.
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Financial Intermediation Theory

1.1 Introduction and Background

From the global perspective and notably emerging and developing economies, small and medium
enterprises encounter challenges as they are financially excluded hence not able to access
affordable financing. Over the years this situation has led to conventional banks as well as other
financial institutions isolating and under-serving the SMEs segments which are largely as a result
of high risk perception, the lack of credit data as well as cost profile (Agelyne & Musau, 2021).
In the case where SMEs are constrained with respect to credit, their chances of growth and
increased innovation are highly affected. Financial inclusion notably is aimed at ensuring that the

unbanked population is incorporated and serviced by the formal financial sector for purposes of



providing broader opportunities towards accessibility to financial services which cut across and
notably not restricted to savings, payments, insurance, transfers and credit services. Financial
inclusion importantly does not imply that everyone has to utilize the supply; neither does it mean
that providers of financial services should ignore underlying risks as well as other associated

costs in making decisions regarding financial services (Hannig & Jansen, 2010).

Digital finance in Africa was first developed through mobile money innovation which stands as
the first phase. Its second phase is aimed at individual and business insurance, individual
resource management as well as increase in access by SMEs to external finance. In the context of
Sub-Saharan Africa, mobile money startups and M-pesa are considered as the next phase or
emerging trend with regards to financial technology (Fintech Africa, 2018). The question of
fintechs and SMEs linking up to ease lending is further complicated across the African region in
which large data is still a problem for most countries (Awotunde, Adeniyi, Ogundokun & Ayo,
2021). Laws of transactions have also limited the application of the fintechs across the continent
of Africa with fear of loss for wider coverage making the fintechs operate in very restrictive
zones (Saiedi, Mohammadi, Brostrom & Shafi, 2020). The African situation is also replicated
locally in Kenya with the few fintechs that have emerged still struggling to establish a big
lending base in the face of high demand from the SMEs (Suri, Bharadwaj & Jack, 2021).

The Kenyan experience through common applications such as M-Shwari and Tala have led to
mixed results with SMEs improving their reception of funds while at the same time witnessing
increasing failure rates. Misati, Kamau, Kipyegon and Wandaka (2019) pointed out that there is
increasing awareness of the fintechs but faced with challenges of trust and intentional defaults
using communication platforms that are still struggling to break such defaults. Results across
Kenya show that collaboration between the fintechs and major banks remains a challenging
business given the rival nature of the two parties (Ntwiga, 2020). The instability of both the
structure of SMEs and the fintech backgrounds has led to the increasing mistrust by both players
and combined with the culture of traditional banking, fintechs are faced with a tough time in
making their impact felt efficiently (Kipsang, 2020).

1.2 Statement of the Problem



Small and medium- enterprises pass through various stages in their life cycles which begin with
the start-up, growth, maturity, renewal, rebirth or decline. Hence, the nature and level of their
underlying needs of financing differ in view of these phases (OECD, 2018). Kenya has over time
embraced digital transformation and has to an extent experienced increased usage with respect to
digital solutions across sectors such as communication, transport, commerce, finance and
banking (Abbott, 2021). Despite the underlying potential socio-economic benefits attributed to
digital transformation with regards to increasing access towards financial services and in general
financial inclusion to the unbanked population while allowing faster and easier transfers and
payments, the application of these options remains limited in comparison with the traditional
debt financing (Nemoto & Koreen, 2019).

Despite these benefits, the small and medium enterprises continue to be financially excluded.
This is as financial institutions sometimes view offering financial services to Small and Medium
Enterprises to be less profitable even in the case where higher interest rates are charged so as to
account for higher credit risk. Yoshino and Yamagami (2017) hold the view that the absence of
public information alongside inadequate quality as well as lower frequency of financial
statements in some cases in comparison with larger enterprises individually and collectively
contributes to the difficulty of banks assessing and monitoring the credit risks characterized by
these SMEs.

Some studies such as Lotto (2016), Malek, Mohtar and Ariffin (2017), Durai and Stella (2019),
Lubis, Dalimunthe and Situmeang (2019), Hussein (2020), Salim (2020), Abbott (2021), Usman
(2020), Wayne, Soetan, Bajepade and Mogaji (2020) Agelyne and Musau (2021) and Goswami,
Sharma and Chouhan (2022) have been carried out on digital transformation and financial
inclusion; however, these studies are characterized by underlying research gaps ranging from
methodological (methods), contextual (context) and conceptual (concepts and variables) gaps.
Other studies related to financial technology which include Kemboi (2018), Ajaya (2020),
Mokaya (2020) and Mugalo (2021) and Adiga, Adigwe, Okonkwo and Ogbonna (2022) were
focused on financial performance as the outcome variable. The studies done with respect to
digital transformation and financial inclusion were centred on other countries. Those studies
focused on Kenya were focused on specific counties with some examining just the lending aspect

of financial inclusion. These research gaps hence form a basis for this study as it sought to



investigate the effect of digital transformation on financial inclusion of small and medium

enterprises in Kenya.

1.3. Purpose of the Study
The study sought to examine the effect of digital transformation on financial inclusion of small

and medium enterprises in Kenya.
2.1 Literature Review
2.2 Theoretical Literature Review

In determining the effect of digital transformation on financial technology, the study adopted
Diffusion Innovation Theory and Financial Intermediation Theory. The assertions emanating

from these theories underpin digital transformation and financial inclusion relationship.

2.2.1 Diffusion Innovation Theory

The diffusion innovation theory was propounded by American Theorist Everett Rogers in 1962
as the theory explained the innovation process and spread within a system. The diffusion of
Innovation Theory focuses on the level by which new development is spreads, the way that new
advancements are embraced and the reason to this embracement of the new advancements while
exploring the factors which influence new data innovation development selection which cuts
across individuals and business levels. The rationale behind diffusion innovation theory is based
on the rapid emergence of innovation and new advancement especially technological
advancements in various sectors of a country (Oliveira & Martins, 2011). The theory explains the
rate at which digital transformation evolves and spreads extensively. According to diffusion
innovation theory, there are four elements associated with diffusion of innovation which are

innovation, communication channel, social system and time.

The theory is categorized into various classifications summing up to five namely: early majority,
innovators, early adopter’s laggards as well as late majority. The innovation adopters are the
primary and first category of people excited and willing to try out a particular innovation and are
generally risk takers (Light, 1998). The early majority are individuals or corporations that rely on
facts and evidence of an innovation’s abilities before trying out a new innovation; however they

do so before the average man. The laggards are conservative set of people that participate last in



trying out an innovation, this set of people require constant persuasion before implementing an
innovation. The early adopters are the set of people usually comfortable with innovations and
technological advancements and are so comfortable implementing the innovation. The late
majority are the set of people that are a bit indecisive about innovation implementation, and will
only implement certain innovation based on majority acceptance and implementation rate
(Rogers, 2003). The diffusion innovation theory is useful for determining digital transformation

phase and also for providing insight on the various types of adopters of digital transformation.

2.2.2 Financial Intermediation Theory

As introduced by Diamond in 1984, it provides postulations of how banking institutions serve as
financial intermediaries for borrowers and savers. Hence, analyzing the financial intermediation
role of financial institutions. Financial institutions carry out various activities and are often
regarded as the middlemen in connecting lenders and borrowers in the financial industry (Akims,
2020). The financial intermediary role of financial institutions is based on the surplus income of
individuals, households and firms which are usually saved with financial institutions in form of
deposit in which the financial institutions then use to offer credit services to borrowers and also

utilize it for investment purposes.

The rationale of the financial intermediation theory is that financial technology services give
people easy accessibility to financial services offered by financial intermediaries thereby
facilitating financial inclusion and enhance performance of different sectors in a country
(Mugalo, 2021). The theory postulates that financial institutions helps to control deficit and
surplus spending in addition to offering financial services and managing risks of different
investments. Therefore, they create economics of scale, access credit worthiness of borrowers

and risks involved with various investment opportunities (Andries, 2009).
2.3 Empirical Literature Review

Durai and Stella (2019) investigated how digital financial services impact financial inclusion.
Digital financial services which is the independent variable was measured as credit card, internet
banking, debit card, mobile applications and mobile banking while financial inclusion was the
dependent variable measured as usability, affordability, convenience, adaptability, low service

charge, security, user friendly, online monthly statement, internet connection and accurate



timing. Primary data was adopted for the study collected through structured Likert scale
questionnaires which was subjected to Cronbach-Alpha test to ascertain its validity and
reliability. Analysis of variance (ANOVA) was conducted. The results of the analysis indicated
that credit card, internet banking, debit card, mobile applications and mobile banking all have
strong impact on financial inclusion. The study further stated that although digital financial
services comes up challenges such as low affordability for low income earners, data breaching,

fraud, however, it is essential for every individual to embrace it.

Ndung’u (2020) determined Fintech effect on SMEs Growth in Kiambu County, Kenya.
Specifically, the research aimed at examining mobile money, digital lending and online banking
effects on growth of SME’s in Kiambu County. The relationship between financial technology
and growth was underpinned by Unified Theory of Acceptance and use of technology,
Technology Acceptance theory, Technology, organization and Environment theory and
Diffusion innovation Theory. While adopting descriptive research design, 4897 licensed SMEs
based Business Register of 2018 operating in Kiambu County formed the target population and
356 SMEs was the the sample size as derived from stratified random sampling. Primary data was
used based on questionnaires which were self-administered. Descriptive, correlation and
inferential analysis were performed. The study found that relationship between financial
technology and growth of SMEs to be positive and significant. The study attributed 16% of SME
rate of growth to digital lending, mobile money and online banking. It was recommended that the
increase in adoption mobile money services should be maximized by financial institutions so as
to establish collaborations with mobile phone services providers with a view of providing

flexible financial services to customers or business owners.

Abbott (2021) evaluated the effect of financial Technology on credit usage across SMEs situated
in Kisumu Central Business District. Digital credit consumers over the years have been
experiencing difficulties which cut across late repayment and loan default as a result of lack of
transparency in loan repayment period as well as high interest rates charged. In view of this, the
investigation aimed at addressing the issue of financial technology with regards to the usage of
credit across SMEs. Descriptive research design was adopted while targeting all the 6,688 SMEs
which are registered and operating in the Kisumu CBD within the period 2020. Out of this, the
study settled for a sample size of 100 SMEs and primary data was through questionnaires.



Afterwards, both descriptive and inferential analyses were conducted and the outcome revealed
that volume of requested credit from digital lenders significantly affects the usage of credit. Also,
number of available fintech agents/branches was reported to be key credit usage determinants
across these SMEs. On the other hand, it was found that the amount remitted and number of
subscriptions had insignificant effect on credit usage. The study recommended the use of
financial technology by the SMEs for purposes of enhancing the level of credit usage in business

operations.

Mugalo (2021) analyzed mobile phone (technology) effect on performance of MSSE. Mobile
phone savings facilities, mobile phone credit facilities, mobile phone internet facilities and
mobile phone payment facilities constituted the independent variables, hence the specific
objectives while performance was he outcome variable. Causal-effect research design was
adopted where the MSEs in Kakamega County (which apply mobile phone technology) were
targeted. Based on stratified sampling technique as per sub-county, 399 participants were used.
Data was collected through structured questionnaires and both descriptive and multiple
regression analyses were applied. Based on the analysis of data, it was concluded that mobile
phone internet facilities and mobile phone saving facilities both significantly affect the
performance of enterprises in the micro and small-scale category. In view of the results, it was
recommended that owners of micro and small-scale enterprises as well the senior managers of
these enterprises in Kakamega County should focus on investing additional resources so as to
enhance both mobile phone internet facilities and mobile phone saving facilities since this will

significantly improve their firms’ performances.

3.1 Research Methodology

The study adopted explanatory research design. Explanatory research design was appropriate for
the study since the focus was examining the effect of digital transformation on financial
inclusion of Small and Medium Enterprises in Kenya. The study considered the top 100 SMEs in
Kenya which constitute the target population of the study. The choice of top 100 SMEs in Kenya
is attributed to their ease of accessibility and as such, the study was based on this ranking. The

ranking was by www.tuko.co.ke on list of SMEs in Kenya: top companies to watch out for in

2021. The study applied purposive sampling technique where the top 100 SMEs formed the

sample of the study. As such, purposive sampling technique was adopted since this was in view


http://www.tuko.co.ke/

of the perception and judgement of the researcher. Simple random sampling was also applied in
selecting two respondents from each SME of interest. The analysis of data was based on the

following regression model:
FI= o + pDT + ¢

Where:

FI = Financial Inclusion

DT = Digital Transformation
Bo= Constant

B= Regression Coefficient

€ = Error Term

4.1 Data Analysis and Discussions

4.2 Inferential Analysis

The inferential analysis was based on the model summary, analysis of variance and the
regression analysis as contained in Table 1, Table 2 and Table 3.

4.2.1 Model Summary

The model summary depicts the predictive powers of the predictor variable, hence the strength of
the statistical model as presented in Table 1.

Table 1: Model Summary Results

Model R R Square Adjusted R Square Std. Error of the
Estimate
1 478° 229 209 44025

a. Predictor: (Constant), Digital Transformation

Source: Survey Data (2023)

The financial technology and financial inclusion are positively correlated amongst SMEs in
Kenya, as shown by the R value of 0.478. The R-square of 0.229 demonstrates that only 22.9%
of the variability in the financial inclusion of SMEs in Kenya was explained by digital

transformation.



4.2.2 Analysis of Variance
The analysis of variance further indicates the importance of a model based on its significance
level as well as F statistics. The outcome from the analysis of variance is documented in Table 2.

Table 2: Analysis of Variance Results

Model Sum of Df Mean Square  F Sig.
Squares
1 Regression 9.075 4 2.269 11.705 P<0.001"
Residual 30.624 158 194
Total 39.699 162

a. Dependent Variable: Financial Inclusion
b. Predictor: (Constant), Digital Transformation

Source: Survey Data (2023)

Table 2 displayed the analysis of variance. The F value shows whether or not the independent
variable has a significant effect on the dependent variable. F statistical value of 11.705 was
shown. Findings also showed that the F value was statistically significant (P<0.001) at the 5%
level of significance. This indicates that financial inclusion of small and medium enterprises in
Kenya is significantly affected by digital transformation.

4.2.3 Regression Analysis

Table 3: Regression Results

Model Unstandardized Standardized T Sig.
Coefficients Coefficients
B Std. Error Beta
1 (Constant) 1.681 425 3.953 .000
Digital 357 .078 .353 4,551 P<.001

Transformation

Source: Survey Data (2023)

4.3 Interpretation of Findings

The outcome in Table 3 indicates that digital transformation has a positive relationship with
financial inclusion of SMEs in Kenya which is supported by a coefficient of 0.353.
Consequently, an increase in digital transformation would amount to rising financial inclusion
amongst Small and Medium Enterprises in Kenya. The P-value P<0.001 implies significance,
hence, it was established that digital transformation has significant effect on financial inclusion
of SMEs in Kenya. The findings of the study on digital transformation and financial inclusion

nexus are supported by previous empirical literature. Durai and Stella (2019) indicated that credit



card, internet banking, debit card, mobile applications and mobile banking all have strong impact
on financial inclusion. Ndung’u (2020) found that the relationship between financial technology
and growth of SMEs is positive and significant. Abbott (2021) reported that the volume of
requested credit from digital lenders significantly affects the usage of credit. Also, the number of
available fintech agents/branches was reported to be key credit usage determinants across these
SMEs.

5.1 Conclusion, Policy Recommendations and Suggestions for Further Studies

The study established that digital transformation has significant effect on financial inclusion of
small and medium enterprises in Kenya. This is as the higher the utilization of digital
transformation, the higher the level of financial inclusion of small and medium enterprises in
Kenya. Consequently, it was concluded that digital transformation is important in determining

the financial inclusion of small and medium enterprises in Kenya.

It is recommended that the management of small and medium enterprises should fully invest in
digital transformation so as to maximize its underlying benefits of flexible financial services,
hence in turn improving the financial inclusion of these firms. This is as higher level of financial
inclusion will translate into improved financial performance of small and medium enterprises in

Kenya.

Having established the significance of digital transformation on the financial inclusion of small
and medium enterprises in Kenya, further studies can explore how digital transformation affects
financial performance. This can be done based on county specific small and medium enterprises
as well as for Kenya as a whole.
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