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The purpose of this study was to examine the relationship between financial 
literacy and transaction costs. A cross-sectional and quantitative research 
design was adopted. A total of 286 respondents from 30 microfinance 
institutions represented the sample size. This was arrived at using simple 
random sampling technique. Data were analyzed using descriptive statistics, 
correlation and regression analysis methods were used. Results indicated a 
significant positive relationship between financial literacy of clients and the 
transaction costs of MFIs (r= .182, p>.05). Further findings and discussions 
indicate that financial literacy is a major contributor to the high transaction 
costs incurred by MFIs. There are however, areas of client’s financial literacy 
that need to be worked on to enhance financial literacy. It was discovered 
that clients do not attend seminars or workshops relating to financial 
planning and invests. Transaction costs were also found to be high in MFIs, 
implying that MFIs need to come up with better cost allocation strategies of 
reducing these transaction costs as they try to reach out to these financially 
literate clients. 
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INTRODUCTION 
 
Microfinance, generally defined as financial services such as 
savings, credit, insurance and payment products to low 
income clients, including the self employed has a long 
history. However, formal microfinance can be traced back 
to the pioneer work of Grameen Banking Bangladesh and 
Accion International in Latin America in the late 1970s 
(Accion International, 2006 and 2007; Legdgerwood, 1999; 
Christen, 1997).  Since the 1980s, microfinance has become 
a significant component of development, poverty reduction 
and economic regeneration strategies around the world 
(Hulme et al., 1996).  

Within about 20 years, Uganda’s microfinance industry 
has grown from an insignificant sideline to a key sub sector 
in the economy. Clientele has during this time increased 
from below 300,000 to over 3.5 million. Microfinance 
retailers in Uganda currently range from commercial banks 
to Tier 2 credit institutions, MDIs, SACCOs, NGOs and 
private companies.  (FRIENDS Consult Ltd, 2008). 

Despite this growth, the rate of financial literacy is still low 
among Ugandans. Financial literacy encompasses the 
knowledge, skills and actions. This has been attributed to 
high transaction costs that hinder most microfinance 
institutions from improving on financial literacy. 
Transaction costs manifest in terms of group formation and 
training costs, monitoring and costs and direct 
administration costs. Therefore, this study sought to 
examine the relationship between financial literacy and 
transaction costs in Ugandan microfinance institutions. The 
study helps to managers of MFIs on how transaction costs 
can be minimized through improving financial literacy. 
Policy makers such as bank of Uganda and Government 
could benefit from the study by identifying areas that need 
intervention so as to improve the financial literacy of 
Ugandans through microfinance institutions. MFIs will ably 
understand the impact  of  financial literacy and transaction 
costs  on  outreach   and    therefore  come    up   with  better 
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outreach policies and practices that are cost effective. 

Policymakers are concerned about the high interest rates 
since microcredit is meant for the economically weak. 
Helms and Reille (2004) and Fernando (2006) argue that, 
interest rate ceilings are not likely to be a solution to these 
concerns of the policy makers. This in turn would result in 
increase in dependence of the poor on informal sources of 
finance.  Hence, MFIs face the challenge of finding ways to 
reduce lending costs. While the cost of funds, default costs 
and transaction costs contribute to the total cost of lending 
in any sector, in the microcredit sector transaction costs 
have been identified as being an important contributor to 
lending costs, (Goodwin-Groen, 2003). Rosenberg (2002) 
has outlined a method for estimating the interest rate that 
an MFI will need to realize on its loans if it wants to fund its 
growth primarily with commercial funds.  

Additionally, transaction costs add to the real rate of 
interest giving a very high nominal rate of interest. 
Consequently they are not proportional to the amount lent 
compared to the cost of funds and the cost of defaults and 
are a major contributor to high lending interest rates 
(Shankar, 2007). Lending interest rates arise because 
borrowers who don’t have money and want it must pay 
back interest on top of the borrowed principle amount to 
the lending MFI (The New vision, 13th March 2003). 
Financial intermediaries charge an interest rate to 
compensate them and commensurate with the large costs 
(evaluation, monitoring and contract agreement) incurred 
during disbursement of loan funds thus making loans very 
expensive, (Nalukenge, 2003; Bwire and Musiime, 2008). 
The academic research into how transaction costs influence 
MFIs’ lending interest rates should be undertaken to 
explain this peculiar trend of events. 
 
Theoretical concepts  
 
For the purpose of scientifically investigating the research 
questions, a consistency Demand Input-Output conceptual 
model is developed. Financial literacy is measured in terms 
of knowledge, skills and actions (Kefela, 2010). According 
to Nitin (2006), transaction costs are categorized into 
Group development costs, Loan Monitoring costs and 
Administration costs. Laibowitz (2006), the various types of 
costs incurred by microfinance institutions are explained as 
follows; 
 
Group development costs  
 
The group lending model adopted entails peculiar costs 
such as group formation costs, costs on training the 
borrowers on the procedures to be followed, a higher 
degree of supervision and a higher frequency of installment 
payments (usually weekly or bi monthly) (Shankar, 2006). 
Tankha (2002) identified the factors that impacted group 
formation costs. The most important factors identified 
were: the  number  of  groups handled by a field worker and  

 
 
 
 
his/her conveyance expenses, group training costs and 
average staff salaries in the region. Costs have also been 
expressed on a life cycle basis. It is observed that most 
groups do not break up after the first loan, but are in 
existence for a longer period of time and avail of several 
repeat loans (Sarangi, 2004) 

The clients also need to be trained so as to have the skills 
for specific production and business management as well as 
better access to markets so as to make profitable use of the 
financial resource they receive (Chiyah 2010). In providing 
effective financial services to the poor requires social 
intermediation. This is “the process of creating social 
capital as a support to sustainable financial intermediation 
with poor and disadvantaged groups or individuals” 
(Vetrivel 2010). 
 
Administrative costs  
 
Cost of direct administrative activities comprises cost of 
appraisal, documentation, disbursement other direct 
administration activities and the cost of branch manager 
supervision (Shankar, 2006). While the volatile and high 
cost can be associated with the Poor’s characteristics, 
differences in transaction costs emerge as a result of 
variations in operational strategies. The informal 
operations of microfinance have partially contributed to the 
occurrence of the latter (Christen et al., 2009). Firms thus 
adopt governance forms that minimize the sum of 
transaction costs (Zhao, Luo and Suh, 2004). This may/may 
not include the travel costs incurred by the MFI staff in 
daily travel to field, fuel costs and cost of maintaining 
vehicles (Dwivedi, 2009). 
 
Financial literacy and transaction costs 
 
Some of the microfinance institutions have maintained that 
the end-use monitoring of small loans will not be done as it 
unnecessarily increases the transaction costs because of the 
burden of monitoring (Sriram, 2002). Individuals with 
poorer levels of debt literacy underestimate the cost of 
consumer credit repayments and are more likely to use 
high-cost credit and more likely to over-borrow (and so are 
more likely to fall into arrears on their debt), leading to 
high monitoring and recovery costs (Richard, 2011). In 
addition to greater susceptibility to fraud and abuse, the 
lack of financial literacy might lead to borrower behavior 
that increases financial fragility (i.e. greater loan losses) 
(Leora, 2011). 

Group formation time is lesser in areas where there is 
greater awareness about micro credit. This can be observed 
from the time taken for group formation in semi urban 
areas Vis Vis rural areas (Shankar, 2006). Lower financial 
literacy increases the need to train clients and explain how 
each product and service works. This needs to be taken into 
account when designing products and processes (Christine, 
2010). 



 
 
 
 

Table 1. Validity and reliability results 
 

Variable No of items CAC CVI 
Financial literacy  9 .716 .771 
Administration costs 8 .771 .7001 
Monitoring costs 8 .762 .675 

 
 

Table 2 .Background information of employees of MFIs 
 

Item Description % Frequency 

Gender 
Male 61.0 

Female 38.0 
Age 
 
 
 

Below 25 years 9.5 
25 - 35 years 61.9 
35 - 45 years 20.6 

Above 45 years 7.9 
Education level 
  

Bachelor 95.6 
Masters 4.4 

Duration at MFI 

Less than 1 year 19.5 
1 – 5 years 36.5 

6 – 10 years 21.8 
Above 10 years 21.8 

 

Source: Primary data 

 
 
 
MATERIALS AND METHODS 
 
The study adopted a cross-sectional and quantitative 
design. This design provides a clear understanding of the 
relationship between financial literacy, transaction costs 
and outreach of microfinance institutions in Eastern 
Uganda.  
 
Target population 
 
The study population covered 30 microfinance institutions 
in Eastern Uganda and their head offices in Kampala. 
 
Sample size 
 
Using Krejcie and Morgan’s (1970), a study of 25 
Microfinance head offices and branches was conducted.  A 
total of 286 respondents represented the sample size. This 
was arrived at by taking a census of 191 employees (26 
managers, 25 credit administrators/supervisors, 115 loans 
officers, 8 regional managers, 12 product heads and 5 
product heads) while 95 clients were determined using 
simple random sampling technique.  
 
Data sources and data types 
 
The study used both primary and secondary data. Primary 
data was collected from the MFIs while secondary data was 
got through the review of relevant literature from 
publications such as financial reports, journal articles, 
textbooks and other related publications. 
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Data collection instruments 
 
Data was collected by the use of questionnaires which were 
distributed to the respondents and then will be collected 
after. For the respondents who did not understand some 
statements, explanations were made in order to help the 
respondents give accurate information. 
 
Data analysis 
 
Data were analyzed using descriptive statistics, correlation 
and regression analysis methods in SPSS. 
 
Validity and reliability 
 
Content Validity Index and Cronbach Alpha Reliability 
Coefficients were used to test the questionnaire for validity 
and reliability. Table 1 presents the pretest results for 
validity and reliability of the questionnaire: 
Results in Table 1 indicate that the questionnaire variables 
met the minimum requirements of Content Validity Index 
and Cronbach Alpha Reliability Coefficients i.e. they scores 
were above 0.6, thus the questionnaire was valid and 
reliable. 

 

 
RESEARCH FINDINGS  

 
Background information 

 
The results in the Table 2  highlight  the gender 
distribution, age distribution, education level and duration 
at MFIs of the respondents who participated in the study. 
Table 2 shows background information of employees of 
microfinance institutions: 

Findings in Table 2 indicate that majority of the 
employees of MFIs were male (61.0%). Their age structure 
is such that; most of them were aged between 25 and 35 
years, followed by those in the 35 to 45 age bracket (20.6) 
and the minority were either below 25 years (9.5%) or 
above 45 years (7.9%). 

The findings further revealed that most of the employees 
held first degrees (95.6%) and the rest had a second 
degree.  

Findings about the duration of service at their respective 
MFIs, most employees had worked for between 1 – 5 years 
(36.5%), followed by an equal percentage of those who had 
worked for between 6 – 10 years and above 10 years 
(21.8%). And the least percentage of 19.5% had worked 
with the MFIs for less than 1 year. 

The results in the Table 3 below highlight the percentage 
distribution of the duration of the existence of MFIs that 
were selected for the study. 

Findings about the length of operation of the MFIs as per 
Table 3 indicated that most MFIs had been in operation for 
between    11 – 16  years (46.2%),   followed    by   those   of  
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Table 3. Percentage distribution of the duration of existence of 
the MFIs 

 
Item Description % Frequency 

Duration of existence 
  

1 - 5 year 15.4 
6 - 10 years 33.3 

11 - 16 years 46.2 
Above 16 years 5.1 

 

Source: Primary data 

 
 

Table 4. Descriptive statistics of the number of branches of MFIs 
 

  N Minimum Maximum Mean Std. Deviation Skewness 
 Statistic Statistic Statistic Statistic Statistic Statistic Std. Error 
Number of branches 28 1 56 22.64 14.376 -.390 .441 

 

Source: Primary data 

 
 

Table 5. Clients financial knowledge  
 

Variable Majority opinion Percentage 
We know where to go for financial resources/information Agree 53.5 
We attend seminars or workshops relating to financial planning and investing Disagree 41.2 
We are able to identify the size and duration of the loan and their weekly/monthly installment on our loan Agree 62.6 
We read and understand the financial statements we receive from our financial institutions Agree 50.5 
We acquire knowledge through education and training Agree 39.2 
We have ever consulted a financial advisor Strongly disagree 40.4 
We acquire financial knowledge through reading newspapers and magazines Strongly disagree 32.0 
Am aware of all the financial institutions around us and why they offer Agree 40.8 
We seek for information and new development about the financial institutions that serve us Agree 63.9 

 

Source: Primary Data 

 
 
 
between 6 – 10 years, (33.3%), 1 – 5 years, (15.4%) and 
above 16 years, (5.1%).  
 
Number of branches of MFIs 
 
Data were gathered to analyze the number of branches of 
microfinance institutions that participated in the study. The 
results in Table 4 below highlight the descriptive statistics 
of the number of branches of MFIs that were selected for 
the study: 
The descriptive statistics of the number of branches 
acquired by the MFIs as summarized in Table 4 indicated 
that on average every MFI had approximately 23 branches, 
with a variation of 14 branches. However, most MFIs had 
more branches than the average number. 
 
The level of financial knowledge, skills and actions of 
clients 
 
The results in Table 5 below highlight the percentage 
distribution of clients’ financial knowledge in microfinance 
institutions: 
Findings about the financial knowledge of clients of micro 

finance institution as per Table 5 produced mixed 
revelations in that majority expressed agreement about; 
knowing the source of financial resources/information 
(53.5%),  ability to identify loan size, repayment period and 
their weekly/monthly installments (62.6%), ability to read 
and understand financial statements, ability to acquire 
knowledge through education and training (39.2%), 
awareness of all financial institutions and their products 
(40.8%) and seeking information and new developments 
about financial institutions. On the other hand there were 
case of disagreement about attending seminars or 
workshops relating to financial planning and investing 
(41.2%) and strong disagreement about; ever consulting a 
financial advisors (40.4%) and acquiring financial 
knowledge through reading newspapers and magazines 
(32.0%). This implies that the clients are largely 
knowledgeable about financial matters of financial 
institutions; however there are a few areas about financial 
knowledge where clients should be aided.  
 
Establishing what constitutes transaction costs of  MFIs 
 
The   results in  Table 6  below  show  the   composition  of 
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Table 6. Transaction costs in MFIs 
 

Factor Analysis:Transaction Costs  Monitoring 
cost 

Administrative 
cost 

Formation & 
training cost 

This firm has well developed systems of determining weakness .734   
Our relationship with clients help them access loans on less stringent terms .706   
A minimum amount of liquidity is always observed by this firm .705   
We charge our clients reasonable charges .682   
The loan contracts with our borrowers are clear and complete .647   
We have a policy in place about enforcement and loan recovery .579   
We give guarantees for provision of loan facilities for an agreed period of time .546   
Our decision making process takes into consideration the clients’ needs  .667  
We regularly write-off losses periodically  .611  
We usually incur costs of appraising our client's loan application  .602  
Most of our loans have a medium term repayment period (more than 1 year but less than 5 years)  .594  
Our MFI process loans for clients in the shortest time possible  .579  
We usually review our administration charges periodically  .551  
Our clients normally get right information about our services   .759 
We take time to train our workers   .635 
Our clients value our advise   .615 
We normally incur costs to train our clients   .611 
We provide good ideas to our clients   .600 
We usually hire consultants to train our staff   .574 
Training takes a big percentage of our budget   .551 
Eigen Value 7.173 2.060 1.343 
Variance % 47.038 13.506 8.804 
Cumulative % 47.038 60.544 69.348 

 

Source: Primary data 

 
 
 
Transaction costs in the MFIs analyzed using factor analysis 
methods. 

The researchers observe that the Monitoring Costs, 
Administration Costs, Formation & Training Costs are 
crucial components of the overall Transaction costs and 
they account for variances of 47.038%, 13.506% and 
8.804% respectively. On Monitoring costs, the researcher 
noted that it is essential for the MFI to always have a 
minimum liquidity level (.705) and to also have clear and 
complete loan contracts with its borrowers (.647). 
Furthermore, to manage the monitoring costs, it is also very 
important to have advanced systems of identifying 
weaknesses (.734). The results further indicated that for 
monitoring costs to be low, MFIs should maintain good 
relationship with clients to help them access loans on less 
stringent terms (.706). The monitoring charge to clients 
should also be reasonable and perceived positively by the 
clients (.682).  The results also indicate that a policy must 
be in place about enforcement and loan recovery (.579). It’s 
also important for MFIs to give guarantees for provision of 
loan facilities for an agreed period of time (.546).  

The researchers note that administration costs should be 
incurred after taking a clear process of decision making 
while observing the needs of the clients (.667). To minimize 
administration costs, losses should be regularly written off 
periodically (.611). The costs of appraising the clients’ loan 
applications should be minimized (.602) to reduce the 
administration cost incurred. Factor analysis further 

indicated that most loans should have a medium term 
repayment period (more than 1 year but less than 5 years) 
(.594) if administration costs are to be minimized. It was 
also noted that MFIs should process loans for clients in the 
shortest time possible to keep the level of administration 
costs low (.579) and usually review their administration 
charges periodically as indicated by .551 on factor analysis. 

Factor analysis further revealed that for formation and 
training costs to be low, MFI clients should normally get 
right information about the services rendered (.759). It was 
also noted that MFIs should train their employees but the 
frequency of the trainings should be minimized to the level 
that will not increase the total costs of the business (.635). 
The additional assessment also indicated that the clients 
value advice that they receive from their respective MFIs 
(.615). For training to be effective and beneficial to the MFIs 
competent consultants should be hired (.574) at the lowest 
price (.611) and the cost of training should not take a big 
percentage of the budget (.551) 
 
Relationship between financial literacy and transaction 
costs 
 
Pearson’s correlation method was used to establish 
whether relationships existed between the investigated 
variables of the study. The results obtained appear in the 
Table 7 below. 
According to the above Table, there is a significant positive 
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Table 7. Pearson’s correlation analysis for the 
study variables 

 
Variables 1 2 3 
Financial Literacy (1) 1   
Transaction Costs (2) .182* 1  

 

**Correlation is significant at the 0.01 level 
*Correlation is significant at the 0.05 level 

 
 

Table 8. Regression of financial literacy of clients and transaction costs in MFIs 
 

 
Unstandardized Coeff.  Standardized Coeff. 

T Sig. B Std. Error              Beta 
Financial literacy .006 .027 .019 .214 .831 
Transactions Cost .714 .107 .461 6.697 .000 
R Square .294  F Statistic  32.921 
Adjusted R Square .275  Sig. (F Statistic)  .031 

 

Source: Primary data 

 
 
 
relationship between; financial literacy of clients and the 
transaction costs of MFIs (r= .182, p<.05).  
According to Table 7, the correlation coefficient between 
financial literacy and transaction costs was significant (r= 
.182, p<.05).  This implies that as the financial literacy of 
clients increases, transaction costs incurred by MFIs also 
increase. Financial literacy therefore positively affects 
transaction costs incurred by MFIs. 
 
Regression analysis 
 
Multiple regression analysis was used to determine 
whether and how the study’s independent variable 
predicted the dependent variable. Table 8 shows the 
results. 
The multiple regression results in Table 8 that was 
generated by Pearson’s analysis indicate that the 
independent variables explains 29.4% (R-Square = 0.294) 
of the variation in the dependent variable in Ugandan MFIs. 
The results also show that at p < 0.01 level of significance; 
the variables linearly predict 29.4% of the variations.  
 
 
DISCUSSION OF FINDINGS 
 
The findings from factor analysis in Table 6 indicate 
Monitoring Costs, Administration Costs, Formation and 
Training Costs are crucial components of the Overall 
Transaction costs with variances of 47%, 13.5% and 8.8% 
respectively. All together, the components explain up to 
69% of the transaction costs.  The analysis revealed 
monitoring costs as the dimension with the highest 
variance. This explains MFIs incur high transaction costs in 
terms of implementing and maintaining an appropriate 
governance structure that is secure and will safeguard the 
return of specific investments.  The above findings also 

agree with many governments and international financial 
institutions that have tried to address the problems of high 
transaction costs (A.P.E.I.S, 2007).  The existence of 
transaction costs in loan market implies that financial 
institutions must become more actively involved in 
monitoring activities and strategic behavior of firms 
because financial institutions invest substantial amounts of 
funds in business firms. 

Accordingly, the major contributor to transaction cost 
was discovered to be field worker compensation and loan 
utilization. Findings above are similar to the ones of 
Shankar (2007) who stated that the cost of other direct 
administrative activities is the cost of time spent by the 
field personnel in completing administrative formalities 
such as report and format completion, reporting to 
immediate supervisor (usually the branch manager), filling 
up movement registers and filling up expense claims for 
travel and bank related duties. These are part of transaction 
costs. As observed from the findings, the cost of formation 
and training is incurred with the objective of using it to 
deliver credit to clients that are organized. Findings 
indicate that training and formation has the lowest variance 
of 8.804% meaning that findings discovered indicate the 
costs of formation and training for the first time  is higher 
than the costs in subsequent years as the first year cost 
includes cost of group formation and training that are not 
present in subsequent years (Shankar , 2007). This explains 
why the variance of training and formation is the lowest as 
indicated by Table 6.  

Further, the spearman’s correlation coefficient shows 
that there is a significant positive relationship between 
financial literacy and transaction costs incurred by MFIs. 
This means that as financial literacy increases, transaction 
costs incurred by MFIs also increase. This is in line with 
Morgwayzynski (2010), who stated that higher financial 
literacy  increases  the  need  to convince clients and explain  



 
 
 
 
how each product and service works and this needs to be 
taken into account when designing products and processes 
especially costly loans. The finding is supported by Richard 
(2011) who states that transaction expenses of MFIs have 
remained high as they have to reach a large number of 
clients, mobilize them and educate them on how to access 
their services. This therefore makes the provision of thee 
microfinance unsecured and small loans significantly more 
costly than traditional banking.  

MFIs therefore need to employ ways that can maximize 
their efficiency (by increasing on the financial literacy of 
their current and potential customers as well as reducing 
on their transaction costs). Technological and product 
innovations and other ongoing efforts need to be employed 
as this will enable MFIs to gain the capacity to engage much 
more in the improvement of the financial literacy of clients 
and as well reduce on their transaction costs.  
 
 
Conclusions 
 
The findings and discussions indicate that financial literacy 
is a major contributor to the high transaction costs incurred 
by MFIs. Direct transaction costs comprising of group 
formation, administration and monitoring costs tend to be 
high in areas where clients agree to be financially literate. 
There are however, areas of client’s financial literacy that 
need to be worked on to enhance financial literacy. It was 
discovered that clients do not attend seminars or 
workshops relating to financial planning and investing, they 
do not consult financial advisors and further still are not 
guided on how to use their money gotten from the MFIs.  
Transaction costs were also found to be high in MFIs, 
implying that MFIs need to come up with better cost 
allocation strategies of reducing these transaction costs as 
they try to reach out to these financially literate clients.  
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