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Review paper
Theroleof financial institutionsin promoting innovation of SMEsin

Rwanda: An empirical review

Abstract

The government of Rwanda has set up an empowenwvigbement to support SMEs and has
attracted players with good local, regional, aneérimational experience in using innovation
and technology to expand business activities aockase economic growth. The majority of
SMEs struggle to increase productivity, organizaloeffectiveness, sustained competitive
advantage and satisfactory rate of return on imvest. It is not an easy task to achieve such
kind of objective in an economy where traditionaidainformal practices of business
management are still applied. It is evident frosearch that innovative technology strategies
are key resource for gaining competitive advantdmd, it is challenging because some
enterprises lack entrepreneurship and innovatiitss s€onsequently, many small businesses
fail and close few days after their start up. Orag/\m which SMEs should operate to remain
economically viable and contribute to a sustainaaenomic growth is though innovation.
The financial institutions play a role of intermating people, business companies or enterprises in
need of funds (borrowers) with lender§his paper reviews empirical evidence on the
contribution of SMEs to innovation, examining thaer financial institutions and SMEs in
promoting innovation, the role of SMEs in economiiowth and challenges facing SMES.

Key words: SMEs, innovation, financial institutions

1. Introduction

In Rwanda, after the Genocide of 1994, the goventnmas tried to boost the business sector’s
performance by establishing different organizatienabling small and medium business operations.
It is clear that the government alone cannot sutaeéts efforts to make this sector productive and
successful. Institutions and other concerned bdiesmall businesses underline the importance of
public and private partnership to initiate varigasks including research and development (which is
rare in this sector) to support entrepreneurs awdeomanagers in better business operations
management. As Rwanda moves towards becoming alemidcdome country, small and medium
enterprises are engine to its economic developmé&he importance of Small and Medium
Enterprises (SMEs) for economic competitiveness gmowvth, employment and poverty reduction is

widely recognizedi].

The Small and medium enterprises (SMES) suppastrengthening entrepreneurship and innovation
[2, 3]. They contribute to economy by employing a largenber of people and play a big role by

increasing economic development. However, the litylof SMES to access financing remains one of
the key constraints to growth. With industrial charand recent government policy shifts, increased

integration of global markets and business, martgrprises are experiencing increasing pressure to
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remain sustainable as their markets grow, and ltegyn competing with a larger number of firms. In
this regard, SMEs in particular, are exposed ts {hviessure, as they tend to be disadvantaged
comparing to bigger firms that generally have bedtess to funding and other resources. There are
demand side barriers such as verifiable borrowkarmmation or practical business plans, lack of
collateral, absent or inconsistent record keepimdyapoor repayment culture among business owners
[1]. [101] emphasized that SMEs are more innovative compgrddrger enterprises due to their
diverse character but are limited in innovativeamaty due to their financial and human resources.
This study is an empirical review on the role of BMand financial institutions in promoting

innovation.

2. Brief description of SMEs
2.1. Characteristics of SMEs

Small and Medium Enterprises are defined on théshastheir characteristics, namely, size of the ,
investment, capital, total number of employeespine, the organization behavior, their location and
their market share; but the most commonly usedracheristic is the number of employees in the
enterprise [4]. Small and medium-sized enterprises (SMEs) are-snbsidiary, independent
enterprises which hire and employ less than a givenber of employees. According [& 6], the
number of employees differs across countries. énEhropean Union, the upper set limit in SME is
250 employees; however, some countries fixed th#& humber at two hundred employees, while the
United State of America considers SMEs to included with fewer than five hundred employg&s
According to[8], the SMEs account for sixty to seventy percenpbfcreation and for almost sixty
percent of the total gross added value in EuropeyTare considered as the true strength of the
European economy because they are mostly resperfsibwealth creation and economic growth,
next to their key role in innovation, resource ahevelopment. According to the World Bank
definition, the Small enterprises are generallyséhavith fewer than 50 employees, while micro-
enterprises have at most ten, or in some casesiforkers9]. Different banks use financial assets to
define SMES[10]. [4] stated that SMEs are characterized by individogiatives & skills, greater
operational flexibility, low cost of production,dhi propensity to adapt technology, high capacity to
innovate & export, high employment orientation]igdtion of locally available human and material

resources, and reduction of regional imbalances.

The concept of SME in Rwanda is used to refer toranas well as small and medium enterprises.
The Rwandan SMEs consist of 98% of the total bssiee and account for 41% of all private sector
employment[11]. SMEs in Rwanda face many macro-level challengegd by large companies,
including limited transport and energy, lack ofrepteneurship skills, low levels of societal trust,
limited access to financial institutions, challeggeith contrast enforcement and a weak education

system. Unlike large firms that may have the time aesources to invest in resources and human
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capacity building, SMEs often have limited abikti¢o develop the skills of their staff or take
advantage of local economies of scale in termsnefgy, transport or row material. The Rwandan
strategy plan is to construct a dynamic and vi&Es with the purpose of increasing the economic
growth through enhanced business support servggion, capacity building and enabling access to
finance, markets, innovation and technolodgie®g. The government of Rwanda is continuously
engaged in formulating and implementing policiesi$sist SMEs sector so that they can play its role
in the economic development of this country. Thioag immense attention given to the SMEs and
entrepreneurship by Rwandan government particuldrhjistries of commerce (MINICOM), Labor
and Youth sector and with the coordination by Rveendevelopment Board (RDB) there is no
concern that policy and good will is lackinig3]. In 2008, Private Sector Federation in Rwanda
conducted a study and put SMEs at 72000 SMEs ajitD@5MEs are formal or registered. The
study carried in 2011 by Rwandese Private Sectiicated that the number SMEs operating in the
private sector was 119,158 or 96.5% of work forche SMEs employ 281,946 persons. Micro
enterprises constitute 92.6 % of all enterprise$ employ 51.3 per cent of the workforce. Small
enterprises make up 6.9 % and employ 2.4 % of thekfarce. Medium enterprises are 0.4 % and
employ 8.7 per cent of the workforce. Large esshfients are 0.1 % and employ 16 % of the
workforce [13]. Additionally, 99.9 % of whole sale and retail deaare from micro or small

enterprises.

2.2. Role of SMEsin economic development

Rwandan’s economy has gone through a process ofiesaand transformations for last twenty years
after genocide of 1994 that has destroy almoghallsectors of the economy. After this period, the
country started to develop different institutiong bstablishing progressive inclusive rules and
regulations. However, the economy still faces samalenges, for example the level of exports is
low, while the level of imports keeps on growingedo a higher demand for imported products than
for domestic ones. At the same time, Rwanda dodsve big firms to compete with regional and

international, counterparts, Rwandan small firmgehlamited regional presence and they are utmost
all, at the moment concentrated in the agriculagetorg11]. In that sense, there is no main receipt
to improve competitiveness of a national and regli@conomy. Despite its lower natural resources
and a rather small domestic market, it would beistake for Rwandese policy makers to consider
that they can avoid participating actively in therrent process of globalization and competition;

where for example the country now belongs to d#ffierorganizations like the Commonwealth, the

Eastern African Community, etc. Of course, thidipgration is, to some extent, unavoidable and it i

indeed already taking place. To do this, theresaree recognized factors that been confirmed to play

a significant and strategic role to support a suatde economic development process.
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Different studies by international institutions tiomed the key input of innovation and the role of
small and medium firms (SMESs) in boosting econodégelopmen{l14, 15,16, 17, 18, 19, 20, 21,

22, 23]. Some of the conclusions of these internatiomalrfcial institutions are that SMEs account for
more than 90% of all enterprises in activity in tlast majority of countries and provide the majorit
of jobs. Additionally, because of their dynamisnd dlexibility, they are crucial for the creation of
jobs and, in a lot of countries, they are praclycéde only source of new jobs and reduce the ftdw
people from rural area to urban arga. 24, 25]. The SMEs contribute greatly to economic
development by creating more employment opporesitgenerating higher production volumes,
increasing export and introducing innovation anttegreneurship skillR5].

[3] stated that SMEs provide income, savings and empdoy generation at low investment cost and
also the development of entrepreneurial capalslaied technology. This has been confirmed2by
that SMEs are engines for the development of ergngurial capabilities and innovative technology
which generate employment in the country. SMEs tifors the foundation for industry and natural
economy development and they contribute substint@lthe GDP, export earning, and the growth
prospects of the countrig27]. According to[6], in advanced economies, Small and Medium
enterprises in formal sector contribute up to fdintg percent of employment and up to 33 percent of
GDP. In high income countries, they contribute atie0% of GDP. In low income countries the
percentage is sixteen (16%). In the countriesfata it is below ten percent (10%). In the coiggr

of Asia-Pacific 32-48% of total employment is in E§] and 60-80% of the GDP is provided by this
sector. SMEs contribute to employment growth atghdr rate than larger firms do, and in the long
term, they offer an important share of overall emgpient. They offer economies greater flexibility
and innovative service delivery. They increase oetitipeness and help to limit the large firms’
monopoly and offer complementary services and emgadhe fluctuation of modern econorfs.
They encourage entrepreneurial skills and innomatiad play important part in the provision of
services in communitig28]. The primordial role of SMEs is to produce produahd services mainly
for domestic markets. They form an effective supgiains for enterprises and increasing service
industry that contribute to increase the economgroks development product. Preceding research
shows that the operations function in SMEs genefals a poor relationship with other functions in
the business. Furthermore, the individuals involvedperations management are poorly trained, they
lack specific skills and are by large technolodiciliterate [29]. Indeed the survival and progress of
SMEs are threatened by problems that may exishéndperations functional area. One of these
barriers is that entrepreneurs with technical bemlgds would probably be weak in managing

functional areas such as general management andgse530].

Business failure is often attributed to the lack efitrepreneurial information and business
management skillf21, 22, and 23]. Low levels of education and training, as wellpa®r business

skills are contributing factors to the lack of ceipaand poor business efficiencies among SMEs.

4



151
152
153
154
155
156
157
158
159
160
161
162
163
164
165
166
167
168
169
170
171
172
173
174
175
176
177
178
179
180
181
182
183
184
185

Most entrepreneurs often start a new enterpriséevipnorant of many key dimensions of running
their enterprises, and must obtain the necessdty gkthey are to survivé30]. It is imperative that
the entrepreneur be knowledgeable about all thetifumal areas in business. The importance of
entrepreneurial skills, such as innovation and tesking should not be overlooked as essential
ingredients to SME success. Skills developmenteghdtation in general form part of human capital
and according to human capital theorists, thesetagzmn improve SME productivity significantly
[31]. Entrepreneurs who have built successful compdrage solid entrepreneurial and management
skills. Competency in a variety of skills will caittute to the profitability and sustainability of a
business, and a focus on skills development irogfegations function is key to competitiveness and
growth for SME432].

2.3. Acquisition of innovation in the growth of SMEs

2.3.1 The concept of innovation

The concept of innovation, generally refers to gwag or creating more effective processes,
products and ideas, and can increase the likelilbbadbusiness succeedirithe innovation is

a process of translating an idea or a discovenyargood or service that makes value and is apmied
meet and satisfy the needs and expectations afustemerg33]. It includes different processes by
which an innovator generates and converts new itasiseful productg4]. [35, 36, 37] stated that
innovations are grouped into two types: evolutignannovations (dynamic and continuous
evolutionary innovation) brought by many incremérddvances in process or technology; and
revolutionary innovations (discontinuous innovasiprwhich are often new and disruptive. The
innovations help to create new methods of jointtweng, increasing purchasing parity power,
flexible work hours and alliance creation. Orgatiaas that are technology based take greatest risk
because they create new products, opportunitiesrenkletd23]. According to Wood34], innovation

is mainly concerned with the acceptance of a nevdyxt, service and methods by enterprises and
approved by them. This has been confirmed[38} that innovation is creation or acceptance ,
adaptation and utilization of a value added noveltipusiness and manufacturing domains, renewal
and expansion of a product , services and marketkjng of new ways of product development and
establishing new management system. Additiong8§, 37, 39] highlighted that innovation is the
process of development of new output by implemegntiew methods of working and product
development. Moreover, this new method of workiegancerned with the improvement and better
outcome of an enterprise that result in productiba new product, service and process. Innovaton i
reproductive renewal and competence of an enterpoiperform in correspondence to environment
[37, 40]. Innovative entrepreneurship is the intersectietwiken innovative businesses, young and
high-growth businesses, and SME3).



186 According to[41] entrepreneurs are the principal actors in innowatibhey bring change in an
187 economy by providing new combinations: new or inweb goods and services, methods of
188 production, markets, sources of supply of inputganization of an industry, or management
189 processes within a firm. They disrupt markets, ilegdko long-run evolutionary growth in the
190 economy.[42, 43] emphasized the role of entrepreneurs as discovarisearly exploiters of
191 previously unnoticed profit opportunitie®4] highlighted that entrepreneurs take risks by affer
192 new solutions in the market in the face of uncatyabecause they are not sure 100% whether their
193 solutions will be profitable. They facilitate ecaniz adjustment by forecasting where new profit
194  opportunities will open up and providing produgspcesses and business modely. Diverse
195 studies have classified the innovation into differprocess[45 and 46] stated that innovation is the
196 process to develop and improve services, prodyrtscesses and markets, with the purpose to
197 increase value of the firmgi7] stated that this process of innovation comprisas $teps: invention,
198 diffusion (communication), through social systenme and consequences. As fqag], they
199 identified four types of innovation: incrementahdical, modular and architectural innovatiof9]

200 summarized these types of innovation as radicah@emental. On one side, the radical innovation
201 involves systematic and scientific scholars andegméneurs to develop and assess new skills founded
202 on technology methodgs]. A study done by50] referred to this process as techno-globalization
203  which includes multinational development of newhtealogies created by different firms across the
204 world. Moreover, Small and Medium Enterprises witgh technology participate also in this radical
205 form of innovation procesg8]. [51, 52] affirmed that SMEs are involved in radical inndeatwhen
206 there is a huge gap in technology. On another sid@emental innovation requires that current
207 knowledge is combined, adjusted and used in specifintext and confined perspectiyes].
208 According to[53], innovation process is linked to tree conceptg thaplain the role played by
209 innovation in social-economic change, innovatioacgss in the firms and interactive process which
210 includes innovation systems. The following figuikistrates the relationship between absorptive
211 capacity to local innovation systems and globalealhains in explaining the level of innovation.

212

213 Localinnovation

214 > Absorptive capacii —> Innovation
215 Global value chains

216 Figurel: Innovation process

217 Sourcej28]

218

219 According to[54], local innovation system is a regional innovatsystem where SMEs interact with
220 enterprises and non-enterprises players in thé émea. The studies §§5, 56 and 57] confirmed that
221 in local innovation system, enterprises networkhimittheir sector and with other enterprises in

222 regions need identical skills and technology. Téyjstem helps SMEs to interact reciprocally and
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exchange knowledge. The global value chain offeranmovation system and refers to activities
required to get a product or service from beginnitigough different stages of production and
delivery to end user$58, 59]. The presence of a global value chain provides acteexplicit and
appropriate knowledge, which empowers SMEs to iatevThe capacity of SMEs to innovate,
however depend on a strategic plan to approactaplmyyers and the mode of governance of value
chains[60]. In absorptive capacity, SMEs are the focus padamoinnovation system and absorptive
capacity enhances enterprises’ abilities to gathsarstain competitive advantaggé]. The absorptive
capacity comprises four steps: acquisition, asatioih, transformation and exploitation. According t
[61], the acquisition is the firm’s ability and capgcto identify and acquire externally created
knowledge that is critical to its operations. SM#®uld obtain adequate knowledge to benefit from
innovation systemg$62]. Assimilation includes the procedures of an gmise that allow it to
examine and analyze, develop and process, inteapcetinderstand knowledge obtained from outside
and within an enterprise trough training and comication [61, 63, 64]. The transformation stage
helps enterprises to transform their routines bynlmoing old and new knowledge, it involves
entrepreneurship ability to analyze information émdolve problem@6, 61]. This process requires a
willingness to invest, access to finance, managéwwegability and business plajgs]. SMEs should
have ability and capacity to exploit the acquired\kledge[66].

2.3.2. Roleof innovation in SM Es development

The rising of international competition around therld and markets globalization force small and
medium enterprises to search for new, innovatilexilfle and imaginative ways to surviye7].
Innovation is key to technology adoption and craatinrough knowledge management in order to
explain the vast differences in productivity acressl within countries. In order to survive in the
globalized market, small and medium enterprisesd nige innovate. Consequently, knowledge
management and innovation are important factorsuctess of economic growth. The factors that
influence the innovation are opportunities, newitess proposition, high cost of existing product,
aim to have more market share or to be the madaelr or to provide affordable medicine to
everybody[68]. Innovations play an important role in the devebept of small and medium
enterprises through new venture creation profg2s[30] reported that innovation is key in ensuring
enterprises and long term loyalty competitive adi@ge.[70] in his theory of economic development
confirmed also the importance of innovation as g feetor of economic growth and development
[71]. Empirical studies on innovation elaborate thatrehship between innovation and enterprise
growth [72]. An important challenge facing SMEs worldwide @tinuous improvement. In today's
markets, the inputs of customers and their fashging needs makes it imperative that enterprises
continuously improve the way business is condud®3. Entrepreneurship and innovation are
recognized as key drivers of economic growth, petigity and employment and as a basic aspect of
economic progres§l5]. Innovation is a significant mechanism that brirgggportunities to new

inventions and building of new marké¢ss]. In addition, there is a significant increasintgnest trade
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and industry growth based on innovation and creatfocompetitive advantade4, 75, 76, 77, 78].

To remain competitive in today’s modern businessldy(SMEs should pursue innovation tgad].
However, a question remains on how and what tovateo In recent studief80] concentrated on this
guestion and used previous theory to identify fouodes of innovation (open exploration, closed
exploration, open exploitation, and close expl@tt [72] confirmed that SMEs benefit more from
innovation than the advanced enterprises genedakyto their flexibility to accept change in their
environment or business. The Small firms are pancontinually increasing role in innovation,
driven by changes in technologies and markets. Sati@snnovative entrepreneurship play a key role
in economic development and they are involved ie tlevelopment and commercialization
innovations. SMEs adopt also innovations develdpedther business firms, and they also provide
ideas and inputs to ideas generation that are ge@loy large firms, scientific research centred an
higher learning institutions. The majority of SMEgovate incrementally when they copy existing
technologies and apply them to their environmeritesSE innovations help SMEs to compete at
relatively low cost and increase economic developnil, 55, 58, 81]. SMEs inform themselves
with up-to-date technologies and market demandsteraction with researchers, buyers, business

associations, business development services, fnasttutes, firms, friends and famiBg].

According to[34], the creativity of SMEs is to establish valuabhel aseful new products, services or
ideas and the methods by which individuals worletbgr in a complicated social system. Studies
done by[36, 37,82, 83] reveal that innovation is used by SMEs to deflmartproblems, respond to
unforeseen events, create solutions and developwesys and procedures to organize their work,
through the use of experience, skills, motivatiod the knowledge accumulated is converted into the
production of an innovative product or service. Eopl research indicates that there is significant
relationship between innovation and growth of theegprises if there is a constant supply of finance
[84]. In the presence of innovation, the overall entegpoutcome would enhanf&¥, 85, 86, 87, 88,

89]. This shows that innovation is critical for theogith of the firms in terms of its sales, market
penetration, profitability and sustainability of ganizations especially for small and medium

enterprises.

3. The effect of financial institutionsin promoting SMEs

SMEs play a significant role in economic developtndioth in developed and emerging markets.
Now the question arise: how small and medium entgp (SMES) finance their operations? What is
the role of financial institutions in the growth 8MEs? Financial institutions are intermediaries
between surplus and deficits. They play a role mtérimediating people, business companies or
enterprises in need of funds (borrowers) with lead€&inancial institutions offer a large range of

financial services that SMEs deem key to facilitatele and cover financial risk8]. Financial
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institutions play a significant role in funding SMIEThey not only provide loans but also provide
other facilities like management advice, trainiogtployees, managing administratioh However,
various studies have affirmed that SMEs are firghcimore constrained than large firms and are less
likely to have access to formal finanee]. Many SMEs in emerging markets often rely on
informal sources of capital, such as borrowing fr@atives, to meet their finance needs. Moreover,
since most large firms usually start as small @mises, the practicality of SMEs becomes crucial to
any economy that needs to grow. The concerns anpasited by evidence showing that SMEs tend
to be more financially constrained than large firansl that lack of access to finance is an important
obstacle to their growtfp1]. In particular, SMEs find it difficult to obtainutside financing from
banks and capital markets given their size andadaristic opaquenefs. SMEs tend to suffer from

a financial shortage impeding their expansion foteign markets. Therefore gaining insight into the
financial barrier that SMEs may encounter enaldasutget SMES’ specific financial needs and what
role can banks play in this process. Banks offlarge range of financial services that SMEs deem
key to facilitate trade and cover financial risksade Finance and solutions such as exports and
imports documents, bank guarantees, or standtgrdettf credit aim at meeting SMESs’ expectations
in terms of reactivity or products expertise. Halfinternationalized SMEs consider Trade Finance
essential to enter new international markets. Raslerage, such as currency risk (forward exchange,
currency options, etc.). Consequently, police makand governments have established various
programs to raise SME lending and improving theitutsonal environment, such that the financial
institutions are more willing to lend to SME®R]. They have involved subsidized loans, guarantees,
and special lines of credit by certain banks, t@ibycfor particular economic sectors like agricuéu
firms and innovative activitie§7, 9, 93]. Banks have begun to turn their attention towdmad t
untapped market and their service to SMEs is amfiagbor in increasing SME access to finance.

Banks have traditionally viewed SMEs as a challebgeause of information asymmetry, lack of
collateral, and the higher cost of serving smalansactions. However, as corporate banking margins
continue to shrink and increasing fiscal restriomters yields on government borrowings, banks have
begun to explore the SMEs space. SMEs are longardebt instruments. However, although banks
have previously focused on high-value, low-riskpoyate clients, there is an increasing consensus
that the SME market can be a profitable. Banks stipg this perception by employing a range of
measures, such as risk-adjusted pricing, creditirmgomodels, and SME-tailored non lending
products, they are developing ways to mitigatessiskwer costs, and increase the overall benefit
accrued from SME banking. SMEs are patrticularlyn@ed of bank services because they lack the
cash flow to make large investments, they canncéss capital markets as large firms can, and they
often lack qualified staff to perform financial fttions.

In addition when banks provides long-term debt saglierm loans with longer maturities and fewer

restrictions on usage (for example, through researd development, or property and equipment

9
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purchases) provide SMEs with investment capitakfategic business expansion without losing their
ownership; while short-term and working capitalrieahelp SMEs grow incrementally. The bank
deposit and transaction products improve operdtiefficiency and enable SMEs to outsource

financial functions.

Bank products can also enable SMEs to take on arudarger contracts. SMEs may have a potential
order from a customer, but need cash to compl&etder. Banks can provide short-term working
capital to such SMEs to purchase supplies, pay @mepk, and meet obligations to clients. SMEs may
have difficulty obtaining these types of loans hesgaof inadequate financial records or assetseo us
as collateral. Financial institutions, through thietermediation role are meant to provide finahcia
support to SMEs. To perform this and play theiero the economy, SMEs need adequate funds in
terms of short and long-term loaj®g]. SMEs need adequate finance to their survivait laas been
recorded in literature that financial constraintoise of the main reasons SMEs fHi| 95, 96].
According to[97], financing strength is the main determinant of SM@owth in developing
countries.

For SMEs to grow, it important to facilitate accéssnformation by improving the infrastructure tha
provides information which involves the supply ofancing (banks), the demand side (SMEs), and
the government, which regulates and shapes thiguiieal environment. According to UNCTAD
[2], sustainable economic growth is strongly relatedhe rate of enterprise creation and technical
innovation, and dynamic enterprise creation depemdsa country’s entrepreneurial culture and the

ease with which businesses can be started andcédan

4. Challengesfacing SMEs

The SMEs are playing an increasing role as drieérgrowth and job creation in the economy, but
they face major challenges in responding to glabébn and to new forms of innovation. Creating
jobs for young entrepreneurs and fostering femateepreneurship remains a key challerigs.
They often face stronger barriers to capital afdianarkets than larger established businesses. It
for that reason that multiple policy measures hbeen adopted to target those firms and their
opportunities to engage in innovatif@8]. Some of the common problems which one generfabes
while running a business afg0]: Lack of cash flow: cash is the life line of anysimess. It is
necessary to have adequate cash to run a businessssfully. Lack of cash flow can lead to
insolvency in the long run. This problem arises wieu give long credit periods. It is always better
to give 1% or 2% cash discounts to encourage peoplease payments well on time.

Changing government or economic policies: everglsichange in government or economic policies,
the business policies and strategies suffer a gteat Every increase or decrease in the price of

products or rates of taxes the business suffensreftositively or negatively. For example change in

10
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export or import policies affect the business howbéch depend on either of them. Every single
penny increase in price of fuel can also lead gmifitant changes in the business. Macroeconomic
instability and inappropriate regulatory and taxligges constrain entrepreneurship and the
development of innovative SME¥arying labor and raw material cost: in the present scenario, there
is a shortage of labor and raw material, owindhteéconomic recession. It has become really dlfficu
to procure labor and raw material at economicalgsiLack of track records: it is very important to
keep up-to-minute track records of inventoriesgsand purchases. This will help you keep a tréck o
all the money and you can see where to cut downtegaake maximum profitSlough competitors:

it is almost impossible these days to have monojpoany products or services. One has to face large
competitions in all walks of business. From prooweat of space, procurement of labor, raw material
and necessary services, one has to compete withugsaother who are seeking the same services.
Keep buyers and suppliers intact: it is very imaottto maintain your buyer and supplier list. Tnga
keep them happy and satisfied for as long as pes<ilifer them cash discounts and if possible offer
longer credit periods. Entertain them timely arsdieln to their grievances patiently and reply plylite
This will help you in strengthening your long temelations.Accounting and taxes: it is the most
problematic area of running a business. Maintainipgo-date accounting books is quite problematic
at times. It is better to appoint professionalkéep accounting and tax related documents ready.
Accounts help you to know the real position of business, as to what is the status of it, wheik is
actually heading. Is it profitable or needs certaimendments in the procedure to manage the things.
Natural Disaster: natural disaster is the most unforeseen danges. dtmost difficulty to prepare
yourself against the unforeseen calamity, consdtyeit needs to adopt forecasting strategies.
According to[2], various financial institutions in emerged and gyireg countries find it challenging

to SMEs because of high perceived risk and highstretion costs and lack of experienced personnel
and appropriate corporate structures, which biamtlagainst SMEs, including those created by

women entrepreneurs.

In developing countries like Rwanda, improved textbgy is often the key to economic growth and
efficiency in the economic sectors contributes teak the vicious cycle of poverty. However, in
Rwanda, the SMEs fail after operating a short titie, reasons why business fail are: lack of
entrepreneurship skills, overexpansion, poor chpitaicture, overspending, lack of reserve funds,
bad business location, poor execution and intectoatrols, an inadequate business plan, failure to
change with the times and lack innovative strategieffective marketing and self-promotion, high
taxes, lack of market knowledge, uncompetitive ggjcaccess to appropriate technology and
underestimating the competitigt8]. SME sector is a less formally organized sectdRwanda, and
the economic environment also creates structu@ems which hinder enterprise competitiveness
[11].
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The majority of the SMEs struggle to increase pobidity, organizational effectiveness, sustained
competitive advantage and satisfactory rate ofrmetun investment. It is not an easy task to achieve
such kind of objectives in an economy where traddi and informal practices of business
management are still applied. It is evident frosegech that technology and innovation strategies ar
key resource for gaining competitive advantage, ibuthallenging because Rwandan SMEs lack
innovation skills. Running a successful businessas children's play. With inconsistent economic
policies, changing governments, inflation, castwflproblems, variation in labor and raw material
cost, it is really tough to manage business. Adiogrto[99], SMEs in Rwanda face many macro-
level challenges faced by large companies, inclydiimited transport and energy, lack of a strong
insurance industry, limited financial outreach,fidiflties with contract enforcement and a weak
education system. They also, according to the ZBU&/PSF study, ‘Cutting Red Tape’, face huge
burdens in regulatory compliance costs that carbditer absorbed by larger firms. This survey
identified the challenges faced by SMEs. The togdlehge was high taxes, caused by the current tax
regime. Next was the lack of customer/market kndgée lack of capital, uncompetitive prices,
access to finance and transport. They also oftek the ability to gather and process market
information outside of what is immediately relevdattheir current business, due to the lack of
technical knowledge and training on how to make afsthis information. SMEs face difficulties in
accessing and utilizing information regarding Ipcadgional and international pricing, a major
constraint to business planning as well as abautdfulatory environment in Rwanda and regionally
[100]. SMEs do not have any participation in the poliejing process, meaning that they have little
knowledge of interventions designed to assist th&WIES have inadequate access to market
information that could benefit their businessesvall as inadequate knowledge about marketing their
products both nationally and internationally. Evepmpany demands its management to put more

emphasis on IT and innovation aspect. This is mxthey are very crucial for successful businesses.

Low access to finance is also widened by supplytditions. Supply-side barriers include a small
number of banks with the interest or capabilitsefving SMEs and a low level of innovation leading
to very limited offer in the range of appropriateogucts for financing SMEs. For instance
commercial banks offer mainly deposit services ahdrt term credit facilities. Facilities of three
years and longer maturities are quite rare for SMEased on PSF reports, there is almost no
availability of supply chain finance products swash purchase order financing, invoice discounting,
factoring or distribution financg99]. Also, other macro-level factors such as propenty land
ownership, regulatory requirements and the pragtafesecuring loans affect bank behaviour and
impose high transaction costs on SMEs. Other géokedlenges in SMEs finance in Rwanda relate
to information gaps which fall into three categeri&knowledge of SME demand and market
segmentation by financial institutions; SMEs knadge of financial products in the market and

financial literacy among SMEs. According [ttD1], there is a weak linkage between big banks and

12



441
442
443
444
445
446
447
448
449

450

451
452
453
454
455
456
457
458
459
460
461
462
463
464
465
466
467
468
469
470
471
472
473
474
475
476

SMEs in rural areas. In an effort to bridge theaficial services access gap and encourage local
people to use formal financial institutions to saweney and take out loans, the Government of
Rwanda began providing assistance by establishall Savings and Credits Cooperatives (SACCOSs)
in every Umurenge (administrative sector) in thantoy. The Rwandan banking industry introduced
also new financial services and products (finantiabvative services), as one of the strategies to
increase service delivery and customer satisfaclibis resulted in increase in the number of people
who could access banking services. With this chgle an opportunity arises for both public policy
makers and the private sector to intervene at marlevels to encourage better banking services,
higher deposit rates, and greater accessibiligapftal for SMEs.

5. Concluson and recommendations

This study was aimed to find out the role of finahinstitutions and SMEs in promoting innovation
in Rwanda. The empirical review shows that the Rl@anSMEs sector recognize the importance of
SMEs in economic development of the country. Masistudies indicated that innovative technology
strategies are key resources for gaining competiidvantage. Enterprises focusing on innovation
achieve not only competitiveness but also are tbRistain themselves for a longer period of time.
However, it is not an easy task to achieve such kihobjectives in a country like Rwanda where
traditional and informal practices of business stil applied, and where many businesses lack
entrepreneurship and innovative skills. To susgtonomic growth and increase competiveness
among SMEs, innovation and technology strategiesildhbe applied. The survival of Rwandan
SMEs will depend on their ability to innovate a®ythwill face enormous challenge from other
Eastern African member countries SMEs. They shbaldngaged in developing activities that help to
acquire new and advanced technologies and innaaty developing also the required capacities
and skills of their employees. To achieve thisaficial institutions have to participate by allowing
subsidized loans, guarantees, and special linesedlit to SMEs, typically for particular economic
sectors like agriculture firms and innovative aitids. Financial institutional supports alleviate
SMESs’ challenges and constraints. The strategyeofiring SMEs access to funds to increase the
capacity of financial institutions to grow and makere efficient the delivery of financial services
and products, both offline and online, for differeegments of SMEs. It is important for financial
institutions to know their markets and customerdseand offer updated products, as well as
automatic and standardized ones. Financial ingtitathave significant impact on SMEs, since they
still remain an important source of finance throwgtich SMEs can grow. SMEs should cultivate the
culture of innovation and entrepreneurship skilleey should keep adequate financial accounts of
their business operations as this is one of theqaeisite in securing loans from banks. To futigir
potential for job creation and long-run growth, gounents must ensure a business environment that

stimulates entrepreneurship and does not imposaeuhdrdens on innovative SMEs. There should
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also be an appropriate set of structural policteressing market, system and government failures in
areas including financing, access to markets awoavliedge networks, the management of intellectual
assets and entrepreneurial human capital. Recodatiens are addressed to SMEs to improve their
abilities in order to manage innovation, to condyaengage in capacity building, research and

development and governments should reduce finat@aiiers to SME innovation and facilitate

SMESs’ access national and global innovation netaork

The Government of Rwanda should encourage finam#itutions to lend to SMEs by providing
incentives and persuade the banks to give preferenEMEs. The Government also should maintain
regular supervision of the financial sector, takingp account the specific requirements for medium
and long-term investment finance for SMEs, and enguthat lending to SMEs is on a sustainable
basis. The government should continue to deliveeaper more accessible energy, improve
infrastructures and other transport infrastructureseduce innovators transport costs, investing in
higher quality, more widely accessible educationdelled to increase marketable skills. Promote
business run by the youth and female entrepren&hesgovernment should establish a solid financial
infrastructure like auditing and accounting staddarcredit registries/bureaus, and collateral and
insolvency regimes by building reliable data sosroe SME finance. We recommend to government
to reinvent the future of SMEs by transforming etianal system in order to impart entrepreneurship
skills to young people. Further studies shouldew\the latest trends in financial innovation foiiS
customers in order to increase their access tadmaervices; and they should raise awareness among
policy makers about the role of these innovatioctsviies for Small and Medium Enterprises and

consider how they could be applied in Rwanda.
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