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ABSTRACT

As noted by Muriu (2011), micro finance has attracted significant interest in recent years, both
from policy makers and in the academia, hence this study examined the determinants of
profitability of Ethiopian micro finance ingtitutions using panel data of 19 micro finance
institutions operating in the country over the period of 2004-2015. Since the collected data is
secondary in nature, a quantitative approach to research was considered, besides the fixed
effect model was used. Under this study both internal and external factors were included, the
internal factors used in this study were, gearing ratio, capital adequacy, portfolio quality,
efficiency, size and age where as the external factors were real GDP growth, inflation and
market concentration. ROA was used as a proxy for profitability measure. Based on the
regression result, among the micro finance institution specific variables, age was found to be
significant variables with a positive coefficient against ROA whereas portfolio quality, gearing
ratio, capital adequacy and operational efficiency (lower cost) were dgnificant variables with
a negative coefficient, the remaining one internal variables i.e. size was found to be statistically
inggnificant. More over the effect of external variables included in the study i.e. except inflation,
GDP and market concentration were datistically indgnificant. Based on the findings detected,
the study suggested that management of microfinance ingtitutions need to search available ways
to reduce the operating costs and employ a good credit management policy. On top of this, the
government needs to improve different facilities which enable microfinance ingtitutions to be

efficient and stable source of finance for the poor.

KEY WORDS: Determinants of profitability, internal variables, external variables
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CHAPTER ONE

INTRODUCTION

This chapter begins with discussing backgroundhef gtudy that gives some insight on the
issue of MFIs. After giving some insight on theuissof MFIs, statement of the problem part
that shows the direction of the study, justifiee tieason to carry out the study. Following
this both general and specific objectives of thal\gt Lastly the sub sequent section presents

significance of the study, scope and limitationhaf study and organization of the paper.

1.1 Background of the Study

Microfinance is the practice of providing loansprad with other basic financial services, to
the very poor in an effort to help them achievenernic selfsustainability and remove
themselves from poverty. Poverty has continued éoabconcern and attracts attention both
in the developed world and developing world. Unfodtely, in many poor countries the gap
between the poor and the rich is big and growindgfl¢field et al., 2003). Over the years,
microfinance has evolved as an economic develop@gntoach intended to benefit the low
income population. It is not just banking; it isdavelopment tool commonly used by donors.
The history of microfinance dates back to aboued¢hdecades when in 1976, Mohammed
Yunus, who is believed to be the founder of formatrofinance, founded Grameen-
Bangladesh. Grameen-Bangladesh, began assessing fimemce service to poor women in
South Asian Villages. Grameen is a Bengali nameckwhmeans village. Its evolution,
however, dates about 30 or 50 years from the |&&04 with efforts made towards the
reduction of poverty through the promotion of in@marning activities among the poor. It

is thus an up growth of the small enterprise deprakmt initiative (Greuning, 2003).

Micro finance however, has a number of origins. Randreds of years, poor people in
Africa and Asia had formed savings and lending gsouMoneylenders and the informal
curb market had provided quick services at venhhigsts to poor households who had no
access to mainstream financial institutions. In s century, cooperatives and credit unions
in developing countries have focused on savingsilmabon and lending with rural
households, many of which are poor. Over the yegosernments have created lending
programs for poor entrepreneurs and producers; mioshese programmers have suffered
from subsidized interest rates, political patronage low repayment (Janson, 2007).



Microfinance is high on the public policy agendahéas achieved tremendous success in
improving the livelihoods of the poor, through theovision of financial services. Such
initiatives are widely sponsored by a variety ofamizations including; the World Bank,
United Nations, national governments and many tdtde non-governmental organizations
(NGOs). Their aim is to help the poor cope wittkred take advantage of small income
generating opportunities, by employing profit-makibanking practices amongst low
income communities (Banerjee and Duflo, 2009; Aldimd Jiang, 2008; Arun and Hulme,
2008; Swain and Varghese 2009; Imai et al., 20By).alleviating financing constraints,
microfinance is able to promote small scale invesitis from otherwise unrealized market
activities while yielding a return on their invegnt (Hartarska and Nadolnyak 2008b;
Hilson and Ackah-Baidoo, 2010).

The need for micro finance is highly pronounced tlmeghe fact that the poor are 'un
bankable' in the views of the formal financial ingions, because the poor fail to bet
collateral which these institutions put as a predition for disbursement of a loan. More
than 3 billion poor people seek access to basanéial services worldwide (Helms, 2006)
and ignored by commercial banks for a long timecrlifinance institutions (hence forth
abbreviated as MFIs in this study) expand the feondf financial services by providing

credit to those who are excluded from financial ket (Muriu,2011). MFIs are defined in

terms of the following characteristics: targetirtge tpoor (especially the poor women);
promoting small businesses; building capacity ad goor; extending small loans without
collaterals; combining credit with savings; and rgiv)g commercial interest rates (Dejene,
1998 cited in Alemayehu, 2008). The recent trend@davhmercialization of MFIs even under
lines a run for profits from the business conduotath customers who are poor (Sarah,
2011).

Scholars who studied on the issue like Muriu (20a4dl Jorgensen (2012) argue that the
concept of profitability is also practicable for MFdue to the fact that profitable of MFIs reach
the larger poor as well as build a sustainabletutistn with their own resources rather than,
with subsidies from external donors. Beingnayonize with the concept of
profitability, to make MFIs a sustainable causefiohnce for the larger poor, this study
focused on identifying factors of micro finance fmability which contribute for the
sustainability of the MFIs and make them a reliaalarce of finance for the poor, by taking into

account some selected or nominated MFIs operati&ghiopia.



1.2 Statements of the problem

Microfinance has been used as a powerful tool leviating poverty in recent years and this
is supported by research (Jonathan &Barbara, 200%). general objective of microfinance
institution is to get rid of poverty by providindpd poor with sustainable credit facility to
start small business. Bayeh (2012), states thatofimance is a means of poverty reduction
strategy for emerging countries. The establishnwnsustainable MFI that reach a large
number of rural and urban poor who are not aidedhieyconventional financial institutions,

such as the commercial banks, has been a primeocamipof the new development Strategy
of Ethiopia (Alemayehu, 2008). The objective of asnall of the MFIs in Ethiopia is

poverty alleviation. To achieve this objective MH®&ve a duty to be financially viable and

sustainable.

In the present day, the microfinance industry geswvn into more congested and
multifaceted. The concept of microfinance no longest covers microcredit, but also

includes the possibilities of saving, insurance amohey transfer. Even though MFI's are
considered as one type when it comes to finaneialices, there is a great variation of MFI's
in terms of legal form, profit status, degree o$tainability and funding springs. Study by
Dieckmann (2007) has shown that MFIs go throughaatual transformation from the

traditional donor-driven non-governmental organaa (NGO) framework towards a

greater degree of capital market involvement. Theme many hypotheses as to why this
transformation is happening; one of them being thad¢ challenging to count on

contributions, subsidies and donations by developnagencies or private donors. In 1995,
the donor community arrived at a consensus thaM&lls should in standard become
profitable after seven to ten years of start-upvision (Balkenhol, 2007). On the other hand,
it is questionable that whether the MFIs achieve skated objective of profitability given

their different diversity from poverty reduction peofitability (Muriu, 2011).

Advanced economies (formerly well known for theandtions) in recent years have suffered
a severe financial and economic crisis. Donor aoesitare engaged in their own internal
problems rather than external problems, like helpime poor in third world countries, on

the other hand the previous well known aid beraficicountries are increasingly becoming
investment destinations, some countries which wsmonymous for poverty before, are
now enjoying a promising growth. In light of thiSlFls operating in these countries should

be catalysts for change i.e. being a role playénercountries ambition to become a middle
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income economy. Ethiopia is not an exception, aheeas known for its famine and vicious
circle poverty, in recent years the country hasogsj a double digit economic growth
certified by IMF, World Bank etc. Having this bigystal of truth, MFIs operating in
Ethiopia should be catalysts in the country's aimitof alleviating extreme poverty and
becoming a middle income economy. MFIs should stagwuable and increase their outreach so
that they can attain their intended target. Traddily MFIs operating in third world
economies were seen as donor reliant institutiohsrev their sustainability and outreach is
dependent upon the goodwill of donor’'s not on theim internal resources. Such kind of
parasitism on donor's aid may create hurdles ompeeation of the MFIs because the aid may

end accidentally without any prior notification.

Profitability is an appropriate device for achiayifong term viability and sustainability of
the microfinance industry. At the micro level, pralbility is a precondition to a competitive
microfinance industry and the cheapest source epftala without which no firm would
attract external capital. MFIs profits are also imnportant source of equity, if profits are
reinvested and this may encourage financial stgb{Muriu, 2011). Moreover, market
sources of funding are accessible only to MFIs tisate demonstrated that they can generate

a profit.

Large body of research on financial institutionsfpability has been undertaken in the
conventional banking industry like (Flarnini, et,a2009; Garcia Herrero, et al., 2009;
Marccucci and Quagliareli008). But exact empirical evidence on micro ficen

profitability is insufficient. Except study regangj their sustainability and performance,
having this very truth in hand it would be intemegtto study determinants of profitability of

MFIs since studies in this area are not rife.

In Ethiopia as the rest of the world, studies ilatien to determinants of MFIs profitability
considering both internal and external factorsrare, but studies regarding performance of
MFIs were conducted by various scholars like, Buhg2007), Alernayehu (2008) and
Letenah(2009). The study by Yond2012) and Melkamu (2012) tried to see the
determinants of performance by using proxy of fei@ahand operational sustainability of
Ethiopian MFIs. They focused only on internal fast@nd have not considered external
factors like macroeconomic and industry besidesy thave not addressed the idea of
profitability of MFIs specifically. Sima (2013) stied determinants of profitability of

Ethiopian microfinance by using microfinancgeeaific and macroeconomic factors.
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Therefore, the above studies use limited variablbgh focuses on MFI-specific and
macroeconomic factors only. Though, the industrgcéjg such as market concentration and
some of MFI-specific like Gearing and Macroeemic factors such as inflation
determinants in their study was not mentioned hesé factors have their own effects on
profitability as it was proved by differemutsider scholars such as (Muriu,2011),
(Sastrosuwito & Suzuki, 2011) and (Ponce, 2012jlifAet al., 2011). Since it is believed
that MFIs should be profitable for their healthyeogtion and attainment of the long term
goal which is alleviation of poverty. This studyositd have tried to find out the MFIs
specific, macroeconomic and industry-specific fextaffecting their Profitability and fill the

gap in the context of Ethiopian MFIs.

1.3 Objective of the Study
1.3.1 General Objective

The primary objective of the study was to examitiexlfactors determining the profitability of

Ethiopian Microfinance Institutions.

1.3.2 Specific Objectives

Specific objectives of the study include
= Examining the impact of internal factors that affeifitability of Ethiopian MFIs=>
Examining the impact of Macroeconomic factohst affect profitability of
Ethiopian MFIs
= Examining the impact ofndustry factors on the profitability of Hdlpian
Microfinance Institutions

1.4 Significance of the Study

Several studies were conducted on sustainabilitly merformance of MFIs in Ethiopia, the
number of particularly tailored studies on deteramnits of micro finance profitability were
limited until recently considering the internal aadternal factors simultaneously. In light
of this, the finding of the study would be advamtags to the stakeholders like donors,
managers and government in that it helps them tectievhat factors affect the profitability
of MFIs in Ethiopia and what measures should base for the yet to come for the
accomplishment of the long term objective MFIs, which is poverty reduction.

Furthermore, it should give some supplement matiadbr future researchers to conduct a



further cutting-edge study. Finally, it should alsontribute additional elements to the

existing literature on micro finance profitability.

1.5 Scope of the Study

The study was considered only limited number otnm&l and external profitability
determinants. The internal variables consideredthdy study includes Financing structure,
portfolio quality, Operational efficiency, Gearingize and age of MFIs. Macroeconomic
external variables include GDP and inflation wherélae only industry variable has been
used Market concentration. External variable, urieynpent rate and internal variables such
as depth of outreach, lending methodology, typénstitutions and owner ship structure are
not included in the study. In addition to this thteidy was used only the most recent 12
consecutive data (2004-2015). On the top of datakion, only 19 sample was selected
out of a total population of 35. This includes ACADCSI, DECSI, OCSSCO, OMO,
Sidama, Buussaa Gonofaa, Vision Fund, Wasasa, A\G¥FI, PEACE, Metemamen,
Shashemene, Dire, Gasha, Benshangul, Eshet, anlit. Magkong the 19 MFIs selected, the
first 6 MFI's are government owned whereas thel8sre privately owned.

1.6 Limitations of the Study

Before conducting this study, the researcher wdgipating to include all the 35 MFIs

which are registered by NBE in 2015. But the redear was unable to do so, for limited
reasons some MFIs are less than 12 years old amd & also lack of financial data for
consecutive 12 years for some MFIs have so thisetbithe researcher to include only 19
MFIs in the study. The other limitation was lack related and published literatures in

Ethiopian context regarding MFIs profitability.

1.7 Organization of the Paper

The proposed research paper has the following fatmapter one including introduction,
statement of the problem, objectives, significaremype and limitation, and Chapter two
consists of literature review both theories and ieogb studies, and chapter three Research
Methodology, chapter four results and discussiod Estly chapter five: conclusions

recommendations and direction for further research.



CHAPTER TWO
REVIEWS OF RELATED LITERATURES

This chapter aimed at providing a theoretical oi@wand empirical evidences on
performance evaluation of MFIs. Some studies maddifferent countries and in Ethiopia and
also studies focus on examine impact of Microfimamastitution’s profitability reviewed in

convenient ways. It recognizing and understapdthe underlying concepts and
definitions of the Microfinancing sector is essahin order to give an undertaking results and
analyses. The first part presents theoreticalerevihen followed by empirical reviews and

finally informs the knowledge gap.

2.1 THEORETICAL REVIEW
2.1.1 The Concept of Profitability

On this topic we have an available profitabilityedhnies are talk over. Even though there is
no such mainly tailored theory of profitability fodFls, the current study also took from
commercial banking related theories as some opii&xlecessors used to, since MFIs be
responsible for banking service to the poor. Acowgdio Harward & Upton (1961)
profitability is the ability of a given investmemd earn a return from its use. The term
Profitability however is not synonymous or the sameaning to the term “Efficiency”.
Profitability is a measure of efficiency and is aeded as a measure of efficiency and
management guide to greater efficiency. Thoughfitabdity is an important yardstick for
measuring the efficiency, the degree of profitéapikcannot be taken as a final proof or
indicator of efficiency. Sometimes satisfactory fjgocan mark inefficiency and conversely,
a proper degree of efficiency can be accompaniecrbybsence of profit. The net profit
figure simply indicates that a satisfactory balatedween the values receive and value
given. The change in operational efficiency is memne of the factors on which
profitability of an enterprise largely depends. Blrer, there are many other factors besides

efficiency, which affect the profitability (Harwagl Upton, 1961).

2.1.1.1 The market power theories

Tregena (2009) discussed that the banks performansdluenced by the market structure
of the industry. Structure-conduct-performance (5@md the relative market power (RMP)

theory are the two distinct approaches within theory. SCP approach is that the level of
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concentration in the banking market tends to rpis¥it through raising market power
Whereas, as the RMP approach says bank profitalsilinfluenced by market share; which is
large banks with differential product can influemeies and increase profit which has no or less
competition (Tregena, 2009).

2.1.1.2 The efficiency theory

The efficiency theory articulates the more effitiéranks earn high profits. There are two
distinct approaches within the Efficient theoryg tiX-efficiency and Scale-efficiency
hypothesis. Under X-efficiency approach, firms withver costs tend to gain larger market
share which implies high concentration but, thisigentration do not have any causal
relation with their profitability. However, accordj to Athanasoglou et al. (2006) discussed
that the scale- efficiency approach, economiescafesenable the large firms to acquire
higher market share which helps them to get highceotration then high profit. The scale
approach emphasizes economies of scale ratherdifi@nences in management or
production technology. Larger firms can gain lowant cost and higher profits through
economies of scale. This make possible to largasfito acquire market shares, which may
manifest in higher concentration and then profitigbiAccording to Njerl (2012) efficiency
theory is similar to the Portfolio theory largelgsame that banks performance is influenced

by internal efficiencies and managerial decisions.

2.1.1.3 The Balanced portfolio theory

According to the balanced portfolio theory, theiropim asset balance is a function of raiés
return on all assets held in the portfolio, riskssaciated with the ownership of each
financial assets and the size of the portfolio;aimequires the decision of the management. As
per the Portfolio balance model of asset divewiitn, the best possible holding of each asset in
a wealth holder’s portfolio is a function of polidgcisions determined by a number of factors
such as the vector of rates of return on all asstsin the portfolio, a vector of risks assoadiate
with the ownership of each financial assets andibe of the portfolio (Njerl, 2012).The best
portfolio composition determined for each aeadery asset considering risk and return, by
the banks management; enables the bank to minmsizand maximize profit (Nzongang and
Atemnkeng, 2006).



2.1.1.4 Risk return trade off theory

The risk return trade off theory describes thafirss increase risk through increased
leverage (debt over equity), they have a tendeacgarn higher profit. But, according to
Van Ommeren (2011) signalling and bankruptcy cggiotheses are opposite to the above
two theories. Berger (1995) Signalling hypothesigssthat high equity ratio (equity over
debt) leads to high profit and bankruptcy cost ligpsis says that where bank assumes the
bankruptcy costs will be high, they accumulate brgbquity capital to evade financial

distress.

2.1.2 Determinants of MFI Profitability

It is particularly assumed that to decrease povbstygetting higher their outreach, MFIs
should be profitable. The existing literature gigetails about profitability of a financial

intermediary as the return on assets (ROA) or #term on equity (ROE). This is measured
and/or expressed as a function of internal as aglexternal factors. Those factors which
are influenced by management decisions or withendinect control of firm management are
called internal factors. Such factors include figize, capital adequacy, credit risk
provisioning and efficiency in the management okraping expenses. The external
determinants which cannot be directly influencedthy firm's internal management (out of
the control of the firm’s management) include macamomic and industry specific factors
which reflect the economic, legal and business é&amorks surrounded by the financial

institutions function.

2.1.3 Perspectives on MFIs Performance

The various perspectives on which the MFI perforreais to be measured has created two
contrasting but having the same goals school ofight about the MFI industry: The

Welfarist approach and the Institutionist approach.

The Institutionist: According to the Institutionist school thought fm#al developing is the

main aim of microfinance. That is, the setting dpacseparate system of sustainable financial
intermediation for the poor who are either negleécte are underserved by the formal
financial system. The activists of this school bbught give emphasis to more on the
achievement of financial self-sufficiency, breadthoutreach (numbers of clients), depth of

outreach (levels of poverty reached) and positiacimpact. The interest of the approach



is that the institutions abstain from all kindssfbsidies as they insist on financial self-
sufficiency (Nelson, 2011). The institutionists tigcand believe that in order to effectively
fight the problem of poverty, it is necessary talda microfinance industry as a system in
which able to reach a large number of people. tteto reach a large number of people a
huge amount of financial resources should be dmrtd from MFIs them-self instead of
donors provide is necessary. The institutionistst Stom the basic and obvious assumption
that donors cannot subsidize enough MFIs to lantpeovide financial services to all of the
potential microfinance clients. They also belietiattthe only way to overcome this
constraint is to attract private sources of camtad this in turn requires MFIs to be
sustainable and profitable (Elia M., 2006). Accaglito this point sustainable financial
institutions that provide financial services to fh@or are necessary if the main goal is a
substantial poverty reduction. The emphasis notlgpth of outreach (level of poverty of
clients) rather must be put on breadth of outrgactimber of clients reached). If the system
is not able to increase the number of clients redcht would fail the target of poverty
reduction. Furthermore, institutionists believe dndus that if the approach of building
sustainable MFlIs is used the poorest will also fiefrem it, while the other way around of
targeting the poorest with highly subsidized proggawill have a low overall impact due to
the limited and unstable donor funding. The insioist position has clearly obtained

success within the microfinance community (Elia 2006).

The Welfarist School: self-employment of the poorer of the economicalttive poor,
especially women are their main objective. Theternest depends in the “family” and they
give more emphasis on the depth of outreach (t¥edeof poverty reached). They are more
concerned with the use of financial services toimize the effects of acute poverty among
individual participants as well as communities. Toeus of this school of thought is on the
unexpected improvement in the well-being of pagrtats. Though there are significant lines
of differences between the two schools of thoutitey have some similarities as well. In as
much as the two approaches seek to solve the pnobfefinancial needs of the poor,
microfinance activities should aim at achieving thigjectives of the two approaches
(Nelson, 2011). The welfarist approach focuses epthd (number of clients reached) rather
than breadth of outreach (poverty level of clierssil accept subsidies on an ongoing basis.
Welfarists accept subsidies as they believe andsftieat if sustainability is considered as a
necessary requirement, the accomplishment of th&lsmission of microfinance is at risk.

The center of attention is now the clients thatsareed rather than the institution or
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developing self-sustained industry and also thefakist accept the subsidies or required
subsidies on ongoing basis and this school notfagstses on financial self-sufficiency as a

necessary tool (Elia M., 2006).

2.1.3.1Sustainability of MFI

CGAP defines sustainability as the ability of anINMi#- stand on its own feet financially after
a period of operations. According to Letenah, (308@stainability defined as the ability of
a MFI to cover its operating and other costs fraenegated revenue and provide for profit.
It is an indicator which shows how the MFI can nudependent (free) of subsidies.

Financial sustainability indicates the ability af MFI to survive in the long- run by means
of its own income generating activities, i.e. with@ny contributions from donors (AEMFI,
2014). Financial sustainability refers that thditgbof a microfinance provider to cover all
of its costs on an unsubsidized basis or withoaepting donation. According to the United
Nations sustainability is necessary to reach aelargimber of people on an ongoing basis
(Elia M., 2006).As the notion of microfinance came into considemtithe question of
whether donor support is necessary in the long temoh the issue of sustainability of such
institutions came up as well. It could be argueat the long term sustainability of MFIs is
not important as long as money was given to migrvepreneurs and a start-up assistance
was given, this would imply that sustainability thle micro enterprises is more important
than the long term existence of the financial fngon that stood behind the start-up (Sarah,
2011). As MFlIs seek to reach as many poor peoplaoasible in the long run to fulfil their
goal to fight against the worldwide poverty, it Bew clear that this outreach is only possible
on a sustainable and efficient basis.

One might undertake that sustainable MFIs are &fgidor-profit commercial companies,
on the other hand this is not true. Actually, jabbut two-thirds of the sustainable MFIs are
NGOs, cooperatives, public banks, or other notgimfit organizations (Rosenberg et al.,
2009). Generally, Sustainability means the abititya program to uninterruptedly carry out
activities and services in pursuit of the statutobjectives. To analyse the sustainability of
MFI the two known a set of ratios have been dewoihese are widely accepted and they
enable a comparison among MFIs all over the woFltese two most important ratios are
Financial Self -Sufficiency (FSS) and Operationalf Sufficiency (OSS):
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Financial Self Sustainability

To capture the broader notion of sustainabilitysihecessary to take into account subsidies
from soft loans and investments. The financial-sefficiency (FSS) ratio corrects for soft

loans by making adjustments that price capitasanarket cost.

As noted by Armendariz and Morduch (2010) FSS takesaccount additional adjustmemts
operating revenues and expenses that is good &1Vl could cover its costs if its
operations were unsubsidized and if it were fundisgspreading out with liabilities at
market prices. Subsidy adjustments serve two pegpoBirst, since institutions show a
discrepancy considerable with the amount of subikidy receive, adjustments that accdant
subsidies allow for useful comparison across iastihs. Second, to the extent that
operating on a commercial basis, free from subsiglyan objective, subsidy adjustments

represent how close an institution is to addres#irsggoal.

The query responded by FSS is roughly, whethemstitution can increase without subsidy.
There are two types of subsidy adjustments. Tls¢ iBr subsidized cost of funds adjustment,
also called an adjustment for concessionary bomgwlt captures the difference between
what an institution pays in borrowing expenses, ahdt it would pay if all of its borrowing
liabilities were priced at market rates. The ddfere is supplementary to financial expense.
A second type of subsidy adjustment takes into @etan kind donations, or goods and
services provided to the institution at no costabbelow market cost. If FSS is below 100
percent, that is if adjusted income is below addistost, the institution is reflected subsidy
dependent.

Over all, financial sustainability describes theligbto cover all costs on adjusted basis and
point toward the institution’s ability to activateithout ongoing subsidy (i.e. including soft

loans and grants) or losses. At this point UNCDBO® make a distinction for FSS and OSS
only by the fact of an adjusted basis. Ledgerwd®99) as well states that the FSS indicator
should show whether an adequate amount of reveasidéen received to cover direct costs,
(including financing costs, provision for loan lessand operating expenses) and indirect
costs (including adjusted cost of capital). In lioethe fact that donor support is not unlimited
in reality, financial practicability of microfinaecservices is essential for getting higher
outreach to large numbers of the world’s poor. tldigon, the retention of profits of

microfinance operations is important to capitafirewth, (CGAP, 1998).
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Operational sustainability

As noted in Armendariz and Morduch, (2010, pp 243)20perational self-sufficiency

(OSS) ratio measures the extent to which the apgragévenues of MFI cover its operating
cost. Revenues mainly come from interest and fedd Ipy borrowers, on the other hand
typical institution also generates income from stweent and other services.

The financial expense in the denominator of OS® rafer to the cost of raising capital. It
takes account of the interest and fee that thétutieh pays to commercial banks,
shareholders and other investors. CGAP (2003) siigdehat expenses for loan loss
provisions also be incorporated in the denominalbe loan-loss provision expense is the
amount set aside to cover the cost of loans tleatMhBls do not expect to recover. The third
item in the denominator captures basic operatingeeses including rent, staff wages and
transportation cost among others. The nominator whigh means operating revenue is

calculated net of subsidy.

OSS ratio is most often presented as a percenaldevof 100 percent for OSS ratio point
toward full operational self-sufficiency, while alue under 100 percent point toward ttreg
institution must rely on continued outside fundit maintain its current level of
operation. Operational sustainability actually reféeo the future maintainability of the MFIs
OSS. For MFlIs it is one of the major goals to ashi®SS in order to maintain practical and

further grow in their operations.

It is noticeable that MFIs essential to cover bofferational as well as financial costs in
order to keep up their position in the market ia kbng run. Mainly by covering the financial
costs they come to be access to the capital magketsto commercial capital which then
allow MFIs to increase and grow their loan portiofind clients outreach. MFIs know how
to as a rule serve their poor customers best byatipg sustainably, rather than by
generating losses that require constant infusidnendependable subsidies, (Rosenberg et
al., 2009).
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2.1.4 Concepts and Developments of MFIs

2.1.4.1 Concepts of Microfinance

The definition of Microfinance anticipated by difémt scholars and organizations are to
some extent different from one another. Howeveg, lihsic concepts of the descriptions are
similar. Let's start from the terms microfim@n and microcredit are often used
interchangeably, it is important to define eachmteseparately and thereby see what they
cover. Microfinance is the practice of providingvariety of financial services that target

low-income and poor clients whereas microcredibng of the financial services namely the
loans which include the act of providing loans ofal amounts to the poor and other
borrowers that have been ignored by commercial dadcordingly, microcredit is just one

type of service under microfinance.

Robinson (2001) define microfinance as all typesfinAncial intermediation services
(savings, credit, funds transfer, insurance, pensenmittances, etc.) offered to low-income
households and enterprises in both urban and aneas, including employees in the public
and private sectors and those who are self-emplo@ddirchill & Frankiewicz (2006)
articulate microfinance as commonly associated witiall, working capital loans that are
invested in microenterprises or income-generatiotivibes. Hossain & Knight (2008) also
defined microfinance as the supply of loans, sayirapd other basic financial services to
the poor and they noted that microcredit, a certtnaine of microfinance, is broadly
recognized as the practice of offering small, ¢etk-free loans to members of cooperatives

who otherwise would not have access to the captzdssary to begin small businesses.

Ledgerwood (1999) and Arsad (2005) defined it as gbtting up of financial services (in
the main saving and credit) to low income consumémsgensen (2012) also tried to define
MFI as an organization that make available the aofiicance services to low income

consumers.

Different institutions also define MFI in their owmay. Microfinance institution is remarks
more in the main as the provision of financial 9 to those left out from the formal
financial system (UNCDF, 2002). The Microfinancdommation exchange (MIX) defined

the microfinance institutions as a variety of fio@h services that target low income clients,
particularly women. Since the clients of microfinaninstitutions have lower incomes and

often have limited access to other financial sesjicnicrofinance products have a tendency
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to be for smaller monetary amounts than traditidimedncial services. These services take
account of loans, savings, insurance, and remétanklicroloans are given for a variety of
purposes, frequently for microenterprise developméhe diversity of products and
services obtainable reflects the fact that thenftrel necessities of individuals, households
and enterprises can change significantly over tiespecially for those who live in poverty.
Because of these varied needs, and because afdbstry's focus on the poor, microfinance
institutions often use non-traditional methodolsgisuch as group lending or other forms of
collateral not employed by the formal financial teec Asian Development Bank (2000)
defines; microfinance is the provision of a broadge of financial services such as deposits,
loans, payment services, money transfers, andanesarto poor and low-income households

and, their microenterprises.

The typical users of microfinance services aredrgdstreet vendors, small farmers, service
provider’s hairdressers, artisans and small pradusech as blacksmiths and seam stresses and
belong to the economically active poor populatioat tare living close to the poverty line and
are therefore self-employed, low income entreprenen both urban and rural areas
(Ledgerwood, 1999).

As described by Alemayehu (2008), Microfinance isexy that might be understood in terms
of four main mechanisms (Loans, Savings, Insuranmd Pensions). (1) Loans; agree to a
lump sum to be enjoyed now in exchange for serfesavings to be made in the future in

the form of repayment instalments. (2) Savingseado a lump sum to be enjoyed in future
in exchange for a series of savings made now. r{8)irence; agree to a lump sum to be
received at some unspecified future time if neeideedxchange for a series of savings made
both now and in the future. Insurance also involve®me pooling in order to spread risk

between individuals on the assumption that nottladise who contribute will necessarily

receive the equivalent of their contribution. (8nBions; agree to a lump sum to be enjoyed
as a specified and generally distant date in futorexchange for a series of savings made

now.

Dejene (1998) as well defined Microfinance Instaat (MFI) in terms of the following

features: targeting the poor mainly the poor wonm@oemoting small businesses; building
capacity of the poor; encompassing small loans auithcollaterals; merging credit with
savings; and charging commercial interest rates aad they are often innovative and

flexible in their design and implementation.
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In a nut shell from all the above definitions,dgtpossible to conclude that MFI is financial
service centred on the poor and the typical mineofce clients are low income employed
persons or house hold based entrepreneurs, thoeetdwave possibilities to practice in

formal financial institutions.

2.1.4.2 History of Microfinance

The concepts and objectives headed for microfinameenot new. According to Helms
(2006) Small, informal savings and credit groupsehfunctioned for centuries from corner

to corner in the world, from Ghana to Mexico to im@nd beyond. In Europe, as early as
the 15th century, the Catholic Church founded paWwops as an alternative to usurious
moneylenders. These pawn shops spread througheutrifan areas in Europe throughout
the 15th century. Formal credit and savings institig for the poor have also been around
for generations, offering financial services forstmmers who were traditionally neglected
by commercial banks. The Irish Loan Fund systemmtext in the early 1700s, is an early
(and long-lived) example. Helms (2006) stated idQ3 this system had about 300 funds
throughout Ireland. But, in the eardy00s a financial organization that was credit
association to serve predominantly farmers in ran@as based on cooperative principles
was founded by Friedrich Wilhelm Raiffeisen in Gamg and expanded rapidly within
Germany and later since it was successful alsdheéorést of Europe, North America and
developing countries beyond. Ledgerwood (1999) naefithe focus of these cooperative
financial institutions as savings mobilization ural areas that attempt to teach poor farmers
how to save money and utilize it. In the early 9@t concept of Raiffeisen began to appear
with adaptations in parts of rural Latin Americae{lhs, 2006). Helms (2006) stated that
another milestone in the history of microfinanceswhe opening of the Indonesian People’s

Credit Bank in 1895 that became the largest micasite system in Indonesia.

In Bangladesh Professor Muhammad Yunus who wasNibleel Prize winner in 2006,
disbursed first loans from his own pocket to a grad rural women in Jobra in 1976 and
successfully developed the concept of microfinanith his Grameen Bank throughout the
country and later the whole world (Ledgerwood, 1)99%he Grameen bank, which is now
serves more than 2.4 million clients (94 % of the@omen) and is a model for many countries
(Ledgerwood, 1999). Other examples of early piahdmsides Grameen Bank are ACCION
International in Latin America, Self-employed WorteerAssociation Bank in India and
many more (Helms, 2006). Beginning in the mid-1980s subsidized, targeted credit
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model supported by many donors was the objecteafdst criticism, because most programs
accumulated large loan losses and required frequesaipitalization to continue operating.
It became more and more evident that market-bagkedians were required. This led to a
new approach that considered microfinance as agrak part of the overall financial

system. Emphasis shifted from the rapid disbursérmémsubsidized loans to target

populations toward the building up of local, susaile institutions to serve the poor.

According to Elia M. (2006) in the early 1990s ttegm “microcredit” was replaced by
“microfinance” which included not only credits batso other financial services for poor
people. The introduction of the term microfinanoiofived the success of many microcredit
programmes around the world and in 1997, during fits¢ Microcredit Summit, 2,900
delegates from 137 countries representing ardus00 organizations gathered in
Washington, D.C. During that occasion the birthite# global industry of microfinance was

officially recognized.

Today there is a strong trend in the direction @fmercialization and transformation of
providers of microfinance into formal financial fitstions. This stems from the motivation
of profitability and sustainability of microfinancastitutions. More and more institutions
became independent from donor funds and raise ¢hgital from the capital markets while
increasing their outreach. As noted in Sudares@08Pthe year 200%vas declared as the
"Year of microfinance" and attracted even more gigvinvestors to invest their funds into

microfinance sector.

2.1.5 Micro Finance and Poverty Reduction

Bamako (2000) discussed that MFIs have encouragedodor households to practice the
variety of saving services and products. Depositises helps low income households to
save for different purposes, including, accumuliateds for future investment such as
purchasing livestock, children’s education, housouapstruction, purchase of machinery,
handling irregular income streams and social afigioas commitments, such as life crises,
ceremonies, religious holidays, contribution toalbfunds and functions, old age and

disability.

Webster and Filder (1996) discussed that lack wihga and capital make it challenging for
many poor who wants jobs to turn into self-employedl take part on income generating

activities. Providing credit seems away to genesateemployment opportunities for the
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poor. But, due to lack of physical collateral, thazy not have access to institutional credit.
Microfinance agendas provide credit by means ofasanechanisms such as group based
targeted lending to spread the poor including wgnwamo lack access to formal financial
institutions (Khandker, 1998; Hossain, 1988).

Wolday (2001) discussed that even if microfinarsceadt the only solution for poverty and all
other development related challenges, it is neet&#s an important instrument in the

poverty reduction programs.

Khandker (1998) tried to discussed that when pgvessults from being without a job,
decreasing poverty requires getting higher the dppity of jobs, where poverty is the result
of low productivity and low income, decreasing payerequires investing in human and
physical capital to escalating worker's productiviBut in most of developing countries
poverty is caused by lack of both physical and huroapitals. For that reason, increasing
productivity by creating employment and developimgman capital is undeniable. Hence,
providing the poor with access to financial sersice one of the mechanisms to increase

their incomes and productivity.

Similarly, Wolday (2001) discussed that even if mfmance alone cannot provide
infrastructures such as roads, housing, healthem&ipply and education services, it
contributes significant role in order to comprehehd above interventions. In addition, it
empowers the poor and be responsible for them gatifidence, self-esteem and financial

resources to increase income and access to secimles.

The purpose of microfinance is much more than aonre generation mechanism; it has
considered as one of the key driving mechanismsaitdsv meeting the millennium

development goals.

Cross (2003) agreed that in the line with redue@xtyeme poverty and hunger, evidences
demonstrate that microfinance helps reduce povémgugh increased income, allowing
people to accumulate assets and reduce their abliigr. In achieving universal education, he
maintained that households that have access tofim@nce spend more on education than non-
members and participating in credit and saving g has aided many families to send

several children to school and reduce failure rates
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2.1.6 Microfinance in Ethiopia’s

The manifestation of financial markets accomplisloédmobilizing financial resources is
broadly accepted as essential for economic devedapof any country. On the other hand, the
credit market in the country is greatly fragmentids constraint the financial flows between

formal and informal sectors (Mengistu, 1999).

Itana (2001) discussed that the poor in Ethiopga @rer and over again self-employed in
small scale businesses due to lack of educationedisas skills and restricted employment
opportunities. In addition to this, Hayat (1997¢licated that the poor mainly women create

their own jobs in very small agricultural, manutactg service and inappropriate trading.

In Ethiopia, conventional banks are not in a positio be responsible for financial services
to the poor because of high transaction costsforall loans, impracticable collateral
requirement and shortage of financial resourcesfySe002, cited in Asmelash, 2003).
Furthermore, the structure and location of thes#itutions is also another reason to limits
access to finance, particularly, to the rural poér.number of Woredas in the country, which
have formal banks (such as commercial banks aneélagd@went banks) are limited.
Although there are branches in some Woredas duggto collateral requirements, the poor

have limited access to credit.

Informal financial lending has been consideredhas most significant source of finance both
in urban and rural poor in Ethiopia (Solomon, 1996)assumed that the increased

prominence, mostly due to excessive rules and aggok of the formal financial sector.

Andualem (1997); Mengistu (1999) and Itana (200icuksed that raising investment,
capital and lack of adequate loanable funds anilitiles are among the obstructions cope
with by micro enterprises sector particularly, mf@al sector. Since microenterprises have
very restricted to access from conventional barkdiqular financing scheme should be
developed to facilitate credit access to poor,@asmng their productivity and income

generating activity.

The function of Igquib and Iddir as the basis afafice in informal sector in Ethiopia
(Dejene, 1993). On the other hand, they have oelitaitations, related with the inadequacy of

loanable funds for investment.
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In general microfinancing started on March 30/188(bwing the signing of credit contract
between the government of Ethiopia and the inteznat Development association (IDA).
The credit scheme intended at financing the matbwhs to improve infrastructure in
towns, in market and service centres for the afjural surrounding area and to alleviate

problems of urban poverty (Mengistu, 1997).

In the earlier, micro credit service and saving itimdttion in Ethiopia were presence
supported by NGOs, government departments, coapesaand others in fragmented and
inconsistent way. But according to Wolday (2000 government took the initiative to
establish a regulator frame work in order to féaié sound development of micro finance

industry.

The National Bank of Ethiopia(NBE) supervises MFI in Ethiopia. The Ethiopian
government has laid down a regulatory frame worktie establishment of MFI by issuiiag
proclamation N0.40/1996 that provide for the liagagsand supervision of MFIs.
Nowadays, there are 35 MFIs in Ethiopia regulateden NBE (NBE, 2015) operating in the
urban and rural areas of the country. They are sped by regional governments, local

associations, NGOs, and government departments (3€02).

2.2 Empirical Review
2.2.1 Studies on determinants of profitability of MFls

Empirical literatures in relations to determinanfsMFIs profitability are very limited. The

earlier studies conducted in the area were higklyeddent up on theory of retail banking
profitability, by assuming that MFIs also providanking services to the poor. The empirical
studies available and access able to the resedtdteis applicable with the determinants of

MFIs profitability are presented in the followingnagraphs.

Muriu (2011) The primeval empirical study on theeadminants of profitability of African

MFIs is done by Birmingham University in Englanduii, under the study entitled ‘'what
explains the low profitability of MFIs in Africa ied to find the factors contributing to
profitability of MFIs. Muriu used Generalized Meth@f Moments (GMM) system using an
unbalanced panel dataset comprising of 210 MFlesacB2 countries operating from 1997
to 2008. The proxies for profitability were both R@nd ROE. The factors studied are

classified into three categories: Firstly, MFIs@fe including capital, credit risk, size, age
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efficiency and gearing ratio; secondly, macroecoigofactors including Gross National
Income (GNI) per capita and inflation; thirdly, éom from corruption was used as a proxy
for institutional developments. The data for thadgt were gathered from MIX database,
world development indicator and Heritage foatiwh for the three categories of
determinants. In concluding his study Muriu statiealt; capital, size (scale of economy) and
freedom from corruption had significant positivéatenship with profitability. Factors such
as credit risk and efficiency have significant negarelation with profitability. As the study
also revealed; Gearing ratio, inflation, GNI pepita and age were insignificant factors

among others.

Anne Norgaard (2011) tried to examine the factbet tletermine profitability of MFIs and
the relationship between profitability and yield gross profitability. The data used in the
study was found through mix market and a sampl878f MFIs was processed and analysed
to test two profitability models with return on ats and profit margins as the dependent
variables. The study findings revealed that factbieg statistically influenced profitability
positively was the capital asset ratio, age (nemg gross loan portfolio, factors with a
statistical negative influence were legal statugdit union), cost per borrower, and two
other variables showed statistically significant luth opposite influences: operating
expense over loan portfolio which had a positivBRuence, and a number of active

borrowers, with a negative influence.

Dissanayake (2012) tried to examine the determsnahtprofitability proxies by ROE for
eleven MFIs operating in the Asian country of Sainka for the period covering 2005-2011.
He tried to see the relationship between diffeiatérnal or firm specific factors and ROE;
for his study, Dissanayake used data from MIX miadetabase and performed regression
analysis. The outcome showed that, debt to eqgaiip land operating expense ratios have
negative statistical significance in relation wROE. Write-off ratio and cost per borrower
ratios have a positive and statistically significaglationship with ROE. The other internal
variable which is the personnel productivity raigonot statistically significant determinant
of ROE.

Jorgensen (2012) studied the profitability in castioe with yield on gross profit by taking

sample of 879 MFIs all over the world. The objeetiwas to find factors that determine
profitability and to find weather high interesteatgo hand in hand with high profits for
MFIs. His study focused on factors such as outrefagancing structure, expense, revenue,
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efficiency, quality of portfolio and different pegroup comparisons like age, deposit taking,
legal status and profit status. The data sourceMiasfor the 879 MFlIs for the study yeae.
2009 and ROA and profit margin were used as theigsofor profitability and grosgield
portfolio respectively. The finding of the study pieted that number of active
borrowers, cost per borrower, deposit and legdusthave negative significant relation with
ROA. The factors having positive and significantpant on ROA includes gross loan
portfolio, capital to asset ratio, gross loan midf to asset, operating expense to gross loan
portfolio and age of new MFI. In conclusion Jorgam$ut; yield on gross portfolio did not
show a significant explanatory variable for prdfitay, hence, there is no general trend

between increase in profitability and increasenteriest rate.

2.2.2 Studies On MFIs Performance

For the fulfilment of the long term objectives dfet MFIs mainly in poverty reduction,

studies in relation to performance measure are tgndrafting different policies for the sake
of helping the institutions to make the right maeeachieve their goals. To mention some
of the studies:

Kipesha (2013b) conducted a study on performanckiféis in Tanzania by applying
integrating financial and non-financial Metrics. ellstudy used BSC approach with five
dimensions financial, social, customer, learning @nowth and internal business process.
A total of 29 Microfinance institutions operating Tanzania were involved in the study and
both primary data and secondary data were used.fiiilmmgs of the study indicate low
average financial performance among MFIs review&a.average, the institutions reviewed
were not sustainable with low relative productivigd low profitability. The average
nonfinancial performance was high indicating thaicidfinance institutions were better
performing in nonfinancial measures compared tarfaial measures. The findings also
show a positive correlation between overall finah@erformance with nonfinancial
performance and overall performance. This indicdled trade-off does not exist on
financial and nonfinancial performance when measunea collective way. The results on
individual financial performance metrics show aipes correlation with internal business
process and learning and growth, and negative latioe with social and customer
perspective. The results also show a positive @rom between the four dimensions of

nonfinancial performance and with the overall ficiah performance.
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Cull et al (2009) tried to see the impact of reguia supervision on profitability and

outreach of MFIs, where they examined using 346 MM 67 developing countries. The
study found that regular on site supervision isitpady associated with average loan size
and negatively associated with the share of lentiinggomen; there is no significant
relationship between supervision and profitabilitytreatment. The pattern of the acquired
results is compatible with the idea that profiteoted MFIs that have to comply with
prudential supervision respond by minimizing thaitreach to segments of the population
that are costlier to render micro finance servidescontrast, MFIs that rely on non-

commercial sources of funding (e.g., donationsy] Hws are less profit-oriented, do not
adjust loan sizes or lend less to women when sigeztybut their profitability is

significantly diminished.

Ayayi (2009) the studied emphasis on whether del#quity has good implication on
profitability and social welfare for MFIs. The rdisufound in the study showed that, equity
contract generate more social welfare and profintdebt contract. By becoming a
stakeholder in the micro-venture rather than adenthe MFI is in a more tightly coupled
relationship, providing knowledge and guidance meaey for ensuring success of the
venture. An MFI providing micro-equity receives d@gun the micro-business in return for
its investment; the return is entirely dependenthansuccess of the micro venture, whereas
an MFI providing a loan gets paid first regardlesshe profit conditions encountered. The
detected results also showed that microcredit @imanplaces a heavy cash drain on micro-
enterprises because the coupon is a precious cesoeeded to nurture and sustain the

growth of micro-enterprises to propel them to tbgtrdevelopmental stage.

Coleman (2007) tried to see the impact of capttalcture on performance of MFIs in the west
African nation of Ghana. Coleman used ten yeart& ¢8995-2004) using fixed anmdandom
effect regression analysis for 52 MFIs. The sowfcdata was the financiatatements of
the selected institutions for the study. The stoolycluded that; most of the MFIs employ high
leverage and finance their operations with longatas against shortterm debt. And Also, highly
leveraged MFIs perform better by reaching out toendientele, enjoy scale economies, and
therefore are better able to deal with moral haaadladverse selection, promoting their ability to

deal with risk.

Lafourcade et al. (2005) conducted a study entitdeerview of the outreach and financial

performance of MFIs in Africa and 163 MFIs providatbrmation for the study. As per this
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study MFIs in sub-Saharan Africa include a broadgeaof diverse and geographically
dispersed institutions that offer financial serside low-income clients and they are NGOs,
non-bank financial institutions, cooperatives, fusanks, savings and postal financial
institutions, and commercial banks. Based on thidysmore than 70 percent of the reporting
African MFIs offer savings as a core financial segvfor clients and use it as an important
source of funds for lending. The other findingstlut study showed MFIs in Africa tend to

report lower levels of profitability, as measuregl ROA, than MFIs in other global regions.
Among the African MFIs that provided informationr fthis study 47 percent post positive
unadjusted returns; regulated MFIs report the hEgfROA of all MFI types, averaging

around 2.6 percent. On the other side African Mifls among the most productive globally,
as measured by the number of borrowers and saeerstaff member. MFIs in Africa also

demonstrate higher levels of portfolio quality, wén average portfolio at risk over 30 days

of only 4 percent.

Michael and Gerard (2004) tried to compare findng&formance of MFIs with commercial
banks, they used 57 self-sufficient MFIs and bafrksn Africa, Asia, Europe and Latin
America. Their study focused mainly in measurinficieincy, profitability and leverage of both
the institutions and finally to compare the twoeTinding shows that self-sufficient MFIs are
strong performers’ in terms of ROA and ROE compaoathieir commercial peers. Their ultimate
conclusion was that; majority of MFIs are very weakl in need of continued outside funding for
their operations.

2.2.3 Studies on Performance of MFIs in Ethiopia

Different researches have been done so far cordlbgtelifferent scholars on the subject of

microfinance. The review starts from the very réstundies conducted in Ethiopia:

Sima (2013) tried to see determinants of profilgbibn empirical study on Ethiopian MFIs
examined internal and external factors affectirgfifability of Ethiopian MFIs for a total of 13
MFIs for the period of 2003-2010. The regressimulteusing fixed effect modalhowed up,
operational efficiency and portfolio quality to leaa negative statisticallsignificant effect
on profitability while age of MFIs has a positiviatsstically significant effect, whereas capital
adequacy, size and the only macroeconomic varigdgd in the study i.e. GDP were found to be

statistically insignificant variables.
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Bayeh (2012) conducted the study in examined facadiecting financial sustainability of
microfinance institutions in Ethiopia. The studyldwed a quantitative research approach
using a balanced panel data set of 126 observations 14 MFIs over period 2002-2010.
The study showed that microfinance breadth of aatne depth of outreach, dependency
ratio and cost per borrower affect the financiadtauability of microfinance institutions in
Ethiopia; however, the study revealed that camtaicture and staff productivity has

insignificant impact on financial sustainability.

Yonas (2012) the study focused on determinantsir@ntial sustainability of Ethiopian
MFIs, using 6-year data for 12 MFIs from AEMFI. s study, Yonas concluded three
things. Firstly, a high quality credit portfoliopgpled with the application of sufficiently high
interest rates that allow a reasonable profit anothd management are instrumental to the MFIs
financial sustainability. Secondly, the percentagfewomen among the clientele has a
statistically insignificant negative effect on fmwal sustainability of MFIs and finally, on
attainment of financial sustainability, client aeach of micro finance program and the age of

MFIs have a positive but lesser impact.

Melkamu (2012) tried to see determinants of opemati and financial self -sufficiency of
Ethiopian MFIs. he used 6 years’ data of 12 MF&sMrMIX data base where he used two
multiple regression analysis for OSS and FSS inddgetly. The outcome of the study
revealed that average loan per borrower, size oflsMéost per borrower and yield on gross
loan portfolio affect the operational self-sufficey of the institutions in a significant
manner. Additionally, cost per borrower, numberaocfive borrowers and yield on gross loan
portfolio GLP are found to be determinants of ficiah self-sufficiency with a significant
effect. Generally, the following conclusions aréai@ed from the study: Ethiopian MFIs are
operationally self- sufficient but, they are nataincially self- sufficient; Ethiopian MFIs are
young in terms of duration of time (but benchmasdediis not cited), the average loan size
of Ethiopian MFIs is small compared to other MFAhsAfrica, Ethiopian MFIs are efficient
in cost management; this is compatible with thelifigs of Letenah in 2009 and finally, in
terms of asset size Ethiopian MFIs are big enowdgtive to African peer groups. The tests
of classical linear regression model are perfornmethe study and all the variables met the
assumptions of CLRM; but in the comparisons madé Wirican countries, the benchmarks

used for comparison were not enumerated.
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Yitay (2011) also studied in assess institutionatfgrmance and sustainability of selected
MFIs in Ethiopia using a sample of six. Mixed reshamethods employed and conventional
financial performance and sustainability intica and non-parametric DEA-based
Malmquist total factor productivity index model dselhe study period covers 2003 to 2009.
As indicated in this study conventional financiarfjprmance and sustainability indicators
revealed that all MFIs outreach performance haseased during the study period. Despite
the increase in outreach performance, it is diffifor the institutions to operate and expand
without subsidies. The other findings are technicligchange has higher value relevance
than technical efficiency gain, and the intermedratservices which is the responsibility of

the MFIs to transfer funds from surplus groups sashifrom savers and donors to the deficit
groups particularly borrowers or investors are mpreductive than the production

responsibility of MFIs which considers the insiibuis as producers of deposits and loans.

Letenah (2009) tried to see in performance analysisample MFIs of Ethiopia evaluated

both outreach and sustainability and explored &lationship between them. The study was
conducted on 16 MFIs whose reports were availabl&x Market data. Data were analysed
using statistical analysis techniques specificalhe sample t test, one-way ANOVA with

Scheffe Post Hoc Comparison tests, Kruskal-Wadlst tand Pearson correlation coefficients
The outcome of the study showed that; Ethiopian svi&le poor performers on depth of
outreach; hence, they are not reaching the poafesie poor. However, they are good at
breadth of outreach. The study also concludedtttetMFIs are poor in terms of gross loan
portfolio (GLP) to asset, allocating a lower prapmr of their total asset into their loan

portfolio. The finding on Letenah also confirmedeAlayehu (2008) in that the performance
of MFIs related with size where the higher the dize better the sustainability. Large and
small MFIs allocate more loan loss provision exgetisan industry average and also
portfolio at risk is high for these MFIs. EthiopidtFls are good in cost management,
efficiency and productivity. The MFIs chardewer interest rate compared to the
benchmarks used in the study. The results alsoctepihat, profitability is dependent on

size of institutions. There is a trade-off betwesemving the poor and operational self-
sufficiency; in contrary to the findings of Birhanm 2007. Age of the institutions is

positively correlated with efficiency, productivjtydebt financing and operational self-
sufficiency. And finally, the use of debt financimgakes the institutions more efficient and

enables them to increase productivity.
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Alemayehu (2008) also studied in examine the perémce of MFIs in Ethiopia by taking
six institutions. The study focused on analysiguaifitability and sustainability, asset and
liability management, and efficiency and produdyivof MFIs in Ethiopian using a
descriptive analysis of data collected from aud@aadual reports d microfinance
institutions covering a period of five years (206). The result of the study showed that
most of the MFIs were doing well in terms of Opienadl self-sufficiency and financial self-
sufficiency though both operational and financialf-sufficiency declined with the size of
the institutions. The analysis of asset and ligbifhanagement also showed that most of
them used their asset for undertaking primary #gtof lending. They also have a low cost
capital which is below the commercial bank lendnage, but the debt to equity ratio was
high in most of the cases. With respect efficieteage MFIs had a better operational
efficiency than their small counter parts as meaury the ratio of operating expense to
gross loan portfolio and cost of serving a sindient Yet, small ones were good in outreach
measured by average loan size. In general, Alemagencluded that the sustainability of
large and medium MFIs in Ethiopia were encouraging, the case in small MFIs demands
consideration for the fact their good outreach mess are not accompanied with good

sustainability indicators.

Birhanu (2007) tried to see the study in outreaath fnancial performance analysis of MFls
found that outreach of Ethiopian MFIs is increadnogn 2003 up to 2007 on average by

22.9%. Birhanu also concluded that the institutiomencial sustainability is improving from time
to time as measured in terms of ROA and ROE. Aaidktily, his study revealed that there is
no trade-off between outreach and financial suatality of Ethiopian MFIs. The study noted
that the credit access of women is still limited%® and also default rate of some not all MFls
Is increasing steadily so care should be takerallifinhe concluded that Ethiopian MFIs are
increasingly becoming profitable.

2.3 Conclusions and Knowledge Gap

To have a quick bird’s eye view of the literaturetarting from abroad, Muriu of

Birmingham University in England developed a modated on the retail banking theories
since there are no developed theories for the NFd§itability, in this regard the works of

Anne Norgaard (2011), Jorgenson (2012) and Dissdea{2012) could be cited too. These
studies were conducted abroad and they were notyarly tailored to an Ethiopian case.
While turning to the studies that took place ini&tia, Sima (2013) used only limited
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number of internal variables leaving some key dateants of profitability like gearing ratio
and some other macroeconomic as well as industriablas from macroeconomic like
inflation and also from industry like market corteion etc. Looking into the study of
Yonas (2012); he used only six years’ data (whihoob small) to assess the determinants
of financial sustainability of MFIs. Regarding toet study of Yitay (2012) tried to used only
a sample of six selected MFIs in Ethiopia (whichta® small) to assess institutional
performance and sustainability of MFIs. MelkamuZ012) the study was concerning
determinants of operational and financial selfisighcy of Ethiopian MFIs. His ultimate
conclusion was Ethiopian MFIs are performing welmpared to their African counterparts
but he hasn't cited the benchmark used. To hawghlpuound about on the study of Letenah
(2009), he made a comparative study on the perferenaf Ethiopian MFIs with the micro
bulletin benchmarks and accordingly, he found Hiaio MFIs to be poor performers. While
Alemayehu (2008) the study looked at asset, ligbikfficiency and productivity and used
only internal factors leaving no place for exterfettors in assessing the performance of
MFIs, and Birhanu (2007) the study used some iatdiactors to assess the performance of
MFIs but kept muted on the determinants of MFIditaioility.

To sum up; in some of the studies, inconsistencyiisessed in the results found; simply
internal determinant factors are taken into accoomust of the studies kept silent on external
factors like inflation and market concentration.efgain some studies took only narrow
observation which can contribute to the variance tld results detected. Operational
selfsufficiency or financial self-sufficiency weosed as a proxy to assess performance of MFIs
and they kept muted on profitability parameterg IROA and ROE, most of the studies came
absence of giving emphasis in black and white atb@uiimportance of being profitable in order to
be sustainable MFI and increase in outreach.

Having all this facts, the current study has somegtiio minimize the vacuum or the
knowledge gap available in microfinance profitapistudies in Ethiopia. Specifically, trssudy

tries to incorporate internal factor like gearimgio and external factors suchiafation and

market concentration in the impact of microfinapeefitability and this shoulddd some value
to the recent need of having this study. To the bethe researchergiowledge there is no
prior studies on the determinants of MFIs profiigbwhich took gearing ratio, inflation, and
market concentration simultaneously as internal axtlernal microfinance profitability

determining factors in Ethiopia
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CHAPTER 3
RESEARCH DESIGN AND METHODOLOGY

The literature review part above, tried to disctiss theories in relation to determinants of
profitability and also the knowledge gap. Here unthe research methodology and the

reason for the appropriate research method uselddaurrent study are discussed.

3.1 Research Design and Approach

As noted in Kothari (2004), explanatory researchigie examines the cause and effect
relationships between dependent and independerabies Therefore, in order to achieve
the main objective of this research, the study sstbguantitative research approach.
Quantitative research is the numerical represemaind manipulation of observations for
the purpose of describing and explaining the phemanthat those observations reflect. It is
a means for testing objective theories by examirhmg relationship among variables
(Creswell, 2009, page 4). It uses statistical pdaces to analyse numbered data. It also
follows positivist thought that can be verified bipservation and experimentation. Despite
that of qualitative study there is less interactlmetween the researcher and subjects. To
increase the quality of finding, standardized pdares are used in sample selection,
instrument design, analysis and implementatiorhia &pproach. There are two strategies of
inquiry in quantitative approach: survey design axgerimental design. The former
provides a quantitative or numeric description r@ntls and opinions of a population by
studying a sample of that population whereas tkterlas used to test the impact of a
treatment on an outcome, controlling for all otfectors that might influence the outcome
(Creswell, 2009, p.145).

So in this study the main reason for adopting dtaivie method is that the objective of the
research is to see the relationship between podiitaof MFIs and factors affecting it then to
generalize about the population based on samplerder to collect the necessary data, the

study adopted survey design through structuredrdeatireview.

3.2 Sample design

As noted by Kothari (2004), good sample design rbasviable in the context of identified
gaps to fill for the research study. Besides, fos study the target population used all the
Microfinance institutions registered by NBE. whespplation elements are selected for
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inclusion in the sample based on the ease of acbesdo select items for the sample,
concerning the choice of items as supreme basetherselection criteria set by the
researcher. Thus the researcher set a criterioexciusive based on the MFI's under
operation in the country at least for the last @a@rg. Hence, based on the availability of data for
the time period of 12 years (2004-2015) that isimegl for the analysis purpose in most of the
newly established MFIs, the number of sample MFseduced. Accordingly, from the 35 MFIs
registered by NBE the study should be selectivethedample of 19 MFIs which fulfilled the

researcher’s exclusive criterion.

3.3 Data collection

In order to analyse the effect of MFI specific @ast (financing structure (CAR), Gearing

ratio, quality of portfolio, age, size, operatiorefficiency) and industry variable (market

concentration) on profitability of MFIs, the stuayas used 19 MFIs data for 12 consecutive
years. i.e. from 2004-2015 which would have coddctrom performance analysis report
(published bulletin) of each of the Micro finanasstitutions included in the sample and
AEMFI. The analysis basically concentrated on data available in financial statement of
MFIs. Regarding macroeconomic variables GDP anthtloh covering the period 2004 -

2015 is collected from Ministry of Finance and Emanic Cooperation of Ethiopia (MoFEC)

and National Bank of Ethiopia (NBE).

3.4 Data Analysis

As noted by Kothari (2004), data has to been aedlys line with the purpose of the research
plan after data collected. Thus, this study wa$izati both descriptive and econometric
analysis based on a panel data from 2004-2015 amimed the relationship between
profitability of MFIs and its potential determinantThe data collected from different sources
coded, checked and entered in to MS- Excel progammade the data should be ready for
analysis. Then the collected data should have pemtk and analysed through E-views

version 8.1 software packages.

3.5 Determinants Selection and Hypotheses

Based on the formulated objective of this particutzsearch in chapter one, i.e. identifying
factors that could have impact on the profitabiityMFIs in Ethiopia, this study formulated
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around 9 hypothesises for the purpose of investigaif the relationship between the

dependent and independent variables.

3.5.1 Dependent variable

For the purpose of this study, return on assetsAjR@ed as proxy of MFI profitability. The

Microfinance Financial Reporting Standards recomusethe use of ROA and ROE as
measures of profitability rather than financial fselfficiency (FSS) and operational self-

sufficiency (OSS) (Muriu, 2011). ROA may be biaskee to off balance-sheet items; It can
be deal with such activities may be negligible ifIs1 It is known that most of the studies
undertaken in similar industries like banking andurance employ ROA as a measure of
profitability; Olweny & Shipho (2011) and SufianQ21) are some. Even though much is
not done in case of MFIs, Muriu (2011) and Jorgen&®12) used the same approach for
microfinance. Therefore, this study should be mesaguofitability using ROA similar to the

above-mentioned researches. According to AEMFI, R®Aneasuring as adjusted net

operating income, net of tax divided by adjusteerage total assets.

Regarding the determining factors of profitabilithe study identified the following
explanatory variables under MFIs specific, usily specific and macroeconomic

determinants.

3.5.2 Independent variables

MFIs profitability could be affected by a number adtermining factors. In most literatures
MFIs profitability usually expressed as a functiohinternal and external determinants.
Muriu (2011) also point out that the determinantdVid-Is profitability can be divided into
two main categories namely the internal determmamtiich are management controllable
and the external determinants, which are beyondctmrol of management. In addition,
this subsection present hypotheses by proposingtpected sign of the coefficients, as per
the academic literature available and acckssib the researcher. Note that some
relationships between selected independeatiables and profitability are rather
straightforward. However, the presence of irreléwaariables does not lead to biased
coefficients or standard deviations while the abeeof relevant variables does. Hence, some

variables that look rather predictable at firshs@ye included to prevent biased results.
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3.5.2.1 Firm (MFI) specific variables

As it was cited in the literature review in chapt@o most theories of profitability are fetchigdm
the retail banking industry. The theories thatfarenulated to the retail bankingdustry are
in planted to MFIs presuming that they are alsdkalole to MFIs. MFIs specifitactors included
in the study were, gearing ratio, financing struetyortfolio quality, operational efficiency,

size and age.

Financing structure:

The capital to assets ratio is a simple measurthefcreditworthiness of MFIs. This ratio
helps an MFI consider its ability to come acrossabligations and absorb unexpected loss.
The determination of an acceptable capital to asd&i level is generally based on a MFIs
assessment of its expected losses as well amdacfal strength and ability to absorb such
losses. Expected losses should generally be cowredigh provisioning by the MFI's
accounting policies, which removes expected lo$s@a both assets and equity. Thus, the
ratio measures the amount of capital required teercadditional unexpected losses to ensure
that the MFI is well capitalized for potential skec This study used this variable to measure
how much of the MFIs assets are funded with ownten'sgl (inverse to leverage ratio). The
ratio selecting to measure the capital structurdVbfs is capital to asset ratio measured as
adjusted total equity divided by adjusted totalessgAEMFI). According to Muriu, (2011)
study that is determinants of profitability of MFlbased on a panel data set of 210
microfinance institutions Muriu conclude that capiadequacy has robust and significant
positive association with MFI profitability. This idepicted by the relatively high coefficient
of the equity to assets ratio across the spedidicatthis effect remains so even after the
inclusion of the external factors. Intuitively, shis an indication that well capitalized MFIs
are more flexible in dealing with problems arisiingm unexpected losses and are confronted

with a reduced cost of funding or lower externalding.

The risk return trade off assumes high leverageréndebt financing) do have higher return
whereas signalling and bankruptcy hypothesis $agl equity ratio leads to high
profitability due to signalling effect and loweméncial distress.so the expected sign of

capital adequacy for this study is determinate.ddehe hypothesis is stated as follows:

32



H1. There is a significant positive relationship between amount of capital and
profitability of MFIs

Portfolio quality:

It is vivid that as the asset quality increasesfifadaility increases since they are directly
related; that is poor credit quality has negatiffecé on profitability and vice versa (Ayayi
and Sene, 2010). This relationship exists becansen@ease in the doubtful assets, which
do not accrue income, requires the financial tstibs to allocate a significant portion of
their gross margin to provisions to cover expeategtlit losses; thus, profitability will be
lower. This is in line with the theory that incredsexposure to credit risk is normally
associated with decreased firm profitability. Thascapture the quality of portfolio for MFIs
the study used portfolio at risk past due 30 d&8AR>30). This theory was also used in
Muriu (2011). This theory was also used in Muri@X2); hence the hypothesis is stated as

follows:

H2. There is a significant negative relationship between quality of portfolio and
MFIs profitability.

Operating efficiency:

Efficiency in expense management should ensure i@ reffective use of MFIs loan able
resources, which may enhance profitability. Higlhatios of operating expenses to gross
loan portfolio imply a less efficient managemenmtrical evidence points to the fact that
providing microfinance is a costly business perhdpe to high transaction and information
costs (Hermes and Lensink, 2007; Gonzalez, 200¢ited in Muriu, 2011). Because the
administrative costs per dollar lent are much higloe small loans than for large ones; to
maintain the same level of profitability, the irdet rates necessary to cover all costs
including costs of funds and loan losses are mugheh for MFI loans than for conventional
bank loans (Cull et al., 2007). A well-managed M#at applies best practices can effectively
control its operating expenses. X-efficiency theatgo states that the more efficient firms
will generate higher profit. This is in line with Wiu (2011) and Dissanayake (2012).
Operating efficiency is proxied by operating expematio which is adjusted operating

expense divided by adjusted average gross loafopo(AEMFI). The hypothesis is that
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good management of operating expenses (lower cast)increase profitability and vice

versa. Therefore, the hypothesis is stated as:

H3. Thereis a sgnificant negative relationship between operational efficiency and
MFIs profitability

Size:

This variable is included to capture the econonuesliseconomies of scale. There is
consensus in academic literature that economiescale and synergies arise up to a certain
level of size. Beyond that level, financial orgaians become too complex to manage and
diseconomies of scale arise. The effect or sizddctherefore be nonlinear (Amdemikael,

2012). Natural logarithm of total asset of MFIs wased as a proxy of size. The study
observed that since the dependent variable in th@elh(ROA) can be deflated by total assets
it would be appropriate to log total assets befootuding it in the model. Since the expected
sign of the effect of size on profitability is irtdeminate as per the literatures available the

formulated hypothesis is:
H4. Thereisa significant relationship between size and profitability of MFIs
Age:

Age is another variable that influences profitapiliThere has been an enormous progress
in the existence of MFIs and client outreach. Asrenand more MFIs start up, it is also

interesting to investigate whether only the matuifels have found their way to profitability,

or whether the new MFIs entering the industry hifferdnt set of goals and operational set
of skills leading to profitability, (Jorgensen, Z)1 Therefore, the expected sign of age is
unpredictable. In this study Age is denoted byribmber of years MFI has been in operation
in order to capture learning effect in MFI performoa. Therefore, the hypothesis is stated

as:
H5. Thereisa sgnificant relationship between age and MFI s profitability
Gearing:

The debt to equity ratio is calculated by dividitegal liability by total equity. Total debt

includes everything the MFI owes to others, inahgdileposits, borrowings, account payable
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and other liability accounts. The debt/equity raicdhe simplest and best-known measure of
capital adequacy because it measures the ovevallalge of the MFIs (AEMFI, 2012). The
debt to equity ratio is a common measure useddesasa firm’'s leverage, or in other words
the extent to which it relies on debt as a soufcinancing (Lislevand, 2012). Microfinance
institutions that employ higher debt in their capitructure are more profitable, and highly
leveraged microfinance institutions are more pabfié, (Muriu, 2011). Besides, a higher
debt ratio can enhance the rate of return on equagyital during good economic times
(Muriu, 2011). Moreover, it also appears that NGfet of microfinance institutions rely
more on debt financing relative to other type otnwmiinance institutions, perhaps because
many are not regulated to mobilize deposithe significant relationship between
profitability and gearing ratio is an indicationathperhaps more debt relative to equity is
used to finance microfinance activities and thatglderm borrowings impact positively on
profitability by accelerating MFIs growth than itowld have been without debt financing
(Muriu, 2011). Therefore, the hypothesis is stat&d

H6. There is a significant negative relationship between rate of Gearing ratio and
profitability of MFIs.

3.5.2.2 Macroeconomic variables

The macroeconomic and industry variables are eatefor the MFIs managers and
uncontrollable. This study used real GDP and lisitafor the macroeconomic variables and

market concentration for the industry variable.
Real GDP

The gross domestic product (GDP) is among the mostmonly used macroeconomic
indicators for measuring total economic activityheTGDP is expected to influence
numerous factors related to the supply and demandbéns and deposits. As GDP growth
slows down particularly during recessions, crediglily deteriorates, and defaults increase,
thus reducing bank returns. Arguably, this is thesminformative single indicator of

progress in economic development. Poor economidittons can worsen the quality of the
loan portfolio, thereby reducing profitability. lnontrast, an improvement in economic
conditions has positive effect on the profitabildly MFIs, (Muriu, 2011). GDP in this study

measured by the real GDP growth rate, thus fronalttoee literatures the study expected
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sign of GDP is determinate with positive relatiopsthence the hypothesis is stated as

follows:

H7. There is a significant positive relationship between real domestic product
(GDP) growth and profitability of MFIs

Inflation

To capture the inflation for MFIs the study usechuad inflation rate. According to Ahlin et
al. (2011) inflation can hinder the microfinancendeng mission and may also impact on
microfinance cost of funds and borrowers’ incergtiier defaults. Moreover, unanticipated
inflation lowers MFIs’ returns, and in response, ISMMFmay build (conservatively) large
Inflation premia into interest rate. Inflation hassignificant negative impact, Athanasoglou,
et al. (2008). find in nation and cyclical outpuat affect the performance of the banking
sector negatively. Pasiourasa and kosmidou (20@d) ihflation to be positively related to
domestic banks, implying that during the periodtiodir study the levels of inflation were
anticipated by domestic banks. This gave the bdhksopportunity to adjust the interest
rates accordingly and consequently, earn highefitproNith regard to foreign banks,
inflation triggered a higher increase in costs thamenues as the negative relationship
between inflation and foreign banks profits showede mixed results can be attributed to
different levels of country-specific macroecononaonditions and expectations concerning
inflation rate between domestic and foreign baks.per the above literatures, the study
expected sign of the effect of inflation on prdiitey is indeterminate. Hence the hypothesis

is stated as follows:

H8. There is a significant relationship between rate of inflation and profitability of
MFls
3.5.2.3 Industry Specific Variable

Market Concentration:

It is the number, size and distribution of MFIsanparticular market or country. This study
used the most popular measure of industry conderdevel namely, Herfindahl-
Hirschman index (HHI) to measure industry conceiatnasimilar to Sastrosuwito & Suzuki

(2011) and Ponce (2012) among others. Thus irsthidsy Market concentration captured by
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using Herfindahl-Hirschman (H-H) index which is tekem of the square of market share of
the sample MFIs include in this particular studyarkket share of each MFI in this study
measured by using the ratio of a MFI's total ageetotal asset of all MFIs. If highly
concentrated market lacks proper competition aseting the price of microfinancing
services, it makes the existing MFIs more profgaldDn the other hand, when the
concentration of the market reduced and the sizk dastribution of MFIs become more
dispersed, the microfinancing sector profitabilisy expected to reduce. According to
Flamini, (2009) study determinants of profitabiligpmmercial bank in sub-sharan Africa
and conclude that market concentration has direct effect on bank profitability.
Athanasoglou et al, (2005) the empirical resultswslthat market concentration affects bank
profitability negatively, but this effect is retagly insignificant. As per the above literature,
in this study market concentration and MFIs proiltey expected to be negative. Hence the

hypothesis is stated as follows:

H9. There is a significant negative relationship between market concentration and
profitability of MFIs
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3.6 Variables and Measurements

Variables that are used and affect the profitabdit microfinance which are shown below
respectively in table 3.1.

Table 3.1 Description of the variables

VARIABLES MEASUREMENT

DEPENDENT VARIABLES

ROA Adjusted operating income, net of tax/adjusted

average total assets

INDEPENDENT VARIABLES
MFIs specific factors
1. Financing structure Adjusted total equityadjusted total assets
2. Quiality of portfolio Outstanding balance, loans overdue> 30

Daydadjusted Gross Loan Portfolio

3. Operational efficiency Adjusted operating expefaigsted average gross

loan portfolio

4. Size Natural log of total assets

5. Age Number of years of operation

6. Gearing Debt to equity
Macroeconomic factors

1. GDP Real GDP growth (in %)

2. Inflation The annual inflation rate
Industry factor

1. Market concentration HH Index
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3.7 Model Specification

This section covers the operational panel fixedaggijon model (multiple regression model) that
was used in the study. The multiple regression maded for this study to determine the
factors affecting the profitability of MFIs in Ethpia. Thus, to investigate the effect of MFI-
specific, industry specific and macroeconomic deieants of MFIs profitability, the
following general multivariate regression equatissed as a base equation for this study

similar to Muriu or Birmingham University (2011):

m!tb ﬂ'lmLR: szRf-lg 3EFF dj iSIZE ktl; SAGE. j 6GDP: j GR A&
ﬁslNFL : @CON

Where: -

»o:\&Return on asset for MFl i at time t

«s R:\&SLCapital strength for MFl i at time t
PAR:\&hPortfolio quality of MFI i at time t
EFF:\&JOperating efficiency for MFI i at time t
SIZE:AJ The natural logarithm of total asset for MFI itabe t
AGE \&Hge of MFl i at time t

GDP:\J Real GDP growth for MFI i at time t
GR:\&JGearing of MFl i at time t

INFL \&Anflation for MFI i at time t f
CONS :\SIMarket concentration of MFI i at ke t

= the error term

3.8 Interpretation

Various diagnostic tests such as, Heteroskitygs autocorrelation, normality and
multicolinearity conducted to decide whether thedelaused in the study is appropriate and
fulfill the assumption of classical linear regressmodel. Results of the descriptive statistiash

as mean, standard deviation, minimum and maximurregavould be reported tbescribe
the characteristics of variables under investigatibhus, in order to examined the possible

degree of Multicolinearity among variables, coriela matrix used.

To this end the researcher used fixed effect regmeanodel analysis to examine the effect

of each explanatory variable on the profitabilifysphiopian MFIs. Thus, regression results
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presented in a tabular form with the appropriate statistics and then an explanation of

each parameter should give in line with the evigeinche literature.
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CHAPTER 4
RESULTS AND DISCUSSION

In the previous chapter detail insight was givenasoning the research methodology, this
chapter presents the results of documentary reaeshe different tests made to ascertain the

fulfillment of classical linear regression moded@sptions.

4.1 Documentary analysis

It is clear that the objective of this study isidentify the internal and external determinants of
profitability of MFIs in Ethiopia. The secondarytdafor the analysis purpose are collected
through structured documentary review from perfaroga analysis report published by
AEMFI, NBE, MoFEC and MFIs. The following discussipresents respectively the tekis

the classical linear regression model assumptidims, descriptive statistics and the

outcomes of the panel data regression analysis.

4.1.1. Test results for the classical linear regre®n model assumptions

As it is stated in methodology part, diagnostits@gere carried out to confirm that the dftis
the basic assumptions of classical linear regrassiodel. Hence, the outcomes for model

misspecification tests are presented as follows:

A. Test for Hetroscedasticity

One of the CLRM assumptions articulates the vagaoicthe errors is constant. This is

known as the assumption of homoscedasticity. Ifdtrers do not have a constant variance,
they are said to be heteroscedastic (Brooks, 20082). In this study as shown in table 4.1,
both the F-statistic and Chi-Square versions oftdst statistic presented the same
conclusion that there is no evidence for the peseari heteroscedasticity, since the p-values

were in excess of 0.05.

Table 4.1Heteroskedasticity Test: ARCH

F-statistic 1.911836 Prob. F(1,206) 0.1683
Obs*R-squared 1.912647 Prob. Chi-Square(1) J.166

Source AEMFI, NBE, MoFED, MFIs and own computation viaviews 8.1

41



B. Test for Autocorrelation

To identify determinants of Ethiopian micro finanpeofitability 228(19*12) observations

were used in the model. The researcher tested utee@relation assumptions that imply
zero covariance or error terms. That means errsgecéated with one observation are
uncorrelated with the errors of any other obseovatAs noted in Gujarati (2004), the best
well-known test for detecting serial correlatiorthe Durbin Watson test. Accordingly, as it is
shown in table 4.2 the Durbin Watson test statigtilue for this study was 1.63, that it is
clearly between the DL and DU which is 1.358 arfd%. respectively hence there is no

evidence for the presence of autocorrelation.

Table 4.2Autocorrelation Test: Durbin Watson

Variables DW test statistics result

All specific and macroeconomic factors 1.63

Source AEMFI, NBE, MoFED, MFIs and own computation viaviews 8.1

C. Test for normality

The normality test for this study is shown in figut.1 below. If the residuals are normally
distributed, the histogram should be bell-shapedl tie Bera-Jarque statistic would not be
significant meaning disturbance to be normallyriisted around the mean. This means that
the P-value given at the bottom of the normalist &creen should be bigger than 0.05 to not
reject the null of normality at the 5% level (Brepk008). Therefore, the normality tests for
this study the coefficient of kurtosis was 3.25] #re Bera-Jarque statistic has a P-value of
0.168 indicates that the p-value for the JarquexBest for models is greater than 0.05 which
indicates that the errors are normally distributgalsed on the statistical result, the study failed
to reject the null hypothesis of normality at th Significance level this implying that the
data were normally distributed.
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Figure 4.1Normality test for residuals

20

Series: Standardized Residuals
Sample 2004 2015

16 = Observations 214
By Mean 1.43e-18
12 - L Median 0.002389
] Maximum 0.077120
T Rl Minimum -0.108380
8 - Std. Dev. 0.032504

| | Skewness -0.290039
Kurtosis 3.252696
4 ]
|'| Jarque-Bera  3.569752
Probability 0.167818
o dm ey o] 1 I M

—— —
-0.100 -0.075 -0.050 -0.025 0.000 0.025 0.050 0.075

Source: Eviews 8.1 output (2016)
D. Test for Multicollinearity

An implicit assumption that is made when using plamel LS estimation method is that the
explanatory variables (independent variables) atecorrelated with one another. If there is no
relationship between the explanatory variablesefiathdent variables), they would be said to
be orthogonal to one another. If the explanatonyatiées were orthogonal to one another,
adding or removing a variable from a regressionaéqn would not cause the values of the
coefficients on the other variables to change (Bsp@008). According td&ujarati, (2004)

multicollinearity could only be a problem if the ipavise correlationcoefficient among

regressors is above 0.90 (Hailer et al, 2@yl in Birhanu (2012) which is not more or less the

case in the study variables.

Table 4.3Correlation matrixes of independent variables

SIZE PAR_30| INFL GR GDP EFF | CONS| CAR | AGE
SIZE | 1.0000
PAR_30 '0'2007. 1.000d
INFL | 0.0303| 0.0552 1.0000
GR 0.3562' 0.0461 0.0248 1.0000
GDP |-0.2063 -0.0729 -0.3343 -0.0163 1.0000
EFF |-0.6743 0.0181 -0.0490 -0.3863 0.0639 1.0000
4
I
A

CONS | 0.7685| -0.2443 -0.0074 0.3010 0.0206 -0.5881 1.0000
CAR |-0.3701| -0.1146 -0.0517 -0.7282 0.1193 0.4099 Z1311.0000

AGE | 0.5631| 0.0076 0.0124 0.1983 -0.4993 -0.2836 0.1933575| 1.0000
Source: Eviews 8.1 output (2016)
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4.1.2 Model selection

Random effect versus Fixed effect models

Econometrics model used to examine the effect @frigg, capital adequacy, portfolio
quality, efficiency, size, age, GDP, inflation aMhrket concentration on profitability of
MFIs in Ethiopia was panel data regression modeathvis either fixed-effect or random-
effect model. The fitting test used to decide whetlixed effect or random effect model is
appropriate was Hausman Specification Test. Thugsian Specification Test identifies
whether fixed-effect or random-effect model is mappropriate under the null hypothesis
that unobservable individual effecfsi) are uncorrelated with one or more of explanatory
variables(Xi). As noted by Gujarati (2004) fixed effect model is mappropriate when null
hypothesis is rejected whereas random effect isogpiate when null hypothesis is not
rejected. For Hausman test, the null and alteraedtypotheses are as follows:

Ho: ui is not correlated witlXi (random - effects model appropriate) HI:
ui is correlated withXi (fixed-effects model appropriate)

Thus, to test the null hypothesis. it requires cammg the estimates from the random-effects
and the fixed-effects estimator. Random-effectnestor is consistent under the null
hypothesis, but inconsistent under the alternaliypothesis whereas fixed-effect estimator
is consistent under both the null and alternatiypothesis. If the estimates for the random-
effects estimators are not significantly differédndm the estimates for the fixed-effects
estimator, then the null hypotheses are acceptddcanclude that it is not correlated with
Xi, and therefore the random-effect model is therapriate model. If the estimates for the
random effect estimator are significantly differdndbm the estimates for the fixed-effect
estimator, the null is rejected and conclude thas worrelated with Xi and then the fixed
effect model is appropriate. As cited in Muriu (2DTixed effect is further reinforced by the
absence of heteroskedasticity in the residualgefine, under the null hypothesis the two
estimates differ systematically as indicated by Fhevalues in table 4.4. This means that the
coefficients of interest are statistically differen the two estimates hence, the random effect
solution is rejected both on substantive and si@disgrounds, as a result the fixed-effect

model is the appropriate model for this study.
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Table 4.4Test of Hausman

Correlated Random Effects - Hausman Test
Equation: Untitled
Test cross-section random effects

Chi-Sq.
Test Summary Statistic Chi-Sq. d.f. Prob.
Cross-section random 39.872049 9 0.0000

Cross-section random effects test comparisons:

Variable Fixed Random Var(Diff.) Prob.

SIZE -0.013887 -0.003742 0.000043 0.1232
PAR_30 -0.120720 -0.207166 0.002097 0.0591
INFL 0.057294 0.051801 0.000021 0.2295
GR -0.007990 -0.009875 0.000003 0.2605
GDP -0.129071 -0.320000 0.001878 0.0000
EFF -0.245996 -0.223688 0.000905 0.4584
CONS 0.186396 -0.055937 0.011711 0.0251
CAR -0.146963 -0.129554 0.000233 0.2538
AGE 0.011630 0.008712 0.000002 0.0484

Source:Eviews 8.1 output (2016)

4.2 Descriptive statistics

This section presents the results of the desceiibatistics for main variables involved in
the regression model. Key figures, including meaedian, standard deviation, minimum
and maximum value were reported. This was generateglve general description about

data used in the model and served as data screepirtg spot unreasonable figure.

As it is shown table below, profitability of Ethigm MFIs measured in terms of ROA for
the total 228 observations showed up averagelysitiy® value 0f1.5% during the study
period (2004-2015), with a maximum value X#.4% and a minimum o0f20%. This shows
the profitable MFIs earned 12.4 cents of profieaftax for a single Birr investment they
made on total asset. On the other hand, not potditslFIs lost 20 cents from profit for 1-
Birr investment made on total assets of the firfne Btandard deviation statistics for ROA
was 0.060 representing the profit variation between the etk MFIs was slightly lower

compared to other variables.

45



The overall statistical result for ROA implies thé-Is in Ethiopia need to efficiently utilize

their assets to increase their profitability.

Table 4.5Descriptive statistics

ROA CAR PAR>30 | EFF Age @ SIZE | CONS | INFL | GDP | GR
Median 0.026 0.375 0.04d 0.120 10.00 17.80 0.008 0.108 090.11.575
Mean 0.015 . 0.401 0.062 0.124 1044 1821 0.952 0.152 100.11.929
Maximum 0.124 0.967 0.38( 0.418 18.00 2331 0.407 0.364 330.110.39
Minimum -0.200 0.000 0.00d 0.018 2.000 13.970 0.001 0,028860 0.030
Std. Dev. 0.060 0.179 0.0713 0.074 3.787 1.878 0.098 0,10®130. 1.551
Observation 228 | 228 228 228 228 228 228 228 228 22

Source AEMFI, NBE, MoFED, MFIs and own computation viaviews 8.1

Looking into the independent variables, even thotighte was much deviation in capital to
asset ratio of selected MFIs were the maximum wWha$% and the minimum was 0%, the
average capital to asset ratio showed a value df%40vhich is above the statutory
requirement of 12% set by NBE. The standard deviatietween the MFIs regarding capital

adequacy was 17.9% indicating the existence oéldeyiation for the study period.

Quality of Portfolio measured in terms of portfold risk greater than 30 days for the
selected MFIs was on average 6.2%. The range wasede 38% and 0%. The standard
deviation in relation to quality of portfolio was18% showing the large deviation among
the MFIs. This result shows that MFIs presentinghbst PAR>30 (lower portfolio quality)
are in higher default risk and hence lowering thpewofitability compared to others. On the
other hand, the average efficiency of selected Mi#s 12.4%, were the maximum
efficiency was 41.8% and the minimum was 1.3%. $tendard deviation showed 7.4%
indicating the large disparity in terms gbeoational efficiency (operating expense
management). Here, the result showed that the efstent MFIs have a larger tendency
in managing their operating expenses in connedtotmeir loan portfolio in relation to least
efficient MFIs. The size of the MFIs measured iiura logarithm of their total assets had

the second largest standard deviation (187.8%)taeximber of years of operation (age)
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of the institutions which was 378.7%. Both resutidicate the existence of large deviation

in size and age of operation between selected MFlIgsh is practically visible in Ethiopia.

In regard to gearing ratio or Debt to equity ratidicates that the average value of 1.929
and maximum value of 10.39 and 0.03 minimum vaMeaning as per the mean value of
this variable (1.929) shows, MFIs in Ethiopia a@geraged on average than financed through
equity capital because the AEMFI's suggested standadebt to equity is 1.5. On the other
side the minimum gearing ratio (debt to equityPDi63 showing few MFI are financed more
through equity capital than debt. However, the mmaxn value for this variable is 10.39
which indicate that debt financing is more considelinstead of having proportional
financing structure, therefore highly leveragede Btandard deviation of gearing ratio is

1.551 this illustrates the disparity of gearingiaaty MFIs. According to AEMFI, (2013)
report Ethiopian micro finance institution on awggadebt to equity ratio was able to
maintained 1.5 of their equity. Therefore, the ltesiuthe study shows the value higher than the

minimum requirement.

The descriptive statistics of the Herfindahl - lhman index shows that there is high
concentration of MFIs in the MFI industry in Ethiaghat is average market concentration has
0.052 and maximum 0.407 and also minimum scoreQffl0 According to H-H index when H-

H index value is below 0.01 indicates that hightynpetitive market, when the value is below
0.1 shows that unconcentrated market, when theevalbetween 0.1 to 0.18 indicated that
moderate market concentration and when H-H indeove.18 indicates that high market

concentration (Gajure and Pradhan,2012). Theretbeeyesults indicate there is existence of

market concentration in the market.

Economic growth proxied by real GDP growth showedhesan value of 0.11 during the study
period with a maximum of 0.133 and a minimum of88.0The standard deviation for GDP
iIs 0.013 which is the smallest of all other dewaadi in this study, indicating that Economic
growth in Ethiopia during the study period of 2QfBt5 remains fairly stable and the result
IS more or less in line with the government's réporrelation to the improvement in the
economic conditions of the countrfinally, Inflation during the study period on avgea

was 0.152 with maximum of 0.364 and minimum of &.0showing unstable price level

during the study period.
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4.3 Finding of the Regression

This section presents the regression result ofdfiefect model that was made to examine
the determinants of profitability of MFIs in Ethiep Accordingly, the regression result was
made and coefficients of the variables were estichaia E-views 8.1 software package. As
stated above, fixed effect regression model is @prapriate model used in this study. Thus,

the model used to examine the determinants oftpbility of MFIs in Ethiopia in this study

was:
mib ﬂ'lmR. PAR tﬂ EFF Ltl; 4S|ZE.¢_t SAGE Ltl; eGR.Li_-_t /GDP:\ad
ﬁslNFL -t_l;chN

Table 4.6:Regression Results for Determinants of profitabity of Ethiopian

Microfinance Institutions.

Variable Coefficient Std. Error t-Statistic Prob.

C 0.252393 0.129834 1.943963 0.0534

SIZE -0.013887 0.007748 -1.792361 0.0747***

PAR_30 -0.120720 0.062642 -1.927142 0.0555***

INFL 0.057294 0.024750 2.314957 0.0217**
GR -0.007990 0.003073 -2.599964 0.0101*
GDP -0.129071 0.242184 -0.532945 0.5947
EFF -0.245996 0.061757 -3.983293 0.0001*
CONS 0.186396 0.121618 1.532634 0.1271
CAR -0.146963 0.028775 -5.107285 0.0000*
AGE 0.011630 0.001931 6.023311 0.0000*

Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.686458
Adjusted R-squared  0.640944
S.E. of regression 0.034784
F-statistic 15.08228

Prob(F-statistic) 0.000000
Durbin-Watson stat ~ 1.632402

Source AEMFI, NBE, MoFED, MFIs and own computation viaviews 8.1
*Significant@1%

**Significant@5%
***Significant@10%
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4.4 Discussion of the Results

Based on the regression result, thevlue is 0.686 (68.6 %) which implies that 69% of
fitness can be observed in the sample regressien Tihis can be further explained as, 69%
of the total variation in the profitability that ROA is explained by the independent variables
(Capital to Asset ratio, Size, Age, GDP, InflatidBearing ratio, Operational efficiency,

Portfolio at Risk>30 days and Market concentratimmtly. The remaining 31% of change

is explained by other factors which are not inctude the model. The Prob (F-statistic) value
is 0.000 which indicates strong statistical sigmifice, which enhanced the reliability and

validity of the model. Each variable is describedletail under the following sections.

A. Capital to Asset ratio

The coefficient of the capital to asset ratio (CA¥hegative (-0.146963) and it is statistically
significant variable even at 1% significance le{felvalue 0.0000) This confirms that for the
study period 2004 up to 2015 capital strength dfidgian MFIs have a negative
relationship with their profitability or holding ostant all other variables, increasing CAP
by one unit causes to decrease the ROA nearly 961@irr. Hence, the hypothesis
saying there is a significant positive relationsbigtween capital adequacy and profitability
of MFIs is rejected or data did not support thedtlgpsis. The result of this study is similar
to the findings of Muriu (2011), Jorgenson (2018H &Ayayi (2009) but opposite to Sima
(2013). In general, capital strength can affecfitatality, the current study proved that there
is significant relationship between the two.

B. Portfolio quality

Loan overdue greater than 30 days to gross loatfioporwas used to measure the quality
of portfolio of Ethiopian MFIs. The ratio was ustxicheck whether there is a relationship
between quality of portfolio and profitability. Tmegative coefficient of the ratio (-

0.120720) was in line with the prior expectatioristtee study and also the theory which
indicates negative relationship between profit@biknd portfolio quality. The coefficient
was statistically significant at 10% significanavél (P-value of 0.0555). Thus this implying
the increase in uncollectable balances will tendldorease profitability. The result is similar
to Muriu (2011), Yonas (2012), Sima (2013) but insistent with Dissanayake (2012)
finding. In general, it can be said that the qwyatif portfolio was a key determinant of

profitability of Ethiopian MFIs. Therefore, thisusty failed to reject the hypothesis which
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says there is a significant negative relationstgfwben profitability and portfolio quality of
Ethiopian MFIs.

C. Operating efficiency

Operational Efficiency is performance measubat indications how well MFIs is
streamlining or reforms its operations and takewimccount the cost of the input and/or the
price of output. And Efficiency of the MFIs managemh measured in terms of adjusted
operating expense to adjusted average gross lodfolmo By taking the above formula as
the tool to calculate, the current study which ceve time period from 2004 to 2015 shows
that coefficient of (-0.245996) and it was statelly significant at 1% significance level (P-
value 0.0001) this result shows that holding constanto#iler variables, increasing
operational expense in one unit on gross loan @mttause to decrease ROA nearly by
0.245996 birr it is an indication that MFIs shogiye great attention in cost minimization
technique. The result indicated that there wasgathe relationship between efficiency and
profitability of Ethiopian MFIs during the study mped. The result confirms the common
rule of thumb that the higher our expense the lomer profitability. Based on the finding
the study fails to reject null hypothesis namelgréhis a negative relationship between
Operational efficiency and MFIs profitability in libpia because the result supports the
expectation. Generally operational efficiency wakey determinant of profitability of
Ethiopian MFIs for the study period 2004-2015 Thexgeption of managers towards
operational efficiency result supports the regasginding which is minimizing expense to
loan portfolio have a significant role to achiete frofitability of their MFI. The result was
consistent with findings many research like, Dissake (2012), Muriu (2011) and Sima
(2013) but inconsistent with Jorgensen (2011).

D. Size

As the study measured size by taking the natugdrithm of total assets of the MFlIs, the
coefficient was negative (-0.013887) and was stlyiansignificant to be encompassed as
a significant variable in this study. Size is sfgint at 10% significance level (P-value of
0.0747), which indicates less significance or sigea profitability determinant factor during
the study period compared to the other key sigaificdeterminant variables. The result is
opposite to prior expectations and also with reéatinarket power theory and scale

efficiency theory; this indicates that Ethiopian lIRas not yet well exploited the benefit of
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economies of scale. The result is similar with Si{@@13) and opposite to Melkamu (2012),
Muriu (2011), Letenah (2009) and Cull et al. (200&gcordingly, the hypothesis which
says, there is a significant relationship betweea and profitability of MFIs is rejected. Off
course, the real practice in Ethiopia shows thatlahge MFIs constitute the largest portion of
the market share from the industry; this study tbtimat size was not a key determinant of
profitability of Ethiopian MFIs.

E. Age

The researcher included this variable to check kdrethere is a learning effect in the
operations of the MFIs in Ethiopia. The coefficiamas positive (0.011630) and it is
statistically significant at 1% significance le\&-value of 0.0000). This indicates the fact
that age was a key determinant of profitabilityEghiopian MFIs having a direct relationship
with ROA. Accordingly, the study failed to rejedtet formulated hypothesis which says,
there is a significant relationship between age prafitability of MFIs during the study
period of 2004 up to 2015. The finding is similathwSima (2013), Joergenson (2012) and
Yonas (2012).

F. Gearing ratio/Debt to Equity ratio

The debt to equity ratio is a common measure useddess a firm’s leverage, or in other words
the extent to which it depends on debt as a safrfi@ancing. The ratio indicated a negative
coefficient (-0.007990) and it was statisticallgrsficant at 1% significance level (P-value
0.0101). The result is inconsistent with Dissanay@2012) and Muriu (2011) that is perhaps
more debt relative to equity is used to financeraificance activities and that long term
borrowings impact positively on profitability by @derating MFIs growth than it would have
been without debt financing. The result is consisteith Melkamu (2012)Therefore, based
on the regression result from the study, the stiailed to reject theéhypothesis namely
gearing ratio has negative relationship with paedfility of Ethiopian MFIs which was
formulated to show the significant relationshipvestn debt to equity ratio and profitability of

Ethiopian microfinance institutions.

G. GDP

Economic growth (GDP) is among the most commonkgdusiacroeconomic indicators, as

it is a measure of total economic activity withmeconomy and the study used real GDP
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growth as a proxy of the macroeconomic environméhe Result shows that a negative
coefficient of (-0.129071) but it was statisticallysignificant (P-value 0.5947) which
indicates that improvement in economic conditiomnd wbt significantly affect profitability
of Ethiopian MFIs during the study period 2004-201Bhe result was consistent with Muriu
(2011), Jordan (2008) and Sima (2013) and incadiswith Belayineh (2011). Therefore,
the current study found that real GDP growth is paitively affect the profitability of MFIs
in Ethiopia. Therefore, the study rejects the hiipsis namely real GDP has positive
relationship with profitability of Ethiopian MFlsdzause the data did not support the result.

H. Inflation

The other macroeconomic factor included in the ystwds inflation as measured with
consumer price index. had a positive coefficienf@D57294) and it was statistically
significant at 5% significance level (P-value 00217). Inflation showing that during the
study period of 2004-2015 inflation was a key dmieant of profitability of Ethiopian
MFIs. Accordingly, the hypothesis saying, thereaisignificant relationship between
inflation and profitability of Ethiopian MFIs nokejected as per the findings of the study.
The result is opposite with the findings of Mur0(1) and. Jordan (2008) and inconsistent
with Belayineh, (2011).

I. Market Concentration (CONS)

According to Herfindahl-Hirschman (H-H) index, matkconcentration is measured with
the sum of the square of market share of the sabmgois included in the particular study
and the researcher adopt from different literatuneshe banking industry and look MFIs
market concentration in the same fashion. The Ibgnkiheories on market concentration
argue that if the size and firm distribution of @eaific sector is concentrated, the profitability
of firms becomes high because they could get mdgopawer to set the price of their
products/service and determine their desired lefgrofit. This empirical results show that
market concentration affects MFIs profitability pgosely (0.186396), but the effect was
statistically insignificant (p-value 0.1271). Thiudy is consistent with banking sector result
Athanasoglou (2005) Birhanu (2012) but inconsisteith Belayineh (2011) and Habtamu
(2012). Therefore, the study rejects the hypothesis nanMdyket concentration has
negative relationship with profitability of Ethigm MFIs because the data did not support
the result.
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CHAPTER 5

CONCLUSIONS AND RECOMMENDATIONS

This chapter presents conclusions and recommemdatiased on the analysis made in

previous chapter.

5.1 Conclusions

The main objective of this study was to examine ititernal and external factors affecting
profitability of Ethiopian MFIs. Even thouglprevious studies in relation to MFIs
profitability are scant, the study reviewed theilalte studies and used commercial banking
theories as a base ground, presuming they arewalskable for MFIs. Profitability is
anticipated to be highly dependent on internaln(fispecific) factors, external factors can
also contribute to the profitability of a givenrfir The internal factors include, capital
adequacy, portfolio quality, efficiency, size, Aggearing and other variables which are
under the control of the managerial organ of then.fiExternal factors include macro-
economic conditions like GDP, inflation and othadustry specific factors like market

concentrations.

Based on the previous studies the study examinecffiect of internal and external factors
of profitability of Ethiopian MFIs for the study ped of 2004-2015, The firm specific
factors included in this study were gearing (DebtEquity), capital adequacy, portfolio
quality, efficiency, size and age of MFIs. The ex#& macroeconomic variables included in
the study were GDP and inflation and also induspgcific factor include market

concentration.

To accomplish the stated objective of the studyngjtative research method was adopted.
The data for the study were gathered from perfoomaamalysis report annual bulletins by
AEMFI and MFIs for the internal factors and indigdtfactor for the selected 19 MFIs; and
the macroeconomic factors were extracted from tivua reports of NBE and MOFEC. As
per the collected quantitative data, multiple regi@n analysis was run to test the different
hypotheses formulated in the study. The empiricadifhgs of the study provided the

following conclusions.
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Gearing showed a negative coefficient against R@#Ach is in line with prior expectatiorasd
the variable was statistically significant; indicgt that the increment in the debt to equity

increases the profitability of Ethiopian MFIs.

Portfolio quality showed up a negative coefficiagainst ROA which is in accordance with
prior expectations and also the variable was $tally/ significant, this implying the

increase in uncollectable balances will tend taekse profitability of Ethiopian MFIs.

The outcome of the study showed that size was ativegcoefficient and statistically less
significant variable. Thus The result was oppositerior expectations and also with relative
market power theory and scale efficiency theorig thdicates that Ethiopian MFIs has not yet
well exploited the benefit of economies of scale.

Efficiency as measured in terms of operating expdonsgross loan portfolio showed a
negative coefficient against ROA and the variabbes wgtatistically significant as it was

predicted. This depicts that the higher the castdtver the profitability of Ethiopian MFIs.

Age of MFIs as measured with the number of yealMFa is under operation showed a
positive coefficient and statistically significamriable as it was expected; implying that the
more the maturity of the MFIs the more the profligbwill be get.

Rate of inflation showed a positive coefficient mga ROA which is in line with prior
expectations and the variable was statisticallgpiognt; implying that the increment of rate of

inflation is increases the profitability of Ethiapi MFIs.

Capital adequacy of Ethiopian MFIs showed on aweragesult greater than the statuary
requirement set by NBE which is 12%, as the stuglyfies on average 40.1% of the MFlIs
asset is funded by owners’ equity and the fund dotivat capital adequacy is a statistically
significant profitability determinant of EthiopiaMFIs during the study period of 2004-

2015.

The other variables included in the study, GDP Kfadket concentrations were found to be
statistically insignificant profitability determings for Ethiopian MFIs. The study tried to
see the effect of economies or diseconomies okskmal Ethiopian MFIs, the macro
economic variables included in this study such &PGvas found to be statistically

insignificant profitability determinants for Ethigm MFIs and finally the industry specific
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variable included in the study Market concentragiomas found statistically insignificant

profitability determinants for Ethiopian MFIs.

5.2 Recommendations

Based on the findings of the research, the reseattfis recommended certain points what
he thought to be very critical if considered anglemented by the microfinance institutions

accordingly and properly. Therefore, the follownegommendations have been given.

= Quality of portfolio, Operational Efficiency, CapltAdequacy, Gearing, Age and
Inflation are significant determinants of profiiéip of MFIs in Ethiopia. Therefore,
the management may need to develop a good cradagement policy, inefficiency
Is the bottleneck of MFIs in Ethiopia, the managatshould give great attention to
a good expense management policy or reduce opgi@aists and credit risk
management by employing different technologies WwisEn minimize cost example
mobile banking and Gearing, Since Microfinancéitunsons that employ higher debt
in their capital structure are more profitable, &nghly leveraged microfinance
institutions are more profitable so the managerskaotld give a great attention and
finally the matured MFIs have found their way tofability so the new MFIs
entering the industry must have different set ailg@nd operational set of skills
leading to profitability.

= The MFIs have to compete with profit-making bankpngctices by implementing a
sound financial management and good managerialrgamee to assure their

financial sustainability in the long run profitatyl

= The MFIs managers and policy makers should givk bancern in the motives of
MFIs that is MFIs should be perform their activitith comprising the two motives
together. Meaning the government and policy magieosild give due attention for

both poverty reduction and financial self-suffieg of MFIs.
= Since MFIs in Ethiopia is in infant stage the gaweent should avail different
facilities or infrastructures to reduce inefficieas
5.3 Direction for Further Research

This study examined only limited internal and emé&rvariables by using 12 years’ data.
There are other variables which are not includatli;mstudy like, depth of outreach, breadth
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of outreach, lending methodology, type of instda8, ownership structure from internal
factors and unemployment rate, interest rdtem external factors. Having further
investigation with the inclusion of the above vhl@s might have a better role in identifying
other factors which contribute for the profitalyildgf Ethiopian MFIs.
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Appendix i

Heteroskedasticity Test: ARCH

F-statistic 1.911836 Prob. F(1,206) 0.1683
Obs*R-squared 1.912647 Prob. Chi-Square(1) J.166

Test Equation:

Dependent Variable: RESID"2

Method: Least Squares

Date: 06/20/16 Time: 16:24

Sample (adjusted): 2 228

Included observations: 208 after adjustments

Variable Coefficient Std. Error t-Statistic Bro

C 0.001327 0.000182 7.271104 0.0000
RESID"2(-1) 0.094610 0.068424 1.382692 0.1683

R-squared 0.009195 Mean dependentvar  0.001468
Adjusted R-squared  0.004386 S.D. dependent var.002084
S.E. of regression 0.002179 Akaike info criterio-9.410273
Sum squared resid 0.000978 Schwarz criterion 378181

Log likelihood 980.6684 Hannan-Quinn criter3®7297
F-statistic 1.911836 Durbin-Watson stat 1.953814
Prob(F-statistic) 0.168256
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