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Abstract

This study determines the effect of macro and firm specific factors on non-performing loan of
Ethiopian microfinance institution Share Company. The non-performing loan (NPL) which
was regressed against the macro and microeconomic variables including interest rate,
inflation rate, business efficiency, business profit margin, capital adequacy, return on asset,
and loan to deposit ratio of the non-performing loan of Ethiopian micro finance institution.
The period of the study was ten years from 2012 to 2021 G.C. The study employed panel data
which was obtained from the national bank of Ethiopia. Ministry of Finance and Economic
Cooperation and annual audited financial statements from Ethiopian microfinance share
company selected in the sample. Data was analysed using ordinary Least Square Method
(OLS) which assumes linearity between the dependent variable and the independent variables
and the analysis technique was panel model analysis aided by research STATA-14 software.
The fitted regression model value of (R?) was 73.8% which reveal that the model is good
fitted. The non-performing loan of micro finance institution Share Company was found to be
positively affected by interest rate, loan to deposit ratio, and business efficiency, but inflation
rate, business profit margin and capital adequacy was negatively affect the non-performing
loan of Ethiopian microfinance share company. The study suggests that focusing and giving
more attention for macro and microeconomic factors could degrade the non-performing loan

of microfinance institution Share Company in Ethiopia.

Key word: - None performing loan, Macro economic factors, firm specific factors.

Micro finance institution share company.



CHAPTER ONE

1. INTRODUCTION
1.1. Back ground of the Study

Micro finance institutions play a dynamic role in the advancement of any country’s economy
in the world. It is the main source of funding for business activities and other projects
throughout the nation to decrease unemployment and eradicate poverty by providing loan for
those who cannot able to provide collaterals due to deep rooted poverty. The development
role undertaken by micro finance institutions determines the starting point for economic
growth. The primary function of micro finance is mobilizing deposits from surplus economic
units to deficit economic units in the form of loan and advances to various sectors such as
agricultural, industry, personal and governments. The lending may be disbursed either in the
form of group or individuals. So, supervision of loan in a proper way is not only has positive
effect on the micro finance performance but also on the borrower firms as a whole. Therefore
unable to manage loans, which make up the largest share of micro finance institution asset,
would likely lead to the affair of high level of non-performing loan. Recently the probability
for the occurrence of nonperforming loan is increasing from time to time (Sontakke and
Tiwari, 2013). Based on the definition of the Ethiopian financing business directive, non-
performing loans are defined as “Loans or Advances whose credit quality has declined such
that full collection of principal and or interest in accordance with the contractual repayment

terms of the loan or advances in question” National Bank of Ethiopia (NBE, 2008).

Different study conducted concerning NPL in the world a study which was conducted by
Saba et al. (2012) on the title of “Determinants of Nonperforming Loan on US micro finance
sector” and the study found negative significant effect of lending interest rate and positive
significant effect of real gross domestic product per capital and inflation rate on NPL through

OLS regression model

The loan portfolio is typically the largest current asset and the dominant source of revenue for
micro finance institution (Achou and Tenguh 2008). However, in recent times, most micro
finance institution has become very thoughtful in extending loans due to non-performing
loans. So researcher has made study on the nature of micro finance and the difficulty of

nonperforming loans for micro finance institution in African context. For instance, the



Tunisian micro finance institution found as micro finance institution’s high interest rate
creates NPL and an adverse effect on the micro finance institution survival, so the cause for
NPLs should be given due consideration. Even if its causes are different in various countries
that might be due to situational factors such as the level of economic condition (macro-
economic factors) which are external to the micro finance institution or firm level factors
which are internal factors in which the micro finance institution are operating Calice (2012),
Salas and Saurina (2016).

Ethiopia, as one of the least developed countries in Sub-Saharan Africa, is suffering from
deep rooted poverty overwhelming the poor in the urban and rural areas of the country. As a
result, poverty reduction program is still the most prioritized task for which the country is
struggling for. According to Robinson Mandefro et al., (2010), about 90% of the people in
developing countries are facing the challenge of lacking access to financial services from
formal financial institutions like banks, even though the outcomes are not as it was expected,
poverty alleviation has featured as a priority developmental goal for governments of LDCs by
providing credit and saving service via MFI (Ayelech Eshete, 2010).

It is clear that the primary functions of MFI is mobilizing financial resources or deposits from
the place where it is surplus to economic units suffering from financial deficits in the form of
loan and advances to various sectors such as agricultural, industry, personal and
governments. The way of lending process may be either in the form of groups or individuals.
The loan portfolio commonly is the largest current asset and the dominant source of revenue
of micro finance institutions and needs strong follow up and monitoring for the sake of

minimizing the occurrence of NPL (Achou and Tenguh, 2008).

There is a study which was conducted in Ghana to investigate the causes and effect of NPLs
on the operations of MFIs. As different study identified; in MFIs there exist significant
financial services including microcredit facilities in rural and semi-urban areas in developing
countries. Thus, loan portfolio, as the study assured, covers a considerable percentage of total
assets of MFIs. In other words, interest charged on loans is the main source of income for
MFIs Wangi David et al., (2012).

However, NPLs and default risk have been threatening factor for microfinance institutions in
not to use their full potential in extending loans to borrowers (Sontakke and Tiwari, 2013).
According to a study conducted in Ghana, all over the world, financial institutions face

enormous risks of non-performing loans (NPLs) (Bosire Nemwel and Gathogo George,



2012). For this reason, NBE has set a new directive on directive No. MFI1/28/2016 which
limit loan, repayment period and loan loss provisioning requirement (as a tool to enable
micro finance institutions of Ethiopia to mitigate NPLs) on the treatment of NPLs which has
been decreasing overall potential of financial institutions in general and micro finance

institution in particular ( Nemwel and George et al., 2012).

David and George, (2012) emphasized also that Nonperforming loans are not only adversely
affecting the financial performance of micro finance institution, but also they have been
identified to have other far reaching implications. As it is stated by these researchers, among
far reaching implications of NPLs; if financial institutions get strongly affected by NPLs,
then the institutions potential decreased to provide loan to other latent borrowers. Because the
part of the funds that could be extended as loans by financial institutions in general and

microfinance in particular are still tied to NPLs.

Thus, taking in to account their undeniable pressure being exerted on financial institutions, it
is better to research determinants of NPLs of micro finance institution in Ethiopia to know
the basic cause and to draw solution to minimize it, even though there are a number of
previous studies that had been conducted to investigate determinants of NPLs of financial
institution by Ethiopians and foreigners. The study is not sufficient to get enough research
conducted specifically to identify determinants of NPLs for MFI of Ethiopia. It is because
performance of MFI in Ethiopia is facing the challenges of emerging economies (Tendia et
al., 2012). As NPL is the largest problem to be faced by MFIs, depending on the exclusive
features of MFIs in Ethiopia, there is a strong interest by different researcher to conduct a
study to identify determinants of NPLs of Ethiopian MFIs. Besides, inconsistency of findings
of studies among researchers is also another motive to conduct this study. Therefore, this
study aimed to examine critically determinants of NPLs of MFIs in Ethiopia. To do so,
different macroeconomic and firm specific determinants are selected by reviewing existing

literatures and previous studies (Sontakke and Tiwari, 2013).

The paper also incorporates different theories to analyse the nature of none performing lone
in depth and to create linkage between hypothesis and those theories for clear understanding
for the cause and effect of none performing loan and its independent variable. Correlating the
hypothesis with theory of non-performing loan is very important for the user and reader of

the paper for easy understanding and applying in practice for their personal life in their



business activity. Bearing this in mind the paper include the theories like information

asymmetry theory, credit default theory and agency theory

According to Muluwork (2014), credit default theory is a theory relevant for a situation
where there is unintended relation to the effect of default that affects the financial
performance of financial institutions in general and MFIs in particular. It is also stated that
most existing credit default theories are not able to link directly with the effect of default and
are also unable to evaluate credit risk in a rapidly changing market environment, as
experienced in the recent mortgage and credit market disaster (Muluwork, 2010). Muluwork
(2014) stated that information asymmetry is a theory relevant for situation where there is
imperfect knowledge. Particularly it occurs where one party has different information to
another. Asymmetric information is a problem in financial market such as borrowing, lending
and other business activity. In this market the borrower has much better information about his
financial status than the lender. Karim, Chan and Hassan (2010) studied an Asymmetry of
information related to access to information among participants in the process of making
economic decisions. Furthermore, this theory of information asymmetric tells us that it may
be difficult to distinguish well from bad borrowers which may result into adverse selection
and moral hazards problems. Ross (2016) and Mitnick (2017) are two known scholars agency
theory as Ross (2016) is known for the origin of economic theory of agency and Mitnick
(2017) is known for the institutional theory of agency though the basic concepts revolving
around these approaches are similar and the approaches also can be seen as complementary in
similar concepts with different assumptions. The reason for incorporating agency theory is, to
indicate unless the manager gets proper intensive by the owner he/she gives less concern for
internal control which leads for the occurrence of high NPL in MFI. So, the manager of the
firm can maximize the wellbeing of the firm by facilitating activities that minimize NPL of
the micro finance institution based on the hypothesized macro (interest rate and inflation)
and micro(loan to deposit ratio, efficiency, capital adequacy, business profit margin, and
return on asset) variable. In short this theory proposes that leader can be satisfied financially

in order to inspire them to work for the interests of the company.

According to different study that have commenced, the reason of such low repayment and
high NPL performance would originate from firm specific factor and macroeconomic factor
,thus this study tried to examine the determining factor of Nonperforming loans in case of in
Ethiopian micro finance institution in Ethiopia based on the selected variables.



1.2. Statements of the problem

It is stated that globally, financial institutions face enormous dangers of non-performing loans
(NPLs). Ethiopian MFI as one of less developed country’s financial institution is affected by
the risk of NPL. It is clear that micro finance institution exists to deliver financial
intermediation facilities and attempt to uproot poverty from the country by disbursing loan
and advance for capable individuals and institutions to repay the loan. Lending is considered
the most important function for fund utilization of Ethiopia, since the major portion of their

income is earned from loans and advances (Radha, 2015).

Recently, negative impact of NPLs in Ethiopia MFIs gained increasing attentions as studies
indicated; these loans are parts of the balance sheet of the micro finance institution. Nikolov,
Miso; Popovska-Kamnar and Neda (2016) stated that if a micro finance has a high level of
NPLs, then the institution is exposed to additional, unnecessary and uncollectible account
expenses to cover its losses. In some cases, the existence of NPL results in challenge of
liquidity and solvency problems. The researchers stated also that Non-performing loans are
bad signals for micro finance’s exposure to credit risk, it has to be noted that credit risk arises

from uncertainty in a given counterparty’ s capability to meeting its obligations.

In Ordinary commercial activities and personal borrowers; interested party in loan can
receive fund from depositors based on informal ways. As we know loan is dispersed formally
in financial institutions and it is MFI'S primary asset category and it should be managed
effectively. However, the way how Ethiopian MFIs provide loan to their debtors and how to
control the activities of the borrower's loan utilization is very limited and this causes a great
impact on the profitability of MFIs of Ethiopia (Bereket, M., Matewos and Segni, D, 2018).
Wangia (2012), stated that the type of loan provided by the financial institution such as MFI
is divided on the base purpose like business loan, real estate loan, personal loan and other we
can also consider based on maturity such as, Short, medium, and long term loan and based on
the purpose of the customer such as Agriculture loan, construction loan and truck and
equipment loan. So each loan type creates arrear of NPL if it Luks strong credit monitoring
and follow up and if there is luck of awareness for the borrower by micro finance institution
loan officer and management member about the nature of loan and ways of loan repayment.
In addition to this micro finance management member review the business plan of the
borrower for assuring whether the loan is allowed for profit generating activity or not.

Member of MFI should aware for the borrower as it is impossible borrowing money for
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fulfilling basic need such as consumption, housing and closing because these are not profit

generating activity and they decrease ability of loan repayment.

As studied by different researcher in different country, the adverse effect of NPLs is
attributable to micro finance institution in the world. Shingjerji et al., (2013) stated that
NPLs are determined by different factors such as level of GDP, inflation, unemployment,
amounts of saving, return on equity, return on asset, capital adequacy, total loan, liquidity,

size of micro finance institution, and amount of lending, interest rate and so on.

For instance; there is a study which was conducted by Brownbrigde et al. (2012) on the title
of “Determinants of Nonperforming Loan on US micro finance sector” and the study found
negative significant effect of lending interest rate and positive significant effect of real GDP
per capital and inflation rate on NPL through OLS regression model. Therefore High level of
nonperforming loan is linked with a micro finance disapprovals and financial disaster. It is
obvious that, a failure in one micro finance institution might lead to run on other micro
finance institution which in turn has contagious impact affecting the whole micro finance

industry in the country.

Generally, there are a number of previous studies European and African researchers (Saba et
al., 2012; Louzis et al., 2010; Badar and Yasmin, 2013; and Moti et al., 2014). However,
findings of studies conducted by these different researchers were identified mostly to be
inconsistent of each other. This inconsistency of results might be attributable to the method of
data analysis used by the researchers and differences in the economic condition of the
countries in which MFIs are operating. Similarly, there is a study conducted by Louzis et
al.(2010) examined the determinants of NPLs in the Greek financial sector using dynamic
panel data model and the study investigated as real GDP growth rate, ROA and ROE to have
negative significant effect whereas lending interest rate, unemployment and inflation rate to
have positive significant. However, loan to deposit ratio and capital adequacy ratio were
identified to have insignificant effect on NPLs. In contrast to this, Swamy, (2012) conducted
a study to examine the determinants of NPLs in the Indian micro finance sector using panel
data. Thus, the researcher found that GDP growth rate, inflation rate, capital adequacy and

MFI lending interest rate have insignificant effect on NPLs.

Even though there are a number of studies that have conducted to examine the causes of non-
performing loans in several countries around the world, it is not sufficient to get studies

which have been conducted to identify causes of NPLs in Africa in general and in Ethiopia in



particular (Onsarigo, et al., 2013). However, in Ethiopia, as per the knowledge of the
researcher, there are a few studies conducted on determinants of loan defaults (Daniel, 2010;
Geletta, 2012; Tesfaye, 2015; and Habtamu, 2015) and on determinants of NPLs in Ethiopian
private and commercial Banks focusing on internal factor (firm specific variables).
Furthermore, Studies conducted by Anisa (2015) and Mesay (2017) analysed the
macroeconomic (external factors) and firm specific factors though firm specific variables

tested by both of the studies were the same.

Thus, as per the knowledge of the researcher, the firm specific determinants of none
performing loan of MFIs for Ethiopian perspective are not adequately addressed.
Additionally, almost all of the studies, except a research conducted by Mesay (2017), used
panel data before the year 2013, there is no enough study concerning Ethiopian micro finance
institution. Moreover, the current impact of determinants of NPLs of micro finance institution
Share Company of Ethiopia needs further investigation. In Ethiopian standard the regional
state governments, local NGOs, association and in rare case individuals are shareholders in
many of the MFIs. The study also concentrate on micro finance institution that have
government share by taking purposive sampling because the majority of the non-performing
loan of micro finance are created in such government shared micro finance institutions based
on the data obtained in NBE which needs deep research to know the hidden place of the

problem and to draw a solution

Thus, it is the existing literature gap and inconsistency of the study along with increasing
influence of NPLs that initiated the researcher to conduct the study. The study is conducted
and examined by the researcher the determinants of NPLs of MFIs in Ethiopia using both
macroeconomic (inflation rate and interest rate) and firm specific (such as loan to deposit
ratio, business profit margin, capital adequacy, return on asset and efficiency) variables that
are selected for this study because these variable are not studied around micro finance
institution of Ethiopia.



1.3. Hypothesis of the study

The purpose of this study is to examine the determinants of nonperforming loans (NPLs) of
microfinance institution Share Company in Ethiopia. The empirical studies made around the
world demonstrate various outcomes on determinants of nonperforming loans of the financial
sectors. From the review of empirical literature, the researcher perceived as there is no
consistency in the results for the determinants of nonperforming loans in microfinance

institutions S.C.

Basically, hypotheses were formulated by stating the current theories and past empirical
studies that are used as a clue on the determinants of micro finance loan refund performance.
Though, the review of empirical literature, the researcher expected as there is no constancy in
the consequences for the determinants of nonperforming loans, alongside to this, the
researcher can formulate the hypotheses in line with empirical study of each hypothesis. It is
argued that the NPLs increased due to change of rules relating to the recapture procedure,
high interest rates and introduction of new policies and directive by NBE. Now a days, loan
disbursement has increased an evil appearance on the MFI and has indebted them to set away
additional cash as provision for defaults; a situation which has served to unpleasantly affect
their financial performance by opposing their profitability (Ahmad and Bashir, 2013a). It
was, therefore, necessary to investigate how NPLs affect financial performance, in the case,
of microfinance institution in Ethiopia. This indicates rate of earnings available from many
other types of advancing and spending actions has positive effect on NPL. Basic complication
of micro finance institution board is attaining the correct poise between return and risk
(Agresti et al., 2012).

However, the study of Saba et al. (2012) on the title of “Determinants of Nonperforming
Loan on US financial sector” found negative significant effect of lending rate and positive
significant effect of inflation rate on NPL via OLS regression model. Inflation affects
borrowers™ debt repairing capacity by diverse setuation and its influence on NPL can be
positive or negative Fofack (2005), Khemraj (2009), and Nkusu (2011). The clarification
providing by the literature for this association were, higher inflation can type debt repairing

peacemaker by falling the actual rate of unpaid loans mainly when the credit rates are fixed.

Similarly, the study of Louzis et al. (2010) examined the determinants of NPLs in the Greek
financial sector using dynamic panel data model and found as ROA and ROE had negative

whereas lending and inflation rate had positive significant while loan to deposit ratio and
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capital adequacy ratio had insignificant effect on NPLs. However, Swamy (2012) examined
the determinants of NPLs in the Indian microfinance company using panel data and found as
inflation, capital adequacy and company lending interest rate have insignificant effect on
NPLs. It is argued that MFI which incurs less/minimal expenses on monitoring & assessing
of the outstanding loan are efficient in financial operations but those MFIs have higher NPL
(Agrestic et al.,, 2008). According to Benthem (2017) examined the relationship between
operating efficiency, capitalization and NPLs in microfinance share company, and the result
indicates that operating efficiency increases the higher level of NPLs, which proposes that
management conducts effect NPLs. According to Shingjerji (2013) and Boudriga et al.
(2009) ROA has significant negative effect on NPLs whereas Makri et al., (2014) found as
ROA did not show any significant impact on NPL financial institution.

MFI can provide loan based on the deposit collected by different customers. Although, these
funds intended to take care of likely deposit variations and loan demands there might arise
random need fleets that MFI have to give due thought for the stability of deposits in framing
loan rule (Fourier et al., 2008; Valdez, 2010). The empirical Study conducted by Fawad and
Tagadus (2013) discards the cogency of the loan to deposit ratio effect by suggesting

significant positive association between NPL and reserve ratio.

Boudriga et al. (2010) analyzed the impact of firm specific factors and macro-economic
factors on non-performing loans as a sample from twelve countries financial institution in the
Middle East and North Africa (MENA) region for the period 2002 to 2006. The results
revealed that among the firm -specific variable, foreign contribution pending from
industrialized countries, credit growth and return on assets have significant negative influence
on non-performing loans, while capital adequacy and business profit margin have a positive
and significant impact. The results also highlighted the rank of the firm specific factors in
enhancing credit quality. Specifically, better enforcement of rule of law, sound controlling
quality, better regulator of corruption, and free voice and accountability were significant in
reducing non-performing loans. With regards to the business environment, quality of
information published by private and public credit bureaus, and legal rights were significant

in reducing non-performing loans in the MENA countries.

In this section the researcher developed testable hypotheses to examine the relation among
firm specific and macroeconomic determinants of nonperforming loans of selected MFI SC in

Ethiopia. Thus based on related revised literature the researcher developed the following null



hypothesis based on empirical evidence. Since the null hypothesis to examine the sign
relationship of both firm specific and macroeconomic determinants for none performing loan
of selected MFIs in Ethiopia is the statement or the statistical hypothesis that is actually being
tested Brooks et al., (2012) the following hypotheses are null hypotheses

Ha = interest rate has significant positive effect on NPL of Ethiopian MFIs.

Ha = Inflation rate has significant and negative/positive effect on NPL of Ethiopian MFIs.
Ha = Business profit margin has significant negative effect on NPL of Ethiopian MFIs
Ha = Loan to Deposit ratio has significant positive effect on NPL of Ethiopian MFlIs.

Ha = Capital adequacy has significant negative effect on NPLs of Ethiopian MFIs.

Ha = Efficiency has significant positive effect on NPLs in Ethiopian MFlIs.

1.4. Objective of the Study

Non-performing loans is one of the determinant factors that portray unassailability of the
Micro finance sector. Thus identifying and investigating the determinants of nonperforming
loan of Micro finance institutions Share Company in Ethiopia is very energetic to minimalize

loan nonpayment in the country’s MFI

1.5. Significance of the Study:

The research results will provide support to MFI Share Company’s management to better
satisfy their customers, respond to their needs competently and on timely manners. Besides, it
helps to provide important information for decision makers of the MFI S.C. As a result, the
findings of this study exactly significant for the following reasons. The outcome of this study
will offer valued inputs and directions for MFI S.C to consolidate their credit and saving
system, institutional productivity, and client information management in order to increase
their credit performance in a way that minimize NPL. The findings of this study have
importance to stakeholder of the MFI S.C in Ethiopia especially for government and
shareholders of MFI. In addition the finding will serve as realistic information to the

organization of MFI in Ethiopia for the formation of strategy.

The findings and recommendations of the study will inform government on the nature and
level of NPL in Ethiopian MFI. Knowing this used for maintaining effective NPL
management in MFI industry. Alongside, the findings of the study will be relevant to
upcoming researchers of NPL in MFI for reference basis of other researchers who want to

study further on the issues relating to non-performing loans. Findings of this study will
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benefit different stakeholders such as; policy makers it could be used as policy input in
emerging regulatory standards regarding the lending policies of Ethiopian micro finance
institutions. Finally, the study will have the chance to increase methodology related
knowledge of the researcher in general and research title related knowledge in particular. .

1.6. Scope and limitation of the Study:

The scope of this study was examined based on firm specific factors and macroeconomics
factors that have a huge impact on qualities and performance of loans in Ethiopian micro
finance institution Share Company. Seven micro finance institution share company are
examined based on the selected variable Besides, the data used in the documentary study
covered ten consecutive year for the period 2012 to 2021 G.C only seven micro finance
institution share companies which are established by share of Ethiopian government will be
examined for this period. As any research the study have its own limitation, so due to the
confidential policy of micro finance institution, which means there was lake of information
accessibility to customer, except officially disclosed financial information, therefore getting
information based on the researcher’s interest is so difficult. The study was also limited to

micro finance employees’ and officially disclosed financial data of micro finance institution.

1.7. Organization of the Study:

The research paper was programmed according to the following five chapters. The first
Chapter was start by over viewing the back ground of the study, statement of the problem,
objective of the study, scoop and limitation of the study and significance of the study. chapter
two discuses theoretical basics and empirical evaluation of the study, chapter three define in
depth the research methodology, chapter four concerns analysing the survey outcomes and

discussions, chapter five provides conclusions and recommendation of the paper.
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CHAPTER TWO

2. REVIEW OF RELATED LITERATURE

2.1. Introduction

This chapter discusses about the theoretical literatures and previous studies that have been
conducted by various researchers about non-performing loans of Ethiopian micro finance
institutions. Basically the paper focuses on the firm specific and macroeconomic factors that

affect non-performing loans of micro finance institutions in Ethiopia.

2.1.2. Nature of Micro finance institution in Ethiopia

There are three different categories of financial institutions which includes formal, semi-
formal and informal financial institutions. Out of these, MFIs mostly are categorized under
semi-formal financial institutions and these institutions are intended to relief the poor by
using either borrowing fund or saving cash in micro finance institution (Weiss and
Montgomery, 2005). As the name by itself indicates, Microfinance refers to small scale
financial service mainly provided as credit and saving to people who commonly are known to
practice activities as farming, fishing or livestock, micro enterprises, whose job is for wage
and commission and who earn income from renting of small amount of land both in rural and
urban areas of different developing and less developed countries was expanded (Robinson
2001). The concept of micro finance institution emerged institutionally in the form of popular
large scale institution in the 70s decade of the last century by Muhammad Yunus (1976) in
Bangladesh. However, historically, it exists as an informal financial (it was changed later to
semi-formal financial institutions) service with small operations such as savings and small
credits since the 18th century. As a result, the “first occurrence of micro lending was
recognized to the Irish Loan Fund system, introduced by Jonathan Swift (2010); which
sought to improve conditions for impoverished Irish citizens” (2019). The growth of
microfinance institutions in Ethiopia is a recent phenomenon. The proclamation, which
provides for the establishment of microfinance institutions, was issued in July 1996. Until
that time, numerous microfinance institutions have officially been listed and started
delivering microfinance facilities (Wolday, 2000). In Ethiopia the regional state governments
and many local NGOs are shareholders in many of the MFIs. Now days the country have

thirty nine micro finance institution that are approved by national bank of Ethiopia. Currently
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all the thirty eight micro finance are delivering financial service appropriately and they have
ten years financial statement in NBE except Dedebit micro finance institution in which it
stops report communication with NBE due to the current political disturbance. In a total of
thirty nine micro finance institutions of the country only eight micro finance institutions are
established by the regional government and local NGO. Whereas, the rest thirty one micro
finance are established by NGO, Association and in rare case individuals. The basic reason
for the establishment of Microfinance institutions are to eradicate the deep rooted problem of
poverty particularly for the rural and urban poor in a country where many people live hardly
below the absolute poverty line. There are different points which differentiate MFIs from
formal commercial banks though they are the main of core role playing parts of financial
institutions and some of the points are: i/ when we see the mission, the primary objective of
MFIs is not profitability as the institutions are practicing the social-based mission to support
low income group, the unemployed populations and in particular, most vulnerable groups like
women(Merra, Abafita & Ayalew, 2019); ii/, the source of funds: MFIs usually obtain funds
from international development banks, Donors and NGOs and,; iii/ the form of financial work
methodologies: MFIs actually differ in day to day work methodologies and approaches for
the financial operations either credits/landings, insurance or payments (Loscher, 2019; Abay
& Koru, 2019).

In Ethiopia, lack of finance or financial deficit is being faced as the major problem of
development among others. As a result, level of income earned by rural and urban population
(especially the poor) is decreasing from time to time. Additionally, because of lack of
sufficient financial service access of the institutions, a great number of people are obtaining
financial service from informal money lenders, their relatives and other informal sources. In
order to reduce such types of problems, the government of Ethiopia has been taking several
economic reforms such as creating income generating activities, promoting entrepreneurs,
encouraging savings and private investments and launching of micro and small scale
industries. Not only for MFls, but also for other formal financial institutions such as banks, it
is stated by previous studies that the main problem or fear in to-days world in disbursing a

loan is the probability of facing the challenge of NPL.

2.2. Definition of Non-Performing Loans

As it is stated by IMF (2009, cited in Tinsae Assefa, 2020), a nonperforming loan is a kind of

loan in which interest and principal payments are left over 90 days; or more than 90 days'
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worth of interest has been capitalized, refinanced or overdue by agreement; or payments are
less than 90 days overdue but no longer anticipated. Nonperforming loans defined as
defaulted loans, which microfinance institutions share company are incapable to generate
income from it. Usually loans fall due if no interest or principal has been paid in 90 days, or

more but this is vary in different countries.

According to Anthony Wood Nakita Skinner (2018), there is no globally accepted or standard
to define NPLs at the practical level. However, it is recognised that what is appropriate in one
country may not be suitable for another and a nonperforming loan is generally defined as a
sum of borrowed money for which the debtor has not made the scheduled payments
(principal and/or interest) for at least ninety days. Therefore, once a loan is considered as a
NPL, then the chances that it will be repaid in full may substantially be lower. Following this,
in Barbados the standard loan classifications are defined as: a/Pass - loans with repayments in
arrears up to one month; b/Special Mention - loans in arrears for one to three months,
c/Substandard - loans owing for at least three months, d/Doubtful — type of unsecured portion
of loans at least six months due; and finally e/Loss - unsecured portion of loans at least
twelve months due. Thus, NPLs comprises loans in the latter three categories (from
substandard to loss) and can be further differentiated according to the degree of collection
difficulties.

Moreover, Basel committee (2005) defined NPLs as loans which are not paid and their
overdue time period is 90 days after the elapse of contractually agreed maturity date. NBE
also explained NPLs as “Loans or advances in which its credit quality has deteriorated such
that full collection of principal and interest in accordance with the loan or advances in
repayment terms of the loan or advances is conditional”. A loan is considered to be as non-
performing loan (NPL) if its principal and interest are not paid by the borrower in accordance
with the agreement and conditions of loan payment made in full (IMF, 2009; Obamuyi,
2007)). Additionally, Negalign (2019) stated that “Lending is not an easy task for MFIs
because it involves risk of non-repayment in which according to micro finance terminology
labelled as NPLs. Non-performing loans are loans that are ninety or more days’ delinquent in
payments of interest and/or principal or loans categorized under substandard, doubtful and
loss as groupings of unpaid loans. It was examined based on its ratio, so the ratio of non-

performing loan is calculated by dividing the total non-performing loan to gross loan
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2.2.1 Five Cs of Nonperforming/Bad loans

According to Boudriga et al, (2009, cited in Tinsae Assefa, 2020), the term “bad loans” is
used interchangeably with nonperforming and impaired loans. Despite on-going efforts to
control microfinance institution-lending activities NPLs are still a major concern for both
international and local regulators. There are generally known five Cs of bad credits that

signify the issues used to guard against bad loans (MacDonald, 2006) and these are:

Complacency: means the tendency to assume previous good performance of the borrower,
and expecting they will be good in the future. This is to mean, Assuming the past loan

repayment success since things have always worked out in the past.

Carelessness: indicates the poor authenticating normally supported by inadequate loan and
advance documentation of financial firm, lack of present financial information or other
pertinent information in the credit files, and lack of protective covenants in the loan
agreement. each of these makes it difficult to monitor a borrower’s advancement and identify

problems before they reach the level of unmanageable.

Communication ineffectiveness: incapability to clearly communicate the micro finance
institution’s objectives, policies, rules and procedure. This became the cause for the
occurrence of non-performing loan. Therefore, the micro finance’s member of management
and employee must clearly and effectively communicate and enforce the loan policies and
procedure, by doing so the loan officers should make the management aware of specific

problems that concerns existence of non-performing loans immediately they appear.

Contingencies: mentions the lenders™ tendency to play down/ignore environments in which a
loan might in default. It focuses on trying to make a transaction work rather than identifying
the side effect of carless discernment. Which means it focuses mainly on the outreach of the
dispersant of the loan, but the member of the micro finance doesn’t bother about the

probability of the occurrence of unable to pay the loan by the borrower.

Competition: to cover the market share as a whole in the country and concerns following
the competitors™ action rather than monitoring the micro finance institution’s own credit
standards. Thus, MFIs try to widen the market share avoiding the whole of non-performing

loan.
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2.3. Basic Components of a Credit Analysis:

According to Berger (2013), credit analysis is the method by which a financial institution
calculates the creditworthiness of a business or organization. However, each lending situation
a MFI reviews is unique as most MFIs utilize some variation of "The Five C's of Credit"

when making credit decisions - Character, Capital, Capacity, Collateral and Conditions.

Character: is the personal impression borrowers make on the potential lender. The lender
decides whether borrowers are adequately dependable to repay the loan. It is important that
loan applicants get a copy of their personal credit report and score before they apply for the
loan and make sure that the information is accurate and that there are not errors.

Capital: business loan candidates must have a rational amount invested in their business,
equity investment. This reflects a personal commitment to ensure that when the business can
start and continue operations. For new businesses, micro finance usually will require at least
20% of the total funds to be invested by the owners; for some trades, the percentage could be
higher. Funds for the equity investment have to be available at the time of the loan

application.

Capacity: borrowers have to be able to demonstrate their ability to repay the intended loan
from their business operation. Micro finance institution Share Company requires detailed and
proper financial prediction ensuring when and how business income will become cash and
when the expenses must be paid. Financial projections or predictions include a cash flow
statement broken down in to a monthly basis and covering three years after the loan is
received. A critical factor in loan approval is making sure that the lender understands how
revenue projections will be generated. This is especially important when the projections are

for a new business.

Collateral: collateral is a form of security used to assure a lender that borrowers have a
second source an ability of loan repayment. Assets such as equipment, buildings, accounts
receivable, and other inventory are considered possible sources of repayment if they can be
sold by the MFI for cash. MFI will usually take for collateral assets that are usable in the
business; however, if the value of the business asset is not sufficient to secure the loan, micro

finance can require personal assets that remain outside the business as collateral.

Conditions: it is a type of evaluation used by creditors to consider local economic conditions

and the overall climate, within and in other industries that could affect the business.
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Borrowers should prepare market assessed research. The research may have the power to
provide important information about the industry and enhance business decision-making. If

an industry is expanding, this will provide a positive factor for the credit analysis of the loan.

2.4. Classification of Nonperforming Loans in Ethiopia

According to NBE asset classification and provisioning directive number SBB/52/2012, loans
are classified into five classes. In general a loan can be classified as performing and
nonperforming loan. Performing loan is loan that Payments of both principal and interest
payments are up to date based on the contractual agreement made between creditor and
debtor. However, non-performing loan is a loan or advance in which its credit quality is poor
such that full collection of principal and interest in accordance with the contractual

repayment terms of the loan.

But, only categories included under NPLs are discussed here as pass and special mention are

types of loan categories included under performing loan.

Substandard: nonperforming loans at a least shall be categorised substandard: Short term
loans overdue 90 days or more, but less than 180 days; and Medium and long term loans

overdue twelve months or more, but less than eighteen months (NBE, SBB/52/2012)..

Doubtful: a nonperforming loans at a least shall be classified doubtful: Short term loans
overdue 180 days or more, but less than 360 days; and medium and long term loans overdue
180 months or more, but less than 3 years (NBE, SBB/52/2012).

Loss: Nonperforming loans shall be categorized as loss: if Short term loans overdue 360 days
or more; and medium and long term loans past due 3 years or more (NBE, SBB/52/2012).
Thus, the Ethiopian financing business directive requires all MFI to maintain a provision
against expected bad and doubtful loans. Article 8 of a directive number SBB/43/2008 states
that: “All MFI shall maintain a provision for loan losses account which shall be created by
charges to provision expense in the income statement and shall be maintained at a level

adequate to absorb potential loss in the loans or advanced portfolio

2.5. The Laws that help to Control Non- Performing Loans in Ethiopia

For the sake of convenience for governance and to create conducive environment to
microfinance institution Share Company's financial activities, appropriate laws that provide

the necessary condition are important. Current theories on which economic development
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policies are based, as well as the guidelines of global financial institutions that provide
technical assistance to different nation are following free market economic policies,
emphasize the critical importance of having a modern business law substructure. The legal
setup should enable developing the economy to have in place correctly working credit and
other financial systems that stimulate local and international investment. NBE*s investigation
mechanisms require financial institution to submit core financial data such as the arrangement
of lending and the scale of non- performing loans on a regular basis, in order to identify all
the risks to which each firm is exposed. microfinance institution are legally required to make
100% provision against “loss” loans which delay more than 365 days without any payment,
50% provision of “doubtful” (those for which repayment is 181-365 days past due and for
which there is no adequate security) and 25% loan loss provision against “substandard” those
for which 91 — 180 days past due this directive also maintain loan loss provision even for
performing loans for pas 1% and for special mention 3% of net outstanding loan(Gross loan —
collaterals). The NBE also gave a power under Article 22 of the proclamation to issue
directives concerning the conditions and limitations on investments of financial institution
and a loan and other credit facility, financial assurance or contracts given by a financial
institution in general and micro finance in particular, directly or indirectly to a person. The
NBE supplied directives on loan provision requirements and the responsibility of the

financial institution to keep their capital adequacy.

2.6. The theory of non-performing loan

It is subsection of the chapter which presents review of relevant theories on which the study
is strengthened. The specific theories covered here are; credit default theory, information

asymmetric theory, and agency theory.

Credit Default Theory

According to Muluwork (2014), credit default theory is a theory relevant for a situation
where there is unintended relation to the effect of default that affects the financial
performance of financial institutions in general and MFIs in particular. It is also stated that
most existing credit default theories are not able to link directly with the effect of default and
are also unable to evaluate credit risk in a rapidly changing market environment, as
experienced in the recent mortgage and credit market disaster (Muluwork, 2010). The credit

default theory is a theory that helps us explain lending risk systematically and ultimately to
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measure and manage credit risk dynamically for financial system stability. Credit default

mostly is caused by both delinquency and insolvency.

Delinquency is a financial term which is defined as a failure to meet a loan payment on due
date, whereas insolvency is defined as a situation where assets are less than liabilities. Thus,
the term credit defaults really evolve around the concept of delinquency. Delinquency occurs
when a borrower is not able to payment borrowed loan on the due date which may be caused
by liquidity failure. Therefore, delinquency is able to activate a solvency assessment which
may lead us to conclude negative equity position causing loan termination and an expectation
of loss by the lender. The theory proposes cardinal ratios with regard to NPLs: Loan
Serviceability Ratio (LSR) is defined as the maximum loan interest rate an owner-occupier

borrower can service a loan amount from net disposable income after living expenses.

LSR Evolution - The risk in loan serviceability comes from the fact that serviceability
changes over time due to changes in individual circumstances and changes in the economic
environment. Therefore a loan which may have started off as being easily serviceable loan
may become a struggle for the borrower due to unanticipated adverse developments. In
summary this theory is seen to be in collaboration on studies on the relationship between non-
performing loans and financial performance of micro finance institution as it is clear that
Delinquency occurs when a borrower is unable to make a loan payment on the due date,

caused by liquidity failure.

Information Asymmetry Theory

Muluwork (2014) stated that it is a theory relevant for situation where there is imperfect
knowledge. In particular terms it occurs where one party has different information to another.
Asymmetric information is a problem in financial market such as borrowing and lending. In
this market the borrower has much better information about his financial status than the
lender. Akerlof (1970, cited in Muluwork, 2014) also stated that this theory in the easy way
as “the market or Lemons”. It is a single most important study in the literature on economics
of information. Karim, Chan and Hassan (2010) studied an Asymmetry of information related
to access to information among participants in the process of making economic decisions.
The proponents of the theory showed that information sharing reduces adverse selection by
improving MFIs on credit applicants. Furthermore, this theory of information asymmetric
tells us that it may be difficult to distinguish well from bad borrowers which may result into

adverse selection and moral hazards problems. The theory explains that in the market, the
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party that possesses more information on a specific item to be transacted (in this case, the
borrower) is in a position to negotiate optimal term for the transaction than the other party
(the lender) (Muluwork, 2014). According to Muluwork (2012), the party that knows less
about the same specific item to be transacted is, therefore, in a position of making either right
or wrong decision about the transaction to be done. Adverse selection and moral hazards have
led to significant accumulation of NPLs in MFIs. Loan applicants normally have full
information about their financial status and their ability to repay loans. However, when
applying for loans, they may fail to make full disclosures to the MFI so that they can access
more financing than they could possibly qualify. This information asymmetry brings about

adverse selection and moral hazard.

Agency Theory

It is one of the known theories that obtained recognition of popularity in explaining the
financial performance of an organization. There are scholars who proposed theory of agency
as a created; and actually begin with creation. Ross (2006) and Mitnick (2007) are two known
scholars as Ross (2006) is known for the origin of economic theory of agency and Mitnick
(2007) is known for the institutional theory of agency though the basic concepts revolving
around these approaches are similar and the approaches also can be seen as complementary in
similar concepts with different assumptions. As it is described by (Muluwork, 2014), the
theory seeks to explain the relationship that exists between the management of an
organization and the owners of an organization who usually are peoples holding stocks for
the organization. Manager of an organization is considered as an agent who has contract with
the stockholders to work towards enhancing the stockholder value through good financial
performance. A manager, therefore, is expected to act as per the best interest of the owners to
enhance the financial performance of the organization. Muluwork (2014) also stated citing
existing literatures that the theory, however, suggests as the mangers assigned to act as agents
may involve in activities aimed to serve personal interests at the expense of the owners of the
organization. When this happens, the theory suggests that, the financial performance of the
organization may easily suffer. Stockholders, therefore, can employ a number of strategies to
ensure whether the manager acts as per the interest of the organization or not (Munoz, 2013).
The theory also suggests managers can be rewarded financially to motivate by owners so that
they could work for the interest of the company. In other words, the owners can also issue
threats such as hostile takeover to force manager perform the required duties. Here why the
reason for agency theory became part of this literature is to show unless the manager is
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properly treated by the owner/principal; the manager does not give more attention for

controlling NPL and other risk of the firm, then the occurrence of NPL will be increase.

2.7. Determinants of Nonperforming loans

Regardless of the differences that exist among studies conducted by different researchers
(Ethiopians or foreigners), it is common mostly to see two categories of determinants of
NPLs (macro-economic and firm specific) used by the researchers as independent variables.
Thus, taking in to account of this common feature of studies with slight differences, the
researcher also tried here to present two categories of determinants of NPLs of MFIs in
Ethiopia as follows:

2.7.1. Macro-economic Determinants

It is assured by different previous studies; MFIs have irrecoverable roles being played in the
economy of least developed countries through provision of different financial services. In
doing so, these MFIs (as part of financial institutions) are facing the challenge of loan default
risk and NPLs. It is also authenticated by previous studies that NPLs are attributed to
different macroeconomic and firm specific determinants or factors. Therefore, the researcher
in this study will try to investigate lending Interest rate and inflation rate as macroeconomic

determinants of Nonperforming loan in Ethiopian microfinance institutions..
Lending Interest Rate

Amount of interest rates set on loan has a direct effect on a borrower’s ability to repay a loan.
Thordsen and Nathan (2005) conducted a study to identify effect of landing interest rate on
NPLs among other determinants and they investigated that when interest rate is low, people
are willing to borrow because they find it relatively easy to repay their debt. However, if
interest rate gets higher, concentration of debtors to borrow loan become less and less
because repayments on loans cost more. Some consumers of loan may even find it difficult to
meet their existing loan repayments if increase in interest rate become more than the rise in a
consumer's personal income. As a result, if increment on interest rate continues and stay high

for a long period of time, then the number of borrowers to default their loan will increase.

According to Diana Ekawati and Bayu Pratama (2020), interest rate is one of the core factors
to be taken in to account by the society in doing transactions of credit. As the researcher

stated, if the microfinance interest rate is low, then the demand for credit will increase.
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However, if the micro finance interest rate is high, then the demand for credit will be low. As
a result, debtor’s attention of loan is measured looking at the movement of interest rate every
year. Moreover, it is identified by other studies that an increase in interest rate weakens loan
payment capacity of the borrower, therefore, non-performing loan is positively correlated
with the interest rates (Nkusu, 2011; Vouldis and Metaxas, 2011; Berge and Boye, 2007).
Additionally, if interest rate policy of different countries is concerned, it plays very important
role in NPLs growth rate in an economy. Hoque and Hossain (2008) examined the role of
interest rate and they found that non-performing loans are highly correlated with the high
interest rates which enhances the debt burden of the debtors and causes loan defaults.
Espinoza and Prasad (2010) conducted a study to investigate the macroeconomic
determinants of NPLs in Ethiopian microfinance system and they have identified that high
interest rate increases loan default though statistical significance of the relationship was not
identified by them. Therefore it is easy to understand during periods of high interest rates, the
rate of default borrowers is estimated to rise and, the same is true for non-performing loan. In

this case, interest rates are anticipated to have a positive impact on non-performing loans.

Inflation Rate

Inflation rate as it was defined by different researchers is a constant and/or continuous rise in
the general price level. It also is stated that inflation rate is a sustained or continuous fall in
the value of money. There is empirical evidence as there exist positive relationship between
the inflation rate in the economy and NPLs (Khemraj and Pasha, 2009; Fofack, 2005).
However, Nkusu, (2011) has stated that the relationship could be positive or negative as
inflation affects loan repayment capacity of borrowers positively or negatively. Thus, higher
inflation can enhance the loan repayment capacity of borrower by reducing the real value or
purchasing power of borrowed money or outstanding debt. Moreover, increase in inflation
also weakens the loan repayment capacity of the borrowers by reducing the real income when
salaries/wages are not increasing in parallel with increased inflation rate. So, according to
these existing literatures the relationship between inflation and non-performing loans can be

positive or negative depending on the operational behaviour of an economy.

Different studies Miso et.al. (2016) stated that the relation between NPLs and inflation can be
positive or negative depending on existing conditions. As the researcher’s stated, higher
inflation can make debt servicing easier either by reducing the real value of outstanding loans
or simply or it is associated with low unemployment as the Phillips’ curve suggests (Nkusu,
2011, cited in Miso et.al. 2016). On the other hand, in order to reduce high inflation rate
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economies of different countries, central banks usually increase their policy rate, which gives
a signal to the banks to increase their lending rates; which may change the financial
capability of borrowers in paying their debts. But, (Andres C. and Bonilla O., 2012)
concluded depending on their findings that there is no relation between NPLs and inflation.

The inflation and NPLs in Macedonia most often have an opposite direction.

2.7.2. Firm specific determinants

Loan to deposit ratio

This ratio is important to measure basically for measuring financial institutions liquidity and
it reproduces the utilisation of funds policy of the micro finance institution. An increase in
this ratio implies micro finance institution became organize more funds to disperse a loans.
Such a situation reflects a less liquid stand for the micro finance. The literature suggests that
the loan to deposit ratio has a positive effect on the level of non-performing loans. The
justification for such a result is that the growth of customer deposits impacts positively on a
micro finance’s lending activity. Inefficiencies in the credit administration process such

circumstances can result in a higher level of non-performing loans.

The study suggests that micro finance institution has already lend funds to the low quality
borrowers in order to utilize idle funds because of the bad management and deviation from
standard loan allocation practices, wrong evaluation of collateral and lack of loan monitoring
and controlling skills (bad management hypothesis) and expect that in future the borrowers
will not repay loans, micro finance institution share company stop lending with the fear of
further increase in the riskiness of loans, thus loan to deposit ratio increases because of the
expected increase in the future NPLs. Thus it can be concluded that the loan to deposit ratio
increases because of the current lending to the low quality borrowers because of the bad
management and stop current lending to prevent further growth in future NPLs.

Loan to deposit ratio = total loan/deposit

Profit Margin of the Business

Business profit margin is one of the commonly used profitability ratio gauge the degree to
which a company or business activity make money when we see its effect on NPL as argued
by different researcher it affects negatively for NPL of MFI It represents what percentage of
sale turned in to profit. Simply put, the percentage indicates how many cent of profit the

businesses have generated for each dollar of loan (Ahmed and Bashir, 2013a).
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Benthem (2017) examined the relationship between business profit margin and NPLs in
micro finance institution, and the result indicates that business profit margin affect adversely
the level of NPL. So, the level of business income is important factor that would control the
credit worthiness of a client. Because safeguarded lenders do not wish to become general
creditors, they usually pursue safety with a market value suitably above the amount of the
loan to minimize the likelihood of their MFI share company not being able to disperse the
loan without having security/collateral in full satisfaction of the loan. The degree of security
protection a lender seeks varies with the credit worthiness of the borrower, the security the
borrower has available, and the financial institution making the loan. In obviously speaking a
business that have strong profit margin has easily pay its loan as result NPL will be decreased

by the amount of loan paid.
Business profit margin = Revenue — expense / revenue
Cost Efficiency

When micro finance performs all its business activities at a comparatively low cost, then we
can say that the firm is efficiently doing its job. Berger and DeYoung (2017) decided that
reduction in the cost efficiency of micro finance in the United States would affect the
increase in future loan defaults. This is faced by those managers who are unable to manage
operating expenses and loan portfolio. But, in another study, when the efficient firm are
studied, an increase in cost efficiency is followed by trek of loan defaults giving the saving
hypothesis (an increase in loan defaults happened when firm decided to spend less amount on
guaranteeing and have a close look on loans in short run and bear the risk of having loan

performance problems in near future.

Ekanayake and Azeez (2015) studied the factors that affected the NPLs in the micro finance
sector of Sri Lanka for the period between 1999 and 2012 and determined that NPLs have a
positive association with the size of MFI and efficiency of the MFI. Benthem (2017)
examined the relationship between operating efficiency, capitalization and NPLs in MFI, and
the result indicates that operating efficiency increases the higher level of NPLs, which
suggests that management conducts result NPLs. Fiordelisi et al. (2011) examined the various
factors that increased the risk level in the EU banks and decided that decreasing efficiency
increases the risk level of firm in future. Furthermore, the efficiency and performance factors

have an influence on NPLs in the Greek financing sector (Louzis et al., 2012).

Efficiency = expense/income
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Capital adequacy

These variables evaluate a financial institution solvency and ability to absorb risk. It implies
the ratio of capital and reserves to total assets and it is one of the indicators of micro finance
institutions’ capital adequacy. According to the IMF Guide, capital and reserves are the
residual interests of owners in the assets of the sector after the deduction of liabilities. These
data provide a comprehensive measure of capital resources available to the sector to absorb
losses. This indicator provides an indication of the financial leverage—that is, the extent to
which assets are funded by other than own funds. According to the IMF, indicators of asset
quality and capital adequacy are correlated such that it shows the size of any reduction in
capital that results from a deterioration in asset quality or increase of non-performing loans.
The other indicator Return on Equity (net income to average capital) is intended to measure

deposit takers’ efficiency in using their capital and their profitability.
Capital adequacy = Total equity/total asset
Return on Asset (ROA)

It represents the enhancement of efficiency by operating the firm’s asset properly and
effectively in the ways of generating a plenty of net income. We can understand from this the
ability of micro finance institution management to generate high incomes by knowledgeable
use of the available assets of the micro finance. Thus, if the ratio of return on asset (ROA) is
high, it designates that it is better performance in order to generate attractive profit for the
firm. Effective micro finance institution’s productivity evaluated in terms of return on asset
might result from high lending interest rate, fees and commission that lead micro finance
growth in size and productivity. Thus, return on asset gives an idea as to how efficient
management is at using its assets to produce incomes. When we look the work of different
researchers they found different results regarding the relationship between return on asset and
non-performing loan in the country. This implies theoretically, the impact of ROA on non-
performing loans is vague (Sinkey and Greenwalt 2012). A positive influence can be
streamlined through the behaviour of MFI management. In order to increase short-term
earnings, microfinance institution management may show a misleading picture to investors
relating to the future profitability and positive return prospects. As a consequence investors
access funds from microfinance and invest in less profitable projects. This results in current
good performance and profitability of the financial institution. However, because of the

incorrect predicting, returns on investment are not in accordance with investors’ expectations,
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resulting in inability of investors to repay their loans and, hence, increases in non-performing
loans in the future (Ahmad and Bashir, 2013a). Contrary to this, the negative influence of
ROA on non-performing loan can break on the view that financial institution with better
profitability have less incentive to generate income and are less inclined to engage in the
granting of risky loans. Godlewski (2004) used return on assets (ROA) as a performance
indicator. He shows that the impact of banks” profitability is negative on the level of NPL
ratio. However, using a panel of 129 banks applied in Spain for the period 1993-2000,
Garciya - Marco and Robles-Fernandez (2008) indicate that high levels of return on Equity
(ROA) are followed by a greater future risk. They argue that the policy of profit

maximization is accompanied by high levels of risk.

ROA = net income /total asset
2.8. Empirical studies

In accordance with the pragmatic/empirical studies determinants of non-performing loans can
be categorised as macroeconomic factors and firm specific factors. Nevertheless there are
studies which separately examined either the macroeconomic factors or firm specific factors,

but various studies combine these two set of factors together to make deep analysis.

2.8.1. Empirical study in other Countries

The study made by Rajan & Dhal (2003) by using regression analysis for Indian micro
finance concluded that both macroeconomic and firm specific factors have significant impact
over NPLs rate. From macroeconomic factors such as, GDP growth rate and firm specific
factors like maturity, firm size, credit orientation, and credit terms were included. From firm
specific variables some of them are efficiency of the management, risk appetite and liquidity
level, profitability, deposits and lending rates, firm size etc. have significant influence on the
NPLs. From the external or macro level factors, unemployment rate, inflation rate, real

interest rate etc. have a significant impact on the rate of NPL.

Makri, Tsagkanos and Bellas (2014) study examined the factors affecting the non-performing
loans rate (NPL) of Eurozone’s financing systems for the period 2000-2008. A dynamic panel
regression method for our analysis specifically, a Generalized Method of the Moments
(GMM difference) technique was applied. The variables used include macro-variables,

inflation rate, interest rate and unemployment) from the micro-variables e.g. loans to deposits
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ratio, return on assets and return on equity. The findings reveal strong correlations between
NPL and firm-specific (capital adequacy ratio, rate of non-performing loans of the previous

year and return on equity) factors.

2.8.2. Empirical studies in Ethiopia

Zelalem T. (2013) made an empirical study on Ethiopia micro finance institution; the study
examines the firm-specific and macro-economic determinants of Non-performing loans
(NPLs). The study adopts a mixed methods research approach by combining documentary
analysis (structured review of documents) and in-depth interviews. The findings of the study
show that, loan growth, financial performance, operational efficiency, inflation rate and gross
domestic product have negative and statistically significant relationship with micro finances"
NPLs. On the other hand, variables like firm size and state ownership have a positive and
statistically significant relationship with micro finances™ NPLs. However, the relationship for
average lending interest rate and income diversification will found to be statistically

insignificant

Previous study result indicated that lending interest rate has a strong positive coefficient and
it is statistically significant at 1% significant level (0.0000). The result is in line with the fifth
research hypothesis. The coefficient value of the variable (i.e. 5.198001) indicated a
percentage rise/decline in micro finances’ lending interest rate, resulted in 5 times
rise/decline in the NPL of the firm on the same direction. The coefficient value may suggest
that from all determinants of NPL (from seven explanatory variables mentioned in this study)
the most important one is interest rate and also NPLs rate highly influenced by lending
interest rate. Lending interest rate had positive and significant impact on micro finance
nonperforming loan. According to the regression result lending interest rate is a very

important determinant of nonperforming loan in micro finance industry.

Theories argue that inflation rate and non-performing loan have positive relationship.
Unexpected rise in inflation under cyclical downturns is likely to negatively affect the
performance of the financing sector and recovery of loans to private operators and investors.
In the extreme case, hyper-inflation may erode micro finance assets and equity and weaken

MFI position through the interest rate channel (Piloiu et al,.2013).
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2.9. Empirical study’s on Macroeconomic Factors

The literature suggests a big and strong association between macro-economic variables and
NPLs. These are annual growth in GDP, credit growth, real interest rates, the annual inflation
rate, real effective exchange rate annual unemployment rate, broad money supply and GDP
per capital etc. (Saba et al., 2012:129). The external or Macroeconomic factors that determine
micro finance institution NPL are those factors which are external to the micro finance

institution and hence outside the control of management.

Most empirical studies examine the influence of the macroeconomic variable of environment
on non-performing loans (Louzis et al, 2011). Rinaldi and Sanchis-Arellano (2006) analyze
household non-performing loans for a panel of European countries and provide empirical
evidence that disposable income, unemployment and monetary conditions have a strong
impact on non-performing loans. Berge and Boye (2007) find the problem of loans are highly
sensitive to the real interest rates and unemployment for the Nordic financing system over the
period 1993-2005

The study conducted by Okorie (2006) in Ondo state in Nigeria revealed that the nature, time
of disbursement, supervision and profitability of enterprises, contributed to the repayment
ability and consequently high default rates. Furthermore macroeconomic instability which is
mostly manifested by high inflation rate also makes loan appraisal more difficult for the
micro finance institution, because the viability of potential borrowers depends upon
unpredictable development in the overall rate of inflation, its individual components,
exchange rates and interest rates. Moreover, asset prices are also likely to be highly volatile
under such conditions. Hence, the future real value of loan security is also very uncertain that
micro finance does poorly both when product and asset price prudential policy, inflation
accelerates unexpectedly and when inflation decelerates unexpectedly, unemployment

increases, and/or aggregate output and income decline unexpectedly.

The relationship between the macroeconomic environment and loan quality has been
investigated in the literature linking the phase of the business cycle with lending institutions
stability. For instance Fofack (2005) analyse the macroeconomic implication on loan default
in Sub-Saharan countries. Fofack showed that, macroeconomic stability and economic
growth are associated with a declining level of default; whereas adverse macroeconomic
shocks coupled with higher cost of capital and lower interest margins are associated with a

rising scope of nonperforming loans
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NKkusu (2011) who focus on 26 advanced economies in the period of 1998-2009, investigate
the macroeconomic determinants of loan defaults through panel regressions and panel vector
autoregressive models found that adverse shocks to asset prices, macroeconomic performance
and credit to the private sector lead to a worsening of loan quality. The author suggests that
increase in interest rates result in deterioration of borrower’s repayment capacity and hence,

cause of increase in non-performing loans

2.10. Empirical Study on firm Specific Factors

Podpiera and Weill (2008) examine empirically the relationship between cost efficiency and
non-performing loans in the context of the Czech financing industry for the period 1994 to
2005. They conclude that there is strong evidence in favour of the bad management
hypothesis and proposed that regulatory authorities in emerging economies should focus on
managerial performance in order to enhance the stability of financial system (by reducing
NPL). Messai and Jouini (2013) evaluated the determinant non-performing loan for a sample
of 85 micro finance institution in three countries (Italy, Greece and Spain) for the period of
2004-2008. A method of panel data was employed on the following firm specific variable,
ROA, the change in loan and the loan loss reserve to total loan. The result show the non-
performing loan varies negatively with profitability of micro finances™ asset and positively
with the loan loss reserves to total loans. Warue et al., (2013) investigate the relationship
between NPLs and firm specific and microeconomic factor and establish and the extent to

which the factor affect the occurrence of NPLs in micro finance institution in Kenya.

2.11. Identification of Knowledge Gap

As per the empirical analysis of Ethiopia and other countries researchers, plenty of variables
were assessed. However still there is not a standard variable to determine non-performing
loan, rather they agree on its greater impact on the overall economy. Yet as per its danger still
there is a few papers were done, in our country as to the researcher knowledge, there is no
empirical study on the determinant of NPLs, which shows all major determinants of NPLs
(firm specific and macroeconomic). Specifically there is lack of research that is done on

determinant of NPLs from micro finance institution perspective.

Besides, most of the related literatures reviewed cover different studies made both in
developing and developed countries’ financing industries. Relatively a few numbers of
studies have investigated on the determinants of NPLs, most of these studies have been done
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in developed countries with few being done in developing countries. Due to governmental
economic policy there is incentive to obtain more ratio of loan to the financing sector than
other sectors and the loan arrears of financing sector gone be risen throughout period of time,
as per the researcher knowledge there is no studies that have made in the determinant of
nonperforming loan in Ethiopian micro finance sector. Therefore, examining the independent
variable, which are selected by the researcher (BPM), (CAR), Efficiency, (ROA), LTDR,
inflation rate and Lending interest rate by using secondary data will contribute towards filling
the gap by identifying and analysing the factors that affect level of nonperforming loans in
Ethiopia micro finance. Because the previous researchers focused only primary data for using
variables like firm size, loan diversion, credit monitoring and collateral type. In addition the
previous researchers don’t explain the effect of lack of awareness creation on NPL. But this

paper adequately explains the adverse effect of NPL.

2.12. Conceptual framework

The relationship between NPLs (dependent variable) and independent variables (firm specific
and macro-economic determinants) of NPL is shown diagrammatically as conceptual
framework below: the arrow indicate the effect both firm specific and macroeconomic
variable on dependent variable. There is also the relationship between firm specific variable

and macroeconomic variable, but it is not the concern of the paper.

Figure 2. 1 conceptual framework
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CHAPTER THREE

3. RESEARCH METHODOLOGY

3.1 Introduction

This study examines the determinants of NPLs in micro finance institution of Ethiopia.
Consequently, this chapter discussed the research procedure that is used to carry out this
study.Based on the research empirical evidence this chapter is organized to provide short
summary of the broad objective of the study and hypotheses, the underlying principle of

research methodology and the choice of the appropriate research method for the paper.

3.2. Research Approach

The intentions that were achieved in the study have a base for determining the research
approach for the paper. Since the problem identified was determinants affecting the outcome
having numeric value, it is quantitative approach (Creswell, 2003). Consequently, the
researcher employed quantitative research approach to realize the regression result analysis
with respective empirical literatures on the determinants of NPL. The reason for using
quantitative approaches is to get benefit from a long period of data (at least ten years of data)
in MFls of Ethiopia.

3.3. Population and Sampling Design

The total population of the study was micro finance institution in Ethiopia that is giving
financial service at least for ten consecutive years. Generally there are thirty nine micro
finance institutions which have ten years and above financial data in NBE. Currently all the
thirty eight micro finance of the country are functional, but Dedebit micro finance have not
financial data in NBE due to the current war and political problem. These are Amhara credit
and saving institution (ACSI), Dedebit credit and saving institution(DECSI), Oromiya credit
and saving share company (OCSSCO), Omo micro finance share company, Addis credit and
saving institution share company (ADCSI), Specialized Financial & Promotional Inst (SFPI)
Gasha micro finance institution, Vision micro finance institution, Sidama micro finance,
Buussa Gonofa Microfinance, Meklit micro finance, Peace micro finance, Eshet micro
finance, Wassa micro finance, Benishangul Gumuz Microfinance, Dire micro finance, Agar
micro finance, Haribu micro finance, Africa village micro finance (AVFS), Kendil micro

finance, Metemamen micro finance, One micro finance, Digaf micro finance, Dynamic micro
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finance institution Gambela micro finance institution, Harar micro finance, Lefayeda credit
and saving, Leta micro finance, Tesfa micro finance, Somale micro finance Nesir micro
finance, Lideta micro finance, Afar micro finance, Rays micro finance, Kershi micro finance,
Debo micro finance, Sheger micro finance, Yemisrach micro finance and Adeday Micro
finance. Among the above mentioned thirty nine micro finance institutions seven micro
finance institution are the sample of this paper. The sampling frame for drawing sample
included are micro finance having at least ten years working experience in Ethiopia (i.e.
from 2012 to 2021). Now a days micro finance institution Share Company of Ethiopia
(MFIE) is one of senior and covers the largest market share in the financial institution; the
researcher identifies to study micro finance that has ten year experience and that are
controlled by government fully or partially. So the researcher takes sample of seven micro
finance institutions that have government share in Ethiopia and the study was concentrate on
the judgmental sampling which is survey data of this micro finance institution share
company. In this case, since the numbers of micro finance institution in our country which
have government share and that have full financial data in NBE are seven in number, to
analyses this study the paper will assume the data of all micro finance institution that have
government share. The reason for selecting these MFI is the continuous increment of NPL in
such government shared MFI. To study such micro finance independently it is advisable to
use judgmental sampling and that is why the researcher uses judgmental sampling in addition
such sampling is important for the sake of simplicity and convenience of the study in terms of

fund and time.

As noted by Kothari (2004), good sample design must be feasible in relative of time and
funds available for the study. Besides, judgmental sampling offers the researcher to
intentionally select items for the sample regarding the choice of items as best based on the
selection criteria set by the researcher. The selection criteria set by the researcher was first,
the required micro finance institution is only MFI that have government share. Second, those
MFI share company should operate before 2012 G.C having financial statements for

successive ten years.

Therefore, the data for this study was collected from seven MFI in the country. Among the
selected microfinance institutions share company, Amhra credit and saving institution S.C
(ACSI), Oromiya credit and saving share company S.C (OCSSCO), Omo micro finance
institution S.C, Adissi credit and saving institution S.C, Dire micro finance institution S.C,

Benshangul micro finance institution S.C and Harar micro finance institution S.C. are the
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sample of this paper. This is due to the fact that since the primary aim of the study is to
examine the determinants of nonperforming loans of micro finance institution in Ethiopia, it
is better to make generalization for the MFI of the country based on data drawn from the
seven sample micro finance which is much more experienced in micro finance industry. It is
obvious that, lending is not a one night process rather it comes by making operation for some
consecutive years since the MFI should have to accept deposit to funding loans to reach stage

of suffering from poor asset quality.

Thus, as one can understand from objective of the study, the researcher aimed to examine the
determinants of nonperforming loans of MFI in Ethiopia. In order to achieve the stated
objective, the researcher classified micro finance based on years of their operation and the
study takes as a sample only MFI those started operation before 2012 but micro finance
established after 2012 G.C are excluded from my sample because to be part of the sample the
selected MFI must serve at least ten years. And also based on whether they have government
shared or not. Accordingly, this study focused on all MFI that were established to give credit
and saving services and those operate before 2012. Thus, the researcher used ten years data
for selected micro finance institution that provide financial statements consecutively from
2012 to 2021periods.

To this end, the sample size of this study is not less than specified sample size required for
ones’ study since the accuracy and validity of the works never guaranteed by increasing the
sample size beyond specified limit. This is due to the fact that increasing the number of
sample size beyond the specified sample size required for ones’ study never add value to the
accuracy of the study rather it made information unmanageable due to redundancy (Ayalew,
2011).That is why this study used seven experienced micro finance institution in Ethiopia

from thirty nine micro finance institution in the country.

3.4. Research Design and source of data

We know that the nature of research design is a master plan specifying the methods and
procedures for collecting and analysing the data (John, 2007). Subsequently this study has
been designed to examine the relationships between nonperforming loan and its determinants.
As mentioned by Kothari (2004), explanatory research design examines the cause and effect
relationships between dependent and independent variables therefore, since this study will
aims to examine the cause and effect relationships between nonperforming loans and its

determinant, it defiantly uses an explanatory research design, the reason for using this method
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is because such research design is best important for analysing cause and effect relationship
between dependent and independent variable. And the source of data is secondary data that
was obtained from audited annual financial statement of each micro finance institution of

Ethiopia in National Bank.

3.5. Nature of Data and Instruments of Data collection

The study will use panel data since panel data can take heterogeneity among different units
into account over time by permitting for individual-specific variables. Furthermore, panel
data can better detect and measure effects that simply cannot be observed in pure cross-
section or pure time series data (Gujarati, 2004). Accordingly, the researcher use secondary
sources of data to examine non-performing loan in Ethiopian micro finance institution S.C. A
secondary source of data may preferred by the study since it is less expensive in terms of
time. Secondary data is either being published or unpublished data (Kothari, 2011).
Secondary data was obtained from the audited annual financial statements of the concerned
micro finance institution in National Bank of Ethiopia. These data includes both firm specific
and macroeconomic factors. The data for both firm specific variable and macroeconomic

variable are obtained from Ethiopian micro finance head office in NBE

3.6. Data Presentation and Analysis Techniques

The data that was collected from different sources is coded, checked and entered in to simple
excel program to make the data ready for analysis, Then the stated objective of the study is
achieved, the collected panel data is analysed using descriptive statistics, correlation matrix
and panel model analysis. The descriptive statistics (Mean, maximum value, minimum value,
and standard deviations) might use to analyses the general trends of the data from 2012 to
2021 G.C based on the survey of seven micro finance institutions and the correlation matrix
may also use to examine the linear relationship between the dependent variable and
independent variables. Finally, a panel model analysis was used to determine the relative
importance of each independent variable in explaining the variation of NPLs in Ethiopian

micro finance institution Share Company.

The panel model analysis was conducted by the ordinary listing square (OLS) method of
econometric software package. The rational for choosing OLS is that, if the Classical Linear
Regression Model (CLRM) assumptions hold true, then the estimators determined by OLS is
number of desirable properties (Brooks 2008). In addition, as noted in Petra (2007) OLS

outperforms the other estimators when the following holds true; the cross section is small and
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the time dimension is short. So, as far as both the above facts hold true in this study it is

rational to use OLS.

Furthermore, various diagnostic tests such as normality heteroscedasticity; multicolinearity
and model specification test was conducted to decide whether the model that has used in the
study is appropriate and to fulfil the assumption of classical linear regression model. Finally,
a panel model specification was used to determine the relative importance of each
independent variable in explaining the variation of NPLs in Ethiopian micro finance

institution Share Company.

3.7. Variable description

Obviously the objective of the study is to find out the determinant of NPLs in Ethiopian
micro finance institution. In line with this the paper starts by discussing the dependent
variable (NPLs) followed by the independent variables based on their category

(macroeconomic variable and, firm specific variable).

3.7.1. Dependent Variable

Based on NBE Non Performing Lon is a “Loans or an advance in which its credit quality has
deteriorated, such that full collection of principal and interest in accordance with contractual
repayment agreement of borrower and lender is in question”. As per Basel committee (2005)
NPLs is loans which are not paid and their overdue time period is 90 days and more after
maturity date. Beside to the general objective, the paper is interested to analyse the impact of
external and internal factors on non-performing loan of Ethiopian micro finance institution

Share Company.

3.7.2. Independent Variables

Independent variables by their nature are internal or external factor that explain the dependent
variables. In this paper, independent variables included as part of macroeconomic factors are
lending interest rate and inflation rate which are external to the firm, and the firm specific
independent variables are, loan to deposit ratio (LDR) capital adequacy ratio (CAR),
Efficiency, return on asset (ROA) and business profit margin (BPM) included. It is clear that
Majority of these variables are altered and accepted from previously done studies around
other financial institution. What makes it new is the focuses of the paper is for examining the

variable in terms of micro finance institution Share Company in Ethiopia.
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3.7.2.1. Macroeconomic variable

Different literature provides indication suggests that a strong implication between NPLs and
several external factors. The macroeconomic variables which the paper imagine and may use
in this study was include lending interest rate and inflation. Rate This independent variable
are external variables that explain the dependent variables none performing loan so, the
following part of the paper presents the macroeconomic variables that that paper will use in
this study. Even if there are different macroeconomic variable that are studied by different
researcher such as unemployment, GDP, inflation, effective tax rate, return on equity, lending
interest rate, exchange rate solvency ratio, firm size, and others variables this paper focus
only inflation & IR which are strong association with any micro finance institution. .

Lending interest Rate

Concerning macroeconomic variable ( external factor), the basic argument here is that an
increase in interest rate deteriorates loan payment capacity of the borrower and some
consumers may even find it difficult to meet their existing loan repayments. In line with this,
theoretically interest rates have positive correlation with NPLs but some researchers are
argued on the significance of the variable to determine the NPL. On another hand it is found
interest rate as a primary factor boosting non-performing loans, specifically interest rate are

important determinants of bad loans in developing country such as Ethiopia (Mesay, 2017).

The researcher interest here is what investigates the current issue concerning the effect of
lending interest rate on non-performing loan. So we can understand during periods of high
interest rates, the rate of default debtors is expected to increase and, therefore, non-
performing loans also increase. Thus, the incensement in interest rates is anticipated to have a

positive impact on non-performing loans.

Inflation Rate

The term Inflation means the endless and persistent increments in aggregate price of goods
and services which result decline in purchasing power of money, specifically in the micro
finance institution as per the inflation impact the consumer paying capacity will fall dawn so
the capacity of borower in microfinance institution for loan repayment may fall down. On the
other side inflation reduces the debt servicing capacity of the loan holders as lenders adjust

the lending interest rates to adjust their real return. (Nkusu, 2011)
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The relation between non-performing loans and inflation can be positive or negative. Higher
inflation can make debt servicing easier either by reducing the real value of outstanding loans
as suggests by (Nkusu, 2011). On the other hand, in order to reduce high inflation, central
banks usually increase their policy rate, which gives a signal to the microfinance institutions
to increase their lending rates, which can alter the financial capability of borrowers in paying
their debts. The inflation and non-performing loans in Macedonia most often have an
opposite direction. As data show, most of the time, the increase in inflation is followed by a

decrease in non-performing loans and vice versa.

3.7.2.2. Firm Specific Variables

The existing literature provides evidence that suggests a strong connotation between NPLs
and several firm specific variables. The firm specific variables that have considered in this
study as determinates of NPLs are include, loan to deposit ratio, business profit margin,
capital adequacy Return on Asset (ROA) and cost efficiency the following part of this paper

presents the firm-specific variables that the researcher used in this study

Loan to Deposit Ratio

This paper has adequately examined Loan to deposit (LTD) ratio in micro finance institution
of Ethiopia, which measure the liquidity by examining the funds that Ethiopian micro finance
institution has utilized into loans from the cash obtained from deposit customer. It shows the
relationship between loans and deposits. Besides, it provides a measure of income source and
also measures the liquidity of micro finance asset slicked to loan (Swamy et al. 2014). This
ratio also measures customer good relation with lender, which implies micro finance that
have good approach with their customer most likely face lower defaults as the borrower of
the fund have the expectation of turning to micro finance for the financial requirements
(Shingierji et al 2013)

Business profit margin

Businesses profit margin tells you what your business made after paying for the direct cost of
doing business which can include labour, material and other direct production cost which
have negative effect on NPL of MFI. Lawrence (2014). It is the most important of the three
profitability measurement because without a high enough profit margin any financial activity
won't have viable businesses which adversely affect the movement of NPL in financial
institution. As mentioned in the literature review part of this study, there is no general

agreement on the business profit. In this regard, vast empirical literature found both a
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significant positive and negative association between business profit and NPL (Piloiu et al,
.2013). As per real world situation and previous theoretical evidence, when the profit earned
from the business raise up the paying ability also goes up, so the rate of NPLs in micro
finance institution fall dawn. So, different researcher have found business profit margin and

NPLs have negative correlation.

Capital Adequacy ratio

The capital adequacy ratio is excellent parameter to evaluate firm’s solvency and ability to
absorb risk. It is used to protect depositors, and promote stability and efficiency in the
financial system. Ideally, the impact of capital adequacy ratio on non-performing loans is
ambiguous. The capital adequacy ratio is measured by dividing total equity of the firm to
total asset. On the one hand, micro finance with high levels of capital adequacy ratio may
pursue chances more violently, which means increased risk taking leading to riskier credit
portfolios (Demirguc-Kunt and Huizinga, 1999). Thus, CAR is expected to have a great
impact on non-performing loans. Conversely, through the moral hazard argument implies
micro finance with low capital may be motivated to involve in risky lending activity, which
results in increased non-performing loans. This behaviour is more likely occurs when deposit
insurance schemes are in place. In this case, capital adequacy ratio is expected to exert

undesirable impact on non-performing loans.

Cost Efficiency

When micro finance performs all its business activities at a comparatively low cost, then we
can say that the firm is efficiently doing its job. Berger and DeYoung (1997) decided that
reduction in the cost efficiency of micro finance in the United States would affect the
increase in future loan defaults. This is faced by those managers who are unable to manage
operating expenses and loan portfolio. But, in another study, when the efficient firm are
studied, an increase in cost efficiency is followed by trek of loan defaults giving the saving
hypothesis (an increase in loan defaults happened when firm decided to spend less amount on
guaranteeing and have a close look on loans in short run and bear the risk of having loan

performance problems in near future).

Ekanayake and Azeez (2015) studied the factors that affected the NPLs in the micro finance
sector of Sri Lanka for the period between 1999 and 2012 and determined that NPLs have a
positive association with the size of MFI and efficiency of the MFI. Benthem (2017)

examined the relationship between operating efficiency, capitalization and NPLs in MFI, and
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the result indicates that operating efficiency increases the higher level of NPLs, which
suggests that management conducts result NPLs. Fiordelisi et al. (2011) examined the various
factors that increased the risk level in the EU banks and decided that decreasing efficiency
increases the risk level of firm in future. Furthermore, the efficiency and performance factors

have an influence on NPLs in the Greek financing sector (Louzis et al., 2012).

Return on Asset

It represents the enhancement of efficiency by operating the firm’s asset properly and
effectively in the ways of generating a plenty of net income. We can understand from this the
ability of micro finance institution management to generate high incomes by wise use of the
available assets of the micro finance. Thus, if the ratio of return on asset (ROA) in MFI is
high, it designates that the institution has better performance in order to generate attractive
profit for the firm. Effective micro finance institution’s productivity evaluated in terms of
return on asset might result from high lending interest rate, fees and commission that lead
micro finance growth in size and productivity. Thus, return on asset gives an idea as to how
efficient management is at using its assets to produce incomes. When the researcher examine
empirical study of different researchers they found diverse results regarding the relationship

between return on asset and non-performing loan in the country.

3.8. Model Specification

The main objective of this study is to inspect the factors of NPLs in micro finance institution
of Ethiopia. Approximating to the most obvious empirical study conducted on the
nonperforming loans of financial sectors, the study uses non-performing loan as dependent
variable whereas loan to deposit ratio, capital adequacy, efficiency of the firm, business profit
margin, return on asset, interest rate, and inflation rate as independent variable. The reason
for using this variable is due to their inherent existence in micro finance institution of
Ethiopia. Therefore, this study observed the causes of NPL in micro finance institution of
Ethiopia by adopting the panel model analysis. To expresses the general model of dependent

and independent variable.

Vi = Lo + LiXiie + LoXoiw F PaXajpeneerrermernenn +++ L Xy + E
The expected model from this study is shown as follows
NPL, =0 + g1 (DAC) it+ 2 (DBE) +3 (DDLR) +p4 (BPM) +p5 (RA) +p6 (DINFR) +7

(DINTR)...... + &,
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Where S, =is intercept

D = first difference (transformation) of the variable.
B1, 52, B3, p4, 5, p6 and B7 represent expected coefficient in explanatory variable,

DAC, DBE, DLTD, BPM, ROA, DINFR and DINTR indicate capital adequacy, cost
efficiency, loan to deposit ratio, business profit margin, return on asset, inflation rate and

interest rate

&, = Symbolizes error terms for intentionally/unintentionally omitted or added variables. It

has zero mean by its nature. The coefficients of explanatory variable will estimate by the use

of ordinary least square (OLS) technique.

The dependent variable is used to identify the Determinants of NPL in micro finance
institution In Ethiopia. It is measured by dividing non-performing loan to gross loan.
Independent variable: - The independent variables that the researcher was expect to determine
NPL those independent variables explanatory variable that explain the dependent variable
they are explained below the independent variable was expected to influence a various

determinant factors of the NPL.

e |oan to deposit ratio:- liquidity and solvency of micro finance institution is measured
by loan to deposit ratio Loan to deposit (LTD) ratio examines firms liquidity by
measuring the funds that a firm has utilized into loans from the collected deposits

e Businesses profit margin:- It implies if the profit earned from the business raise up the
paying ability also goes up, so the rate of NPLs fall dawn.

e Capital adequacy ratio: - The capital adequacy ratio is used to evaluate firm’s
solvency and ability to absorb risk.

e Cost efficiency: - It is clear that risk-averse managers are willing to trade off reduced
earnings for reduced risk, so cost efficiency measures using cost minimization
mechanism and obtaining high return.

e Return on asset: - It indicates the firm’s efficiency in asset utilization and displays
how much net income is generated out of assets owned by the firm.

e Inflation rate: - It is variable used to measure the rise in price of goods and services in
an economy, over a Period of time or the decline in purchasing power of money.

e Interest rate: - Interest rate is used as measure of profitability between the costs of

short-term borrowing and the return acquired on long term lending.
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3.9. Diagnostic Analysis
This test is done to test whether the sample is consistent with the following assumptions:

3.9.1. Heteroscedasticity

According to Brooks (2008), Heteroscedasticity means that error terms do not have a constant
variance. If heteroscedasticity occur, the estimators of OLS method are inefficient and
hypothesis testing is no longer reliable or valid as it will underestimate the variances and
standard errors. There are several tests to detect the Heteroscedasticity problem, which are
Park Test, Glesjer Test, Breusch-Pagan-Goldfrey Test, Whites Test and Autoregressive
Conditional Heteroscedasticity (ARCH) test. In this study, the popular white test was
employed. The hypothesis for the Heteroscedasticity test was formulated as follow: HO:
There is no Heteroscedasticity problem in the model. H1: There is Heteroscedasticity

problem in the model. o = 0.05 Decision Rule:

Reject HO if p-value is less than significance level. Otherwise, do not reject HO.

3.9.2. Multicollinearity
According to Brooks (2008), Multicollinearity will occur when some or all of the

independent variables are highly correlated with one another.

If the multicollinearity occurs, the regression model is unable to tell which independent
variables are influencing the dependent variable. The consequences of Multicollinearity are
large variances and covariance of OLS estimators, wider confidence interval, insignificant t-
ratio, high R2 but few significant t ratios, sensitivity of OLS estimators and their standard
errors to small changes in data. There is no one unique method to detect the multicollinearity
problem, it only have some rules of thumb, which are high R2 but few significant t ratio, high

pair wise correlation coefficient and Variance Inflation Factor (VIF) or Tolerance (TOL).

This study used high pair-wise correlation coefficients method to test the presence of
multicollinearity problem in a regression model, because it can see the correlation of
independent variables one by one. If the correlation coefficient was higher than 0.8, the

model would be considered as it contain serious Multicollinearity problem (Guajarati 2004).

3.9.3. Normality
Normality tests are used to determine if a data set is well-modelled by a normal distribution.
With the normality assumption, ordinary least square estimation can be easily derived and
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would be much more valid and straight forward. This study used Jarque Bera Test (JB test) to

find out whether the error term is normally distributed or not.
The hypothesis for the normality test was formulated as follow:
HO: Error term is normally distributed

H1: Error term is not normally distributed a = 0.05 Decision Rule: Reject HO if value of JB

tests less than significance level. Otherwise, do not reject HO.

3.9.4. Model Specification check

According to Brooks (2008), Specification error occurs when omitting a relevant independent
variable, including unnecessary variable or choosing the wrong functional form, so that
regression model was wrongly predicted. If the omitted variable is correlated with the
included variable, the estimators are biased and inconsistent. If the omitted variable is not

correlated with the included variable, the estimators are unbiased and consistent.

Ramsey RESET test was used to see whether the developed model is correctly regressing.
HO: the model is correctly specified

H1: the model is not correctly specified

a=0.05

Decision Rule: Reject HO if p-value is less than significance level. Otherwise, fail reject HO.
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CHAPTER FOUR

4. RESULTS AND DISCUSSION
4.1. Introduction

This chapter presents the results and findings of the study based on the research objective.
The results are presented in the form of summary tables. Regression and correlations analysis
are used to reply the research objective. Accordingly, the descriptive statistics of all the
variables used in this study and the results of hypothesis testing i.e. the estimated parameters
of the regression equation, their significance, the association between the independent
variables and dependent variable according to the sign and the value of the parameters for the

regression model are presented and discussed in detail.

4.2 Descriptive statistics

The basic descriptive statistics of the variables are presented in Table 4.1 for each variable;
the table shows mean, median, minimum, maximum values and standard deviation. In all, a
total of 70 observations were presented for 7 micro finance institution share company
covering a period of 2012- 2021.0n average, MFI sampled have a mean of logarithm Non-
performing loan (LOG-NPL) of 82% over the entire time period from 2012 to 2021. The
standard deviation for (LOG-NPL) is 10.8% with minimum and maximum values of 51.9%
and 98.01% respectively. When the mean of logarithm inflation rate (LOG-InfR) is 107.65%,
minimum value is 0.35% with a maximum value of 375.31% and a standard deviation of
72.36%. This implies that inflation rate in Ethiopia during the period of 2012 to 2021 remains
very detestable and the result of this detestable inflation rate contribute negatively to the non-
performing loan of Ethiopian micro finance share company. The other macro-economic
variable employed in this study is interest rate, had somewhat a lower standard deviation
(2.99%) and negative mean value this implies that logarithm form of interest rate in Ethiopia
microfinance share company during the study period remains somewhat stable. The other
microeconomic variable employed in this study efficiency of business, had the lower standard
deviation (1.40) indicates that Ethiopia microfinance share company during the study period
remains stable. Business profit margin had the higher standard deviation (5.29) compared to
other remaining variables employed in the study; this implies that the Business profit margin

in Ethiopia during the study period remains unstable. And the standard deviation of capital
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adequacy and loan to deposit ratio is (11.28%) and (5.99%) respectively which is very low
relative to other variable, these implies capital adequacy and loan to deposit ratio during the

sample period is more stable all are in logarithm form.

Table 4.1 descriptive statistics of variable in the study

Variable Obs Mean Std. Dev. Min Max
YEAR 70 2016.5 2.89302 2012 2021

NPL 70 161487.7 299528.2 215.8365 1733087
InfR 70 14.11529 6.251391 7.390356 24.6

IR 70 12'85 0.9317905 | 11.875 14.25
LDR 70 1.686191 0.5279756 | 0.8582151 3.28638
BPM 70 1.92079 5.295263 -0.5841216 36.20268
CA 70 0.2738739 | 0.1128962 | 0.0648449 0.6208251
DDLR 70 0.0493782 | 0.059995 | -0.0824228 0.2233193
EB 70 1.418982 7.468325 -31.50446 36.20268
Instiutio~e | 70 4 2.014441 1 7

DEB 70 0.2309191 | 1.405375 -4.671766 3.589133
DNPL 70 0.8282987 | 0.1089636 | 0.519787 0.9801378
DInfR 70 1.076596 0.7236548 | 0.0035148 3.753147
DIR 70 -0.0665252 | 0.0299586 | -0.0987025 -0.02316
AR 70 -0.9144481 | 0.8992695 | -3.74523 0.952096
DRA 62 -3.294917 | 1.254295 -8.282043 -1.499153
Residuals 70 0.8282987 | 0.0936253 | 0.5879137 0.9794855

Source own computation, 2022
4.3. Test results for the classical linear regression model assumptions

As mentioned in the methodology part of this study, as far as the assumptions of classical
linear regression model hold true, the coefficient estimators of both a (constant term) and 3
(independent variables) that are determined by ordinary least square (OLS) where have a
number of desirable properties, and usually known as Best Linear Unbiased Estimators
(BLUE). Hence, the following sections discuss results of the diagnostic tests (i.e.,
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heteroscedasticity, multicollinearity, normality and model specification test) that ensure

whether the data fits the basic assumptions of classical linear regression model or not.

4.3.1. Heteroskedasticitytest

When the scatter of the errors is different, varying depending on the value of one or more of
the independent variables, the error terms are heteroskedasticity Brooks (2008).
Heteroscedasticity test is very important because if the model consists of heteroskedasticity
problem, the OLS estimators are no longer BEST and error variances are incorrect, therefore
the hypothesis testing, standard error and confident level will be invalid. A white™ test has
been made, to ensure that this assumption is no longer violated. The hypothesis for the

heteroskedasticity test was formulated as follow;

HO: There is no heteroskedasticity problem
H1: There is heteroskedasticity problem.

Table 4. 2 Hetroskedasticity test

White's test for Ho: homoskedasticity
against Ha: unrestricted heteroskedasticity

chi2 (44) = 47.26

Prob > chi2 = 0.3410
Source chi2 Df P
Heteroskedasticity 47.26 44 0.341
Skewness 5.65 8 0.6861
Kurtosis 4.6 1 0.032
Total 57.51 53 0.312

Source own computation, 2022

4.3.2. Multicollinearity test

According to Brooks (2008), multicollinearity will occur if some or all of the independent
variables are highly correlated with one another. It shows the regression model has difficulty
in explaining which independent variables are affecting the dependent variable. If
multicollinearity problem is too serious in a model, either additional important variable
should be added or unimportant independent variable should be dropped. This study uses
high pair-wise correlation coefficients method to detect the existence of multicollinearity
high pair-wise correlation coefficients method sees the correlation of independent variables
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between each other one by one. According to Guajarati (2004), if the correlation coefficient is

higher than 0.8, it is considered as the model consists of serious multicollinearity problem.

Table 4 3 multicoliniarity test

Variable VIF 1VIF
BPM 2.47 0.404498
EB 2.03 0.493706
AR 1.69 0.591141
CA 1.48 0.676064
DEB 1.47 0.678015
DInfR 1.46 0.684814
DIR 1.35 0.740347
DDLR 1.25 0.799577
Mean VIF 1.65

Source own computation, 2022

The table 4.3 showed that there is no strong pair-wise correlation between the explanatory
variables (BPM, EB, AR, CA, DEB, DInfR, DIR and DDLR) as a rule of thumb, inter-
correlation among the independent variables variance inflation factor (vif) value greater than
10 have a multicollinearity problem. In this study there is no any explanatory variable those
vif value greater than 10 which convey, it can be concluded that all independent variables
have low correlation power which implies no multicollinearity problem in the explanatory
variables selected to determine non-performing loan of Ethiopian microfinance institution

Share Company.

4.3.3. Normality test

Normality test is used to determine whether the error term is normally distributed. Brooks
(2008) noted that the Jarque-Bera statistic would not be significant for disturbance to be
normally distributed around the mean. The purpose of the Jarque-Bera test is to make sure
that the data set is well modelled by a normal distribution. The hypothesis for the normality

test was formulated as follow:

HO: Error term is normally distributed
Ho = 0.05

Decision Rule: Reject HO if P value of JB less than significant level 0.05. Otherwise, do not
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Reject HO.

.Figure 4. 1 normality test

Jb residual
Jarque-Bera normality test: 5.547 Chi (2) .0624

Jarque-Bera test for Ho: normality:

Table 4. 4 normality test
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Empirical P[i] = i/(N+1)
Source own computation, 2022

Figure 4.1 indicated that distribution of the panel observation is symmetric about its mean.
The Jarque-Bera statistic has a the probability of chi square value 0.0624 implies that the p-
value for the Jarque-Bera test is greater than 0.05 which indicates that there was no evidence
for the presence of abnormality in the data. Thus, the null hypothesis that the data is normally
distributed should not be rejected and the table 4.1 indicates the point lies in approximately

straight line which means the data are normal.

4.3.4 Correlation Analysis

The purpose of correlation matrix in this particular study was to show the linear association
between the dependent and independent variables. As noted in Brooks (2008), correlation
between two variables measures the degree of linear association between them. Values of the
correlation coefficient are always range between positive one and negative one. A correlation
coefficient of positive one indicates that a perfect positive association between the two
variables; while a correlation coefficient of negative one indicates that a perfect negative
association between the two variables. A correlation coefficient of zero, on the other hand,

indicates that there is no linear relationship between the two variables.
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Table 4.5 presents the correlation coefficients for the variables used in the non-performing

loan model. As exhibited in table 4.5, almost all the variables correlated non-performing loan.

This relationship suggests initial portrait as to the nature of the relationship between

explanatory variables and non-performing loan. As the correlation matrix indicates, loan to

deposit ratio is the most dominant determinant of non-performing loan, which is reflected in

the table by the strong positive correlation between DDLR and the dependent variable (i.e.

DNPL). This correlation clearly shows that, as the amount of loan to deposit ratio in a given

micro finance institution was increases, non-performing loan also moves to the same

direction. Besides, the variables DnfR and DEB show a weak correlation and negative

relationship with non-performing loan.

Table 4. 5 Matrix of correlations

(1) 2) (3) (4) (5) (6) (7) (8) 9)
Variable
S
(1) 1.000
DNPL
(2) DIR  0.429 1.000
(3) -0.399 -0.051 1.000
DInfR
(4)BPM -0.212 -0.116 -0.164  1.000
(5) EB -0.109 0.106 -0.003 0.654 1.000
(6) CA -0506 -0.414 0.168 0.026 0.039 1.000
(7) 0.556 0.106 -0.239 -0.170 0.003 0.049 1.000
DDLR
(8) AR 0.490 0.248 -0.477 -0.052 -0.119 -0.439 0.180 1.000
(99 DEB -0.120 -0.146 0.042 0.468 0.253 0.169 -0.296 -0.265 1.000

Source own computation, 2022

4.3.5 Model Specification check.

Model specification error occurs when omitting a relevant independent variable, including

unnecessary variable or choosing the wrong functional form. When the omitted variable is
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correlated with the variable which is included, the estimators will be biased and inconsistent
and model specification error will tends to occur. If the omitted variable is not correlated with
the included variable, the estimators are unbiased and consistent and model specification
error will not occur. Therefore, in order to select a correct estimated model, the researcher
had carry out the Ramsey-RESET Test to check on the model specification. The hypothesis

for the model specification test was formulated as follow;

HO: The model specification is incorrect
H1: The model specification is correct.
a = 0.05, Decision Rule: Reject HO if P value is less than significant level 0.05. Otherwise, do
not Reject HO.
Ramsey RESET test using powers of the fitted values of DNPL
Ho: model has omitted variables
F(3,58)= 342
Prob>F = 0.0229
Table 4. 6 Model specification test

Ramsey RESET test using powers of the fitted values of DNPL

Ho: model has omitted variables

F(3,58) = 342

Prob>F= 0.0229

Source own computation, 2022

Table 4.6 reveal that the p-value of the model was less than the critical value of o = 0.05

which means is evidence to the model specification is correct.

4.4 Model Selection (Random Effect versus Fixed Effect Models)

The econometrics model used to examine the Determinants of Non-Performing Loan in
Ethiopian Micro Finance Institution Share Company is a panel data regression model which
should be either fixed-effects or random-effect model. The theoretical model is developed
based on the finance theory from the methodological part of this study. The important issue
from the equation panel model is it is not specified whether it is fixed effects or random
effects model. So the focal point of the researcher concern here is, to examine whether
individual effects are fixed or random. Because, there are broadly two classes of panel data
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estimator approaches that can be employed in empirical research: fixed effects models and
random effects models. This also requires high concern when the researcher employed the

panel data approaches.

According to Gujarati (2004), if T (the number of time series data) is large and N (the number
of cross-sectional units) is small, there is likely to be little difference in the values of the
parameters estimated by fixed effect model (FEM) and random effect model (REM). Hence
the choice here is based on computational convenience. On this score, FEM was preferable.
Since the number of time series (i.e. 10 year) is greater than the number of cross sectional
units (i.e. 7 micro finance institute), FEM is preferable in this case. According to Brooks
(2008), Verbeek (2004) and Wooldridge (2006), it is often said that the REM is more
appropriate when the entities in the sample can be thought of as having been randomly
selected from the population, but a FEM is more reasonable when the entities in the sample
effectively constitute the entire sample frame. Hence, the sample for this study was not

selected randomly and equals to the sample frame FEM is appropriate.

Running a Hausman specification test at five present level enables the researcher to choose
between fixed effects and random effects models (Hausman, 1978). The hypothesis for

Hausman specification test is:

H, : Random- effect model is more appropriate

H, : Fixed-effect model is more appropriate

Decision rule: if the P-value from the Hausman test is statistically significant (less than five
present) the fixed-effect model is preferred in favour of random effect, otherwise the random
effect model is selected. The result from Haussmann test in table allows as to reject the null
hypothesis that fixed effect model is better in this regression analysis. This implies that a
fixed effect model is more appropriate than Random effect model to undertake the panel

regression estimation for this study.

Table 4. 7 Hausman specification test
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—— Coefficients

(b) (B) (b-B) sqgrt (diag(V_b-V_B))
fixed random Difference S.E.
DIR .6298876 .8345149 -.2046273 .2533693
DInfR -.0260037 .0067639 -.0327676 .0109682
BPM -.0049588 -.0000282 -.0049306 .0019463
EB -.0001875 -.0006497 .0004622 .0012715
CA -.3919871 -.4092033 .0172162 .0061418
DDLR .9705335 .1624521 .8080814 .1019912
AR .0187773 .0086029 .0101744 .0096049
DEB .0229504 -.0018228 .0247732 .005115
Hausman (1978) specification test
Coef.
Chi-square test value 167.37
P-value 0.000

Source own computation, 2022

4.4.1 Fixed Effect Regression result

This section presents a fixed effect model regression result to examine the determinant of
explanatory variables (BPM, EB, AR, CA, DEB, DInfR, DIR and DDLR) on the Non-
Performing Loan in Ethiopian Micro Finance Institution Share Companies. Table 4.8 displays

fixed effect model regression estimation result.
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Table 4. 8 NPL Fixed Effect Mode Regression Result

LOG-NPL Coef. St.Err. t-value p-value [95% Conf Interval] Sig
LOG-DIR 0.63 0.277 2.28 0.026 0.076 1.183 wx
LOG-InfR -0.026 0.012 -2.18 0.033 -0.05 -0.002 *x
BPM -0.005 0.002 -2.34 0.023 -0.009 -0.001 **
EB 0.001 0.001 -0.14 0.891 -0.003 0.003

CA -0.392 0.077 5.1 0.000 -0.546 -0.238 Fxx
LOG-DLR 0.971 0.133 7.3 0.000 0.705 1.237 folelal
AR 0.019 0.01 1.82 0.074 -0.002 0.039 *
LOG-EB 0.023 0.006 3.72 0.000 0.011 0.035 Fxx
Constant 0.979 0.025 39.06 0.000 0.929 1.029 folelal
Mean dependent var 0.828 SD dependent var 0.109

R-squared 0.738 Number of obs 70

F-test 21.519 Prob > F 0.000

Akaike crit. (AIC) -188.556 Bayesian crit. (BIC) -168.32

*** n<.01, ** p<.05, * p<.1

Source own computation, 2022
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4.5. Discussion of Regression results

The empirical evidence on the Determinants of Non-Performing Loan in Ethiopian Micro
Finance Institution Share Company is studied based on panel data, where all the variables are
observed for each cross section and each time period. The study has a time series segment
spanning from the period 2012 up to 2021 G.C and a cross section segment which considered
seven microfinance institutions share company of Ethiopia. To test the relationship between
the Ethiopian MFI share company non-performing loan and selected micro and

macroeconomics variables, the following linear regression model is developed.

Table 4. 9 OLS regression

DNPL  Coef. St.Err. t- p- [95% Interval]  Sig
value value Conf

DIR .63 277 2.28  .026 076 1.183 ol
DInfR -.026 012 -2.18 .033 -.05 -.002 fal
BPM -.005 .002 -2.34  .023 -.009 -.001 fal
EB 0 .001 -0.14  .891 -.003 .003
CA -.392 077 510 0 -.546 -.238 falaied
DDLR 971 133 730 O 705 1.237 falaied
AR .019 .01 1.82 .074 -.002 .039 *
DEB .023 .006 372 0 011 .035 falaied
Constant 979 .025 39.06 0 929 1.029 faleie
Mean dependent var 0.828 SD dependent var 0.109
R-squared 0.738 Number of obs 70
F-test 21.519 Prob > F 0.000
Akaike crit. (AIC) -188.556 Bayesian crit. (BIC)  -168.320

*** p<.01, ** p<.05, * p<.1

Source own computation, 2022

Vi = (B +U) 4 BiXi + LoXoir + BaXaiteererrmeimnernenss +++ L. X
(Fixed effect model specification capture the intercept only).

DNPL= (0.979+u;) + 0.63DIR-0.026DInfR-0.005BPM-0.392CA+0.971DDLR+0.023DEB
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The above table 4.8 exhibited the empirical result tested by Ordinary Least Square (OLS)
from STATA-14 software. The R-squared of this model is 0.738, which means that 73.8% of
the total variation of Ethiopian micro finance institution share company non-performance
loan was determined by the total variation of loan to deposit ratio, capital adequacy,

efficiency of business, business profit margin, interest rate and inflation rate.

Although, the remaining 26.2% is explained by other factors which are not included in this
study model, the R-squared in this study are found to be sufficient enough to infer that the
fitted regression line is very close to all of the data points taken together (has more
explanatory power). For panel data, R-Squared greater than 20% is still large enough for
reliable conclusions (Cameron Trivedi, (2009), Nyamsogoro (2010) cited in Hsiao (2014).

Under this section, specifically the researcher analysis in detail the regression result of fixed
effect model. The current study shows that all variables in the model except the return on
asset, affects the non-performing loan of micro finance institution share companies in
Ethiopia. More specifically, the regression result indicates that interest rate, business
efficiency and loan to deposit ratio are positive and significant impact on non-performing
loan of Ethiopian MFI share companies. Whereas inflation rate, business profit margin and
capital adequacy have negative and significantly determine on non-performing loan of
Ethiopian MFI share companies. The Interpretation of the findings is discussed one by one as

follows:

Lending Interest Rate and Non-Performing Loan
Hypothesis testing of the relationship between Interest Rate and Non-Performing Loan.

H, =interest rate does not have positive effect on NPL

H, =interest rate have positive effect on NPL

Interpretation: Reject HO since there is a positive significant relationship between Interest
Rate and Non-Performing Loan. Regression result showed on table 4.9 above, there is a
positive relation between Interest Rate and Non-Performing Loan at 0.63 unit on average.
When interest rate increase by 1% non-performing loan of Ethiopian micro finance institution
share companies increased by 63%. This show that the stimulated Ethiopian economy over
the study period creates a new and potential demand for financial services. The result about
the impact of IR on NPL is consistent with the results of Hassan and Bashir (2013),
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Kosmidou (2015) and Samuel (2017) provide support to the argument of positive association

between economic growth and financial sector performance.

This therefore means that growth in the economy was lead to growth in the demand and
supply of funds from institution which in turn leads to higher non-performing loan. Interest
rate can enhance non-performing loan by increasing the demand for financial transactions,
the household and business demand for loans. Strong economic conditions also characterized
by the high demand for financial services, thus there is a positive significant relationship
between Interest Rate and Non-Performing Loan of Ethiopian micro finance institution share

companies.

Inflation rate (DInfR) and Non-Performing Loan (DNPL)
Hypothesis testing of the relationship between inflation rate and Non-performing loan of

Ethiopian microfinance institutions share companies.

HO: Inflation rate does not have a significant effect on Non-performing loan.

H1: Inflation rate has a significant effect on Non-performing loan.

Interpretation: Reject HO since there is a negative and significant relationship between
Inflation rate (DINF) and Non-performing loan (DNPL). The regression result shows
negative and significant relation between inflation rate and Non-performing loan. As shown
in table 4.9 when inflation rate increase by 1% DNPL decrease by 0.026 units keeping other
variable constant. The findings also suggested that as inflation rate has negative impacts on
non-performing loan of Ethiopian microfinance institution share companies. In relation to
previous literature the results for negative coefficients are similar to the parameters that are
observed and revealed by the numbers of researchers Evans (2013) and Beshir (2014), and
also similar with the study by Samuel (2015) on determinant of non-performing loan in micro

finance institution in Ethiopia.

Efficiency of Business (DEB) and Non-Performing Loan (DNPL)
Hypothesis testing of the relationship between Efficiency of Business and Non-performing
loan of Ethiopian microfinance institution share companies.

H, =business efficiency does not have significant effect on non-performing loan of MFI

H, =Dbusiness efficiency has significant effect on NPL of MFI
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Interpretation: Reject HO since there is a positive and significant relationship between
business efficiency and non-performing loan. The regression result in table 4.9 shows
positive and significant relation between business efficiency and Non-performing loan, when
business efficiency (DEB) increased by 1% the DNPL increase by 0.023 unit on average.
Likewise lower cost efficiency increase non-performing loan of Microfinance institution. The
result also support the hypothesis of bad management proposed by Berger and Deyoung
(2017) that poor management in the microfinance institutions results in bad quality loans, and
therefore, intensifies the level of non-performing loans.

Business profit margin (BPM) and non-performing loan (DNPL)
Hypothesis testing of the relationship between Business profit margin and Non-performing
loan of Ethiopian microfinance institution share companies.

HO: Business profit margin does not have a significant effect on Non-performing loan.

H1: Business profit margin has a significant effect on Non-performing loan.

Interpretation: Reject HO since there is a negative and significant relationship between
Business profit margin (BPM) and Non-performing loan (DNPL). The regression result in
table 4.9 illustrate negative and significant relation between Business profit margin and Non-
performing loan, Business profit margin (BPM) increased by 1% the DNPL decrease by
0.005 unit on average. When the percentage of non-performing loan increase, the firm's profit
margin was also go down. Therefore, if the NPL of financial institution increase, then the
firm will be less attractive for potential investors because its future marginal profitability will

suffer if the lender will not earn an income from its credit.

Capital adequacy (CA) and non-performing loan (DNPL).

Hypothesis testing of the relationship between Capital adequacy and Non-performing loan of

Ethiopian microfinance institution share companies.

HO: Capital adequacy does not have a significant effect on Non-performing loan.

H1: Capital adequacy has a significant effect on Non-performing loan.

Interpretation: Reject HO since there is a negative and significant relationship between
Capital adequacy (CA) and Non-performing loan (DNPL). The regression result in table 4.9
shows negative and significant relation between Capital adequacy and Non-performing loan,

when Capital adequacy of Microfinance institution share company increase by 1% the DNPL
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decrease by 0.392 unit keep others constant. While micro finance institution share company
size also negatively affects non-performing loans, and loan to deposit ratio. Comparing with
the studies conducted by various researchers on NPLs and firm specific factors the results
also showed negative association between capital adequacy and NPLs, which supports the
results of (Rajan,2012), who affirmed that there is negative association between capital

adequacy and NPLs.

Loan to Deposit Ratio (LDR) and Non-performing loan (NPL).
Hypothesis testing of relationship between loan to deposit ratio and Non-performing loan of
Ethiopian microfinance institution share companies.

HO=Loan to deposit ratio does not have significant effect on non-performing loan of MFI

H1= Loan to deposit ratio have significant effect on NPL of MFI

Interpretation: Reject HO since there is a positive and significant relationship between Loan
to deposit ratio and non-performing loan. The regression result in table 4.9 shows positive
and significant relation between Loan to deposit ratio and Non-performing loan, when Loan
to deposit ratio (DLDR) increased by 1% the DNPL increase by 0.971 units on average. The
result also shows partially and simultaneously the non-performing loan and the loan to
deposit ratio had an effect on return on assets. The magnitude of influence on non-performing
loans and the loan to deposit ratio is giving the contribution of the influence on the return on

assets.
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CHAPTER FIVE

5. CONCLUSIONS AND RECOMMENDATIONS

The previous chapter presented the analysis of the findings and discussions of the study. The
purpose of this chapter is to discuss the conclusions and recommendations. Accordingly, the
chapter is organized in two sections, the first section presents the conclusions of the study and

the second section presents the recommendations provided based on the findings of the study.
5.1. Conclusions

The study results revealed that the selected macroeconomic and microeconomic variables
determine the non-performing loan of Ethiopian micro finance institution share companies.
The study also found that the interest rate, loan to deposit ratio and efficiency of business was
positively correlated with NPL and Inflation, business profit margin and capital adequacy
was negative and significant effect but the relationship with return on asset was insignificant
on non-performing loan of Ethiopian MFI. From the empirical result, all the variables were in
line with theoretical expectations. Considering the p-values, all the other variables were
statistically significant except return on asset. The objective of the study, which was to
establish the relationship between macro and microeconomic variables and NPL of Ethiopian

micro finance institution share company, was met appropriately.

In light of the above explanation, the main objective of this study was to examine the
relationship between non-performing loan and micro and macroeconomic determinants of
non-performing loan of micro finance institution share companies in Ethiopia. To achieve the
intended objective, the study used explanatory research design by combining quantitative
approach. The quantitative data were collected through survey of document reviews/financial
statement from a sample of seven microfinance institution share companies over the time
period from 2012 - 2021 G.C. The collected data were analysed by employing ordinary list
square model using statistical package STATA-14.

In order to conduct the empirical analysis, one dependent variable (NPL), and seven
independent variables were selected from prominent previous research works. The results of
the fixed effect estimation model showed the existence of the following relationship between
NPL and independent variables. Return on asset had statistically insignificant negative

relationship with NPL of Ethiopian microfinance institution Share Company, which was not
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in line with prior expectation. Based on the expectations of the researcher ROA was expected
to have positive and significant effect which is disproved by the analysis. Similarly, capital
adequacy, business profit margin and inflation rate had a negative and statistically significant
relationship with non-performing loan of Ethiopian microfinance institution share company,

which was also in line the expected sign.

This result was also consistence with agency theory and other studies which reveals
significant impact. In conclusion, the finding of the study suggests that the outcome variables

influence Ethiopian micro finance institution share companies NPL.

The results also serve to encourage future research on this topic, One of the limitations of our
analysis is not address the determinant of non-performing loan like real GDP, economic
growth, and sub-measurement because of suitability of data constrain it is not analysed in the
same model at a time, based on its characteristics and absence of baseline survey then the
next researcher will come to the fore. Therefore more research on this topic is needed to

minimize the problem of non-performing loan of micro finance institution of Ethiopia.
5.2. Recommendation

Based on the empirical finding reported in this study, the following recommendation are

forwarded.

e Ethiopian Microfinance institution share company shall also examine the implication
of the changes, for example they have to be more accurate in predicting the future
inflation for making the interest rate change accordingly to be benefited from the
inflation, in general institution should consider these macroeconomic factors studied
in this paper which are inflation rate and lending interest rate and how they could
make more profit on their future growth and strategy.

e Subsequently capital adequacy, negatively affect the non-performing loan of
microfinance institution share companies in Ethiopia, therefore the study strongly
recommends the microfinance share companies management to design and formulate
strategies that will not only maximize total profit but also enhance financial press. For
instance, maintaining strong internal control over financial capital, assuring
segregation of duty, maintaining accountability for assets, limiting access to assets
and comparing financial record with existing asset.

e Based on the study business efficiency has a positive and significant impact on non-

performing loan, because of these government and microfinance institution Share
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Company are advice to work together to enhance the institutional sectors development
and to the modernization of the economy, Borrowers bear losses and could not return
loans on time due to lack of efficient business management knowledge, so Ethiopian
microfinance institution Share Company should contribute business counselling
services to them.

Loan to deposit ratio has positive and significant effect on non-performing loan this
indicates for the assessment of the microfinance institutions share company of
Ethiopia liquidity by comparing a institutions total loans to its total deposits for the
same period. Therefore the institution has to create sustained financial liquidity flow
to micro finance institutions Share Company of Ethiopia and to improve their
skilfulness of activity to their customers.

Ethiopian Government should be conscious to implement sustainable macroeconomic
policies such as inflation rate and lending interest rate that will promote sustainable
growth,
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Appendix

. asdoc hausman random .
(File Myfile.doc already exists, option append was assumed)

—— Coefficients
(b) (B) (b-B) sqgrt (diag(V_b-V B))
random fixed Difference S.E.

DIR .6298876 .8345149 -.2046273 .2533693
DInfR -.0260037 .0067639 -.0327676 .0109682
AR .0187773 .0086029 .0101744 .0096049
DEB .0229504 -.0018228 .0247732 .005115
EB -.0001875 -.0006497 .0004622 .0012715
DDLR .9705335 .1624521 .8080814 .1019912
CA -.3919871 -.4092033 .0172162 .061418
BPM -.0049588 -.0000282 -.0049306 .0019463

b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test: Ho: difference in coefficients not systematic

chi2(8) = (b-B)'[(V b-V B)"(-1)] (b-B)
= 167.37
Prob>chi?2 = 0.0000
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asdoc xtreg DNPL DIR DInfR AR DEB EB DDLR CA BPM,
(File Myfile.doc already exists,

re

option append was assumed)

Random-effects GLS regression Number of obs = 70
Group variable: Institutio~e Number of groups = 7
R-sg: within = 0.6719 Obs per group: min = 10
between = 0.8226 avg = 10.0
overall = 0.7384 max = 10
Wald chi2(8) = 172.15
corr(u_i, X) = 0 (assumed) Prob > chi?2 0.0000
DNPL Coef. Std. Err. z P>|z| [95% Conf. Intervall]
DIR .6298876 .2768371 2.28 0.023 .0872969 1.172478
DInfR -.0260037 .0119164 -2.18 0.029 -.0493594 -.0026479
AR .0187773 .0103212 1.82 0.069 -.0014518 .0390064
DEB .0229504 .0061667 3.72 0.000 .0108639 .0350369
EB -.0001875 .0013599 -0.14 0.890 -.0028529 .0024778
DDLR .9705335 .1330206 7.30 0.000 .7098179 1.231249
CA -.3919871 .076876 -5.10 0.000 -.5426612 -.241313
BPM -.0049588 .0021189 -2.34 0.019 -.0091118 -.0008058
_cons .9792914 .025074 39.06 0.000 .9301474 1.028435
sigma u 0
sigma e .02049459
rho 0 (fraction of variance due to u i)
Click to Open File: Myfile.doc
. hausman random .
— Coefficients ——
(b) (B) (b-B) sqrt (diag(V b-V B))
random fixed Difference S.E.
DIR .6298876 .8345149 -.2046273 .2533693
DInfR -.0260037 0067639 -.0327676 .0109682
AR L0187773 .0086029 .0101744 .0096049
DEB 0229504 -.0018228 0247732 .005115
EB -.0001875 -.0006497 .0004622 .0012715
DDLR .9705335 1624521 .8080814 1019912
CA -.3919871 -.4092033 .0172162 .061418
BPM -.0049588 -.0000282 -.0049306 .0019463

b = consistent under Ho and Ha; obtained from xtreg

B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test: Ho:

chi2 (8)

Prob>chi2

= (0-B) '[(V_b
= 167.37
= 0.0000

-V_B)"(-1)] (b-B)

difference in coefficients not systematic
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