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ABSTRACT

The aim of this study was to investigate the effect of credit risk management on the
performance of MFIs in the case of Gurage Zone, Central Ethiopia Region. The study
employed descriptive survey and explanatory research design along with quantitative
approach. The target population of the study was all employees in the six MFIs found in
Gurage Zone. 84 employees were the sample of the study. Purposive, proportionate stratified,
and simple random sampling techniques were used to select MFIs, administrative towns and
woredas and employees. Primary data were collected using self — administered
questionnaires for employees of the selected MFIs. Descriptive statistics, correlation
coefficient analysis, multiple linear regression analysis were used to analyze the quantitative
data and to investigate the effect of credit policies, credit administration unit, top
management support, credit assessment, credit monitoring, and debt collection practices on
the performance of MFIs. All quantitative data were analyzed using a Statistical Package for
Social Sciences (SPSS) version 26. The findings of the study revealed that all the five credit
risk management practices have significant and positive effect on the performance MFIs, but
debt collection practice has no significant effect. However, 79.7% of the variations in the
performance of MFIs were jointly accounted by the six variables, among these variables; top
management support practice has the greatest contribution. Therefore, the performance of
MFIs in most of the administrative towns and woredas becomes stagnant, unless these credit
risk management practices are appropriately pledged. Thus, this study suggests that
management bodies of the MFIs in the zone better to give more emphasis by focusing robust
credit risk management practices, so that MFIs can improve their performance and contribute
to the broader economic development of the study area. Moreover, continuous evaluation and

adaptation of these practices will be essential to navigating the dynamic financial landscape.

Key Words: credit risk, credit risk management, microfinance, performance



CHAPTER ONE

INTRODUCTION

1.1. Background of the Study

Microfinance institutions (MFIs) play a vital role in providing financial services to
economically marginalized groups, particularly in developing regions such as Africa and
Ethiopia. Despite their significant contributions to poverty alleviation and economic
development, MFIs face substantial challenges, particularly with regards to credit risk
management. Credit risk management practices including credit policy, credit administration,
top management support, credit assessment, credit monitoring, and debt collection are crucial
for ensuring the sustainability and performance of these institutions. This section aimed at to
establish the background for studying the effect of these practices on the performance of

MFIs, contextualized within global, African, and in particular Ethiopian contexts.

Globally, the importance of effective credit risk management has escalated, especially
following the financial crises of the past two decades, which underscored the terrible
consequences of inadequate risk management. The Basel Accords have catalyzed the
development of comprehensive frameworks for managing credit risk, emphasizing the
necessity for institutions to adopt robust credit policies, diligent assessments, and vigilant
monitoring practices (Basel Committee on Banking Supervision, 2021). Institutions that apply
systematic credit risk management strategies tend to experience lower default rates and
enhanced overall performance, highlighting the interdependency between diligent risk

management and financial stability (Khan & Sohail, 2020).

In the African context, credit risk management practices are of paramount importance due to
the increased levels of vulnerability that MFIs face amid fluctuating economic conditions.
According to a study by Zinsou and Folorunsho (2020), African MFIs that implement
structured credit assessment and robust debt collection processes show improved financial
performance and a decrease in the non-performing loan ratios. The complexities of the

African economic landscape, marked by idiosyncratic risks, further accentuate the need for

1



MFIs to adopt effective credit risk management strategies. Furthermore, the inability to
accurately assess and monitor credit risks can lead to detrimental consequences not only for

MFIs themselves but also for the communities they serve (Cochran, 2019).

In Ethiopian context, even if Ethiopia presents a unique microfinance scenario characterized
by rapid expansion and substantial demand for financial services among the town and rural
populations, recent studies pointed out the critical impact of credit risk management practices
on the operational performance of MFIs. A study by Jembere and Bediye (2022) has
demonstrated that MFIs with strong credit policies and effective top management support
exhibit improved financial outcomes and greater resilience against economic downturns. In a
country where the agricultural sector is deemed vulnerable to climatic shocks, proper credit
assessment and monitoring mechanisms are indispensable in mitigating the associated risks
(Teshome, Haile, & Lemma, 2023). Furthermore, the institutional reliance on group lending
mechanisms often seen in Ethiopian MFIs necessitates a stringent credit administration
process to ensure efficient resource allocation and reduce the likelihood of defaults. Thus, the
synthesis of credit monitoring and collection practices becomes vital to maintain portfolio
quality, as it encourages a culture of repayment accountability among borrowers (Girma &
Rutagarama, 2022).

In general, from the above viewpoints it can be noticed that the effectiveness of credit risk
management practices has a profound influence on the performance of microfinance
institutions across various contexts. In Africa, targeted credit practices enable MFIs to
navigate volatile economic landscapes, while in Ethiopia, tailored approaches that consider
local dynamics further optimize financial sustainability. As such, previous studies highlighted
the necessity for ongoing empirical investigations into the multifaceted relationship between
credit risk management practices and the operational efficiency of MFIs. Therefore, cognizant
to the above scenario this study was conducted on the effect of credit risk management
practices such as credit policies, credit administration unit, top management support, credit
assessment, credit monitoring and debt collection on the performance of MFIs in Gurage zone
and subsequently aimed at to generate insights that not only benefit the institutions themselves

but ultimately support the economic empowerment of the communities they serve.



1.2. Statement of the Problem

In the context of Ethiopia, the effective performance of microfinance institutions (MFIs) plays
a critical role in fostering economic development and alleviating poverty at the zonal level. A
well-performing MFI is characterized by its ability to provide accessible financial services to
marginalized and low-income populations, facilitating entrepreneurship and self-
sustainability. Recent studies indicated that successful MFIs in Ethiopia demonstrated robust
outreach, offering a diverse range of products that supply to local needs, including savings,
loans, and insurance (Yigrem, Kebede, & Merara, 2022). Furthermore, effective MFIs exhibit
financial sustainability, reflected in their operational efficiency and profitability, allowing
them to reinvest in community development initiatives (Sime & Yeshitela, 2021). The
alignment of MFIs’ objectives with local socio-economic demands enhances their credibility
and impact; thereby contributing to improved living standards and economic resilience in the
regions they serve (Bebbers & Abbi, 2023). Understanding these dynamics is essential for
evaluating the challenges and opportunities that MFIs face within the Gurage zone context,

particularly as they strive to enhance their performance and expand their outreach.

However, microfinance institutions (MFIs) in Ethiopia face many practical challenges that
undermine their operational effectiveness and sustainability. One of the most pressing issues
is the limited accessibility of financial resources due to regulatory constraints and economic
instability. According to a study conducted by Amha and Sinha (2021), MFIs often struggled
to secure adequate funding, which restricts their ability to extend loans to underserved
populations, particularly rural farmers and women entrepreneurs. Additionally, the prevalence
of high interest rates and stringent repayment schedules exacerbates the financial burdens on
clients, leading to increased loan defaults and a reduction in client retention (Fanta, Tadesse,
& Teferi, 2022). These challenges are further compounded by inadequate infrastructure and a
lack of technological integration, which hindered efficient service delivery and limit outreach.
Thus, addressing these systemic issues is crucial for enhancing the capacity of MFIs to fulfill
their intended mission of alleviating poverty and promoting economic development in

Ethiopia.

The other significant limitation of the existing literature was that the inadequate theoretical

foundation underpinning the studies. Many researchers have primarily relied on conventional
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credit risk management theories without adapting them to the unique socio-economic context
of Ethiopia. For instance, the application of Western models of credit assessment often
neglects the cultural and social factors influencing borrowers' behavior in Ethiopia (Tadesse
& Shiferaw, 2021). This oversight results in a somewhat narrow understanding of credit risk
management that does not fully account for local dynamics, thereby Ilimiting the
generalizability of findings.

Empirical deficiencies also characterize many studies in this domain. Often, research
methodologies lack robust statistical rigor, leading to inconclusive results. A considerable
number of studies employ small sample sizes or selective sampling, which presents a skewed
perspective on the actual performance of MFIs (Kedir & Rahayu, 2020). Moreover, practical
implications of the findings are frequently undermined due to a lack of comprehensive
analysis. Many studies highlight the significance of effective credit risk management but fail
to provide actionable recommendations for MFIs to implement. For instance, while it is
acknowledged that inadequate risk assessment tools contribute to poor loan recovery rates,
there is insufficient guidance on developing context-specific tools and strategies that align
with Ethiopian realities (Belete & Yimer, 2023). As a result, MFIs may struggle to translate

theoretical insights into practical applications that enhance their operational efficiency.

Additionally, the existing literature often overlooks the interplay between credit risk
management practices and other operational facets such as staff training, technological
advancements, and regulatory frameworks. A holistic approach that integrates these
dimensions could provide deeper insights into improving MFI performance in Ethiopia.
Unfortunately, current studies typically isolate credit risk management without exploring its
synergies with other critical factors, thereby limiting the potential for comprehensive policy

recommendations (Mengistu & Derso, 2022).

Furthermore, existing literature concerning the effects of credit risk management on the
performance of microfinance institutions (MFIs) within the Ethiopian context has revealed
significant research gaps, particularly in terms of methodological rigor and practical
applicability. Many studies have predominantly employed qualitative approaches, often
neglecting comprehensive quantitative analyses that could yield more robust findings. Even

though, the researcher was not in a position to review many local and foreign literatures, the
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mentioned literature, in particular in Ethiopian context did not measure performance of MFIs
in terms of financial and non-financial measurements of performance of MFIs
comprehensively. Therefore, this indicated that there is a lack of rich insight and texture that
the prior studies could provide. Hence, in this study attempts were made to fill this
methodological gap by incorporating both financial and non-financial measurements of
performance of MFIs: outreach to the poor, financial sustainability and welfare impact.

Focusing in Gurage zone context, no sufficient study has been adequately studied empirically
about the effect of credit risk management practices on the performance of MFIs indicating a
geographical or place gap. So, this clearly shows absence of research in the topic under
consideration, showing contextual gap. Moreover, as Creswell (2012) stated ‘Study the
problem if your study replicates a past study but examines different participants and different
research sites’. So, even though, many studies have been conducted in different areas on the
indicated title, the researcher intended to fill place gap by extending it into Gurage zone MFlIs.
Hence, the researcher was interested to examine it as the modest contribution to bridge the
research gap in the area of the effect of credit risk management: credit policies, credit
administration unit, top management support, credit assessment, credit monitoring and debit
collection practices and performance of MFIs that was measured in terms of financial and non
— financial measurements of performance of MFIs: outreach to the poor, financial
sustainability and welfare impact. Therefore, from the above scenario, this research could be

taken as unique in the study area.

1.3. Objectives of the Study
1.3.1. General Objective

The general objective of this study was to investigate the effect of credit risk management

practices on the performance of MFIs in Gurage Zone.

1.3.2. Specific Objectives

This study tried to achieve the following specific objectives:

1. 1. To analyze the effect of credit policy practice on the performance of MFIs in
Gurage Zone.



2. To assess the role of the credit administration unit in risk mitigation on the

performance of MFIs in Gurage Zone.

3. To evaluate the effect of top management support on the performance of MFIs in

Gurage Zone.

4. To examine the effect of credit assessment procedures on the performance of MFIs in

Gurage Zone.

5. To investigate the effect of credit monitoring activities on the performance of MFIs in

Gurage Zone.

6. To analyze the effectiveness of debt collection practices on the performance of MFIs

in Gurage Zone.

1.4. Hypotheses of the Study

To achieve the objectives of the study, the researcher hypothesized by the effect relationship
between credit risk management practices such as credit policy, credit administration unit, top
management support, credit assessment, credit monitoring and debit collection on the

outcome variable — performance of MFlIs.

Hypothesis can be couched in several ways of statements to make an estimation of the effect
of each independent variable on the outcome variable. The study tried to address the
following directional hypotheses - “significant and positive effect” in terms of the operation
required to test the hypotheses which were tested at 5% level of significance (Hair, Black,
Babin, & Anderson, 2019).

Directional hypotheses

H, : Statistically credit policy has significant and positive effect on the performance of MFls

in Gurage zone.

H, : Statistically credit administration unit has significant and positive effect on the

performance of MFIs in Gurage zone.



H, : Statistically top management support has significant and positive effect on the

performance of MFIs in Gurage zone.

H, : Statistically credit assessment practice has significant and positive effect on the

performance of MFIs in Gurage zone.

H,_: Statistically credit monitoring practice has significant and positive effect on the

performance of MFIs in Gurage zone.

H, : Statistically debit collection practice has significant and positive effect on the

performance of MFIs in Gurage zone.

1.5. Significance of the Study

The study holds considerable significance across various stakeholders within the Gurage zone
context. Understanding the dynamics of credit risk management is particularly crucial for
MFIs which play a crucial role in promoting financial inclusion and economic development in

the study area. Therefore, this study and its findings will have the following significances:

For the MFIs, this study provides a framework for evaluating existing credit risk
management practices. By identifying effective strategies, the institutions can streamline
operations and enhance overall performance. This is especially important in the Gurage zone
microfinance sector, where the potential for growth is immense yet fraught with challenges

related to credit defaults and risk mitigation.

For the management body of the MFIs in the study area: The management body of the
institute stands to benefit significantly from the findings of this research. Improved insights
into credit risk management can inform strategic decision-making, allowing for the
implementation of robust policies aimed at preserving capital and ensuring sustainability. This
study can equip management with the tools necessary to find the way for the complexities of
financial services in a developing economy, ultimately contributing to the institution’s

resilience.

For financial officers and credit assessors: The study can serve as a valuable resource for

professional development. It can show ups best practices in credit risk assessment and
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management, equipping them with additional essential skills that enhance their competency.
A well-trained workforce is vital for promoting a culture of risk awareness and diligence,

thereby improving operational efficiency.

For stakeholders: Stakeholders, including investors, regulators, and community members,
will derive insights from this study that highlighted the importance of effective credit risk
management in developing trust and ensuring the longevity of MFIs. By demonstrating the
relationship between sound credit practices and financial performance, the study may enhance

stakeholder confidence and encourage further investment in the microfinance sector.

Finally, for the researcher, this study represents an opportunity to contribute to the growing
body of knowledge surrounding microfinance in Gurage zone and in Central Ethiopia
Regional State as well. It provides a basis for future research and policy formulation, enabling
ongoing dialogue and exploration within the field. Engaging with this topic not only advances
academic understanding but also encourages practical implications for improving

microfinance endeavors.

1.6. Scope of the Study

The study has geographical, methodological and conceptual scopes. Geographically, the study
was delimited on MFIs found in Gurage zone, specifically on three administrative towns and
three woredas, namely, Gunchire, Agena, Wolkite, Abeshge, Gumer, and MihurAKlil
respectively in determining the effect of credit risk management on the performance of MFls.
The study also delimited only to three MFIs, namely, Omo, Agar, and Vision Fund found in
Gurage Zone due to time and financial constraint. But, since the lending rules and regulations
of MFI is the same for all of its branches, the finding obtained in this study taking the case of
the Gurage zone may reflect the situation of MFI in other branches of the institution under

normal circumstances.

Concerning methodological scope, the study employed mixed research design-descriptive and
explanatory in which descriptive and inferential statistics along with quantitative approach to
achieve the objectives of the study and to have better analysis. The rationale behind using
mixed design was that the nature of the objectives of the study and it is the most appropriate
method to address the research hypothesis.



Although, conceptually, there are many factors or variables that can affect the performance of
MFlIs, in this study credit risk management: credit policies, credit administration unit, top
management support and credit risk management practices were taken as independent
variables and the dependent variable - performance that was measured in terms of financial

and non — financial measurement of performance of MFIs.

1.7. Limitations of the Study

The investigation into the effects of credit risk management on the performance of
microfinance institutions (MFIs) within the Gurage zone presents not only significant
opportunities for insight but also several inherent limitations that may affect the study's
validity and reliability. Since the research focused on a specific geographic zone and sector,
the researcher have been encountered with the following limitations.

This study exclusively focused on MFIs found in Gurage zone, specifically on three
administrative towns and three woredas, namely, Gunchire, Agena, Wolkite, Abeshge,
Gumer, and MihurAKklil respectively in determining the effect of credit risk management on
the performance of MFIs. Even though, most MFIs administered their most activities through
similar procedures and guidelines, the results of the study would not be generalized as a larger
population because it was limited at town level. This shows the current study was delimited
geographically. Consequently, the findings, conclusions and recommendations derived from
this research would be specific to the case of MFIs in Gurage zone and may not reliably apply
to other areas within Central Ethiopia Regional State or to microfinance sectors in different

zones or regions of the country.

1.8. Operational Definitions of Key Terms

Credit creation — It is a situation in which commercial banks make more loans to customers
and businesses, with the result that the amount of money in circulation increases (Evans et al.,
2007).

Credit rating — It is an assessment of a borrower in general terms or with respect to a

particular debt or financial obligation. It is determinant of the likelihood that the borrower will



repay back a loan within the confines of the loan agreement, without failure (Moody's
Investors Service, 2022).

Credit risk — It is the uncertainty associated with the losses incurred when the value of assets
decline or become worthless due to changes in the fiscal status of those to whom is credit
provided (Oldfield & Santomero, 2000).

Loan —An act of giving money, property or other material goods to another party in exchange
for future repayment of the principal amount along with interest or other finance charges
(IMF/Farlex Financial Dictionary, 2012).

Portfolio at risk — is the proportion of a financial institution’s loan portfolio that is at risk of
default, typically expressed as a percentage of the total outstanding loans (World Bank, 2014).

Risk — The danger that a certain unpredictable contingency can occur, which generates

randomness in cash flow (Auronen, 2003).

1.9. Organization of the Study

The study is organize in to five chapters, the first chapter deals about the introduction parts
which includes background of the study, statement of the problem, objective of the study,
hypotheses of the study, significant of the study, scope of the study, limitations of the study,
operational definition of key terms and organization of the study. The second chapter contains
review of related literature from different published documents. The third chapter is about
methodology of the study which contains description of the study area, research approach,
research design, target population, sampling technique, sample size determination, methods of
data collection instruments and method of data analysis and presentation while the fourth
chapter contains results and discussions and the last chapter comprises of summary of major

findings, conclusions, recommendations and suggestion for further research.
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CHAPTER TWO

REVIEW OF RELATED LITERATURE

This section comprises of three parts which are the theoretical, empirical reviews, and
conceptual framework. The purpose of the literature review is to examine key concepts and
related research relevant to the effect of credit risk management on the performance of MFIs.
The following topics are identified as important: the concept of credit risk management,
common risks found in MFIs, credit approval and implementation, etc. It also reviews
empirical literature on the issue under consideration and finally presents conceptual

framework of the study variables.

Theoretical Literature Review

2.1. Definition and Concepts
2.1.1. The Concept of Risk Management

In the financial industry, risk management is an essential discipline, especially when it comes
to microfinance institutions (MFIs), which are crucial in fostering financial inclusion among
marginalized groups. At its core, risk management entails the identification, assessment, and
prioritization of risks, followed by the coordinated application of resources to minimize,
monitor, and control the probability or impact of unfortunate events (Bessis, 2015). Within
the framework of MFIs, credit risk management emerges as a paramount concern, as default
on loans by clients directly affects the sustainability and financial viability of these
institutions (Khan & Rahman, 2020). Thus, understanding the intricacies of credit risk

management becomes essential for evaluating the overall performance of MFIs.

The performance of MFIs is often intertwined with their effectiveness in managing credit risk.
Numerous studies emphasize that strong credit risk management frameworks foster favorable
outcomes in financial performance, including profitability, asset quality, and client retention
rates (Takaendesa, 2021). For instance, Zhang and Cheng (2022) elucidate that MFIs
employing vigorous credit assessment protocols experience lower default rates, which

subsequently enhances their liquidity and overall institutional performance. Moreover, a
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structured approach to credit risk management may not only ensure financial stability but also
bolster the reputation of MFIs, thus attracting more clients and funding opportunities.

However, Cielens (2010) emphasizes the importance of discipline in risk management.
Dealing with the potential for harm from future events is the discipline of risk management. It
includes tactics, methodologies, and a methodology to recognizing and overcoming any threat
faced by an organization in completing its objective. Also lingered that risk management
information is used along with other corporate information, such as feasibility, to arrive at a
risk management decision, transferring risk to another party, lessening the negative effect of
risk and avoiding risk altogether are considered risk management strategies. Examples of risk
management methods include: obtaining insurance; building security systems; preserving
financial reserves; and diversification. Risk management techniques include diversification,

cash reserves, security system installation, and insurance purchases.

This trend highlights the importance of flexibility in credit risk management strategies to
improve performance metrics. By utilizing technology, MFIs can better mitigate risks and
align their goals with the ever-changing financial landscape, which further emphasizes the
need for continuous evolution in risk management practices. Additionally, the use of modern
technologies and data analytics in credit risk assessment has been identified as a
transformative factor in improving MFI performance. The introduction of big data and
machine learning algorithms allows institutions to improve their credit scoring processes,
thereby reducing the likelihood of default (Agrawal & Gupta, 2023).

In general, the concept of risk management, particularly through the lens of credit risk, is
imperative for the performance of microfinance institutions. The literature underscores that
effective credit risk management not only safeguards the financial health of MFIs but also
enhances their capacity to fulfill their mission of promoting financial inclusion. As the sector
evolves, the integration of innovative risk management practices will be instrumental in
ensuring that MFIs can navigate the complexities of the financial environment while
achieving sustainable growth (Nawaz & Igbal, 2021). Therefore, based on the above scenario,
in this study the researcher tried to examine the extent of the practices of risk management to

optimize performance amidst escalating credit risks in the study area.
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2.1.2. The Concept of Credit Management

There are many definitions given for credit management by different scholars. Among these
some are here cited as follows credit management is implementing and maintaining a set of
policies and procedures to minimize the amount of capital tied up in debtors and to minimize

the exposure of the business to bad debts.

2.1.2.1. Process of credit management

The process of credit management is a critical component of financial stability for any
business that extends credit to its customers. Accurate assessment of a customer’s
creditworthiness and business viability serves as the foundation for effective credit
management. This initial evaluation is essential, particularly when a company considers
extending credit lines or revolving credit, as it directly influences the risk exposure and
financial health of the organization. As noted by Horne and Wachowicz (2018), establishing
specific criteria for credit approval not only mitigates risk but also enhances the likelihood of

successful repayment.

The criteria set forth in the credit management process are multifaceted, encompassing a
thorough evaluation of a customer’s financial condition. This includes analyzing the
customer’s credit history, which provides insights into their reliability in meeting obligations.
According to a study by Kagan (2023), a robust credit track record serves as an indicator of a
customer’s character and their likelihood of fulfilling future financial commitments.
Furthermore, assessing collateral value is a critical element in determining the extent of credit
that can be safely extended. Collateral provides a safety net for the lender, reducing potential

losses in the event of default (Brealey, Myers, & Allen, 2020).

In addition to credit history and collateral, the current ratio—representing the relationship
between income and outstanding financial obligations—plays a significant role in the credit
evaluation process. A favorable current ratio indicates that a customer is in a strong position
to meet their short-term liabilities, thereby enhancing their creditworthiness (Brigham &
Ehrhardt, 2016). Conversely, a low current ratio may signal financial distress, warranting a

more cautious approach to credit extension.
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In general, effective credit management is predicated on a comprehensive evaluation of a
customer’s financial health, credit history, and collateral. By implementing rigorous criteria
for credit approval, businesses can safeguard their financial interests while encouraging
sustainable customer relationships. The integration of these practices not only minimizes risk

but also contributes to the overall viability and success of the business.

2.1.2.2. Credit risk management indicators

Avyayi et al. (2010) stated that risk and liquidity are other terms for the quality of a portfolio.
MFIs use a variety of risk management techniques, including credit scoring and sequential
loans. For example, when a borrower stops making loan payments, the MFI has two options:
either it keeps the loan on file and attempts to collect the unpaid balance, which keeps the
loan registered in the portfolio; delinquent loans are tracked in the portfolio-at-risk ratios
based on the length of time they have been in non-payment status. The third option for the
MFI is to conclude that it cannot collect the loan and write the loan off its books. In this
situation the loan registers in the write off ratio, effectively lowering the loan portfolio by the
remaining balance of the loan. Due to the critics on the issue of repayment, these variables are
considered less valid, since many MFIs are suspected of misreporting this issue. Yet the
hypothesis on the quality of portfolio is that good quality, i.e. low portfolio at risk and low
write off ratio, means high profitability since the MFI s get high repayment (Ayayi et al.,
2010).

When it comes to microfinance institutions, whose loans are usually not backed by bankable
collateral, the quality of the portfolio is absolutely critical because the largest source of risk
for any financial institution is its loan portfolio (Wolday et al., 2014). The loan portfolio is by
far the largest asset, and as such, the quality of that asset and the risk it poses for the

institution can be difficult to measure.

In many countries, leading MFIs are better at maintaining a higher portfolio quality than
commercial banks. The most valuable asset of an MFI is its loan portfolio, which reflects the
risk of loan delinquency and determines future revenues as well as an institution's ability to

increase outreach and serve both current and potential clients (Wolday et al., 2014).
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2.1.3. The Concept of Microfinance

According to Zeller et al. (2003), microfinance is a development approach that offers both
financial and social intermediation. It is defined as the provision of financial services to low-
income clients, including consumers and self-employed people, who traditionally lack access
to banking and related services. This means that microfinance is the provision of a wide range
of financial services, such as savings, credit, insurance, and payment services to the poor or

low-income group who are excluded from the normal banking sectors.

The financial intermediation includes the provision of savings, credit and insurance services
while social intermediation involves organizing citizens’ in to groups to voice their
aspirations and raise concerns for consideration by policy makers and develop their self-
confidence (Robinson, 2002). Similarly, Parker et al.(2000) defines microfinance as provision
of small loans (called “micro-credit”) or savings services for people excluded from the formal
banking system. Therefore, from the above definitions, it can be concluded that microcredit is
just a small credit given to the poor for the purpose of income generating activities. On the
other hand, microfinance encompasses broad financial services given to the poor and low-
income groups. Microfinance is a powerful tool to self-empower the poor people especially

women at world level and especially in developing countries (Noreen, 2011).

2.2. Theoretical Review
2.2.1. Common Risks Found in Microfinance Institutions

One of the biggest problems facing financial institutions is recognizing and mitigating the
risks associated with financial intermediation. Financial institutions may or may not operate in
the same business environment, but the risks they face varies in kind and severity. For
microfinance to continue operating, it must therefore recognize its own distinct set of risks

and handle them in its own manner.

According to Fernando (2008), risk management, with connection to an MFI is the act of
controlling the likelihood and potential severity of an unfavorable event; it is about
methodically identifying, quantifying, limiting, and monitoring risks encountered by an
organization. When a new microfinance bank first opens for business, its services are

comparatively limited and straightforward. During the setting up of a new microfinance bank,
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it tends to be quite aware of the financial risks that it confronts, forcing it to make a conscious
effort to mitigate them. However, when microfinance bank expands in size and diversifies its
loan portfolios, various forms of risks, other than the obvious financial ones, tend to begin to
express them. In general, microfinance businesses may encounter the following three types of

risks:

2.2.1.1. Liquidity risks

Liquidity risk occurs when microfinance cannot fulfill its cash requirements or payment
obligations in a timely and economical manner, claim Craig and Dan (2011). Microfinance
have to plan the volume of loans to be approved and disbursed, the withdrawal pattern of their
saving clients (where MFI is allowed to mobilize deposits), and other fund requirements for

operational purposes, and should be able to match available funds against such requirements.

Each microfinance branch should create a daily fund plan that directs the matching of cash
inflows from loan repayment and savings deposits (which typically occur in the afternoon)
with cash outflows (from draw-downs, customer withdrawals, and operational expenses) for
the branch on a daily basis in order to reduce liquidity risk, according to Kolari et al. Any
additional funds or positive balance should be deposited with a correspondent bank each day,
while any expected shortfall should be made up by taking money out of the bank early in the
morning. A monthly fund plan that outlines the amount of loans to be granted, the volume of
savings withdrawals from customers, and the anticipated operational expenses should be
prepared by each branch. This will help the finance department anticipate the funding
requirements of the various branches, allowing them to determine in advance any potential
cash shortfall or surplus facing the branches in question. The funds should then be moved to a
position where they can address the situation, while any arising idle funds are invested
appropriately. Additionally, no overnight cash should be held by the branch in order to

eliminate the risk of fraud or theft.

2.2.1.2. Credit risk

Credit risk is the likelihood that some of an MFI’s assets, particularly its loans, will lose value
and potentially go bankrupt. It only takes a small portion of all loans to fail to brink a bank to

the verge of bankruptcy because MFIs have relatively low owner capital in relation to the total
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value of their assets. The health of an MFI and, in fact, the entire financial system depends
heavily on the management of the credit risk. In their books, MFIs must account for loan
losses as they make loans. According to Raghavan (2003), credit risk is the possibility of
suffering a loss if the debtor is unable to fulfill its commitments to the MFI in full by the
agreed-upon deadline. The bank’s assets are getting harder to collect if the provision for loan

losses as a percentage of total loans rises.

2.2.1.3. Operational risk

Operational risks are a broad category of possible unfavorable outcomes that may result from
system or human error in the provision of goods or services these risks can result in
unforeseen financial losses for variety of reasons, including insufficient information systems,
operational difficulties, unqualified staff, deliberate breaches, or fraudulent activity (Matzler
et al., 2020). Organizations are becoming more complex, especially in the areas of technology

and services, so it is critical to fully address these operational risks.

The foundation of operational risk mitigation is a strong internal control framework. To
improve an organization’s capacity to identify and effectively address possible risks, this
framework ought to include preventive, detective and corrective control (Deloitte, 2021). The
function of suitable information technology is equally significant. In order to detect and
resolve operational disruptions before they worsen, companies need real-time data analytics
and monitoring capabilities, which can be obtained from state-of-the-art IT solutions.

Furthermore, ensuring employee integrity is paramount in operational risk management.
Employees are often the first line of defense against risks, and their adherence to ethical
standards directly impacts the organization's vulnerability to fraud and misconduct (KPMG,
2021). Comprehensive training programs and a culture of accountability can enhance

employee competency and mitigate risks associated with inadequate skills.

The most obvious of the various sources of operational risk is the relationship between loans
and clients involving financial transactions. National traditional banks typically have highly
trained employees who perform credit assessments and implement several levels of cross-

checking. Unfortunately, intricate cross-checking is not cost-effective in the case of MFIs
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because there are typically many small-amount, short-time loans. The likelihood of both
intentional fraud and assessment errors is therefore rather high (Mersland & Strom, 2007).

Finally, streamlining operating procedures through continuous evaluation and improvement
can significantly reduce the likelihood of operational failures. Implementing standardized
processes and best practices not only enhances efficiency but also ensures consistency in
service delivery, thus fortifying the organization against the unpredictable nature of
operational risks.

In general, while operational risks can stem from various sources, their effective management
hinges on a multidimensional approach that includes a robust internal control framework,
advanced IT utilization, integrity among personnel, and streamlined procedures.
Organizations that prioritize these elements will be better positioned to navigate the

complexities of operational risk and safeguard their financial stability.

2.2.2. Credit Approval and Implementation

An essential part of financial institutions, the credit approval process has a direct impact on
their overall operational efficacy and risk exposure. As explained in the quoted section, the
effectiveness of credit approval depends on two critical factors: the thorough and open

disclosure of loan-granting risks and the suitability of existing risk assessment procedures.

Prior research pointed out that a transparent process builds trust between lenders and
borrowers, which is crucial for creating enduring bonds and advanced financial stability. The
Basel Committee on Banking Supervision (2020) asserts that transparent risk presentation
clarity in risk presentation reduces systemic risk in the banking industry by facilitating

regulatory compliance and improving informed decision-making.

Furthermore, the complexity of financial products and the variety of borrowers highlight the
need for specialized methods in credit risk assessment. According to Ghosh et al.(2021), a
multifaceted approach to risk evaluation is required due to the heterogeneity in borrower
profiles, which include factors like credit history, income levels, and economic background.
Standardized credit approval procedures might miss important borrower specific details,

which could result in less than ideal lending choices and a higher chance of default.
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The importance of the credit approval process is further enhanced by its efficiency, which
influences both institutional profitability and customer satisfaction. New developments in
financial technology have demonstrated how data analytics and automation boost productivity
while upholding strict risk assessment guidelines (Frost, 2022). In line with the demands of
modern financial markets, these innovations help institutions manage the intricacies of credit

risk assessment while guaranteeing a prompt approval process.

In general, the most crucial elements in credit approval processes are Probability of Default
(PD), Loss Given Default (LGD), Exposure at Default (EAD), and Maturity (M). while M is
necessary to determine the necessary capital, it has little bearing on exposure review,
according to Oesterreichische National Bank Credit Approval Process and Credit Risk
Management (2000).

2.2.3. Credit Risk Exposure

Portfolio at Risk (PAR-30), which is the total amount of loans that are due by 30 days or more
and are still accumulating interest, is used to calculate credit risk exposure (CR). By
estimating different econometric specifications for three additional explanatory variables,
robustness tests incorporate additional measures of credit risk. One such measure is the write-
off ratio (WOR), which is the value of loans written off as uncollectible during the year as a
percentage of average gross loan portfolios over the same period. The adjustment impairment
loss allowance/PAR > 30 days and lastly, the Loan Loss Reserve Ratio (LLR) are used to
calculate the Risk Coverage Ratio (RC), which is another indicator of credit risk. The ratio of
loan loss reserves to gross loans, or simply loan loss reserve divided by the value of
outstanding loans, is how this is calculated. The amount of the gross loan portfolio that has
been paid for charged off is indicated by this figure (Binfoh Amoah et al., 2005).

2.2.4. Credit Risk Management

Credit risk management in financial institutions has become crucial for the survival and
growth of these institutions (Afriyie & Akotey, 2012). It is a structured approach of
uncertainty management through risk assessment, development of strategies to manage it and
mitigation of risk using managerial resources. The strategies of credit risk management

involves transferring risk to other parties, avoiding risks, reducing the negative influence of
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risk and accepting some or all of the consequences of a particular risk (Afriyie & Akotey,
2012). However, credit risk is managed in various ways. The most important method starts
with appropriate selection of the counterparts and products and good risk assessment model
and qualified credit officers are key requirements for selection strategy (Gestel & Baesens,
2008).

For counterparts with higher default risk, banks may need more collateral to reduce risk. And
the pricing of product should be in line with the estimated risk. Secondly, limitation rule of
credit risk management restricts the exposure of bank to a given counterpart. Moreover, it
avoids the situation that one loss or Limited number of losses endangers the bank’s solvency

(Gestel & Baesens, 2008).

Bank’s determinants on how much credit a counterpart with a given risk profile can take need
to be limited. Thirdly, the allocation process of banks provides a good diversification of the
risks across different borrowers of different types, industry, and geographies (Gestel &
Baesens, 2008). As a result, diversification strategy spreads the credit risk thus avoids a
concentration on credit risk problems. These techniques are translated in the daily
organization by written procedures and policies which determine how counterparts are
selected, risk profile loans are granted and above which level an expert evaluation is required
(Gestel & Baesens, 2008).

In general, a strong credit risk management avoids significant drawbacks like credit
concentrations, lack of credit discipline, aggressive underwriting to high-risk counterparts and
products at inadequate prices and an effective credit risk management is verified by internal
risk control and audit which monitor credit discipline, loan policies, approval policies, facility

risk exposure and portfolio level risk (Gestel & Baesens, 2008).

2.2.4.1. Credit analysis

Credit analysis serves as a crucial mechanism for mitigating credit risk associated with loan
requests, as it systematically evaluates the financial stability of borrowers and the likelihood
of default. This analytical process encompasses the assessment of various financial indicators,
including income, credit history, and economic conditions, to ascertain a borrower's

repayment capacity (Bofondi, & Carpinelli, 2018). By conducting thorough evaluations, loan
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officers aim to align lending decisions with the bank’s risk-return objectives, thereby
minimizing potential losses (Reddy, 2021). Indeed, credit analysis is anchored in the loan
officer’s judgment, drawing upon both qualitative and quantitative factors to ensure that the
risk of non-repayment is reduced to a manageable level (Kumar & Maji, 2020). Ultimately,
this approach emphasizes the necessity of comprehensive risk assessment to sustain the
financial health of lending institutions while fostering responsible borrowing practices.

2.2.4.2. Default problems

In credit risk management, the default problem is still a major problem, especially for
microfinance institutions (MFIs) in developing countries like Ethiopia. Default risk is the
likelihood that a borrower will not make the required payments on their debt obligations,
which can negatively impact MFIs' financial stability and operational efficiency (Meyer &
Nachtigall, 2020). In this regard, prior research has indicated that the high default rates in
MFIs can often be attributed to various factors, including inadequate credit assessment
procedures, insufficient borrower education, and economic volatility that affect low-income
borrowers disproportionately (Adjei & Yeboah, 2021). These underlying issues necessitate
the implementation of robust credit risk management strategies that are well-adapted to the

local economic environment.

The effect of efficient credit risk management on MFI performance has attracted more and
more scholarly attention in Ethiopia. Research indicates that MFIs that implement rigorous
loan monitoring procedures and thorough credit analysis typically have lower default rates,
which in turn improves their financial sustainability (Nega & Abate, 2023). Additionally, the
incorporation of technology into the credit evaluation processes, such as data analytics and
mobile banking, is proving to be crucial in reducing default risks among MFIs (Tadesse &
Heremias, 2022). This approach not only streamlines the lending process but also improves
the accuracy of risk assessments, thereby reducing the likelihood of defaults and reinforcing

the overall resilience of MFIs in Ethiopia.

Furthermore, regulatory frameworks also play a crucial role in shaping the credit risk
management landscape for MFIs. The Ethiopian government and financial regulatory

authorities have increasingly recognized the importance of robust policies to monitor and
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manage credit risk, thereby reducing default rates effectively (Sharma & Gebrehiwot, 2022).
The introduction of standardized credit assessment protocols and the promotion of financial
literacy among borrowers have proven beneficial in nurturing a responsible borrowing culture
(Kumar & Alemayehu, 2023). Such measures not only enhance the performance of MFIs but
also contribute to the broader financial inclusion agenda in Ethiopia, fostering an environment
conducive to economic growth and stability.

2.2.4.3. Credit collection techniques

Effective credit collection techniques are indeed essential for financial institutions, regardless
of the prevailing economic climate. The ability to encourage timely payments from customers
is crucial for maintaining robust cash flow, particularly for microfinance institutions (MFIs),
which often operate with tighter margins and higher risks than traditional banks. According to
a study by Aghion et al. (2020), implementing structured collection strategies not only
improves repayment rates but also fosters a sense of accountability among borrowers. These
strategies may include regular reminders, flexible repayment options, and personalized
communication, which can significantly enhance customer engagement and compliance with
repayment schedules (Rosenberg, 2021). Under normal circumstances, it is expected that loan
clients adhere to the agreed-upon payment terms, whether through cash payments, direct
deposits, or installment repayments. By effectively managing collections, MFIs can mitigate
default risks and ensure a steady inflow of capital, thereby reinforcing their financial stability
and ability to serve their communities. As the loan account becomes past due or overdue the

collection effort becomes more personal and strict.

The basic techniques are:

Telephone Calls: If the loan client passes the due date, a telephone call may be made to the
customer to request immediate repayment and up to date his or her account.

Personal visits: If the telephone call made is not resulted positive response vesting his
business and discussing the issue with the customer can be a very effective collection

procedure.
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Letters: If the efforts made so far is unsuccessful and not resulted positive response a polite
letter is to be served reminding the customer of its obligation followed by warning letters for
the action to be taken in future and its consequence.

Collection Agency: Using collection agencies firms can turn uncollectible accounts over to a
collection agency or an attorney for collection. The fees for this service are typically quite
high; the firm may receive less than fifty percent on accounts collected in this way.

Legal Action: Legal action is the most stringent step in the collection process. It is an
alternative to the use of a collection agency not only is direct legal action expensive, but is
may force the debtor in to bankruptcy, thereby reducing the possibility of future business

without guarantying the ultimate receipt of overdue amount.

2.2.4.4. Strategies to minimize defaults

The management of credit risk is pivotal for the sustainability and performance of
microfinance institutions (MFIs), particularly in the Ethiopian context, where social and
economic factors significantly influence borrower behavior. A critical strategy for minimizing
defaults includes the implementation of robust credit assessments, which can enhance the
predictive accuracy of an MFI’s loan portfolio performance. Recent studies emphasize the
importance of using comprehensive credit scoring systems that incorporate both quantitative
and qualitative data (Abebe & Haile, 2021). Furthermore, the integration of borrower
education programs can mitigate defaults by equipping clients with financial literacy essential
for effective loan utilization and repayment strategies (Moges, 2020). These initiatives not
only improve repayment rates but also foster stronger client-institution relationships, thereby

enhancing overall performance.

In addition to rigorous credit assessments and borrower education, diversification of loan
products emerges as a key strategy to minimize defaults. Offering tailored financial products
that address the specific needs of diverse client segments can decrease the likelihood of
default by ensuring that borrowers are able to meet repayment obligations relevant to their
economic activities (Alemayehu, 2021). This approach is supported by recent empirical
evidence suggesting that MFIs adopting diversified portfolios experience lower delinquency
rates, attributed to enhanced alignment between loans and individual borrower circumstances

(Taffesse & Geda, 2020). Collectively, these strategies not only aid in reducing default rates
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but also contribute to the overall resilience and profitability of MFIs operating in Ethiopia’s
dynamic market landscape.

2.2.5. Measuring Performance of MFIs

There are different issues concerning how to measure the performance of microfinance
institutions. Zeller and Meyer (2002) indicated that there is what is called “Critical
Microfinance Triangle” that we need to look at to measure the performance of Micro-finance
institutions. The corners of the triangle represent outreach to the poor, financial sustainability

and welfare impact.

Literatures revealed that there is no single over reaching model to measure the performance of
MFIs perhaps due to multi-dimensional aspects of performance, possibly because
performance has multiple dimensions. Consequently, depending on the goals that the
company pursues, performance can be evaluated using a variety of instruments. Empirical
studies provide different proxies for growth of MFIs. Among these, total asset, sales,
employment size, profit, and capital are mostly known (Tefera et al. 2013). These measures
depend upon the ease of availability of the data and good judgment of the researcher. To
mention some, since MSEs are looked from entrepreneur creation perspective, data on

employment size is easily available (Tarfasa et al. 2016; Fissiha 2016).

On the other hand, Teshome (2018) used profit as a measure of the performance of MFIs.
However, as claimed by Alemayehu and Gecho (2016) the safe way of measuring growth is to
have comprehensive measures than relying on a single indicator. Moreover, Profitability is an
appropriate device for achieving long term viability and profitability of the MFIs. At the
micro level, profitability is a precondition to a competitive business enterprises and the
cheapest source of capital, without which no firm would attract external capital (Muriu,
2011). But, here it was intended to measure the performance of MFIs in a comprehensive way

by considering the financial and non — financial measurements.

2.2.5.1. Outreach to the poor: depth and breadth

Microfinance institutions play a crucial role in enhancing financial inclusion among

impoverished populations. One important measure of their performance is the outreach to the
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poor, which encompasses both the depth and breadth of services provided. Depth refers to the
degree to which the poorest segments of society are reached, while breadth considers the total
number of clients served. Recent studies highlight that effective outreach is not only
instrumental in improving the livelihoods of the poor but also correlates positively with the
financial performance of MFIs (Mersland & Strem, 2020). Through an understanding of
credit risk management, MFIs can optimize their outreach strategies, ultimately bolstering
their performance. On the other hand, managing credit risk involves thoroughly assessing
borrowers’ ability to repay loans and employing robust monitoring practices. Such measures
not only mitigate potential financial losses but also enable MFIs to extend their services to
high-risk populations. In this regard, Rhyne (2001) indicated that effective credit risk

management enhances the capacity of MFIs to outreach poorer segments of society.

Furthermore, a study by Ledgerwood, Earne, and Nelson (2020) showed that MFIs that
concentrate on outreach to low-income clients frequently have improved client retention and
payback rates, which boosts their overall success. These banks must, however, strike a
balance between outreach and credit risk; an overemphasis on customer base growth at the
expense of adequate risk management could endanger their financial health. As a result, in
operating a sustainable business while working to meet the requirements of the most
underprivileged customers requires the implementation of efficient credit risk management

procedures.

In Ethiopia, where many individuals lack formal credit histories, a focus on tailored risk
management strategies can substantially increase access to financial services (Assefa & Abdu,
2021). By implementing innovative risk assessment techniques, MFIs can broaden their
outreach while ensuring portfolio quality. Furthermore, studies highlighted the significance of
depth in outreach, advocating for policies that promote deeper engagement with low-income
clients to enhance their financial stability (Zeller & Meyer, 2002). In Ethiopia, microfinance
has been instrumental in reaching rural populations, yet challenges remain in providing
adequate financial products that cater to the unique needs of these clients. According to a
recent analysis by Ayele and Tadesse (2023), in order to improve outreach and client

retention, MFIs must implement customer-centered approaches in their credit risk
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management procedures. Since greater financial integration can empower vulnerable

populations, this strategy is in line with the larger objective of reducing poverty.

Overall, it is evident from the reviewed literature that evaluating the effectiveness of
microfinance institutions requires a thorough understanding of how outreach to the poor and
credit risk management intersect. Furthermore, especially in the Ethiopian setting, efficient
risk management techniques allow MFIs to reach the lowest communities while
simultaneously safeguarding their financial stability. Accordingly, this study examined how
well these approaches were working to address the issues that MFIs in the study area were

facing.
2.2.5.2. Financial sustainability

Financial sustainability is increasingly recognized as a vital indicator of performance for
microfinance institutions (MFIs), particularly in the context of credit risk management.
According to Aghion et al. (2016), financial sustainability ensures that an MFI can continue to
operate effectively, providing services to clients while maintaining a sound financial position.
Recent studies assert that effective credit risk management practices directly influence the
financial sustainability of MFIs by mitigating potential loan defaults and enhancing the
quality of the loan portfolio (Morris & O'Brien, 2020).

In Ethiopian context, where microfinance plays a crucial role in supporting low-income
communities, the importance of financial sustainability is underscored by empirical findings
that associate comprehensive credit risk management strategies with enhanced performance
metrics. For instance, a study by Belayneh, Melaku, and Ayele (2021) highlighted that those
MFIs that implement robust credit risk assessment frameworks not only reduce default rates
but also achieve better financial outcomes, such as higher return on assets (ROA) and return
on equity (ROE). These findings align with the broader literature suggesting that effective
credit risk management serves as a foundation for ensuring financial sustainability through the

careful balancing of risk and return (Hassan & Horii, 2019).

Moreover, the interplay between credit risk management and financial sustainability extends
beyond mere performance metrics, as it shapes the overall operational resilience of MFIs.

Recent research by Abate and Nega (2022) emphasizes that proactive credit risk management
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practices, including thorough client assessments and diversified lending portfolios, enable
MFIs to adapt to economic fluctuations without compromising their sustainability goals. This
is particularly relevant in the Ethiopian landscape, where economic variances can
significantly impact the livelihoods of borrowers and, subsequently, the financial health of
MFls.

In general, the above literatures indicate a significant correlation between credit risk
management and the financial sustainability of microfinance institutions, particularly in the
Ethiopian context. As MFIs continue to navigate complex environmental pressures, the
integration of effective credit risk management strategies will be paramount in enhancing
performance and achieving long-term sustainability. Therefore, based on such view this study
investigated the extent financial sustainability practices were carried out in selected Gurage

zone MFIs.

2.2.5.3. Welfare impact

In recent years, the welfare impact of microfinance institutions (MFIs) has emerged as a
critical metric for evaluating their performance, particularly in relation to credit risk
management. Microfinance is designed to alleviate poverty and promote economic
development by providing financial services to underserved populations. However, the
effectiveness of these institutions is contingent upon their ability to manage credit risk.
Effective credit risk management mechanisms not only safeguard the institution's financial
health but also enhance the welfare of borrowers, enabling them to invest in income-
generating activities and improve their living standards. According to Mersland and Strem
(2010), the provision of financial services by MFIs has the potential to alleviate poverty and
promote economic resilience among marginalized populations. This is particularly relevant in
the Ethiopian context, where access to financial resources remains a considerable challenge.
The effect of MFIs on clients' welfare is generally measured through indicators such as
income levels, employment opportunities, and improvements in living standards.
Furthermore, the empirical evidence suggested that the welfare impact of MFIs is closely
linked to their credit risk assessment practices. For instance, a study by Basiuka and
Moshkova (2018) demonstrated that institutions employing rigorous credit evaluation
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techniques tend to achieve better financial sustainability and higher positive welfare outcomes
for their clients.

The Ethiopian context demonstrates the complexities surrounding the welfare impact of MFIs
in relation to credit risk management. Despite significant progress in expanding microfinance
services, many Ethiopian MFIs grapple with high default rates and inadequate credit
assessment processes. This challenge is particularly pronounced in rural areas, where
borrowers often lack formal credit histories. According to Assefa and Eshatu (2022), a
targeted approach to credit risk management that incorporates socio-economic factors can
mitigate these challenges and improve loan performance, which ultimately enhances
borrowers' welfare. Furthermore, effective risk management practices can foster institutional
sustainability, thereby ensuring that MFIs continue to provide essential services to their
communities. On the other hand, as noted by Bouri et al. (2021), a robust credit risk
management framework can lead to lower default rates and more favorable loan terms, which
in turn positively influences the socioeconomic status of beneficiaries in developing countries,

including Ethiopia.

Recent research underscored the significance of embedding welfare outcomes into the
operational framework of MFIs in Ethiopia. Studies have shown that MFIs that prioritize
credit risk management not only experience better financial performance but also contribute
more effectively to the welfare of their clients. A study by Tesfaye and Haji (2023)
highlighted that MFIs implementing comprehensive risk assessment tools report higher
borrower satisfaction and an improved economic status among clients. Consequently, the
integration of sound credit risk management practices is essential for enhancing the overall
performance of microfinance institutions, as it correlates directly with the welfare impact
experienced by their clients. This dual focus can ensure that microfinance remains a viable

strategy for poverty alleviation and economic empowerment in Ethiopia and beyond.
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2.2.6. The Effect Relationship between Credit Risk Management Practices and

Performance

2.2.6.1. Credit policy and performance of MFIs

The relationship between credit policy practices and the performance of microfinance
institutions (MFIs) has acquired considerable attention in recent years. This interest stems
from the critical role that MFIs play in fostering economic development, particularly in
developing countries like Ethiopia. Empirical studies highlight that well-structured credit
policies not only enhance operational efficiency but also improve financial performance by
minimizing the risks associated with lending. For instance, Assefa and Afework (2021)
explored how adaptive credit policies in rural zones of Ethiopia directly influenced loan

recovery rates, ultimately improving the overall performance of MFls.

In the Ethiopian context, various studies have underscored the significance of tailoring credit
policies to meet the unique needs of local communities. In this regard, Molla and Biffa (2022)
conducted research in the Southern Nations, Nationalities, and Peoples' Region (SNNPR), and
revealed that MFIs that implemented client-centered credit policies observed higher client
retention and satisfaction rates. This finding pointed out that aligning credit terms with
borrowers' capacities substantially contributes to the performance potential of these
institutions. Furthermore, policymakers are encouraged to develop flexible credit frameworks

that consider regional economic variances and borrowers’ repayment abilities.

Moreover, the operational environment of MFIs in Ethiopia presents challenges that
necessitate adaptive credit policies. Recent studies indicate that MFIs must navigate issues
such as limited information on borrowers and fluctuating market conditions. According to
Desta and Melaku (2023), MFIs that employed data-driven credit assessments exhibited
improved financial health compared to those that relied on traditional, rigid credit evaluation
processes. This adaptability is paramount for MFIs operating in varied Ethiopian zones, where
socio-economic contexts significantly influence repayment behaviors and institutional

viability.

In general, the literature mentioned above clearly illustrates that the relationship between

credit policy practices and the performance of microfinance institutions in Ethiopia is
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multifaceted. Enhanced credit policies, tailored to local conditions and borrower needs,
contribute significantly to the performance and sustainability of MFIs. Therefore, based on
the above scenario, in this study attempts were made to investigate the extent of credit policy

practices in affecting the performance of MFIs in the study area.
2.2.6.2. Credit administration unit and performance of MFIs

The effectiveness of credit administration units is pivotal in determining the success and
sustainability of microfinance institutions (MFIs), particularly within the context of Ethiopia.
Credit administration encompasses various components, including loan disbursement,
monitoring, and recovery processes. Recent studies highlighted that robust credit
administration practices such as thorough credit assessments and efficient risk management
positively correlated with the financial performance of MFIs. For instance, Assefa and Yimer
(2021), indicated that thorough credit evaluation leads to a reduction in default rates, thus

enhancing the overall profitability of microfinance operations.

Moreover, the unique socio-economic landscape necessitates tailored credit administration
practices that consider the diverse needs of micro-entrepreneurs. Prior study demonstrated
that MFIs implementing localized strategies in credit administration, such as understanding
collateral requirements and adopting flexible repayment schedules, have exhibited improved
client retention and loan recovery rates (Dawit, 2022). This localized approach is particularly
crucial in rural zones where borrowers may face fluctuating income patterns due to
agricultural dependency. By effectively adapting their credit policies to local conditions, MFIs
can significantly enhance their operational performance.

The relationship between credit administration practices and MFI performance is further
supported by empirical evidence at the zonal level in Ethiopia. For instance, a study by
Negash (2023) emphasized that MFIs with well-defined credit policies and dedicated training
for credit officers tend to outperform their peers in key performance indicators, such as loan
portfolio quality and client satisfaction. This validated relationship underlines the importance
of investing in human capital and creating an efficient credit administration framework that

aligns with institutional goals and borrower capabilities.
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In general, from the above literature it can be noticed that there was a significant relationship
between effective credit administration practices and the performance of microfinance
institutions. In addition, the ability to tailor these practices to the unique context of micro-
entrepreneurs plays a significant role in enhancing the sustainability and growth of MFIs.
Therefore, in this study the researcher tried to investigate the effect of credit administration
approaches or practices on the performance of the selected MFIs in the study area.

2.2.6.3. Top management support practice and performance of MFIs

The relationship between top management support practices and the performance of
microfinance institutions (MFIs) has gained significant attention among researchers,
particularly in the context of Ethiopia, where the microfinance sector plays a crucial role in
financial inclusion and economic development. Effective top management support is
generally understood as the provision of strategic direction, resources, and motivation for
lower-level management and staff. Prior studies indicated that strong managerial involvement
positively influences institutional performance by promoting a culture of accountability and
operational efficiency. For instance, Aweke and Tadesse (2020) highlighted that MFIs
demonstrating robust managerial support reflect enhanced operational capacity, thereby

leading to improved loan recovery rates and customer satisfaction.

Recent empirical studies evidence also indicated that in the Ethiopian microfinance sector, the
alignment of management practices with the unique socio-economic context positively
impacts their performance. In this respect Tesfaye (2021) pointed out that, the commitment of
top management to capacity building and effective training is particularly significant in
enhancing employee performance and, consequently, customer service quality. These findings
align with those of Haji and Reta (2022), who argued that proactive management involvement
in the formulation of policies directly correlated with the growth and stability of MFIs at the

zone level, ultimately benefiting clients through improved service offerings.

Furthermore, the existing literature suggests that top management support not only contributes
to operational efficiency but also plays a pivotal role in encouraging innovation within MFIs.
However, in Ethiopian context the challenges are unique, including regulatory constraints and

market competition that necessitate innovative approaches for sustained performance. As
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noted by Yirga and Rufael (2023), MFIs that benefit from skillful management are better
positioned to adapt to changing market dynamics and customer needs, leading to innovative
financial products and services. This adaptability is crucial for microfinance institutions

aiming to maintain competitive advantages in the increasingly crowded financial sector.

In general, from the above and existing literature it can be recognized that there is a clear link
between top management support practices and the performance of microfinance institutions
within the Ethiopian context and indicating that by prioritizing managerial commitment,
training, and innovation, MFIs can enhance their operational capabilities and service delivery.
However, despite this scenario, in this study the researcher tried to investigate the various
dimensions of top management support and their repercussions on the performance of MFIs in

the study area.
2.2.6.4. Credit assessment practice and performance of MFIs

The relationship between credit assessment practices and the performance of microfinance
institutions (MFIs) is a critical area of research, particularly within the context of Ethiopia.
MFIs play a pivotal role in enhancing financial inclusion and poverty alleviation for low-
income populations. Proper credit assessment practices are fundamental to assessing
borrowers' repayment capacity and minimizing default risks. Research indicates that rigorous
credit evaluation methodologies positively correlate with improved financial performance of
MFIs, leading to higher repayment rates and better portfolio quality (Osei-Assibey & Osei,
2020). In Ethiopia, where the financial landscape is characterized by a significant informal

sector, the implementation of sound credit assessment practices becomes even more crucial.

A study conducted at the zone level in Ethiopia revealed that MFIs employing comprehensive
credit scoring systems and alternative data sources for credit assessment experienced
enhanced operational efficiency and borrower satisfaction (Tsehay & Yitayeh, 2021). The
integration of technology in credit assessment processes, such as mobile banking and digital
credit scores, has transformed how MFIs evaluate borrowers, enabling them to reach
underserved populations effectively. The high demand for microfinance services amongst
rural communities in Ethiopia further highlights the necessity for tailored credit assessment

approaches that account for local socio-economic conditions.
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Moreover, empirical studies evidence suggests that MFIs with well-defined credit policies and
rigorous training for credit officers are more likely to achieve sustainable growth and stability.
Credit assessment practices that prioritize ethical lending and borrower education not only
improve clients' financial literacy but also foster long-term client relationships, contributing to
enhanced loan recovery rates (Benedict & Demissie, 2022). The participatory approach in
credit assessment, which involves engaging borrowers in the evaluation process, has also been

shown to build trust and commitment, ultimately benefiting MFIs' performance metrics.

In conclusion, the above literatures highlight a significant correlation between effective credit
assessment practices and the performance of microfinance institutions in Ethiopia. With the
increasing reliance on MFIs to bridge financing gaps for marginalized communities,
particularly at the zone level, it is imperative that these institutions refine their credit
assessment strategies. Therefore, this research attempted to continue exploring credit
assessment practice and their impact on MFI performance, to ensure that such practices align

with the needs of borrowers and the broader economic context.

2.2.6.5. Credit monitoring practice and performance of MFlIs

The relationship between credit monitoring practices and the performance of microfinance
institutions (MFIs) is a critical area of study, particularly within the Ethiopian context, in
particular in Gurage zone, where economic empowerment is essential for community
development. Recent literature indicates that well-implemented credit monitoring practices
significantly enhance the financial performance and sustainability of MFIs. By systematically
evaluating borrowers’ creditworthiness and repayment behaviors, MFIs not only mitigate the
risks of loan defaults but also cultivate stronger relationships with their clients (Bansal &
Garg, 2022).

In Ethiopia, the microfinance sector faces unique challenges, including high default rates and
a diverse borrower demographic. Thus, effective credit monitoring practices are imperative
for the success and expansion of these institutions. Research shows that tailored credit
assessments that account for the socioeconomic characteristics of borrowers can lead to
improved repayment rates and better fiscal management within MFIs (Yimer & Mamo, 2023).

The Ethiopian government's efforts to strengthen regulatory frameworks have further
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emphasized the necessity for robust monitoring systems, thereby enhancing transparency and
accountability.

Furthermore, the literature highlights that the integration of technology into credit monitoring
processes has proven advantageous for MFIs operating in Ethiopia. Digital platforms facilitate
real-time data collection and analysis, enabling institutions to track borrowers’ financial
behaviors effectively. As indicated by Tesfaye (2023), the adoption of technology not only
streamlines credit monitoring but also fosters financial inclusion by making services more
accessible to underserved populations. This is particularly relevant in a country where
traditional banking infrastructure is limited, allowing MFIs to expand their outreach and

improve overall performance.

However, the effectiveness of credit monitoring practices is also influenced by the
institutional capacity and human resources available within MFIs at the zonal level. Studies
reveal that training and skill development for microfinance staff play a vital role in enhancing
credit assessment procedures (Abera et al., 2022). Institutions with well-trained personnel are
more equipped to interpret credit data accurately, leading to informed decision-making that
benefits both the MFI and its clients. Consequently, investment in human capital is a key

determinant of performance in this sector.

In summary, the relationship between credit monitoring practices and the performance of
microfinance institutions in Ethiopia emphasizes the necessity for continuous evaluation and
adaptation of strategies. While recent studies affirmed the positive correlation between
effective monitoring and institutional success, challenges such as capacity building and
technological integration remain relevant. Therefore, based on this scenario, this study
attempted to investigate the extent of the effect of credit monitoring practice on the

performance of MFlIs in the study area.

2.2.6.6. Debit collection practices and performance of MFIs

Credit collection practices are vital in determining the financial sustainability and operational
performance of microfinance institutions (MFIs). In Ethiopia, where microfinance serves as a
critical tool for poverty alleviation and economic development, understanding this
relationship is essential. Recent literature underscores that effective credit collection strategies
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not only enhance the recovery rate of outstanding loans but also contribute significantly to the
overall performance of MFIs. Studies have highlighted a direct correlation between robust
collection practices and improved financial measurement such as profitability, liquidity, and
client retention. For instance, Mebratu (2022) noted that MFIs employing systematic
collection methods reported a 15% increase in loan recovery rates, directly impacting their

service delivery capacity.

In the Ethiopian context, various regional studies emphasize the diversity of credit collection
practices and their effectiveness. Research conducted in the Amhara and Oromia zones has
shown that culturally tailored collection strategies can lead to higher borrower compliance
and repayment rates. As highlighted by Abebe (2021), MFlIs that integrate social capital and
community engagement into their collection processes have not only increased repayment
rates but also fostered a supportive borrower environment. This localized approach ensures
that collection practices resonate with the community’s socio-economic frameworks, leading

to enhanced trust and cooperation between lenders and borrowers.

Furthermore, the integration of technology into credit collection practices has emerged as a
transformative factor for MFIs in Ethiopia. The advent of mobile banking and digital payment
systems has streamlined the collections process, making it more efficient and less costly.
According to Tesfaye (2023), MFIs that adopted digital collection methods reported
reductions in collection time by up to 30%, thereby allowing for more resources to be
allocated towards client engagement and new loan disbursements. This technological adoption
not only improves performance metrics but also broadens the outreach of MFIs to

underserved populations, reinforcing their role as catalysts for economic development.

In general, the literatures on the nexus between credit collection practices and the
performance of microfinance institutions suggests that effective and culturally contextualized
collection strategies are crucial for enhancing the viability of MFIs in Ethiopia. The
integration of technological advancements further augments these practices, fostering a more
sustainable microfinance ecosystem. Therefore, the researcher believed that continued
research at zonal level is essential to tailor these strategies to specific local contexts, to ensure
that the benefits of microfinance reach a wider audience and contribute to the overarching

goals of poverty alleviation and economic empowerment.
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2.3. Review of Empirical Studies

Many researchers have been carried out their studies on issues related to the effect of credit
risk management on the financial performance, profitability of MFIs using different variables
and different settings. In this study some of the empirical studies related to credit risk

management and its effect on the performance of MFIs are presented.

The study by Paul and Musiega (2020) assessed the effect of credit risk management practices
on financial performance of microfinance institutions in Nairobi, Kenya. Specifically, it
sought to determine the effect of credit risk grading practices, viability identification
practices, credit risk control practices and credit reminder practices on financial performance
of microfinance banks in Kenya. The study used modern portfolio theory, adverse selection
theory and information asymmetry theory. The study adopted descriptive design. This study
used questionnaires to collect primary data focusing specifically branch managers and credit
managers in each branch. The findings of the study resulted in an understanding that among
the credit risk management practices credit risk grading practices, viability identification
practices, credit risk control practices and credit reminder practices were important factors in
financial performance of micro-finance banks in Kenya. The study therefore recommends that
for organizations to be more competitive so as to cope with more highly dynamic
environments there is a need to be keener in to enhancing the credit risk management
practices and firms should streamline with all parties in risk management improve

performance.

Ndab(2018) conducted a study with the purpose of examining the impact of credit
management on the financial performance of Microfinance Institutions in Ghana. The specific
objectives of the study are to examine the credit management practices of uniCredit; to
determine the credit policies in Finland; and to examine the impact of credit management
practices on the financial performance of uni-Credit. The theoretical framework of this
research examined the basic concepts of credit management, credit risks, financial
performance, and credit policies etc. The qualitative case study research method was
identified as the most appropriate method to achieve the objectives of the study. Mainly,
secondary sources of information were applied in the development and analysis of the

research. In order to acquire relevant information on the credit management practices of uni-
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Credit, the Credit Manager of the institution was contacted on telephone to assist the author.
The study revealed that uni-Credit’s credit management practices have positive impact on

total assets, total deposits, profit before tax, and profit after tax, and return on equity.

Muriki (2017) conducted, with the objective of the study, to establish the relationship between
credit risk management and financial performance of commercial banks in Kenya while
internally focusing on the credit policy, credit administration unit, top management and credit
risk management practices as the key dimensions of within commercial banks that determine
their respective financial performances. For statistical evaluation, a descriptive research
design was preferred since it allows for quantitative analysis of the primary data to be
collected from a target population of managerial level and credit administration staff from the
sampled commercial banks under survey by use of semi-structured questionnaires. Cluster
sampling technique was used to select the respondents from a 50% sample size. Multiple
regression analysis was used for empirical relationship evaluation of the study objectives
while primary data was analyzed by employment of descriptive statistics. SPSS was used in
analyzing correlations amongst the variables. The study found that credit policies, credit
administration unit, top management and credit risk management practices have a positive and
significant influence on financial performance of selected banks in Kenya. The study
recommends that commercial banks should continue improving on their credit management
practices such as regular policy reviews, knowledge advancement, securitization and
standardized loan terms in accordance to CRM practices. In addition the commercial banks
management should oversee facilitation of credit risk management as a substantial degree of

standardization of process and documentation.

George (2015) conducted his study to analyze the effects of credit risk management practices
on the profitability of deposit taking in Saving and Credit Co-Operative societies (SACCO’s)
in Nairobi County. Specifically, to establish the effect of credit appraisal practices; credit
monitoring; debt collection practices; and credit risk governance on the profitability of deposit
taking SACCQO’s in Nairobi. This study was carried out through a descriptive research
method. The target population of this study was 80 respondents directly linked to credit
management drawn from the 40 deposit taking SACCO’s, in Nairobi county. Simple random

sampling technique was used. The regression results revealed that credit appraisal practices,
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credit monitoring, debt collection practices credit risk governance Practices had a positive and
significant effect on the financial profitability of SACCO’s in Nairobi. The study concluded
that credit appraisal practices, credit monitoring, debt collection practices and credit risk

governance practices have a positive effect on the financial profitability of the SACCOs.

Girmaye (2020) conducted his study to empirically examine the quantitative effect of credit
risk management on the profitability of Microfinance Institutions in Addis Ababa. The study
has chosen the ROE and ROA as the proxies for profitability. Whereas, the traditional credit
risk ratios indicators which are Total Loan to Total Assets (TLTA), Total Loan to Total
Deposit (TLTD) and Non- Performing Loan to Total Loan (NPLTL) are used as independent
variables to measure the amount of credit level of the MFIs. This was done by collecting data
from 8 MFIs operated in Addis Ababa and their annual report for the period from 2009 to
2018 which was published by Association of Ethiopia Microfinance Institution (AEMFI). The
data collected was analyzed with the aid of descriptive statistical techniques such as mean,
maximum, minimum, and standard deviation. Moreover, multiple linear regression was used
to establish the relationship between study variables and to test the hypotheses using STATA
software. Key findings from the study confirmed that, Non-Performing Loan to Total Loan
(NPLTL) ratio has negatively and significantly influences on both Return on Asset (ROA)
and Return on Equity (ROE). Total Loan to Total Deposit (TLTD) ratio has negatively and
significantly influences on profitability of MFIs measured in terms of Return on Equity
(ROE). The study further found that Total Loan to Total Asset (TLTA) ratio has positively
and significantly influences on return on equity (ROE) while it positive but insignificant
effect on return on asset (ROA).

Tekalign and Ravi (2022) conducted his study to examine the effect of credit management on
financial performance of microfinance institutions in Hawassa, Ethiopia. To achieve this
objective the researcher employed explanatory (ex-post) research design, with quantitative
approach, and convenience sampling method. Descriptive statistics, correlation, regression
methods and inferential statistics were used to analyze balanced panel data, secondary data
obtained from audited financial statements, of three Microfinance institutions (MFIs)
in Hawassa for a period of ten years (i.e. 2008 to 2017). The result revealed that average
collection period (representing credit collection policy) and credit risk had statistically
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significant and negative relationship with return on investment. On the other hand, interest
rate had positive significant relationship with return on investment of MFIs. Finally, the
researchers concluded that there was significant relationship between credit management and

financial performance of MFIs in Hawassa, Ethiopia.

2.4. Research Gaps

The examination of credit risk management's effects on the performance of microfinance
institutions (MFIs) in Ethiopia has gained scholarly attention; however, significant research
gaps persist that necessitate further inquiry. Even though prior studies predominantly
concentrate on quantitative analyses, often overlooking comprehensive quantitative
dimensions of performance measurements of microfinance institutions that could provide
richer insights into the contextual measures of performance influenced by credit risk
management practices (Beshah et al., 2021). Furthermore, existing literature frequently
employs a narrow geographic focus, neglecting the unique socio-economic dynamics present
in diverse regions, such as the Gurage Zone, which may significantly affect MFI performance
(Berhanu & Fadessa, 2020). Additionally, many studies have failed to incorporate the
perspectives of frontline staffs, which are critical for understanding the practical challenges
and implications of credit risk strategies (Tesfaye & Oromia, 2022). These limitations
highlighted a pressing need for an integrated approach that encompasses various
methodologies and perspectives to explore how credit risk management directly influences
MFI performance in different Ethiopian contexts, thereby addressing the multifaceted nature

of the problem and propelling the sector toward improved efficacy and sustainability.

Thus, this study attempted to fill the above gaps on the effects of credit risk management
practices such as credit policies, credit administration unit, top management support, credit
assessment, credit monitoring and debit collection practices and performance of MFIs that
was measured in terms of financial and non — financial measurements of performance of

MFIs: outreach to the poor, financial sustainability and welfare impact.
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2.5. Conceptual Framework of the Study

The role of Microfinance Institutions (MFIs) in fostering economic development, particularly
in impoverished regions, is indisputable. In Ethiopia in particular Gurage zone, where
financial exclusion remains a significant challenge, effective credit risk management practices
are pivotal for enhancing MFI performance. In this research a conceptual framework was
developed elucidating the relationship between various dimensions of credit risk management
practices—namely credit policy, credit administration units, top management support, credit
assessment, credit monitoring practices, and debt collection—and the resultant performance
of MFIs, measured through outreach to the poor, financial sustainability, and welfare impact.
The conceptual framework posits that robust credit risk management practices directly
influence MFI performance in Ethiopia through a triadic approach encompassing outreach,

sustainability, and welfare impact.

Regards to credit policy, a well-defined credit policy sets the foundation for effective risk
management. It delineates lending criteria, terms, and conditions, promoting responsible
borrowing. Research suggests that inclusive credit policies enhance outreach by attracting

low-income clients, thereby increasing the number of beneficiaries (Rhyne, 2019).

As to credit administration unit, the efficiency of the credit administration unit is crucial for
implementing policies effectively. A skilled unit ensures that customer interactions are
streamlined, resulting in improved loan processing times and customer satisfaction, ultimately

influencing financial sustainability (Armendériz & Morduch, 2010).

On the other hand, top management support practice also has a significant impact on the
performance of MFIs. The commitment of top management is integral to fostering a culture of
effective risk management. Their support translates into adequate resources for credit
operations, promoting adherence to best practices and thereby enhancing overall MFI

performance (Mersland & Strgm, 2010).

Rigorous credit assessment mitigates risks associated with loan defaults. Utilizing both
quantitative and qualitative measures ensures that MFIs extend credit to clients who are not

only creditworthy but also capable of utilizing funds effectively (Kahn & Ranjbar, 2021). This
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practice enhances financial sustainability while also improving outreach by creating a more
reliable clientele.

Besides, credit monitoring practices also play a significant role in affecting the performance
of MFIs. Continuous monitoring of borrower performance enables MFIs to preemptively
address potential defaults. This proactive approach is essential for maintaining financial
health and enhancing the welfare impact, as it ensures that the needs of vulnerable clients are
met (Otero, 1999).

Finally, effective debt collection practices safeguard against losses and improve liquidity. By
maintaining open lines of communication with borrowers, MFIs can facilitate repayments
while also providing financial education, ensuring that clients remain engaged and capable of
fulfilling their obligations (Ledgerwood, 2013).

In general, the outlined conceptual framework illustrates that the interplay between various
credit risk management practices significantly impacts MFI performance in Ethiopia. By
focusing on these dimensions, MFIs can enhance their outreach to those in need, ensure
financial sustainability, and contribute positively to the welfare of their clients. Therefore,
based on the above scenario, this study attempted to test empirically this framework to
provide quantitative insights into these relationships, thereby informing policy and operational
strategies within the Gurage zone microfinance sector. Thus, the conceptual framework of the

study is described in Figure 2.1 below.
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Figure 2.1: Conceptual Framework of the Study

Independent variables Dependent variable

-
= =
__
=
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CHAPTER THREE

RESEARCH METHODOLOGY

This chapter gives brief and precise explanation about the methodological tools that the
researcher used to accomplish the objectives of the study. The chapter organized as follows:
description of the study area, research design, research approach, target population, sampling
techniques and sample size determination, method of data collection and instruments,
variables and measurements, validity and reliability of the instruments, methods of data

analysis, and ethical considerations.

3.1. Description of the Study Area

This study was conducted in Gurage Zone found in Central Ethiopia Regional State. This
zone is named for Gurage whose homeland lies in this zone. Gurage zone is bordered on the
southeast by Hadiya and Yem special woreda, on the west, north and east by the Oromiya
Region, and on the southeast by Siltie. Its highest point is Mount Gurage. Wolkite is the
administrative center of the Zone, which is located between 7°76' and 8°45° N latitude and
37°46' and 38°71" E longitude and has 16 woreda and seven administrative towns. It covers an
area of about 5932 km?. There are 403 rural and 20 urban kebeles (the smallest administrative
units with a population of 5000 on average) in this zone. Based on the information obtained
from the Central Ethiopia Bureau of Finance and Economic Development , this Zone has a
total population of 1,673,441, of whom 854,029 were women and 819,412 were men; with a
total area of 109,015 square kilometers. The density person/sq. km. is 181. The elevation in
meter is 376-3500 (BOFED, 2016).
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Figure 3.2: Map of Gurage zone
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Currently this zone has 10 woredas and 5 administrative towns, namely; Abeshge, Cheha,
Endegagne, Enmore, EnorEnar, Ezha, Gyeta, Gummer, Kokir Gedebano Gutazer Wolene, and
MuherNaAkli, Wolkite town, Emdeber town, Gunchrea town, Arekite town, and Agena

town.

3.2. Research Design

Research design, is all about how the research is designed, whether the research is
explanatory, exploratory or descriptive. Descriptive research design are those researches,
which concentrates on relating and examining issues, and finds out the relationship between
the present phenomena (Cho et al., 2013). Moreover, descriptive research is also known as
statistical research, where scope and depth of the study is covered. When there is a need of
finding the relationship between variables in a research, an explanatory research design will
be employed. Explanatory Research Design is known for its investigation type, such as

influences, impacts, and cause and effect (Maxwell & Mittapalli, 2008). Moreover,
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explanatory research design is used to test meanings, effects, causes and impact, relationship
and differences which the researcher wants to explain (Qi & Chau, 2012).

As the title of the research, “Effect of credit risk management on the performance of MFIs in
Gurage Zone”, invited explanatory research design to be implemented. Since the study was
concentrated on finding the effect of independent variables: credit policies, credit
administrative unit, top management support and credit management practices on the
dependent variable performance of MFIs, it matched to the characteristics of explanatory

research design. Therefore, descriptive survey and explanatory research design was used.

3.3. Research Approach

This study employed quantitative approach to answer the research questions. It was based on
the assumption that quantitative method was sufficient to address a research problem.
Moreover, in quantitative research that involves large samples planned questionnaire can
be numerically and statistically analyzed (Areeba et al.,, 2016). On the other hand,
quantitative research enabled the researcher to collect objective and numerical data to apply
statistical methods which are useful to establish relationships of the variables used in the

study.

3.4. Target Population

In this study, the target population was all the MFIs currently operating in Gurage zone,
employees and management bodies working in these institutions, and clients of these
institutions. According to the Gurage Zone Finance and Economic Department Annual Report
(2024), there are six MFIs in Gurage Zone, namely, Omo(615), Agar(57), Vision Fund(75),
Metemamen(14), Meklit(47), and Liyu(24) which are providing a microfinance service to the
poor society in the zone. There were 832 employees including management bodies and

153,000 clients in these institutions.

3.5. Sampling Techniques and Sample Size Determination

In this study, purposive and availability sampling techniques were employed. As
aforementioned, in Gurage Zone, there are sixteen woredas and seven administrative towns.

Therefore, purposive sampling technique was used to select three administrative towns and
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three woredas, namely; Wolkite, Agena and Gunchire administrative towns, Abeshge, Gumer
and MihurAKklil woredas. The researcher used this technique based on their number of

employees and to manage the data properly and efficiently.

Moreover, the study used availability sampling technique to select all employees and
managers of MFIs serving the clients in the selected three administrative towns and three
woredas. There were six managers and 84 employees who have direct linkage with the day-
to-day activities of the clients, which was 37 employees from Omo, 21 from Agar, and 26

from Vision Fund.

3.6. Methods of Data Collection and Instruments
3.6.1. Sources of Data

Both primary and secondary sources of data were used. For the realization of this study, the
researcher employed primary source of data which were collected through questionnaire from
the sampled employees in each of the selected MFIs and administrative towns and woredas
found in Gurage zone. Moreover, secondary source of data, document review method of data
collection were adopted to gather relevant information from documents in the selected MFIs
and administrative towns and woredas found in Gurage zone in relation to the effect of credit
risk management on the performance MFIs. In addition, annual reports, manuals journals, etc.

were reviewed.

3.6.2. Data Collection Instruments

The tools of data collection depend on the nature, the objective, and the method of data
analysis and the scope of the study. The availability of data, time, personal and other facility
also influence the selection of tools used for the study. In order to get valid data regarding the
effect of credit risk management on the performance MFIs questionnaire and document

review were serve as data collection instruments.

3.6.2.1. Questionnaire

In this study, questionnaire was developed and conducted on the employees of the MFIs. The

researcher used questionnaire as the main data gathering tools because questionnaire is
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believed to be better to get large amount of data from respondents relatively in short period of
time with least expenditure (Kothari, 2004; Leary, 2004).

The questionnaire is structured and self-administered for efficient use of time and finance for
large and dispersed branches. In the questionnaire, structured and closed — ended questions
were included. The survey instrument contains two sections. The first section included
different personal and demographic variables. The second section was about the independent
and dependent variables. The items were prepared in the form of affirmative statements,
relating to the objectives of the study and to identify their intention on the credit risk
management effect on the performance of MFlIs, in such a way to enable measurement of the
respondent’s opinions. The items in the questionnaire in the close-ended type, responses are
measured on a 1 — 5 Likert scale: 1 for strongly disagree, 2 for disagree, 3 for undecided, 4 for
agree, and 5 for strongly agree. The items in the questionnaire were prepared based on the
objectives of the study and on the review literature. Moreover, the questions or the items were
prepared as concise as possible and care was taken to the actual wording and phrasing of the
questions/items. The questionnaire was prepared in English language. Finally, before
distributing the questionnaire for the selected employees pilot test was carried out by selecting
30 employees randomly from other MFIs and who were not included in the actual data

collection.

3.6.2.2. Document Review

In this research documents which were related to the issue under consideration were
reviewed. Because, document review provide numerous types of data needed in a research to
elicit preliminary information about subject being investigated. Moreover, it is relevant to
enhance the quality of findings through quantitative methods. Therefore, relevant document
related to demographic characteristics, credit risk management and performance of MFIs were

reviewed.

3.7. Variables and their Measurements

The study was operationalized the effect of credit risk management on the performance of

MFIs. The independent variables are credit policies, credit administration unit, top
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management support, and credit risk management practices while the dependent variable is

performance MFIs.

3.8. Validity and Reliability of the Instruments
3.8.1. Validity

Validity is “the extent to which the measuring instrument measures the characteristics or
dimensions that the researcher intends to measure” (Twycross & Shields, 2004). Data
collection instruments, questionnaire and document review were designed by taking in to
consideration of the objectives of the study and all items included in the questionnaires and
document review were directly derived from them and consistent with the objectives of the
study. Based on the definition and different perspectives of validity, the items in the
questionnaires were reviewed by the advisor. Finally, before the collection of the actual data,

pilot study was conducted for the questionnaires.

3.8.2. Reliability

The degree of consistency in producing similar results in repeated judgments or
measurements is known as reliability (Tavakol & Dennick, 2011). The items in the two
questionnaires were subjected to reliability tests to assess the stability and consistency of the
results. The study used the Cronbach alpha (o) to measure (check) the internal consistency of
the questionnaire items. Reliability is the degree to which a test, experiment, or any measuring
procedure produces the same results in repeated judgments and can therefore be generalized
(Cronbach, 1951).

Since alpha is a ratio of two variances, its value ranges from zero to one. Generally speaking,
an alpha value between 0.70 and 1.00 was regarded as an adequate measure of internal
consistency (reliability); however, George and Mallery (2003) provided more specific
categories of reliability values, such as 0.9 as "Excellent,” 0.8 as "Good," 0.7 as "acceptable,"
0.6 as "questionable," 0.5 as "poor," and 0.5 as unacceptable. Prior to data collection, the test
was conducted to assess the questionnaires’ ability to measure the study variables consistently.
The reliability test was done on the items in the independent and dependent variables

measured using a Likert scale.
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The study carried out the pre-test by selecting 30 staff and 30 clients of MFIs randomly, but
these participants were employed just for the pilot test and they did not involve in the actual
data collecting. The reliability tests were done using SPSS. According to Hinton et al. (2004),
if the reliability coefficient is greater or equal to 0.700 the instrument can be accepted as
reliable, and so that the full scale survey to be carried out. Table 3.1 below provides a
summary of the test results.

Table 3.1: The reliability test results of the variables

No | Variable Description Cronbach | Number
Alpha of ltems
1 Independent | Credit policy 794 8
Credit administration 817 7
Top management support .839 5
Credit assessment practices 781 5
Credit monitoring practices .852 5
Debt collection practices 77 5
2 Dependent | Performance of MFIs 791 8
Overall reliability test result .798 43

Source: Survey Data SPSS output, 2024

From the above Table 3.1, the least Cronbach alpha value is .777 which is above .700, this
implies that the values are in the acceptable ranges and hence the research was conducted
using the questionnaire after checked by advisor and necessary corrections or adjustments was

taken.

3.9. Methods of Data Analysis

After the collection of the data, necessary arrangements were made and organized according
to their characteristics and items. The data analyses involved the analysis of information
gathered through questionnaire. The data were analyzed on the basis of the research
objectives. Accordingly, descriptive statistics analysis and inferential statistics analysis were
employed. All the collected quantitative data were analyzed using Statistical Packages for
Social Science (SPSS) version 26.

3.9.1. Descriptive Statistics

In this section the data collected through questionnaires, on credit policies, credit

administration unit, top management support, and credit risk management practices and
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performance of MFIs were analyzed, which are the four specific objectives by using
descriptive statistics such as frequency, mean, and standard deviation to determine to what
extent did the four independent variables affect the performance of MFIs in the study area
using a 1 — 5 point Likert scales. Moreover, the characteristics of the respondents in terms of
sex, age, educational background, and work experience were analyzed using frequency counts
and percentage.

3.9.2. Inferential Statistics: Multiple Linear Regression Model

Inferential statistics is the mathematics and logic of how generalization from sample to
population can be made and making statements about the population. Inferential statistical
techniques were used to test hypotheses and on that basis it was decided whether the
hypotheses were accepted or rejected. This process of analysis that follows description of data
to provide conclusive results is called inferential analysis (Goel, Khandelwal, Pandya, &
Kotwal, 2015). Therefore, the study employed inferential analysis - multiple linear regression
analysis to test effect relationship of the independent variables on the outcome variable —

performance of MFIs.

Model Specification:

V=0y+ Bix; + Prxy+ Paxg+ Pyxy+ Psag+ Pex,+ £

is the Multiple Linear Regression Model with 6 — independent variables, where Y=
Performance of MFIs (dependent variable measured in terms of outreach, financial

sustainability and welfare impact),x; = credit policies (CRPOL), x, = credit administration
unit (CRAD), x; = Top management support (TMS), and %, = Credit assessment practices
(CRAPR), x. = credit monitoring practices(CRMOPR), and %, = Debit collection practices
(DCOPR) are the independent variables, £;, i =0, 1, 2, 3, 4, 5, 6 are called the regression

coefficients, and = the error term or residual.
3.9.3. Model Assumptions

Tests of Multiple linear regression model assumptions were undertaken to confirm that the

collected quantitative data were fit the multiple linear regression model (MLRM). These are:
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Linearity: The mean of the response variable is a linear combination of the parameters and
the predictor variables. If the relationship between the response variable and the predictor
variables is not linear, the results of the regression analysis will not be the true relationship
(Gujarati, 2003).

Normality: The error term should be normally distributed.

Homoscedasticity (Equal variance): Different response variable have the same variance in

their errors, regardless of the values of the predictor variables.

Multicollinearity: The explanatory variables should not be highly correlated.
Multicolinearity reflects the exact linear relationship among explanatory variables. When
multicollinearity is exact or perfect, the regression coefficients of the explanatory variables

are indeterminate and their standard errors are infinite.

Therefore, linearity test, normality test, homoscedasticity test, and multicollinearity test have

been conducted and described in the next chapter.

3.10. Ethical Considerations

Research ethics is referred to as a system of moral values that is concerned with the degree to
which research procedures adhere to professional, legal and sociological obligations to the
study participants (Polit & Beck, 2004). According to Creswell (2012), data collection should
be ethical and it should respect individuals and cites. Obtaining permission before starting to
collect data is not only a part of the informed consent process but it is also an ethical practice.
Therefore, voluntary participation of respondents was encouraged. Responding to filling of
questionnaires require significant time and energy and its participation may be disrupt the
respondents’ regular activity. For this reason, the researcher was explained the objectives and
significance of the study to the respondents and allowed them to exercise their right to
voluntarily participate. To avoid any psychological harm, questions/ questionnaires was
designed in a manner that was not offensive and disturbed their personality. The information

respondents provided was kept confidential.
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CHAPTER FOUR

RESULTS AND DISCUSSIONS

In this section, first the results and discussions of descriptive analyses were presented and
followed by the inferential analyses. A total of 84 questionnaires were distributed across the
selected MFIs employees in Gurage Zone and all were filled and retrieved successfully,
representing 100% response rate. In general, this section is organized in the following
manner. First, the demographic characteristics of the sampled respondents are presented.
Second, the data collected through the questionnaires were analyzed and discussed. Moreover,
the multiple regression model diagnostic tests, the results of the regression analysis with the

output are presented and discussed accordingly.

4.1. Demographic Characteristics of the Respondents

Table 4.2: Results of respondents’ in terms of sex, age, and level of education

Variable Category Frequency | Percent
Sex Male 53 63.1
Female 31 36.9
Age Group 23 — 30 years 25 29.8
31 — 40 years 41 48.8
41 — 50 years 16 19.0
51 — 60 years 2 2.4
Level of Education College diploma 14 16.7
BA/BSc 67 79.8
MA/MSc 3 3.5

Source: Own survey data, 2024

In item 1 of Table 4.5 above, majority of the employees of the institutions are male, i.e. 53
(63.1%) are male and 31(36.9%) are female. These show that there were unequal

employments of male and female.

As we can observe from the above table in item 2, 25 (29.8%) of the employees age ranges
from 23-30 years, 48 (48.8%) were from 31-40 years, 16 (19.0%) were from 41-50 years and
only 2 (2.4%) was from 51-60 years. This indicates that great majority of the employees of

the institution were in the productive age group.
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Item 3 in the above Table 4.5 indicated that the level of education ranges from college
diploma to MA/MSc level. Accordingly, 14(16.7%) of them has college diploma, 67(79.8%)
of the members have BA/BSc, 3(2.5%) of respondent have MA/MSc. From this it can be

recognized that all of the employees of the institutions are well educated.

4.2. Current Status of Credit Risk Management Practices and Performance
of MFls

In this section, descriptive statistics on the six current statuses of credit risk management
practices and the performance of MFIs which are measured by a 1 — 5 point Likert scale in
Gurage zone MFIs in terms of mean scores and standard deviations are presented, interpreted

and discussed.
Interpretation of a 1 — 5-point Liker Scales with mean and standard deviation

The interpretation of the items or statements in the closed — ended questionnaire parts were
carried out accordingly. Based on the 1 — 5 point Likert scales such as 1 = strongly disagree; 2
= disagree; 3 = undecided; 4 = agree; 5 = strongly agree, the researcher used the mean scores
and grand mean scores values as follows. The mean indicates that to what level of agreement
the response of all respondents was approached. The mean scores interpretations is adapted
from Zaidatol et al. (2012); Samithambe (2019) and described as follows:

» Mean score = 1.00 — 2.49 shows disagree and interpreted as low implementation of
the stated item in the selected MFlIs,

> Mean score = 2.50 — 3.60 shows moderately agreed and interpreted as moderate
implementation of the stated item in the selected MFIs,

» Mean score = 3.61 — 4.20 shows agree and interpreted as high implementation of the
stated item in the selected MFls,

» Mean score = 4.21 — 5.00 shows strongly agree and interpreted as very high

implementation of the stated item in the selected MFIs,

Standard deviation was used to measure the variability of the responses with respect to the
mean (average). It shows us the extent in which each response was deviated from the mean. If

the value of the standard deviation was very small, it indicates that the responses were not
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dispersed from the mean. Whereas, if the value of the standard deviation was large, it
indicates the responses were dispersed from the mean score and this distribution shows more
heterogeneous or dissimilar spread of scores in the scale (Mark et al., 2009). Accordingly, the
responses of the participants of the study-clients and employees on the raised items in each of
the independent variables were analyzed using the mean and standard deviation results as
follows.

4.2.1. Credit Policy Practice

In this section, the results of the responses of employees on credit policy practice are
presented based on the survey data results in relation to the responses given by the employees

in the previous section.

Table 4.3: Employees’ level of agreement on credit policy practice

Statement M SD
The MFI has clear credit policy assessed against risk by an independent 3.38 | .820
internal system.
The credit policies are communicated throughout the institution and 3.60 | 494

periodically revised.
The policy clearly defines the credit concentrations, limits and exposures the 3.49 | 579
MFI is willing to assume.
Loans to related or connected parties are based on market terms and are not 344 | 734
more favorable with regards to amount, maturity, rate and collate than those
provided to other customers.

The policy stipulates the credit risk analysis procedures and the administration | 3.54 | .842
of all credit instruments.
Policies relating to credit assessment and granting process are documented 3.50 | .736
with adequate checks and balances to ensure credit is granted on arms-length
basis.

The credit policy has established procedures for dealing with deteriorating and | 3.40 | .907
managing problem credits.
The credit policy has a clearly outlined provisioning procedure for all credits 345 | .718
and respective capital charges to be held.
n=_84 Grand Mean 349 | 219

Own survey data SPSS output, 2024

The results in Table 4.3 revealed that, respondents view towards the items of credit policy of
MFIs assessed by eight items. The employees were asked to rate their agreement or
disagreement. According to the survey data analysis results majority of the respondents were

moderately agreed on the presence of clear credit policy that is assessed against risk by an
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independent internal system; communication of the credit policies throughout the institution
and periodically revised; the clarity of the policy in defining of credit concentrations, limits
and exposures the MFI is willing to assume; the unfavourable loans with regards to amount,
maturity, rate and collate than those provided to other customers as well as to related or
connected parties are based on market terms; the policy stipulates the credit risk analysis
procedures and the administration of all credit instruments; Policies relating to credit
assessment and granting process are documented with adequate checks and balances to ensure
credit is granted on arms-length basis; the credit policy has established procedures for dealing
with deteriorating and managing problem credits; and the credit policy has a clearly outlined
provisioning procedure for all credits and respective capital charges to be held. Since, the
mean and standard deviation of the responses of the respondents on the stated items are in the
range of 2.50 — 3.60 and implying that those items were implemented by the majority of the
MFIs. Therefore, from this result it can be said that the MFIs are not in a position to
implement credit policies efficiently.

4.2.2. Credit Administration Practice

Table 4.4: Employees’ level of agreement on credit administration practice

Statement M SD
The credit administration process in place complies with risk management 3.55 |.937
guidelines and the internal policy.
Adequate segregation of duties between approval and administration process | 3.56 | .883
is maintained.
Credit exposure and risk reporting is provided to the board and management 3.62 |.775
with sufficient frequency and reliability.

It’s the responsibility of credit administration to ensure completeness of 3.71 | .769
documentation in accordance with approved terms and conditions.
The credit administration body communicates to the obligors ahead of time. 3.19 |.911

The institution has in place procedural guidelines and standards of credit files | 3.40 | .920
with sufficient information necessary to assess the financial health of the

borrower.

All security documents are kept in a fire proof safe under dual control and 345 | .827
respective registers.

n =84 Grand Mean 3.53 |.261

Own survey data SPSS output, 2024

Similar to the above credit policy, as shown in Table 4.4 above, the respondents were also

asked to rate their agreement on the seven items of credit administration to examine the extent
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of the agreement of employees in their respective MFIs offices towards each item. According
to the responses obtained from the participant employees; the respondents were agreed on the
statements: ‘It’s the responsibility of credit administration to ensure completeness of documentation
in accordance with approved terms and conditions; credit exposure and risk reporting is provided to
the board and management with sufficient frequency and reliability’ with mean scores and standard
deviations of (M = 3.71; SD = .769) and (M = 3.62; SD = .775) respectively ; indicating high
implementation of those items in the selected MFIs, while respondents were agreed
moderately on the remaining statements: ‘Adequate segregation of duties between approval
and administration process is maintained; the credit administration process in place complies
with risk management guidelines and the internal policy; all security documents are kept in a
fire proof safe under dual control and respective registers; the institution has in place
procedural guidelines and standards of credit files with sufficient information necessary to
assess the financial health of the borrower; and the credit administration body communicates
to the obligors ahead of time which are confirmed by their mean scores that ranges from 3.19

to 3.56 indicating moderate implementation of those items in the selected MFlIs.

In general, for the above seven items the grand mean and standard deviation was (M = 3.53;
SD = .261) indicating moderate agreement by majority of the respondents, this implies that
majority of the stated items were implemented moderately in the selected MFIs in Gurage
Zone. Therefore, from this result it can be said that the MFIs are not administered credits
sufficiently as required as claimed by the employees and this could possibly lead to the credit

administration unit to affect the performance of the MFIs in the study area.

4.2.3. Top Management Support Practice

Table 4.5: Employees’ level of agreement on top management support practice

Statement M SD
The BOD and senior management has good understanding of all the products | 3.48 | .799
on offer and they access to tailored programmes for both induction and
continuous professional development.
The top management conforms to the laid down strategy in all credit granting | 3.32 | .863
activities.
Issues raised on credit risk during internal audits reviews are promptly 3.61 | .560
responded to by the BOD committees
The management provides accurate periodic reports on the provisioning and 343 | .626
write-off on credit loan losses and audit findings.
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The top management conforms to the independence associated with 3.54 | .783
segregation by not influencing credit decisions at the credit originating for
personal interests.

n=_84 Grand Mean 3.42 | .290

Own survey data SPSS output, 2024

As shown in Table 4.5 above, the respondents were asked to rate their agreement on the five
items of management support to examine the extent of the agreement of employees in their
respective MFIs offices towards each item. According to the responses obtained from the
participant clients; respondents were agreed only on one statement: ‘Issues rose on credit risk
during internal audits reviews are promptly responded to by the BOD committees’ with mean
and standard deviation of (M = 3.61; SD = .560) indicating high implementation of the stated
item by the selected MFIs. From this result it can be said that the MFIs are to some extent
meet one of the accomplishments of the MFIs activities. Regards to the other management
support related items: ‘The top management conforms to the independence associated with
segregation by not influencing credit decisions at the credit originating for personal interests’;
the BOD and senior management has good understanding of all the products on offer and they
access to tailored programmes for both induction and continuous professional development;
the management provides accurate periodic reports on the provisioning and write-off on credit
loan losses and audit findings; and the top management conforms to the laid down strategy in
all credit granting activities’ the respondents were agreed moderately as confirmed by their
means and standard deviations of (M = 3.54; SD = .783); (M = 3.48; SD = .799); (M = 3.43;
SD = .626); and (M = 3.32; SD = .863) respectively indicating moderate implementation of
those items in the selected MFIs.

In general, the grand mean and standard deviation of the above five items was (M = 3.42; SD
=.290) which is in the range of 2.50 — 3.60 indicating moderate agreement by majority of the
respondents, this implies that majority of the stated items were implemented moderately in the
selected MFIs in Gurage Zone. Therefore, from this result it can be said that in the MFIs no
efficient management supports were carried out in the MFIs which could possibly affected
credit risk management activities of the institutions which is directly linked to the

performance of the intuitions and in turn for their clients.
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4.2.4. Credit Risk Management Practices

4.2.4.1. Credit assessment practice

Table 4.6: Employees’ level of agreement on credit assessment practice

Statement M SD
The credit department always checks at the character of the borrower during 3.44 | .665
credit review.
The credit department always checks at the collateral of the borrower during 3.33 | .523
credit review.

The credit department always checks at the capacity of the borrower during 3.51 | .752
credit review.
The credit department always checks at the capital of the borrower during 3.58 | .698
credit review.
The credit department always checks at the conditions during credit review. 3.63 | .673
n=284 Grand Mean 3.50 | .200

Own survey data SPSS output, 2024

As depicted in Table 4.6 above, the participants were asked to rate their agreement on the five
items of credit assessment practices to examine the extent of the agreement of employees in
their respective MFIs offices towards each item. According to the responses obtained from the
participant employees; they were agreed to only one statement: ‘The credit department always
checks at the conditions during credit review’ as confirmed by the mean and standard
deviation of (M = 3.63; SD = .673) and implying its high implementation, whereas for the
remaining four items: ‘The credit department always checks at the capital of the borrower
during credit review; the credit department always checks at the capacity of the borrower
during credit review; the credit department always checks at the character of the borrower
during credit review; and the credit department always checks at the collateral of the borrower
during credit review’ they responded with moderate agreement, because the mean scores and
standard deviations of these items are in the range of 2.61 — 3.60 indicating moderate
implementation of these items by most of the selected MFlIs.

Overall, the grand mean and standard deviation of the above five items was (M = 3.50; SD =
.200) indicating moderate agreement by majority of the respondents, this implies that majority
of the stated items were implemented moderately in the selected MFIs in Gurage zone.

Therefore, based on this result it can be said that the MFIs credit assessment was not carried
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out efficiently in majority of the selected MFIs in the study area. Hence, the institute better to

follow credit risk management practice for minimizing credit risk exposure.

4.2.4.2. Credit monitoring practice

Table 4.7: Employees’ level of agreement on credit monitoring practice

Statement M SD
Prior to disbursing the credit, the individual credit exposure is subjected to a 3.37 | .636
final check by the MFI.
The credit disbursement review covers compliance with internal guidelines. 3.36 | .670
The credit disbursement review covers completeness of the credit application. | 3.60 | .642
The credit department always checks that the loan is being paid in time by 3.42 | .764
clients.
The credit department monitors the status of the institute’s loan. 345 |.701
n=284 Grand Mean 3.44 | .268

Own survey data SPSS output, 2024

The study sought to determine the extent to which credit monitoring practices were carried
out in the MFIs from their employees. Accordingly, similar to the above variable items, the
respondents were moderately agreed on to all statements: ‘The credit disbursement review
covers completeness of the credit application; the credit department monitors the status of
your loan; the credit department always checks that the loan is being paid in time by clients;
Prior to disbursing the credit, the individual credit exposure is subjected to a final check by
the MFI; and the credit disbursement review covers compliance with internal guidelines; the
credit disbursement review covers completeness of the credit application; the credit
department always checks that the loan is being paid in time by clients; and The credit
disbursement review covers compliance with internal guidelines’ with means and standard
deviations of (M = 3.60; SD = .642); (M = 3.45; SD = .701); (M = 3.42; SD = .764); (M =
3.37; SD = .636) and (M = 3.36; SD = .670) respectively indicating moderate implementation
of the stated items by the selected MFIs.

In general, the grand mean and standard deviation of the above five items was (M = 3.44; SD
= .268) indicating moderate agreement by majority of the respondents, this implies that
majority of the stated items were implemented moderately in the selected MFIs in Gurage
Zone. Therefore, from this result it can be said that in the MFIs credit assessment was not

carried out efficiently in the selected MFlIs in the study area. In this regard, Ross, Westfield
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and Jordan (2008) pointed out, risk control measure pipeline to avoid a loan default which
could arise from non-payment of loan from a borrower, where the lender loses its principal
and interest. This is mitigated through the use of risk based pricing, covenants, acclaim
insurance, tightening and diversification. Thus, cognizant to this remark and along with both
clients and employees result, despite moderate implementation of such practices, it can be
said that the selected MFIs considered risk control mechanism as basic tool for enhancing
credit risk management practice and measure credit default (problem). The finding of this
study corroborates the finding of the study by Korir (2014) who found out credit risk control
in credit risk management. The study further established that interest rate risk, credit risk and
operational risk affects performance of loans in the MFI. The study also reached into the
recommendation that MFIs are better to enhance their credit risk control which is helpful in
decreasing default levels as well as non-performing loans. Ultimately, it will help to improve

financial performance.

4.2.4.3. Debt collection practice

Table 4.8: Employees’ level of agreement on debt collection practice

Statement M SD
Inadequate available credit collection policies have assisted towards effective | 3.27 | .797
credit risk management.
Collection policies and procedures apply equally to all borrowers regardless of | 3.58 | .680
their professional or social standing.
A loan is always marked for closer attention, even if not delinquent, if thereis | 3.25 | .834
reason to believe future payments may be in doubt.
A loan is always considered delinquent when it is one day past due and 352 |.911
payment has not been made.
All loans are always subject to penalties after a specified number of days of 3.21 | .822
delinquency.
n=_84 Grand Mean 3.37 | .313

Own survey data SPSS output, 2024

As depicted in Table 4.8, the study sought to determine the extent to which the MFIs carried
out debt collection practices from their employees. Accordingly, similar to the above
variables items in credit risk management practices, the respondents were moderately agreed
on to all statements: ‘Collection policies and procedures apply equally to all borrowers
regardless of their professional or social standing; a loan is always considered delinquent

when it is one day past due and payment has not been made; Inadequate available credit
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collection policies have assisted towards effective credit risk management; A loan is always
marked for closer attention, even if not delinquent, if there is reason to believe future
payments may be in doubt; and all loans are always subject to penalties after a specified
number of days of delinquency with means and standard deviations of (M = 3.58; SD = .680);
(M = 3.52; SD = .911); (M = 3.27; SD = .797); (M = 3.25; SD = .834) and (M = 3.21; SD =
.822) respectively indicating moderate implementation of the stated items by the selected
MFIs. From this result it can be said that employees claimed the implementation of items on
debt collection with the standard deviations which are less than one, indicating that the
responses were not dispersed from the respective five means. Hence, this shows that the
responses of majority of the participants were not widely spread from the mean value and

implying that they did not have heterogeneous perceptions towards the stated items.

In general, the grand mean and standard deviation of the above five items was (M = 3.37; SD
= .313) indicating moderate agreement by majority of the respondents, this implies that
majority of the stated items were implemented moderately in the selected MFIs in Gurage
Zone. Therefore, from this result it can be said that in the MFIs debt collection practice was
not carried out properly in the selected MFIs in the study area. Furthermore, as Kariuki (2010)
pointed out, the diverse characteristics nature in loan payment of clients who could be either a
slow payer or non-payers as most will not pay their bills in time, therefore in such approach
there should be accelerating approach to eliminate bad debt losses. Thus, this result indicated
that the selected MFIs better to follow strict credit collection policies for improving loan
repayment, credit risk management challenges and credit default. In this regard, the finding of
this study is supported by Sintayehu (2018) who conducted his study on the assessment and
challenges of credit risk management: a case study on Addis credit and saving institution and
found out that shortfalls related to credit risk control, and loan collection policy were among
the challenges that were evident while managing credit risk in Addis credit and saving
institution. Of these challenges, short falls in credit collection policy was found to be the most
critical one in the risk management of the institution. It is also supported by the findings of
the study by Banda and Kelvin (2020) who conducted their study on assessment of the effects
of credit management practices on the financial performance of MFIs: Focus study in Katete
district and found out that credit collection efforts were an important practice in facilitating

loan repayment. Collection efforts are directed at accelerating recovery from slow payers and
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decreases bad debts losses increase profitability of the banking institutions. They further noted
that effective management of credit is essential to the long-term success of any microfinance

institution.

4.2.5. Current Status of the Performance of MFIs

Table 4.9: Employees’ level of agreement on performance of MFIs

Statement M SD
There is a good coverage of service provision for clients by your institute at 3.44 .869
zonal level.
Clients’ repayments of loan in MFIs are very effective. 3.37 .673
The value and number of loans and savings accounts show growth highly as | 3.45 924
compared from early time.
The MFI covers its operational costs through operating revenues. 3.46 783
The MFI operating income is sufficient enough to cover operational costs 3.29 .886
like salaries, supplies, loan losses, and other administrative costs.
The MFI can cover the costs of funds and other forms of subsidies received 3.43 .682
when they are valued at market prices.
MFIs Clients show growth in their saving habit highly as compared from 3.40 907
early time.
The life of MFIs’ clients changed in terms of income and wealth as 3.55 .897
compared from early time.
n=_84 Grand Mean 3.42 178

Own survey data SPSS output, 2024

As indicated in Table 4.9, item 1 describes the responses of respondents on the extent of the
implementation of “There is a good coverage of service provision for clients by your institute
at zonal level.” According to the result of the analysis the mean and standard deviation of the
whole responses are (M = 3.44; SD = .869) indicating moderate implementation by the

majority of the selected MFlIs.

Item 2 shows the result of the responses on the item ‘Clients’ repayments of loan in MFIs are
very effective.” Accordingly, the mean and standard deviation of the whole responses were
(M = 3.37; SD = .673) indicating moderate implementation of the stated item, but the grand
mean in the Table is 4.21 that shows the observed mean value is less than the grand mean.
This indicates that the respondents’ responses shows repayment of the loan has a negative
impact on the performance of MFI in most of the selected administrative towns and woredas.
Therefore, from these result clients’ repayments of loan in MFIs were not effective in the

selected MFIs in the administrative towns and woredas.
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Thirdly, respondents were asked to rate their responses on * The value and number of loans
and savings accounts show growth highly as compared from early time” accordingly, the
result shows mean score and standard deviation of (M = 3.45; SD = .924) indicating moderate
implementation of the given statement, but the grand mean in the table is 3.42 that shows the
observed mean value is less than the grand mean. This indicates that the respondents’
responses shows the value and number of loans and savings accounts did not show growth
highly as compared from early time and it has a negative impact on the performance of MFI
in majority of the selected MFIs in the administrative towns and woredas. Therefore, from
this result it can be said that that nearly half of the selected MFIs of Gurage zone no sufficient
growth in the value and number of loans and savings accounts was observed as compared

from early time.

Item 4, in Table 4.21 presents the responses of the participants to the statement “Your MFI
covers its operational costs through operating revenues” according to the analysis result, the
mean and the standard deviation values were calculated and the table shows (M = 3.46; SD =
.783) indicating moderate implementation of the stated item. Therefore, from this result it can
be said that the selected MFIs of Gurage zone cover their operational costs through operating

revenues moderately.

As to item 5 depicted in Table 4.21, the result of the responses of the participants in the
selected MFIs of Gurage zone on the statement “Your MFI operating income is sufficient
enough to cover operational costs like salaries, supplies, loan losses, and other administrative
costs.” Similar to the above items of the same table, the mean and standard deviation of the
responses were (M = 3.29; SD = .886). This indicated that majority of the participants were
agreed and implemented moderately, i.e., the performance of MFIs is at moderate level/status.
Therefore, from this result it can be said that in the selected MFIs of Gurage zone operating
income is moderately sufficient enough to cover operational costs like salaries, supplies, loan

losses, and other administrative costs.

Item 6 in Table 4.21 shows the responses of the respondents on the statement; “Your MFI can
cover the costs of funds and other forms of subsidies received when they are valued at market
prices” so, the result of the analysis revealed that the mean and standard deviation of the
whole responses were (M = 3.43; SD = .682). This indicated that moderate agreement by
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majority of the employees and implies moderate implementation that shows moderate
level/status of the performance of the MFIs. Therefore, from this result it can be inferred that
most of MFIs are not in a position to cover the costs of funds and other forms of subsidies

received when they are valued at market prices sufficiently.

Regards to item 7 of Table 4.21, the respondents were asked to rate their responses on ‘MFIs
clients show growth in their saving habit highly as compared from early time.” Accordingly,
the mean and standard deviation of the whole responses were (M = 3.40; SD = .907)
indicating moderate agreement by the respondents and implying moderate implementation of
the stated item by the selected MFlIs in the study area. Therefore, from this result it can be
said that MFIs clients show moderate growth in their saving habit as compared from early
time in most of the selected MFIs.

Finally, item 8 in Table 4.21 shows the responses of the respondents on the statement; “The
life of MFIs’ clients changed in terms of income and wealth as compared from early time” so,
the result of the analysis revealed mean and standard deviation of those responses (M = 3.55;
SD =.897). This indicated that moderate implementation and implied that the performance of
MFJs is at moderate level/status. Therefore, from this result it can be said that in the selected
MFIs in the selected administrative towns and woredas the life of MFIs’ clients changed

moderately in terms of income and wealth as compared from early time.

In general, the overall items mean scores, the grand mean with standard deviation are (M =
3.42; SD = .178) indicates moderate implementation of the stated eight items of performance
indicators of MFIs. Therefore, from this result it can be said that most of the selected MFIs
performance are at moderate level/status in the selected administrative towns and woredas in

Gurage zone.

4.3. Correlation Analysis

In this section, the extent of the relationship between the six credit risk management practices
and the performance of MFIs in Gurage zone were analyzed using Pearson correlation
coefficients. To interpret the extent of the strength and type of the correlation between the
variables, Table 4.10, given below, was used as a rule of thumb. The interpretation and the

discussions are presented below accordingly.
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Table 4.10: Rule for the strength of the relationship

Range of Coefficients Description of the strength
+0.81 to +1.00 Very strong positive

+0.61 to +0.80 Strong positive

+0.41 to +0.60 Moderate positive

+0.21 to +0.40 Weak positive

+00 to + 0.20 No relation

Source: Bhattacherjee (2012)

Table 4.11: Correlation between the independent and dependent variables

Correlation coefficients

Correlation Matrix PMFI CRPOL CRADM TMS CRAPR CRMONPR DCOPR
PMFI Pearson Corr. 1
Sig. (2-tailed)
CRPOL Pearson Corr. .665 1
Sig. (2-tailed) .000
CRADM  Pearson Corr. .670"  .497" 1
Sig. (2-tailed) .000 .000
TMS Pearson Corr. .648" 4117 5127 1
Sig. (2-tailed) .000 .000 .000
CRAPR Pearson Corr. .722" 568~ 591" .366 1
Sig. (2-tailed) .000 .000 .000 .001
CRMONPR Pearson Corr. .682" 496~ 407" .347" 577" 1
Sig. (2-tailed) .000 .000 .000 .001 .000
DCOPR Pearson Corr. .544 3407 357 353" 440" 636" 1
Sig. (2-tailed) .000 .002 .001 .001 .000 .000
n 84 84 84 84 84 84 84

**_Correlation is significant at the 0.01 level (2-tailed).
PMFI = Performance of Microfinance Institute, CRPOL = credit policy, CRADM = credit
administration unit, TMS = top management support, CRAPR = credit assessment practices,
CRMONPR = credit monitoring practices, and DCOPR = debt collection practices
Source: Own construct from SPSS output, 2024

Since one of the objectives of the study was to investigate the extent of the relationship
between the six credit risk management factors and the performance of three MFIs in the
selected three administrative towns and three woredas of Gurage zone, Pearson correlation

coefficient analysis was conducted. As indicated in Table 4.11, the results of the correlation
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matrix analysis indicated positive and significant relationship, because the sig. p — value of
each is less than .0001, level of precision and the Pearson correlation coefficient of each
independent variable is positive. According to Bhattacherjee (2012), the relationship between
each of the six independent variables, except DCOPR (Debt collection practice) which has
moderate relationship with r(DCOPR) = .544**, and performance of MFIs are strong, positive
and significant. Regards to the position of the findings with respect to support and against to

the prior studies, the findings of this study are related as follows:

Supportive evidence for the positive relationship of top management support and MFI
performance can be found in the study conducted by Ayelech and Adamu (2021). This
research, which surveyed 150 MFIs in Ethiopia, employed a mixed-methods approach to
quantify the relationship between management support and institutional performance metrics
such as loan repayment rates and financial sustainability. The findings indicated a robust
correlation, demonstrating that effective leadership encourages a culture of accountability,
fosters innovation, and enhances employee motivation. This, in turn, led to improved service
delivery and increased client satisfaction. Their results underscored that top management’s
commitment to strategic planning and resource allocation positively influenced the overall
performance of MFIs, thereby reiterating the importance of leadership in shaping

organizational success within the Ethiopian financial landscape.

Conversely, an empirical study by Fekadu and Eshetu (2022) offers a critical perspective,
questioning the universality of the positive correlation between top management support and
MFI performance. Their analysis revealed that while top management support is essential, it
does not guarantee improved performance in all cases. The authors argued that excessive
reliance on managerial support could lead to complacency among employees and a lack of
initiative in problem-solving, thereby undermining overall performance. They further
highlighted that environmental factors, such as regulatory constraints and market competition,
often play a more decisive role in guiding performance outcomes than managerial influence
alone. This study emphasizes the necessity for a balanced approach, recognizing that top
management support must coexist with adaptive strategies and employee empowerment to

drive optimal results.
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Regards to the relationship between credit monitoring practices and the performance of
microfinance institutions, one side of the argument, an empirical study by Abebe,
Gebremedhin, and Sileshi (2022) provided compelling evidence in favor of robust credit
monitoring practices enhancing MFI performance. The study conducted in rural districts of
Ethiopia employed a mixed-methods approach, collecting quantitative data from 150 MFls,
and qualitative insights through interviews with financial managers. The findings reveal a
statistically significant correlation (p < 0.01) between effective credit monitoring systems and
key performance indicators, including portfolio quality and repayment rates. This study
asserts that MFIs that adopt rigorous credit assessment frameworks not only improve their
financial sustainability but also enhance clients' perceived trustworthiness, thereby fostering a

positive cycle of performance improvement (Abebe et al., 2022).

Conversely, a study by Alemayehu and Tefera (2023) challenged this viewpoint by examining
the limitations of credit monitoring as a singular determinant of MFI performance. Their
research, which analyzed 120 MFIs across Ethiopia over a five-year period, concluded that
while credit monitoring introduces certain advantages, its impact is significantly moderated
by broader contextual factors, such as economic instability, regulatory environments, and
socio-cultural practices. The authors emphasized that over-reliance on credit monitoring can
lead to a neglect of holistic client relationship management and community engagement,
which are equally crucial for sustainable performance. Their findings suggested that MFIs that
fail to consider these dimensions might suffer from reduced operational efficiency despite

implementing rigorous credit monitoring practices (Alemayehu & Tefera, 2023).

In case of the relationship between credit administration practices and microfinance
institutions performance, empirical study that substantiates the argument of a positive
relationship between credit administration practices and the performance of MFIs in Ethiopia
was conducted by Assefa (2022). This research applied a quantitative methodology utilizing
data from 45 MFIs across Ethiopia, analyzing performance metrics such as Return on Assets
(ROA) and portfolio quality alongside key credit administration practices including loan
appraisal, disbursement, and monitoring. The study revealed a significant positive correlation,
indicating that robust credit administration leads to improved performance parameters.

Specifically, the findings demonstrate that MFIs with rigorous loan appraisal systems exhibit
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approximately 30% higher ROA compared to those with less structured practices. Assefa’s
study reinforces the notion that effective credit administration not only enhances financial
performance but also mitigates risks associated with non-performing loans, thereby

supporting sustainable growth within the microfinance sector.

Conversely, a study by Kifle (2021) offers a critical perspective, arguing that the relationship
between credit administration practices and the performance of MFIs is not as straightforward
as proposed. This research employs a mixed-methods approach, combining quantitative data
from 40 MFIs and qualitative interviews with MFI managers. Kifle identifies that while some
credit administration practices may contribute to performance outcomes, factors such as
market competition, regulatory challenges, and socio-economic conditions significantly limit
their effectiveness. The study reveals that in high-competition environments, even exemplary
credit practices do not guarantee improved performance, with a surprising 25% of MFIs
reporting declining profitability despite strong credit management. This suggests that external
market variables may dilute the intended benefits of sound credit administration, indicating
the necessity of a more nuanced understanding of performance determinants beyond internal

practices.

4.4. Regression Analysis
4.4.1. Multiple Linear Regression Assumption and Diagnostic Test

As aforementioned in the methodology section, the diagnostic tests were carried out to
confirm that the data fits the basic assumptions of linear regression model. Therefore, in order
a multiple linear regression model shows the relationship between the dependent variable and
two or more independent variables, in addition, the validity of the inferences drawn from this
model analysis depends on its assumptions being satisfied. Thus, the assumptions were
checked before running the regression analysis using SPSS version 26 software. The
evaluation of the assumptions of multiple linear regression model and model fitness test are

presented and discussed using the outputs of the SPSS accordingly.
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Linearity assumption test: linearity in the parameter

The model that relates the response variable — performance of MFIs to the predictors: x, =
credit policy practice (CRPOL), x, = credit administration practice (CRAD), x; = Top
management support practice (TMS), and x, = Credit assessment practices (CRAPR), x: =
credit monitoring practice (CRMOPR), and x, = Debit collection practice (DCOPR) is

assumed to be linear in the parameter (Chatterjee & Hadi, 2012). That is, the response

variable is assumed to be a linear function of the regression coefficients (5.5, f3. B4, 8= B,

but not necessarily a linear function of the predictor variables X1, X2, X3, Xa, X5, Xe.

To test the linearity assumption in multiple linear regression model, there are different
methods, for instance, correlation matrix, where significant correlation indicates the linearity
between the response variable and the predictor variables; scatter plot, where straight line
pattern of the plots shows linearity. Therefore, in this study the researcher has chosen the first
test. In this method one has to identify the significant relationship between each of the six
independent variables: credit policy practice (CRPOL), credit administration practice
(CRAD), top management support practice (TMS), credit assessment practice (CRAPR),
credit monitoring practice (CRMOPR), and debit collection practice (DCOPR) and
performance of MFIs which has been already displayed in Table 4.11. Therefore, the results

of the analysis show the true relationship (Williams et al., 2013).
Normality test

The second important diagnostic test carried out in this study was the normality assumption.
Normality test is used to decide whether the residuals are normally distributed or not.
According to Brooks (2008), if the histogram is bell shaped, then the residuals are normal
distributed. The null hypothesis of the model specification is that the residuals are normally
distributed. The normality tests for this study as shown in Figure 4.3 below, the histogram is
bell shaped. Therefore, the residuals are normally distributed and concluded that there was no
problem of normality in the model.
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Figure 4.3: Normality test for the residuals: regression standard residual histogram

Histogram
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Homoscedasticity test

One of the assumptions of multiple linear regressions is that the variance of the error
terms is constant. Homoscedasticity (equal variance assumption): For every value of the
independent variable (X), the distribution of the dependent variables (Scores) must have
approximately equal variability. To test this assumption, regression standardized residuals and
regression standardized predicted value plots were used, because, they detect model’s lack of
fitness and unequal variances. As indicated in Hckey, et al.(2019), any trends or patterns in
the plots indicate lack of fitness and unequal variances that lead to a potential problem in the

model.

Figure 4.4: Scatter plot for homogeneity of variance for PMFI
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As it can be seen from the above scatter plot, Figure 4.4, even though most plots are evenly
distributed at the central part, they do not form a certain pattern and there are some plots
dispersed out from the center. This dispersion can show to some extent the homogeneity of

the variances. Meaning, nearly it satisfied the equal variance assumption.
Multicollinearity test

Multicollinearity is the term used to describe the significant association between two or more
explanatory factors. This results in technical difficulties when generating a multiple
regression model and makes it difficult to determine which independent variable contributes
to the variation explained in the dependent variable (Simon, 2004). The regression "looks
good” overall when there is multicollinearity between the explanatory factors, but the
individual variables are not significant. This is because the R2 value will be high, but the
standard errors of the individual coefficients will be high (Brooks, 2008). According to
Cooper and Schendlar (2006), suggestion in order to find out the multicollinearity problem,
the bivariate correlations among the explanatory variables should be examined and the
existence of correlation of about 0.8 or larger indicates a problem of multicollinearity. As
indicated in Table 4.11 above, there was no collinearity among the explanatory variables
according to this general rule. According to Cooper and Schendlar (2006), since there is no
correlation coefficient value above 0.8, it can be concluded that there is no problem of

multicollinearity that enhanced the reliability of the regression analysis.

4.4.2. Model Summary

This section presents the multiple linear regression result of that made to examine the

effects of the independent variables on performance of MFls.

Table 4.12: Model Summary of the Regression Analysis

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 893" 797 781 .07469

a. Predictors: (Constant), DCOPR, CRAPR, TMS, CRADM, CRMONPR, CRPOL
b. Dependent Variable: PMFI

Source: Own construct from SPSS output, 2024
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According to the model summary of multiple linear regression model analysis, the R-value of
the model as per Table 4.12 displayed was 0.893 which shows the highest degree of

relationship between the independent and dependent variables.

The R Square value of the regression model was 0.797, indicating that 79.7% of the variance
in the performance of the selected MFIs was accounted by the six independent variables in
combination. The remaining 20.3% of variance in the performance the MFIs was not
accounted by the six independent variables, rather by variables not used in this study. The
Adjusted R square, the most useful measurement of the success of a model, which is better
than the R square value. Because R square value tends to somewhat over — estimate the
success of the model when applied to the real world, and also the Adjusted R square value
takes in to account the number of variables in the model and the number of observations,
participants — employees of the MFIs, upon which the model was based on (Diem & Puente,
2012). Therefore, the adjusted R square value for PMFI model was .781. So, it can be said
that PMFI model has accounted for 78.1% of the variance in explaining the performance of
the selected MFlIs in the selected administrative towns and woredas of Gurage zone.

4.4.3. Statistical Significance of the Model

In statistics significance testing, the p-value indicates the level of relation of the independent
variables to the dependent variable. If the significance number found (which is also known as
the probability value (p) is less than the critical value which is usually and statistically set at
0.05, then it can be inferred that the model is significant in explaining the relationship
between the dependent and the independent variables; otherwise the model can be regarded as
non-significant (Hair et al., 2019).

Table 4.13: Model fitness: Significance of the explanatory variables as a whole

ANOVA
Model Sum of Squares | df Mean Square F Sig.
Regression 1.688 6 281 50.420 .000"
Residual 430 77 .006
Total 2.117 83
a. Dependent Variable: PMFI
b. Predictors: (Constant), DCOPR, CRAPR, TMS, CRADM, CRMONPR, CRPOL

Source: Own construct from SPSS output, 2024
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Table 4.13 provides the results on the analysis of the variance (ANOVA). The results
indicate that the overall model was statistically significant. Furthermore, the results imply
that the independent variables are good predictors of the dependent variable. This
is supported by an F statistic of 50.420 and the p value 0.000 which is less
than the conventional probability of 0.05, level of precision. This shows that the regression
model has less than 0.0001 probability of giving a wrong prediction. In other words, the
regression model has over 95% confidence level and hence it shows high reliability of the
results. Therefore, the result of the study showed that the six credit risk management practices
are the predictors of MFIs performance thus success of MFI performance depends on credit

risk management practices set by management.

4.4.4. Predictor Model and Hypothesis Test

Table 4.14: Results of multiple linear regression analysis

Unstandardized Standardized Zero order
Model Coefficients Coefficients t Sig. correlation
B Std. error Beta
Constant | _pg1 221 -.364 717
CRPOL 155 057 182 2.719 .008 665
CRDAM 147 064 162 2.302 024 670
TMS 276 .058 294 4.736 .000 648
CRAPR 203 .060 251 3.365 .001 722
CRMONPR | 209 .065 244 3.232 .002 682
DCOPR 041 .052 .054 .800 426 544
a. Dependent Variable: PMFI

Source: Own construct from SPSS output, 2024

4.4.4.1. Predictor model and its interpretation

The regression equation is interpreted as follows. Six independent variables were included
in the model. According to the results obtained from the SPSS output, in Table 4.14 above,
under the Sig. column, the p — values of CRPOL, CRADM, TMS, CRAPR, CRMONPR,
and DCOPR are less than .05, level of significance. Meaning, these independent variables
have significant effect on the performance of the selected MFIs n the selected
administrative towns and woredas of Gurage zone. Therefore, the regression model stated

in chapter three becomes the predictor model (forecast model) with equation:
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Predictor model using unstandardized Beta coefficients:

Y(PMFI) = -0.081 + 0.155CRPOL + 0.147CRADM + 0.276TMS + 0.203CRAPR +
0.209CRMONPR + .041DCOPR 1)

Predictor model using standardized Beta coefficients:

Y(PMFI) = 0.182 CRPOL + 0.162CRADM + 0.294TMS + 0.251CRAPR +
0.244CRMONPR + .054DCOPR (2)

Where, Y = performance of MFIs (dependent variable), whereas CRPOL = credit policy,
CRADM = credit administration unit, TMS = top management support, CRAPR = credit
assessment practices, CRMONPR = credit monitoring practices, and DCOPR = debt

collection practices are the independent variables.

Forecasting the effect is making predictions about the dependent variable based on the
relationships observed in the estimated regression. Therefore, the above predictor model is
interpreted in terms of unstandardized and standardized beta coefficients.

Predictor model interpretation

In the multiple regression forecasting model (equation), the intention is that to investigate
direction and the extent of change on the dependent variable for a unit change of each
independent variable as well as which independent variable has the greater effect in predicting
the performance of MFIs in the select three administrative towns and three woredas.
Independent variable with larger regression coefficients, the other independent variables kept
constant would make a greater contribution to the predicted variable. Insights into the
relationship between independent and dependent variables are gained by examining the

relative contributions of each independent variable.

In the predictor model (1),B, s, the unstandardized beta coefficients tells about the direction of

the effect relationships between the outcome variable, PMFI and the six independent
variables. i.e., unstandardized B coefficients show absolute change of the dependent variable
if the independent variable size changes by one unit. This indicated that a unit increase in any
of these variables resulted into a corresponding increase in the performance of MFIs. Since
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the B coefficients are positive, so are their relationships with the dependent variable. That is,
as the average of each independent variable increases, the mean score of the PMFI also
increases. For example, if all the other independent variables are kept constant, a unit
increases in the credit policy (CRPOL), will increase the PMFI by 0.155. Similarly, the same
argument works for the other five independent variables. Therefore, from this result it can be
said that as each one of the six credit risk management practices in the select three
administrative towns and three woredas show progress, performance of MFIs will be

improved.

In the predictor model (2),Beta;’s, the standardized beta coefficients tell us about the

contribution of each credit risk management practices to the outcome, the performance of
MFIs. In other words, the Beta weight is the average amount the dependent variable — the
PMFI increases when the independent variable increases by one standard deviation where the
other independent variables held constant. Therefore, the highest contributor for the PMFI
was the TMS, since its standardized beta coefficient was (0.294), while the contribution by
DCOPR was the lowest with its standardized beta coefficient (.054). For example, if the
independent variable — top management support increases by one standard deviation, the
performance of MFIs will increase by 29.4%. The standardized beta coefficients are also
useful to calculate the percent of each independent variable in the R? and presented in the next

sub-section below.

4.4.4.2. Contribution of each credit risk management practices

Since in multiple regression analysis results one of the advantages of standardized beta
coefficient is that it helps to identify the relative effect of each independent variable has in the
R?value (the explaining capacity of the independent variables on the outcome variable)

In order to identify and compare the extent of the effect/contribution of each of the six
predictor variables on the performance of PMFs in the select three administrative towns and
three woredas, standardized coefficients, Beta values were used (Table 4.14), because, it gives
measure of the contribution of each independent variable along with zero order correlation.

The percent of the contribution or effect of each of the six independent variables, CRPOL,
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CRADM, TMS, CRAPR, CRMONPR, DCOPR was obtained by the equation that relates R* =
0.797 as indicated in Hair et al.(2019) analysis:

z . .
R crroL)(cRADM)(TMS) (CRAPR)(cRMONPR)(DCOPR) = B€acgpor Tocrpor T BetacgapmTocrapm

+ BetaqysTyrys + Betacg prTocrarr T Betacgmonpr Tocrmonrer
+ BetapcoprToncorr

Where, Beta_ are the standardized beta coefficients of the independent variables, r, are the
zero order correlations which has been taken from the output of the coefficients’ Table 4.26,
Zero order is the Pearson correlation between each predictor and dependent variable (Dhakal,

2019).The value of R* could be expressed as the sum of the product of each of the

independent variables standardized Beta coefficient by their respective zero order correlation

coefficient values as follows:

797 % 100% = (.182X.665 + .162 X .670 + .294 X .648 + .251 X .722 + .244 x .682 + .054 X
544) x100%

79.7% # 12.1% + 10.9% + 19.1% + 18.1% + 16.6% + 2.9%

Therefore, the contribution or the effect of TMS on the performance of MFIs in the select
three administrative towns and three woredas was 19.1% which has the highest effect,
whereas CRAPR, CRMONPR, CRPOL, CRADM and DCOPR in the indicated order
increases PMFIs by 18.1%, 16.6%, 12.1%, 10.9% and 2.9% respectively. From these
percentages one can infer that top management support practice is the most decisive credit
risk management practices for the improvement of the performance of most MFIs in most of
the selected towns and woredas. Thus, the model was at best fit to predict the performance of
MFIs. Therefore, from the results it can be noticed that strong leadership is pivotal for
initiating and sustaining effective credit risk management strategies. As noted by Hossain and
Rahman (2021), the commitment and vision of top management profoundly influence an
MFI's operational strategies and resource allocation, directly correlating with improved
performance indicators such as financial sustainability and outreach. Effective leadership
fosters a culture of accountability and innovation, crucial for adapting to the unique

challenges faced by MFIs in Ethiopia, in particular in Gurage zone.
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Following top management support, credit assessment emerged as the second most influential
practice. Therefore, this result implies rigorous credit assessment processes allow MFIs to
evaluate potential borrowers’ creditworthiness accurately. According to Assefa and Abebaw
(2020), thorough assessments it can be minimize default rates, thereby enhancing financial
sustainability and broadening outreach to vulnerable populations. In an environment where
information asymmetry is common, enhanced assessment practices enable MFIs to extend

credit responsibly, balancing risk and reward.

According to the results of the regression analysis, the third-ranked practice is credit
monitoring practices. This indicated that continuous monitoring of borrowers’ repayment
behavior and financial health is essential for managing credit risk effectively. In this regard,
Sarker and Rahman (2022) asserted that proactive monitoring aids MFIs in identifying
potential delinquencies early, which can inform timely interventions. By preserving loan

quality, effective monitoring contributes positively to outreach and financial sustainability.

Following monitoring practices, the credit policy played a notable but comparatively lesser
role. A well-defined credit policy outlines the frameworks for lending, risk assessment, and
collection processes. While essential for operational consistency, its impact on performance is
contingent on the execution of other management practices. According to Taffese and Zewdie
(2023), an inclusive and flexible credit policy tailored to the unique socio-economic
conditions of Ethiopian borrowers can enhance outreach but is less effective without strong

monitoring and assessment systems.

The credit administration unit, according to the results, came next in terms of contribution or
effect. Hence, it can be said that this unit is responsible for implementing the credit policies
and managing day-to-day operations. Its effectiveness relies heavily on the robustness of the
underlying practices. In this regard, Feysel and Daba (2021) highlighted that, if the

administration lacks proper training and resources, then the overall efficacy diminishes.

Finally, debt collection ranks last in terms of direct impact on performance. While effective
recovery strategies are necessary to maintain cash flow, their influence on outreach and
welfare impact is limited compared to the aforementioned practices. So, from this point of

view, it can be said that aggressive collection tactics can undermine relationships with
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borrowers and have adverse socio-economic consequences, especially in a fragile context like
Gurage zone and by enlarge in Ethiopian context. In this respect, as suggested by Kassa
(2022), even if effective collection is necessary for sustainability, it should be balanced with

social considerations to avoid detracting from the welfare impact.

In general, this hierarchy underscored the necessity for comprehensive management
frameworks that align operational practices with the overarching goals of financial

sustainability and social impact.
4.5. The Effect of Credit Risk Management Practices on the Performance of

MFIs

4.5.1. The Effect of Credit Policy Practice

H, : Statistically credit policy has significant and positive effect on the performance of MFIs

in Gurage zone.

The result of the regression analysis indicates that the unstandardized beta coefficient, t -
value and p — value of CRPOL are £ = .155,t=2.719 = 2 and p =.008 < 0.05 respectively

indicating that credit policy practice has significant and positive effect on the performance of
MFIs. This implies that the stated directional hypothesis should be accepted. Therefore, it can
be inferred that credit policy has a significant and positive effect on the performance of MFIs.
Therefore, from this result it can be recognized that credit policy is very important for the
development of MFIs in their organizational performance as well as for the effectiveness of
managers. The finding of this study is supported by Birhanu, Ayalew, and Gashaw (2020)
who explored the outreach of MFIs to impoverished communities in the Oromia region. By
examining the credit policies in place, the researchers found that flexible repayment schedules
and specially made loan products significantly enhanced outreach to low-income households.
Their findings indicated that MFIs with more inclusive credit practices were able to serve a
greater proportion of the poor, thereby contributing to their economic empowerment.
Furthermore, their study concluded that targeted credit policies are essential for maximizing

social outreach and fostering financial inclusion among marginalized groups.
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It is also in line with another study focusing on the Amhara region, Admasu and Mohammed
(2021) who investigated the financial sustainability of MFIs linked to their credit policy
frameworks. The researchers posited that rigorous credit assessment protocols and prudent
risk management strategies directly correlated with the financial health of these institutions.
Their study revealed that MFIs implementing stringent credit policies experienced lower
default rates and improved profitability, thereby ensuring their long-term sustainability. In
addition, their research underscored the necessity for robust credit practices as a means of

achieving financial viability while still meeting the needs of the underserved population.

Finally, the finding of this study is concurred with the finding of Tadesse (2022) who
investigated the welfare impacts of MFI credit policies in the Southern Nations, Nationalities,
and Peoples’ Region (SNNPR). It highlighted how well-structured credit programs could lead
to significant improvements in household welfare, measured through increased income,
education, and health outcomes. Through the analysis of various MFIs operating in the region,
Tadesse found that those adopting progressive credit policies—characterized by low-interest
rates and comprehensive financial literacy programs—yielded substantial benefits for
borrowers. His study thus emphasized that welfare impacts extend beyond financial metrics,
contributing to enhanced quality of life for beneficiaries.

4.5.2. The Effect of Credit Administration Practice

H, : Statistically credit administration unit has significant and positive effect on the

performance of MFIs in Gurage zone.

Similar to the above variable, the unstandardized beta coefficient, t-value and p-value of
CRADM are f = 0.147, t = 2.302 = 2 and p = .024 < 0.05 respectively and indicates its

statistical significant for PMFIs model. This implies that the stated directional hypothesis
should be accepted. Therefore, it can be inferred that credit administration unit has a
significant and positive effect on the selected MFIs performance which is consistent with
study done by Seta et al. (2021) analyzed the outreach of MFIs to low-income households in
Addis Ababa. They found that effective credit administration, characterized by client
segmentation and tailored product offerings, significantly enhanced outreach. The study

further revealed that MFIs employing sophisticated credit assessment techniques were better
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positioned to identify and serve the poorest populations, ultimately increasing their customer
base by 30% over a two-year period. This underscored the importance of adaptive credit

administration practices in maximizing outreach.

It is also supported by empirical analysis by Abebe and Mohamed (2022) that focused on
financial sustainability as a performance measurement for MFIs operating in the Oromia
region. The research highlighted that robust credit administration units are instrumental in
mitigating default risks through strict borrower evaluation procedures and regular monitoring.
The findings indicated that institutions with well-functioning credit administration practices
achieved a 15% reduction in loan defaults, consequently enhanced their financial
sustainability. Such practices not only ensured the longevity of the MFIs but also promoted a

healthier financial ecosystem that benefits all stakeholders.

Moreover, this study is also corroborated by Tesfaye, Biruk, and Fikremariam (2023) who
evaluated the welfare impact of MFIs in the Amhara region. By examining beneficiaries of
microloans, their research demonstrated that effective credit administration practices directly
correlated with improved household welfare. Specifically, households that engaged with MFIs
employing comprehensive credit management strategies reported significant increases in
income and access to education and health services. Moreover, their study emphasized that
the positive welfare impact is intertwined with the credit administration practices that guide
the selection and monitoring of borrowers. Additionally, Paul and Musiega (2020) also
support the findings of this study. They investigated how credit risk management practices
affected the financial performance of microfinance institutions in Nairobi, Kenya, and
discovered that credit risk grading, viability identification, and credit reminder practices were

significant factors in the financial performance of Kenyan microfinance banks.

4.5.3. The Effect of Top Management Support Practice

H, : Statistically top management support has significant and positive effect on the
performance of MFIs in Gurage zone.
Management support was found to be the most determinant factor for the performance of

most MFIs. The result of the regression analysis unstandardized beta coefficient, t-value and
p-value for TMS are f = 0.276, t = 4.736, p = .000 < 0.05 and indicates it’s statistically
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significant for PMFIs model. This implies that the stated directional hypothesis should be
accepted. Therefore, it can be inferred that management support has a significant and positive
effect on MFIs performance. In this regard, the finding of this study is concurrent with the
study done by Deka (2021) who analyzed the relationship between top management support
and the outreach of MFIs to impoverished communities. The findings indicated that strong top
management support correlated positively with the ability of MFIs to reach lower-income
clients. In particular, management commitment to client-focused strategies significantly

enhanced service delivery.

This study also consistent with the study by Abebe and Bedi (2022) that focused on the
financial sustainability of MFIs, emphasizing that effective top management practices created
a conducive environment for financial viability. Their research, involving a survey of 45 MFIs
in the Amhara region, revealed that management practices such as strategic planning and
performance monitoring directly influenced financial ratios, particularly operational self-
sufficiency. Moreover, proactive engagement with stakeholders was found to enhance funding
opportunities, underscoring the role of top management in navigating financial challenges
faced by MFIs. Thus, such findings reinforce the necessity for managerial competencies in

ensuring the financial health of these institutions.

Finally, a study by Getachew, Mensah, and Tekle (2023) investigated the welfare impact of
MFIs on beneficiaries also in line with this study. The researchers employed a longitudinal
approach involving 300 clients of various MFIs over a two-year period. Results indicated that
top management support practices, including training and development for clients,
significantly contributed to the welfare impact of microfinance services. Their study further
highlighted that when top management prioritized client welfare through targeted programs,
there was a notable improvement in socio-economic outcomes, such as income levels and

employment status among participants.

4.5.4. The Effect of Credit Assessment Practice

H,, : Statistically credit assessment practice has significant and positive effect on the

performance of MFIs in Gurage zone.
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The unstandardized beta coefficient, t - value and p-value of CRAPR are £ = 0.203, t = 3.365

> 2, and p =.001 < 0.05 respectively and indicates its statistical significance for PMFI model.
This implies that the stated directional hypothesis should be accepted. Therefore, it can be
inferred that credit risk assessment has a significant and positive effect on performance of
most PMFIs. Moreover, the value of the beta coefficient indicated that for every unit increase
in credit assessment practices, leads a 0.203 unit increase in the performance of the most
MFIs. Meaning as the credit assessment practices going on smoothly, the capability of the
MFIs increases and their performance shows a certain progress. In this respect, similar to the
other credit risk management practices, the finding of this study is also supported by
Demirgue-Kunt and Klapper (2013) who highlighted the significance of robust credit
assessment systems in improving outreach to marginalized populations, like the two woredas
that are considered by this study. The researchers found that MFIs implementing
comprehensive credit evaluation frameworks were more effective in reaching low-income
clients. Their findings underscored that meticulous credit assessments helped institutions
avoid high default rates, thereby enabling sustainable engagements with impoverished
borrowers. In Ethiopia’s diverse socio-economic landscape, tailored credit assessment

practices can significantly enhance access to financial services for those previously excluded.

On the other hand, the result of this study is in line with the finding of Bogan (2017) who
assessed the link between credit assessment practices and financial sustainability of MFIs in
Ethiopia. The result of the study indicated that MFIs that employ rigorous credit evaluation
methods exhibited improved portfolio quality and lower delinquency rates. This positive
correlation was critical as it ensured that MFIs remained financially viable and continuously
provided services to their clients. The study also suggested that improved financial
sustainability aids in attracting more investment, which can further expand outreach and

enhance service offerings to the poor.

Finally, the finding of this study also concurred with the finding of Tesfaye and Mebratu
(2020) who explored the welfare impact of effective credit assessment methods on borrowers’
lives and highlighted those MFIs that prioritized rigorous credit assessments not only
experience improved repayment rates but also contributed to the welfare of their clients.

Specifically, borrowers reported increased income levels and enhanced livelihoods as a result
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of receiving well-assessed credit, leading to significant improvements in their overall well-
being. Furthermore, the study demonstrated that sound credit practices do not only safeguard
the MFIs but also foster socio-economic development among the impoverished populations

they serve.

4.5.5. The Effect of Credit Monitoring Practice

H,_: Statistically credit monitoring practice has significant and positive effect on the

performance of MFIs in Gurage zone.

The unstandardized beta coefficient, t - value and p-value of CRMONPR are & = 0.209, t =

3.232 > 2, and p = .002 < 0.05 respectively and indicates its statistical significance for PMFI
model. This implies that the stated directional hypothesis should be accepted. Therefore, it
can be inferred that credit monitoring practices has a positive and significant effect on
performance of most PMFIs. Moreover, the value of the beta coefficient indicated that for
every unit increase in credit monitoring practices, leads a 0.209 unit increase in the
performance of the most MFIs. Meaning as the credit monitoring practices carried out
consistently, the capability of the MFIs increases and their performance shows a certain
progress. The findings of this study consistent with the findings of Wubishet (2020), who
studied the impact of credit management on the financial performance of microfinance
institutions in the case of OMO Microfinance Institution in Southern Ethiopia and discovered
that credit risk control practices had a significant impact on MFIs' financial performance. The
study also found a strong correlation between microfinance institutions' financial performance

and credit management

On the other hand, the finding of this study corroborates the finding of the study conducted by
Tadele and Abate (2021), who examined the influence of credit monitoring practices on the
outreach of MFIs to impoverished populations in the Amhara region. The authors found that
effective monitoring strategies led to increased loan disbursement to low-income clients. That
was attributed to enhanced risk assessment mechanisms and the establishment of trust
between MFIs and borrowers. Such outreach was vital, as it directly correlated with the ability
of the poor to access essential financial services, thereby fostering economic empowerment
(Tadele & Abate, 2021).
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Regards to financial sustainability of the MFIs, the finding of this study is concurred with the
study by Zewdie, Kassa, and Girmaye (2022) who explored the relationship between credit
monitoring practices and the financial sustainability of MFIs in the Southern Nations,
Nationalities, and Peoples’ Region (SNNPR). Their findings indicated that stringent
monitoring systems significantly reduced default rates and improved repayment performance.
Consequently, increased financial sustainability allowed MFIs to expand their range of
services and reach a broader client base. This study also highlighted the importance of
effective credit monitoring in ensuring the financial health of MFIs, which is essential for

their long-term viability.

A study by Fisseha and Mulugeta (2023) investigated the welfare impact of MFIs in the
Oromia region, emphasizing the role of credit monitoring practices is also in line with the
finding of this study. Through a quantitative analysis, the authors demonstrated that robust
credit monitoring not only mitigated non-performing loans but also enhanced the socio-
economic conditions of borrowers. Improved financial literacy and the provision of tailored
financial products, resulting from effective monitoring, significantly contributed to the

welfare of clients, thus achieving broader developmental goals (Fisseha & Mulugeta, 2023).

Finally, it is also concurred with the finding of Paul and Musiega (2020) whose result
revealed among the credit risk management practices credit risk grading practices, credit risk
control practices is an important factors in financial performance of micro-finance banks in

Kenya.

4.5.6. The Effect of Debit Collection Practices

H, : Statistically debit collection practice has significant and positive effect on the

performance of MFIs in Gurage zone.

The unstandardized beta coefficient, t — value and p-value of DCOPR are £ = 0.041, t = .800

< 2, and p = .426 > 0.05) respectively and indicates statistically no significance for PMFI
model. This implies that the stated directional hypothesis should be rejected. Therefore, it can
be inferred that debit collection practice has no significant effect on the performance of most
PMFIs. However, it has a certain positive effect, as the value of the beta coefficient indicated

that for every unit increase in debit collection practice, there was a 0.041 unit increase in the
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performance of the MFIs. In this regard, the finding of this study is supported by the study
conducted by Asefa and Hailu (2021), who analyzed multiple MFIs across the Southern
Nations, Nationalities, and Peoples’ Region (SNNPR). Their findings indicated that while
effective debit collection is often perceived as essential for financial health, it showed no
significant effect on the institutions' performance to extend their services to impoverished
populations. The study argued that factors such as community engagement and client
education played more critical roles in promoting outreach than collection practices alone. But
it is not concurred with the finding of the study done by Wubishet (2020) who found out
credit collection policy had significant effect on financial performance of MFI in Ethiopia.
Her study also determined that there was strong relationship between financial performance of
Micro finance Institution. Moreover, the study also recognized that client collection policy
significantly influence and have a higher effect on financial performance of Micro finance

institution and that a stringent policy is more effective in debt recovery than a lenient policy.

Another study conducted by Zewdie and Bihon (2021), also not supported the finding of this
study where the researchers analyzed the correlation between collection efficiency and the
outreach of MFIs to impoverished communities in the Oromia Region. The findings
demonstrated that MFIs implementing systematic and customer-friendly debit collection
practices recorded a significant increase in client outreach. By adopting methods that
prioritize communication and engagement over coercion, MFIs improved their reputation
among borrowers, resulting in a broader base of clients from vulnerable populations. These
findings align with the broader literature suggesting that positive relationships between
lenders and borrowers can enhance financial inclusion (Burgess & Pande, 2005). But, is
concurred with the finding of Tadesse and Asmamaw (2022) focused on MFIs in the Amhara
region. Their research revealed that despite varying debt collection strategies, no substantial
effect existed between these practices and the financial sustainability of the institutions.
Instead, aspects like diversified funding sources and effective management strategies were

identified as pivotal in enhancing organizational performance.

Finally, this study’s finding also is not in line with the finding of the research by Mengistu
and Alemayehu (2023) who examined the welfare impacts of various debit collection

practices across the Southern Nations, Nationalities, and Peoples' Region (SNNPR). Their
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analysis indicated that MFIs with empathetic and supportive collection practices resulted in
improved borrower welfare status, such as increased household income and better access to
education and health services. The empathetic approach adopted led to a significant decrease
in stress associated with debt repayment, fostering an environment conducive to economic
development and poverty reduction. This reinforces the argument that compassionate
engagement in debt collection is not only beneficial for MFIs but also vital for enhancing the

quality of life among the poor (Roodman, 2012).
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CHAPTER FIVE

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

This chapter is the final section that presents summary of the findings, conclusions, and
recommendations of the study. It reports summary of the main findings based on the results
and discussion sections. Then conclusions and recommendations were made based on the
findings. Thus, as a result of scope and limitation of the study, the researcher provided
suggestion for future/further study.

5.1. Summary of Major Findings

The main objective of the study was to investigate the effect of credit risk management
practices on the performance of MFIs in Gurage zone. The study adopted descriptive and
explanatory research design with quantitative approach. The structured questionnaires were
distributed to 84 employees from the selected MFIs from the selected administrative towns
and woredas of Gurage zone. Then, analysis was made based on descriptive statistics, Pearson
correlation and multiple regression analyses. The results of the analysis are summarized as

follows:

The descriptive statistics results obtained from employees’ and clients’ responses were
consistent on the six credit risk management practices: credit policy, credit administration,
and management support, credit management practices such that credit assessment, credit
monitoring, and debt collection practices affecting the performance of the selected MFIs and
revealed the following findings. The study on credit policy revealed moderate implementation
of the items on credit policies and implying that the selected MFIs in Gurage zone are not in a
position to implement credit policies efficiently.

Regards to credit administration unit, majority of the respondents, the results showed that the
MFIs are not administered credits sufficiently as required as claimed by the majority of the
employees and this could possibly lead to the credit administration unit to affect the
performance of the MFIs in the study area. In respect of employees, the result showed

moderate implementation on credit administration practices.
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As to top management support, similar to the above practices majority of the respondents
claimed moderate implementation was carried out on management support items, that
conformed to the laid down strategy in all credit granting activities, provision of accurate
periodic reports on credit loan losses and audit findings by the top managements, and on the
conformity to the independence associated with segregation by not influencing credit
decisions at the credit originating for personal interests.

Finally, regards to credit risk management practices in terms of credit assessment practices,
credit monitoring practices, and debt collection practices majority of the respondents agreed
moderately on the various aspects of each practices implying that moderate implementation

by the selected MFIs in the study area.

The descriptive statistics results on the current status of the performance of MFIs in Gurage
Zone; the study utilized performance indicators in terms of outreach, financial stability and
welfare impact. There was moderate coverage of service provision for clients by most of the
institutions; clients’ repayments of loan in MFIs were not as such effective; the value and
number of loans and savings accounts show growth moderately as compared from early time;
on the other hand, most of the MFI covered their operational costs through operating revenues
not sufficiently; besides, operating income was not sufficient enough to cover operational
costs like salaries, supplies, loan losses, and other administrative costs. Regards to welfare
impact, like the two indicators, most of the MFIs clients showed moderate growth in their
saving habit moderately and as the result their life is changed in terms of income and wealth
as compared from early time. In general, it shows moderate status of performance in most of
the selected MFIs.

The Pearson correlation coefficient analysis result shows significant, positive and strong
relationship between credit policy, credit administration unit, and credit management
practices such that credit monitoring, and debt collection practices and performance MFIs, but
significant, positive and moderate relationship between top management supports, credit
assessment practice with performance of MFIs were observed. The regression analysis
revealed that the five independent variables: credit policy, credit administration, and
management support, credit management practices such that credit assessment, and credit

monitoring have positive and significant effect on the performance of the selected MFIs, but
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debt collection practice has no significant effect. However, 79.7% of the variations in the
performance of the MFIs were jointly accounted by the six variables at 5% level of precision.
The remaining percentage 20.3% were explained by variables not included in this study.
Among the six credit risk management practices, top management support has the greatest
contribution for the performance of MFIs, whereas debt collection practice has the least

contribution.

5.2. Conclusions

Based on the findings of the study the following conclusions are drawn:

The findings about the current statuses of credit risk management practices such as credit
policy, credit administration, top management support, credit assessment practices, credit
control practices and debt collection practices are at moderate statuses in most of the selected
administrative towns and woredas of Gurage zone in Central Ethiopia. Therefore, from this
result it can be said that, even though the integration of moderate practices across these
various dimensions of credit risk management can equip microfinance institutions in the study
area to navigate the complexities of the financial landscape successfully, fostering a balanced
and proactive approach are needed, so that these institutions can enhance their resilience
against credit risk, driving sustainable development of the microfinance institutions and

contributing to broader economic objectives.

On the other hand, the result of the descriptive statistics on the current status of the
performance of MFIs in most of the selected MFIs in the selected administrative towns and
woredas shows moderate performance. Therefore, from this result it can be inferred that the
moderate performance of microfinance institutions in the study area calls for a multifaceted
response that prioritizes financial stability, expands outreach, and optimizes welfare
outcomes. Policymakers and stakeholders must collaborate to devise innovative strategies that
will not only strengthen the operational facets of MFIs but also transform their role as

catalysts for socioeconomic development in the regions they serve.

The investigation of credit risk management practices within microfinance institutions (MFIs)

in the selected administrative towns and woredas of Gurage Zone in Central Ethiopia reveals
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a significant relationship between specific practices and institutional performance. The
findings indicate that critical components such as credit policy formulation, the establishment
of a dedicated credit administration unit, robust top management support, diligent credit
assessment processes, and effective credit monitoring practices all exert a positive and
significant influence on the performance of these institutions. Each of these elements
contributes to a structured approach to risk management, which, in turn, enhances the

operational effectiveness and financial sustainability of the MFls.

Conversely, the no significant impact of debt collection practices suggests a divergence in
effectiveness compared to other credit risk management strategies. This inconsistency may
point to underlying issues related to the socio-economic context of borrowers or the adequacy
of collection methods employed by MFIs. The findings highlight a pivotal area for further
exploration; improving debt collection processes may not only amplify overall performance
but also foster stronger relationships with clients and improve repayment rates.

5.3. Recommendations

Based on the findings and conclusion of the study, the following recommendations are

forwarded.

In the context of Gurage zone microfinance institutions (MFIs), the investigation of credit risk
management practices have revealed positive and significant effects of key factors, notably
credit policy, a dedicated credit administration unit, top management support, credit
assessment, and credit monitoring practices. However, the investigation identified that debt
collection did not exhibit a significant effect on the performance of these institutions in most
of the selected administrative towns and woredas of Gurage zone. Therefore, this study
proposes tailored recommendations aimed at enhancing the operational effectiveness of MFls,

thereby ensuring their sustainability and overall contribution to economic development.

First and foremost, the microfinance institutions better to place a heightened emphasis on
developing and refining their credit policies. A complicated credit policy that is responsive to
the local economic landscape can mitigate risks associated with lending. Such policies better
to be flexible enough to accommodate the diverse financial realities of borrowers, while

maintaining rigorous standards for creditworthiness assessment.
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The establishment and reinforcement of specialized credit administration units are vital. These
units should be equipped with adequately trained personnel who can efficiently process credit
applications and monitor existing loans. By investing in human capital, the MFIs can build a

robust framework for managing credit risk, thereby improving overall performance.

Top management support is critical in fostering a culture of risk awareness within the
institution. Management must not only endorse the importance of established credit risk
practices but also actively engage in regular reviews and updates to these practices.
Continuous leadership involvement will ensure that risk management remains a priority at all

levels of the organization.

Furthermore, the processes of credit assessment and monitoring should be improved through
the incorporation of technology. Implementing comprehensive data analytics and customer
relationship management systems will enable MFIs to assess borrower profiles more
accurately and monitor their repayment behaviors more effectively. This technological

integration can enhance decision-making processes and reduce default rates.

Finally, given the no significant role of debt collection practices, it is imperative for the MFIs
to explore alternative methods of supporting borrowers in managing their debts. Proactive
engagement with clients through financial education programs can empower borrowers to
make informed financial decisions, thereby reducing default rates and fostering a more

sustainable borrowing environment.

In general, the management of credit risk within Gurage zone MFIs can be significantly
enhanced through the implementation of these recommendations. By focusing on robust credit
policies, dedicated administrative units, active top management support, advanced assessment
techniques, and effective borrower engagement strategies, MFIs can improve their
performance and contribute to the broader economic development of the region. Continuous
evaluation and adaptation of these practices will be essential to navigating the dynamic

financial landscape.
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5.4. Suggestions for further study

In this study performance was measured based on outreach to the poor, financial sustainability
and welfare impact. It would be better if it incorporated panel data of some years about
financial statements of the MFIs, the study dealt with only six independent variables and it did
not include exhaustively all factors of credit risk management practices that can affect the
performance of MFIs. Therefore, the researcher suggests further studies to be carried out
considering other determinant factors incorporated with other performance measurement
indicators, for instance profitability. Finally, future research is better to be conducted
implementing longitudinal survey design studies so as to generalize the effect of credit risk
management practices on the performance of MFIs efficiently.
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Appendix: Questionnaire for employees and managers of MFls

Wolkite University School of Post Graduate Studies
College of Business and Economics
Department of Management

Questionnaire to be filled by employees and managers of Omo, Agar and Vision Fund

MPFIs in Gurage Zone
Dear respondents,

This questionnaire is prepared by a graduate student of Wolkite University, college of
business and economics department of management, for the purpose of doing a research
entitled “Effects of credit risk management on the MFIs: in the case of Gurage Zone”.
This questionnaire meant to secure relevant data to the study, which is believed to come up
with valuable recommendations for problems observed (if any). Therefore, your genuine
support in responding to the raised questions has great importance for the attainment of the
study’s objectives. Furthermore, the researcher would like to confirm that the secrecy of the
information you give is only for academic purpose and will be kept confidential. Hence, |

sincerely request you to fill the questionnaire carefully and honestly.
Thank you in advance for your time and cooperation.
With regards,

Tadele Gebre Gebate

Mobile: +25191391891
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General Instruction
» There is no need to write your name.
> Please give your answer by encircling your choices for demographic questions
> Please write your answer in the space provided by putting a tick (V) mark for the
closed-ended questions/items in the bracket provided.

Part One: Demographic characteristics

1.Sex: A. Male B. Female
2. Age group: A. 23 -30 B.31-40 C.41-50 D. 51 -60
3. Level of Education:
A. College/ Diploma B. BA/BSc.
C. MA/MSc. D. Others, Specify
4. Work experience:
A. below 5 years C. 11 to 15 years
B. 51to 10 years D. More than 15 years

5. What is your current job position?
A. Clerical B. Professional C. Manager

Part Two: About the effect of credit risk management

Below are lists of credit risk management related items that can affect the performance of
MFlIs, as an employee or manager of MFIs, what is your level of agreement or disagreement
for the following items stated below? Please indicate your choice by putting the tick mark (V)
in the box provided. The scales are ranging from strongly disagree to strongly agree, where
strongly disagree (SDA) = 1, disagree (DA) = 2, undecided (UD) = 3, agree (A) = 4, and
strongly agree (SA) =5

2.1. Credit policies

Establishment of sound and well defined policies, procedures and strategies is vital in the
management of credit risk. These should be duly approved by the board and strictly
implemented by management since they establish the framework for lending and guide the
credit-granting activities of the institution. Indicate the extent in which your institution applies

the practices.
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No Item

>5
>0
O C

1. The MFI has clear credit policy assessed against risk by an independent
internal system.

2. The credit policies are communicated throughout the institution and
periodically revised.

3. The policy clearly defines the credit concentrations, limits and
exposures the MFI is willing to assume.

4.  Loans to related or connected parties are based on market terms and are
not more favorable with regards to amount, maturity, rate and collate
than those provided to other customers.

5. The policy stipulates the credit risk analysis procedures and the
administration of all credit instruments.

6. Policies relating to credit assessment and granting process are
documented with adequate checks and balances in place to ensure credit
is granted on arms-length basis.

7. The credit policy has established procedures for dealing with
deteriorating and managing problem credits.

8  The credit policy has a clearly outlined provisioning procedure for all
credits and respective capital charges to be held.

2.2. Credit Administration

Credit administration is critical in ensuring soundness of the credit portfolios. It is the
responsibility of management to set up a credit administration team to ensure that once a
credit is granted it is properly maintained and administered. Therefore, please indicate your
level of agreement or disagreement for each item as directed above.

No Item SO D U A
A A D
1. The credit administration process in place complies with risk
management guidelines and the internal policy.
2. Adequate segregation of duties between approval and administration
process is maintained.
3. Credit exposure and risk reporting is provided to the board and
management with sufficient frequency and reliability.
4.  It’s the responsibility of credit administration to ensure completeness of
documentation in accordance with approved terms and conditions.
5. Itis the responsibility of credit administration to continuously keep
track of borrowers’ compliance with credit terms.
6. Theinstitution has in place procedural guidelines and standards for
maintenance of credit files with sufficient information necessary to
assess the financial health of the borrower.
7 All security documents are kept in a fire proof safe under dual control
and respective registers are maintained to keep track of their movement.
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2.3. Top Management Support/activities
The board of directors carries the ultimate responsibility of reviewing the credit risk strategy

and policies in line with offering overall strategic direction to the MFI. The senior

management has the responsibility of implementing the credit strategy approved by the board

of directors and developing policies and procedures for effective management of credit risk.

Therefore, please indicate your level of agreement or disagreement for each item as directed

above.

No

1.

Item

The BOD and senior management has good understanding of all the
products on offer and they access to tailored programmes for both
induction and continuous professional development.

The top management conforms to the laid down strategy in all credit
granting activities.

Issues raised on credit risk during internal audits reviews are promptly
responded to by the BOD committees

The management provides accurate periodic reports on the provisioning
and write-off on credit loan losses and audit findings.

The top management conforms to the independence associated with
segregation by not influencing credit decisions at the credit originating
and credit administration levels for personal interests.

2.4. Credit Management Practices

2.4.1. Credit assessment practices

SD A
A

D U
A D

This section aims at determining whether credit assessment practices affect performance of

MFIs or not. As a client of MFIs, what is your level of agreement or disagreement for the

following items stated below? Please indicate your choice by putting the tick mark (\) on the

appropriate cell. The scales are ranging from strongly disagree (SDA) = 1, disagree (DA) = 2,
undecided (UD) = 3, agree (A) = 4, and strongly agree (SA) = 5.

N
0
1.

Item SD
A

The credit department always checks at the character of the

borrower during credit review.

The credit department always checks at the collateral of the

borrower during credit review.

The credit department always checks at the capacity of the

borrower during credit review.

The credit department always checks at the capital of the

borrower during credit review.
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5.

The credit department always checks at the conditions during
credit review.

2.4.2. Credit monitoring practices
This section aims at determining whether credit monitoring practices affect performance of

MFIs or not. As a client of MFIs, what is your level of agreement or disagreement for the

following items stated below? Please indicate your choice by putting the tick mark (V) on the
appropriate cell. The scales are ranging from strongly disagree (SDA) = 1, disagree (DA) = 2,
undecided (UD) = 3, agree (A) = 4, and strongly agree (SA) = 5.

N

0
1.

Item

Prior to disbursing the credit, the individual credit exposure is
subjected to a final check by the MFI.

The credit disbursement review covers compliance with internal
guidelines.

The credit disbursement review covers completeness of the credit
application.

The credit department always checks that the loan is being paid in
time by clients.

The credit department monitors the status of your loan.

2.4.3. Debt collection practices
This section aims at determining whether debt/loan collection practices affect performance of

SO DA UD A SA
A

MFIs or not. As a client of MFIs, what is your level of agreement or disagreement for the

following items stated below? Please indicate your choice by putting the tick mark () on the

appropriate cell. The scales are ranging from strongly disagree (SDA) = 1, disagree (DA) = 2,
undecided (UD) = 3, agree (A) = 4, and strongly agree (SA) = 5.

N
0

1.

Item

Inadequate available credit collection policies have assisted
towards effective credit risk management.

Collection policies and procedures apply equally to all borrowers
regardless of their professional or social standing.

A loan is always marked for closer attention, even if not
delinquent, if there is reason to believe future payments may be
in doubt.

A loan is always considered delinquent when it is one day past
due and payment has not been made.

All loans are always subject to penalties after a specified number
of days of delinquency.
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Part Three: about the performance of MFIs

Below are lists of performance related items of MFIs, as an employee or manager of MFIs,
what is your level of agreement or disagreement for the following items stated below? Please
indicate your choice by putting the tick mark (V) on the box provided. The scales are ranging
from strongly disagree to strongly agree, where strongly disagree (SDA) = 1, disagree (DA) =
2, undecided (UD) = 3, agree (A) = 4, and strongly agree (SA) = 5.

N Item
0

>0w
>0
> w

1  There is a good coverage of service provision for clients by the institute

in the zone.

Clients’ repayments of loan in MFIs are very effective.

3 The value and number of loans and savings accounts show growth
highly as compared from early time.

4 The MFI covers its operational costs through operating revenues.

5  The MFI operating income is sufficient enough to cover operational
costs like salaries, supplies, loan losses, and other administrative costs.

6  The MFI can cover the costs of funds and other forms of subsidies
received when they are valued at market prices.

7 MFIs Clients show growth in their saving habit highly as compared
from early time.

8  The life of MFIs’ clients changed in terms of income and wealth as
compared from early time.

N
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