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Abstract  

The aim of this study was to investigate the impact of transformation of micro finance institutions 

into commercial banks taking large MFIs in Ethiopia. The study was conducted using an 

explanatory research design to attain this study. The study employed a combination of 

qualitative and quantitative research methodologies to gather and evaluate both primary and 

secondary data sources. For the study, six MFIs were chosen from among the 35 registered 

MFIs that were currently members of AEMFI. A total of 54 respondents were drawn from MFIs 

workers, super vision and bank licensing team. The primary data was obtained using pre-

designed questionnaires from MFIs management, supervision and bank licensing teams, while 

the secondary data was obtained through documentary reviews. The sample approaches were 

purposive sampling, which is a non-probability sampling strategy. The data from the 

questionnaire was encoded; stored and analyzed using descriptive statistics and multiple linear 

regressions model whereas the data from the interview was interpreted using notes. The findings 

indicated that ownership governance and regulatory framework, capital requirement, IT 

infrastructure, human resource and mission drift had a positive and statistically significant 

impact on the transformation of MFIs to commercial banks. Furthermore, the same output 

obtained from the interviewees about the association between the variables in the study and 

transformation.  The recommendation for this study was that MFIs before considering a 

transformation should have to plan adequately and commit the required resources. 

 

Key words: Transformation, Micro-finance institution, Ownership governance, Regulatory 

Framework, Capital requirement, Human resource, IT infrastructure, Mission drift 
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CHAPTER ONE 

1. INTRODUCTION 

1.1.  Background of the study 

The financial area of many developing nations consisted of the formal and informal financial 

services sectors. The formal sector mostly comprises the Central Bank, commercial banks, 

development banks, agricultural banks, microfinance institutions and money markets. According 

to the (Foundation for sustainable development, 2012) the informal sector is made up of 

moneylenders, pawnbrokers, savings collectors, money-guards, Rotating Savings and Credit 

score Associations (ROSCAs), Accumulating Savings and Credit Associations (ASCAs) and 

input deliver stores. 

Lack of access to credit is typically visible as one of the fundamental motives why people in 

developing countries remain terrible. The poor normally have no access to loans from the 

banking system, because they cannot put up acceptable collateral or due to the fact the rate for 

banks of screening and tracking the activities of the poor are too excessive to make lending to 

this business enterprise profitable. For the reason that past due 1970s, however, the poor in 

developing economies have increasingly gained access to small loans with the assistance of 

microfinance programs (Hermes & Lensink, 2007). 

Microfinance pledges to offer financial services to people without any access to banking. At the 

peak of public attention, extra or less a decade in the past, the microfinance movement have 

become enthusiastically embraced by the usage of policymakers around the world, while inside 

the in the aftermath of crises in oversaturated markets, concerns arose that earnings-looking for 

behavior among microfinance institutions (MFIs) may harm their customers in preference to 

benefit them (Dichter and Harper, 2007; Guerin et al, 2015). 

The Ethiopian microfinance is one of the fastest increasing microfinance sectors in the continent. 

Between 1997 and 2009, the microfinance sector's total assets increased by 30.84 percent. 

Microfinance was first observed in Ethiopia in the late 1980s, largely through relief and 

development programs undertaken by non-governmental organizations (NGOs). The government 

formalized the company in 1996 with the publication of "Proclamation on licensing and 
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supervision of microfinance institutions No. 40/1996." This Directorate was given permission to 

run MFIs under Ethiopia's monetary and financial system. It made it possible for all MFIs to take 

deposits and emphasized the need of strong business practices in the industry. The government is 

making efforts to cut down the position of informal lenders through the guide of microfinance 

providing institutions. In recognition of this, the Ethiopian government issued the first 

microfinance law in 1996. On the grounds that then, the numbers of clients, extent of the loan 

portfolio, and financial savings of MFIs were increasing (Wolday, 2000). 

The Ethiopian microfinance industry is characterized by its rapid expansion, an aggressive desire 

to achieve scale, vast geographical coverage, a dominance of government backed MFIs, an 

attention on rural households, the promotion of both credit and savings products, a strong focus 

on sustainability and by the fact that it is Ethiopian owned and driven. The industry performs a 

significant emphasis on lending to the poor, as evidenced by the smaller loans compared to 

neighboring states. Although operating margins and profitability are modest, the sector's reach is 

exceptional, and its financial performance is regarded strong. MFIs have also mobilized a 

substantial quantity of capital. The sector is relatively transparent when compared to other 

African countries. 

According to Wolday (2000), micro finance service intervention has been considered as one of 

the coverage devices used by the government and non-governmental organizations (NGOs) in 

Ethiopia to help the rural and urban poor increase output and productivity, implement technology 

adoption, improve input and productivity, initiate technology adoption, improve input supply, 

increase income, reduce poverty, and ensure food security. The long-term sustainability of 

microfinance institutions that offers a broad range of rural and urban poor who are not served by 

traditional financial institutions, as well as commercial banks, has been a critical feature of the 

new approach of transformation in Ethiopia.  

Even though it has gone through structural changes, the global microfinance business has 

continued to thrive. Microfinance began in the 1970s as a not-for-profit enterprise supported by 

donors, with a basic philanthropic philosophy at its core. According to (Von Pischke, 1996), 

MFIs will transform from non-governmental organizations (NGOs) to financial institutions 

through a natural evolutionary process. Other researchers (D'Espallier et al., 2013) suggested that 
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the majority of MFIs today are still NGOs that rely significantly on subsidies, and that many 

NGO-MFIs have already converted into banks or other types of regulated non-bank financial 

firms. Local leaders like Banco Compartamos in Mexico, Banco FIE in Brazil, and Bandhan and 

SKS in India, which are among the continent's most prominent MFIs, are among the transformed 

NGO-MFIs. 

The transformation process often reflects converting to a shareholder-owned organization and 

becoming subject to prudential regulation by national banking authorities. The importance of 

being independent of donors, greater access to commercial finance, an enhanced governance 

structure, and the opportunity to provide customers savings accounts (Mersland, 2009 and Frank, 

2008). 

However, according to a few other experts, commercialization and transformation push MFIs 

away from their objective of servicing the underprivileged (Dichter and Harper, 2007). 

According to their studies Chahine and Tannir (2010) and Wagenaar (2014), transformed MFIs 

increase the capacity of their loans and serve a smaller percentage of low-income societies. 

In line with Fernando (2004) the MFI transformation was described as a shift from NGO to 

shareholder firm. It has to be stated that this does not bar the NGO from being a shareholder of 

the transformed MFI. In most cases a transformed MFI will even grow to be regulated with the 

aid of national banking authorities. The shareholder-owned financial institution may be a regular 

bank, but additionally one among several forms of NBFIs, which are much like banks however 

have different limitations to their operations and services. Its definition seems to be clear-cut; it 

emphasizes the date on which the NGO status of an MFI legally ends and it begins operating as a 

formal financial institution, typically licensed by national banking authorities. However, 

transformation is a more time-consuming and complicated process that heavily depends on 

country-specific rules. As a result, while many studies, including ours, consider the moment of 

transformation as a fixed point in time, it really needs substantial planning; furthermore it causes 

tensions and changes within the organization, both before and after legal transition.  

Another study by Frank (2008) found that the transformation approach had an influence on 

practically every part of MFI's organization, including governance, capital structure, product 

design, and regulatory framework. In their research of organizational changes produced by 
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transformation in Kenya and Vietnam, (Hudon and Louche, 2014) found that reforming MFIs 

struggle with redefining of identity, redrawing firm boundaries, and validity challenges. MFIs 

are by nature hybrid establishments that fluctuate between institutional logics, notably the social 

rationale of poverty reduction and the commercial logic of being successful (Randoy et al, 2015).  

1.2. Statement of the Problem  

Transforming MFIs into commercial banks or formal banking has becoming increasingly 

attractive to a growing number of MFIs throughout the world. This is due to the potential 

advantages for MFIs, their consumers, and other stakeholders. The scholars believe that the 

transformed MFIs will be able to mobilize public deposits, access private sources of capital, 

improve their governance and transparency, achieve good sized scale and financial sustainability, 

and, in the long run, contribute to increasing the country's financial inclusion (Hishigsuren, 

2006). 

The biggest issue for MFIs, according to Lauer (2008), is insufficient access to financial 

resources. The primary benefit of transformation for MFIs is the ability to mobilize funds from 

the public and provide a significantly larger variety of financial services to its consumers. MFIs 

utilize their loan clients' funds as collateral, and these price ranges are often maintained by either 

a commercial bank or an MFI. Such institutions may be permitted to access their clients' 

financial savings if they obtain a bank license. MFIs are expected to modernize and comply with 

the standards more quickly now that regulation is in place. 

The Ethiopian National Bank has the ability to license and regulate the country's banking and 

insurance enterprises. The NBE has the jurisdiction to issue directives and other secondary laws 

in order to effectively execute financial policy and the fundamental regulation's requirements. In 

accordance with Ethiopian proclamation No.40/1996 on the licensing and supervision of MFI 

commercial ventures, the regulatory framework for MFIs has been strengthened. Prior to the 

amendment of proclamation No. 626/2009, which was changed by proclamation No. 1164/2019 

in accordance with the enactment of the Microfinance directive No.SSB/74/2020, the financial 

sector had pressured for the improvement of a specific legal and regulatory framework to manual 

and guide the transformation of microfinance institutions into commercial banks for a long time. 

Prior to beginning operations as a bank, a microfinance institution relicensed as a bank in 
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accordance with this Directive must ensure that all applicant legislation and national bank 

directives are available within 24 months of the date the microfinance institution is relicensed as 

a bank. To this reason, a microfinance organization that has been relicensed as a bank must 

present a complete action plan to the central bank. 

According to proclamation No. 1164/2019 and NBE directive No.SSB/74/2020, microfinance 

institutions that wish to be transformed into commercial banks or relicensed as banks should 

present signed minutes of shareholders, amended memorandum and articles of association, as 

well as an attendance sheet; and meet the minimum paid up capital requirement to obtain a 

banking business license. The regional government shall not own more than 70%; safety and 

soundness shall be demonstrated by a composite CAMEL rating of at least "3" in the on-site 

examination file or report; and state in its mission statement, internal laws, and business model 

about the availability of microfinance services as one of its core services and put in place the 

necessary resources and system. As a result, MFIs that want to become commercial banks must 

keep their capital base and deposit obligations in balance. Institutions must grow their equity 

over time if their capital falls below a specific threshold of risk-adjusted assets. Because of the 

initial gain in ownership, the expanded opportunities generated by the transformation, and quick 

expansion in operations, these institutions' total equity has continued to rise. 

In several countries, research on the transformation of Microfinance Institutions (MFI) has been 

conducted. Hishigsuren (2006) looked at the major issues and difficult conditions that 

microfinance institutions face before, during, and after transformation. He visited three 

institutions in Latin America, Africa, and Asia and concluded that an MFI will decide to 

restructure only if the internal and external contexts are conducive. In Kenya, another study, 

Mokoro (2009), suggested that the permitting and inhibiting variables in the transformation from 

microfinance to formal banking. In their research of organizational change driven by 

transformation in Kenya and Vietnam, Hudon and Louche (2014) found that transitioning MFIs 

deal with redefining of identity, redrawing the firm's boundaries, and challenges of legitimacy. 

In his study on Kenyan MFIs, Ndulu (2010) looked at the factors that influence the 

transformation of microfinance institutions, with a special emphasis on the regulatory 

framework. He highlighted the determinants as those resulting from the institution's 

implementation process, issues they are encountering, and perceptions about the microfinance 
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industry's future. According to his findings, the ability to raise funds for transformation; raising 

minimum capital; ability to acquire and implement suitable software and Management 

Information System; meeting capital adequacy requirements; restructuring ownership; ability to 

solicit shareholders; resource base and size of institution; motivational level for transformation; 

management inertia; stringent application procedures are all factors that influence the pace of the 

transformation process. 

When one of the other primary reasons given by (Campion & White, 1999; Hishigsuren, 2006) is 

taken into consideration, the experience from specific international locations such as Bolivia, 

Cambodia, India, Mongolia, Nepal, Pakistan, Philippines, Uganda, and Peru indicates that the 

transformation method became no longer straightforward and easy. They confirm that in those 

nations, changing microfinance organizations encountered economic, managerial, infrastructure, 

legal, and other obstacles. Additionally, according to Frank (2008), the transformation process 

has an impact on practically every part of MFI's organization, including governance, capital 

structure, product layout, and regulatory environment. 

As a result, when I finally showed up in Ethiopia, there were almost no studies conducted in our 

country that attempted to address the issues influencing the transformation of MFIs into 

commercial banks. Finally, the purpose of this study was to address a research gap in the area of 

factors influencing the transformation of a microfinance institution into a commercial bank in the 

case of a large number of MFIs in Ethiopia.  

1.3. Relevant study questions  

In light of the problems mentioned above, the study specifically addressed the subsequent 

fundamental research questions. 

1) To what extent does ownership governance and regulatory framework influence MFI 

transformation into a commercial bank in Ethiopia? 

2) How does capital requirement play a role in impacting MFI transformation into a 

commercial bank in Ethiopia? 

3) How does IT infrastructure impact MFI transformation into a commercial bank in 

Ethiopia? 
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4) What is the impact of human resource on MFI transformation into a commercial bank in 

Ethiopia? 

5) How does mission drift impact MFIs transformation into commercial banks in Ethiopia? 

1.4. Objectives of the study  

1.4.1. General objective  

The general objective of the study was intended to analyze the factors impacting transformation 

of Micro-finance institutions into commercial banks in Ethiopia. 

1.4.2. Specific objectives  

The study was specifically addressing on these unique objectives:-  

● To examine  the impact of ownership governance  and regulatory framework on the 

transformation of MFIs into commercial bank in Ethiopia  ; 

● To investigate the role of capital requirements in impacting MFIs transformation in to 

commercial bank in Ethiopia;  

● To analyze the impact of IT infrastructure on MFIs  transformation  into commercial 

bank in Ethiopia  ; 

● To find out the impact of human resource on MFIs transformation into commercial bank 

in Ethiopia; 

● To discover the impact of mission drift on MFIs transformation   into commercial banks 

in Ethiopia.  

1.5. Hypothesis of the study  

A hypothesis, according to Frank (1979), is a probable assertion of truth that has yet to be tested 

by the researcher, as highlighted by Mazhindu and Mafuba (2013). As a result, one dependent 

variable against five independent variables was constructed and explored in this study, which 

was to deal with numerous research problems on the road to give an explanation for elements 

influencing the transformation of an MFI into a commercial bank. The transformation of an MFI 

into a commercial bank is the dependent variable, whereas ownership and regulatory framework, 

capital requirements, IT infrastructure, mission drift, and human resource are the key predictors.  

The dependent variable is a variable that is the outcome or impact of other variables, whereas the 

independent variable is a force or situation that assists or acts on something else. The study was 
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directed by the following research hypothesis, which took into account the influence of the 

independent factors of ownership and regulatory framework, capital requirement, IT 

infrastructure, mission drift, and human resource on the dependent variable:-  

Hypothesis 1: Ownership governance and regulatory framework has a positive significant 

impact on the transformation of MFI into a commercial bank in Ethiopia. The 

agency theory recognized the separation of ownership and manipulation of a 

business; how ownership is established and exercised (Mersland and Strom, 

2007). 

Hypothesis 2: “Capital requirement has a positive and significant impact on the transformation 

of MFI into a commercial bank in Ethiopia”. According to the capital theory 

concept capital requirement can be taken into consideration on transformation of 

MFIs into commercial banks due to the linkage between microfinance and capital 

formation or requirements (Hulme, 2000). 

Hypothesis 3: IT infrastructure has positive and significant impact on the transformation of MFI 

into commercial bank in Ethiopia. The resource based theory implicitly suggests 

that the ability of a company to grow depends on the ability to coordinate the 

resources and focus them in building a competitive advantage (Kiiru, 2015). 

Hypothesis 4: “Human resource has a positive and significant impact on the transformation of 

MFI into a commercial bank in Ethiopia”. Based on human capital theory; Human 

capital is the stock of effective knowledge, education, experience, and skills 

possessed by the way of employees which allows them to acquire a float of 

earnings. It has been argued that there is a notable relationship amongst human 

capital and transformation (Unger, Rauch, Frese, & Rosenbusch, 2009). 

Hypothesis 5: “Mission drift has a positive and significant impact on the transformation   of MFI 

into a commercial bank in Ethiopia”. The dynamic capabilities theory argued, the 

ability to pull together external and internal business resources to address changes 

in the business landscape constitutes the (Manyumbu et al., 2014). 



9 
 

1.6. Significance of the study  

The study aids the board of directors of microfinance institutions in Ethiopia and abroad in 

attempting to discover numerous elements that already impact the transformation process in such 

conditions and drawing patterns for future similar processes. The study's final product is thought 

to have provided important insights for future policy and regulatory framework reviews, as well 

as contributing to the existing body of knowledge on MFIs. Finally, future researchers may 

utilize these findings as a starting point for further research. 

1.7. Scope of the study 

The study used an explanatory research design and a mixed research approach technique to 

investigate the critical factors influencing the transformation of microfinance institutions into 

commercial banks in Ethiopia. The research was carried out in the top 6 big MFIs, which were 

chosen among the 35 registered MFIs that were currently members of AEMFI and provided 

microfinance services in the areas of credit distribution, savings, money transfer, and pension 

payment. The sample size for this study was determined by their high total capital, efficient 

management system, profitability, productivity, and service reach. This study concentrated on 

the effects of ownership and regulatory framework, capital requirements, IT infrastructures, 

Mission drift, and human resource because these dimensions have a significant impact on the 

transformation of MFIs into commercial banks, as well as the benefits to MFIs, their clients, and 

other stakeholders. 

1.8. Limitation of the study 

The study's weakness, however, arises from the small sample size employed in comparison to 

the number of MFIs in Ethiopia. Another key drawback, to the extent of the researcher's 

knowledge, was the lack of earlier research studies in Ethiopia on the impact of MFIs becoming 

commercial banks. One of the other obstacles identified throughout the investigation was the 

refusal of a few respondents within selected samples to be interviewed.  
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1.9. Organization of the paper 

Generally the paper is organized into five chapters. The first chapter contains the study‟s 

introduction, which includes background information, a statement of the problem, research 

questions, the study‟s objective, and hypothesis, as well as significance of the study, scope 

limitations and organization of the study. The study‟s literature review and conceptual 

framework are covered in the chapter. Research Methodology is the third chapter and  it covers 

research design, philosophical paradigm, research approach, research strategy, research method 

employed, targeted population, sampling techniques and sample size, as well as  data source, 

data collection, instrument, data analysis and model presentation; data validity and reliability 

and research ethical consideration. Data presentation, analysis, and interpretation were all 

covered in the fourth chapter. The paper's last chapter included a summary of key findings, a 

conclusion, a recommendation, and areas for further research. 
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CHAPTER TWO 

2. LITERATURE REVIEW 

2.1. Introduction 

The theoretical framework of a study can be related to the philosophical foundation on which 

the research as a way to be completed, and will become a link between the theoretical 

components and the realistic components of the investigation undertaken. A theoretical 

framework, according to Ajzen (1991), directs research by deciding what variables to measure 

and what statistical associations to look for within the context of the problems under 

investigation. As a result, the theoretical literature assists the researcher in identifying the most 

important variables of the study, providing a preferred framework for data analysis, and 

assisting in the selection of an appropriate research design. The study would be guided by four 

theories: capital theory, human capital theory, agency theory, and stakeholder theory, as well as 

empirical evidence from across the world and at national level, a conceptual framework for MFI 

transformation, and gaps in the existing literature.  

2.2. Theoretical Review 

According to Oso and Onen (2009), a theory is a set of ideas intended to explain a reality. It 

describes a phenomenon by defining variables as well as the legal standards that link the 

variables together. It entails a review of current or self-formulated theories in connection to the 

study objectives. At the start of a study, the researcher generally presumes that the independent 

variables have a few influences on the dependent variable. It is this assumption that a researcher 

tries to justify within the theoretical framework by explaining how and why the independent 

variable(s) influences the dependent variable. According to Kombo & Tromp (2006), when 

theories are applied, a researcher gains clarity and a better understanding of the theoretical 

underpinning of the study. Furthermore, a review of the relevant theories provides the researcher 

with insight into what has previously been done in the chosen field, allowing the researcher to 

identify additional facts needed to prevent duplication in investigations. 
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2.2.1. Capital Theory and MFI Transformation  

Capital is a type of good that can be consumed now, but if consumption is deferred, an increased 

supply of consumable goods will be available later (Bwisa, 2011). It is far from a part of a 

person's inventory which he expects to give him income. This is why economists consider time 

period capital as one of the factors of production. 

Other researchers Hulme & Mosley (1996); Hulme (2000) argued that microfinance increases the 

financial capital of the beneficiary businesses. This is because of the reality the loan borrowed 

offers marketers the manner to convert money into an earnings-generating activity, thereby 

providing them with the chance to increase their financial capital. 

The capital concept became taken into consideration relevant to this examination on 

transformation of MFIs into commercial banks due to the linkage between microfinance and 

capital formation as referred to above. Certainly, one of the factors that caused the emergence of 

microfinance in the 1970s was the challenge faced by the poor and small enterprises in gaining 

access to credit and other financial services. At core of the transformation of MFIs into 

commercial banks is the need to reach more of the customers and stakeholders with a variety of 

financial services in a sustainable manner (Hulme, 2000). 

2.2.2. Human Capital Theory and MFI Transformation 

Human capital is the stock of effective knowledge, education, experience, and skills possessed 

by the way of employees which allows them to acquire a float of earnings. It has been argued 

that there is a notable relationship amongst human capital and achievement (Unger, Rauch, 

Frese, & Rosenbusch, 2009). This is because human capital will increase owners‟ capabilities of 

discovering and exploiting business possibilities. Furthermore, human capital aids in the 

acquisition of other utilitarian sources such as financial and physical capital, as well as the 

accumulation of current knowledge and skills. 
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2.2.3. Stakeholder Theory and MFI Transformation 

The stakeholder theory holds that there are interconnected relationships between an agency and 

numerous entities that have a stake within the corporation (Miles, 2012). Those entities 

encompass employees, clients, investors, vendors, and communities (Gichira, 2005; Richman, 

2008; Mulwa, 2008; Gitonga, 2010). 

However, the stakeholder theory recognizes different events like governmental agencies, 

political groups, trade associations, trade unions, communities, employees, customers, and the 

public at large (Gichira, 2005; Richman, 2008; Mulwa, 2008; Gitonga, 2010). Indeed, even 

competitors are now and again counted as stakeholders. The theory, consequently, posits that a 

business enterprise must create value for all stakeholders, no longer really shareholders or 

financiers. 

Pursuant to this idea, a transforming MFI must maintain in thought the interests of diverse 

stakeholders. This is due to the fact, governmental companies, political groups, trade 

associations, trade unions; communities, employees, customers, and the general public all have 

an interest within the success of the MFI. Likewise, employees have an interest in the security of 

their jobs. They might be apprehensive of losing the jobs in the ensuing reorganization of the 

MFI. 

2.2.4. Agency Theory and MFI Transformation 

According to Mersland and Strom (2007), agency charges arise from the separation of ownership 

and manipulation of a business. Depending on how ownership is established and exercised, these 

costs may be reduced. Owners with financial incentives are more able to minimize agency fees, 

which is consistent with this theory. This means that agency costs are greater for non-profits with 

organizations, such as NGO MFIs. However, agency theory also predicts that the non-profit 

organizations can have an offsetting benefit of lowering customer detriment choice and moral 

hazard because they may be closer to the customers and better able to tap into local information 

networks. 
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According to Macey and O'Hara (2003), connections with depositors and debtors are just as 

crucial to a bank's success as the relationship between the management and the board of directors 

and the bank's shareholders furthermore, the predominant-agent relationship may be applied to 

the connection between the MFI and the donor in microfinance, since donors are key 

stakeholders.  Donors may have more difficulty committing their funds to MFIs that are 

controlled by profit-driven investors. As a result, there are various types of agency costs in 

microfinance: one between owners and managers, one between the MFI and its consumers, and 

one between the donors and the MFI.  

Donors and other financial partners continue to finance an MFI even after it has been established, 

but they do not become owners (shareholders). Following transformation, the organization that 

they have been supporting without bothering about ownership must now get owners in order to 

satisfy the regulatory requirements. As a result, agency theory was used to drive this 

investigation of the reform of MFIs in Ethiopia.  

2.2.5. Resource Based View Theory 

This theory focuses on the ability of an organization to grow economically and bases its 

arguments in the latent resources that a company has. The resource based theory implicitly 

suggests that the ability of a company to grow depends on the ability to coordinate the resources 

and focus them in building a competitive advantage (Kiiru, 2015). The resources necessary for 

gaining and sustaining change in an organization include human resource, technology, 

organizational culture, patents and other tangible and intangible resources (Jebukosia, 2013). The 

argument is that as the company increases its resource base, the ability to grow profits increases 

with the resources it owns and so are the effectiveness and capabilities of the company. Since 

resources take different physical forms for tangible resources, their mobile abilities also vary. 

Similarly, intangible resources on the other hand may be limited by time and bureaucratic 

constraints. This is known as resource heterogeneity of organizations and it forms the first 

assumption of the Resource Based View (Mbindyo, 2013). 
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2.2.6. Dynamic Capabilities Theory 

The Dynamic Capability Theory emphasizes on the importance of resource mobilization at the 

business level in order to address mostly competition. In particular, the ability to pull together 

external and internal business resources to address changes in the business landscape constitutes 

the Dynamic Capabilities Theory (Manyumbu et al., 2014). The theory emphasizes not only on 

the ability to mobilize resources but also on the ability to replicate results so as to fit in the ever-

changing business environment. Dynamic capabilities theory is a business name for measures to 

address constant change. As such, there should be mechanisms in the business and organizational 

environments that will inculcate the culture of changing with seasons in order to maintain a 

competitive advantage of the business. However, this forms the most crucial challenge of 

business growth in the context of the dynamic capabilities as there is need for the many moving 

parts in the process to be brought under control and this may take some time. Basically, the 

theory advocates getting out with the old and embracing the new. 
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2.3. Micro finance approach   

The microfinance enterprise is characterized in the aid of a "schism," or debate, among two 

camps that constitute widely special techniques to microfinance: the institutionalist and the 

welfarist. The institutionalist technique, with its emphasis on economic self-sufficiency and 

institutional scale, appears to have gained ascendancy over the welfarist approach, with its 

emphasis on direct poverty relief for many of the very poor. According to Morduch (1999) 

refers to this division as the microfinance schism. The irony is that even as the worldviews of 

each camp are not inherently incompatible, and in fact there are numerous MFIs that appear in 

practice to embrace them both, there nonetheless exist a large rift between the two camps that 

makes conversation between them hard. 

2.3.1. The institutionalist approach  

Institutionalist together with Robinson (2001)  argued that the success of microfinance 

institutions each in terms of making an actual dent on poverty via achieving a most wide 

number of poor households and making sure their own long term survival and sustainability, 

rely on their capability to undertake principles of commercialization in all their operations. 

They need MFIs to ensure their personal lengthy-term period survival and sustainability via 

controlling charges and enhancing profitability in place of continually expecting backed 

financial assets from the donor community for ensuring their long-time period survival (Khan, 

2008). 

The institutionalist techniques make a specialty of growing financial establishments to serve 

customers who both are not served or are underserved by using the formal financial agent. 

Emphasis lies on reaching monetary self-sufficiency; breadth of outreach (which means 

numbers of clients) takes precedence over intensity of outreach (which means the levels of 

poverty reached); and high quality customer affects are assumed. The institution is the focus 

of attention, and institutional success is frequently measured in terms of the institution's 

progress toward financial self-sufficiency. The financial institution Bank Rakyat Indonesia 

(BRI) and the Bolivian Banco Solidario (BancoSol) are two well-known examples of 

institutionalist approaches. Institutionalists argue that a primary goal of microfinance is 

financial deepening, the creation of a separate system of "sustainable" financial intermediation 
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for the negative. There is a "financial structures" approach to microfinance, in which the 

density of microfinance is dominated by means of numerous large-scale, income-seeking 

financial institutions that provide high quality financial services to massive numbers of poor 

clients. Because of their insistence on financial self-sufficiency, institutionalists keep away 

from subsidies of any kind. The institutionalist position is articulated in all the literature 

pointed out by the Ohio State University Rural Finance Program, the World Bank and the 

Consultative Group to Assist the Poorest (CGAP) in the World Bank, and USAID. Most 

published literature in the field of microfinance agrees with the institutionalist view (Woller, 

et.al 1999). 

2.3.2. The welfarist approach  

Welfarist argues that the number one purpose of microfinance must be to help lessen poverty 

by subsidized credit score. The concept they propose is to ensure the inflow of subsidized 

financial resources to the sector on a continuing basis (Murdoch, 2000). Welfarist emphasizes 

depth of outreach. Walfarist are pretty express in their awareness of immediately enhancing 

the well-being of participants. They may less inquisitive about banking in line with than in the 

use of financial services as a method to alleviate at once the worst consequences of deep 

poverty among contributors and groups, although if some of those services require subsidies. 

Their objective has a tendency to be self-employment of the poorer of the economically lively 

bad, especially women, whose manipulate of modest increases of income and financial 

savings is assumed to empower them to enhance the conditions of lifestyle for themselves and 

their children. The middle of interest is the "own family." Like the institutionalist, welfarist 

has assumed extra impact than they virtually have been capable of documenting.  The most 

prominent examples of walferist institutions are the Grameen Bank in Bangladesh and its 

replicates elsewhere, and finca-style village banking programs in Latin America and, more 

recently, in Africa and Asia (Woller et.al, 1999). 

2.4. The factors impacting of Transformation of MFIs  

Sriram and Upadhyayula (2002) investigated the Indian microfinance sector's transformation 

experience. They identified five problems that trigger the movement of microfinance 

operations to move far away from an NGO format to the mainstream format, particularly; 
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size, range of services, economic sustainability, focus and taxation. They came to the 

conclusion that there must be regulatory adjustment that allows smaller microfinance 

institutions to get into more complicated forms as they develop. They suggest that MFIs 

should be permitted to use equity as a source of funding. 

Most of the variables driving the transfer from microfinance to commercial financial 

institutions or formal banking, according to Mokoro et al (2010), are regulatory and policy 

related. The evolving microfinance agenda has significant implications for regulatory and 

supervisory coverage with recognition of licensing requirements, monitoring for unsafe and 

unsound practices and the orderly existence of financially distressed MFIs. During the 

government-led subsidized agricultural credit score generation, the majority of institutions 

were created through parliamentary regulation that changed into independent financial sector 

legislation. Their access into the financial sector was determined by means of political 

decisions and once in operation, they were issued to little or no supervision. 

Regulation implies changes to organizational form, structure and systems in addition to 

financing structure. Consequently institutions coming under regulation must transform to 

rework to confirm with the regulation. The fulfilment of microfinance regulation depends on 

how the implementation method is controlled. It is prudent to allow institutions time to go 

through the transformation manner. In Ethiopia, the central bank issued a transformation 

guideline with a one-year deadline for institutions to comply (NBE, 2008). As listed below, a 

number of factors can influence the transformation process. 

2.4.1. Regulatory framework and Ownership governance 

2.4.1.1. Regulatory framework  

The National Bank of Ethiopia created a prudential regulatory framework for the microfinance 

industry in 1996, and a revised version was presented in 2009. The Proclamation No. 40/1996 

for Licensing and Supervision of Microfinance Institutions established a single legislative 

framework for regulating and supervising the industry. The regulation's goal is to safeguard 

small depositors, maintain the microfinance sector's integrity and stability, and encourage the 

institutions' efficient performance. This regulation, which allows deposit-taking MFIs, or 

"share companies," to be established, has aided the growth of MFIs for over a decade. As well 
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as facilitating growth in the sector, the law prohibits NGOs and any other institution from 

offering financial services. There are currently 35 registered institutions regulated by NBE, 

including regional government supported institutions, local NGO affiliated institutions, and 

privately owned microfinance institutions. 

"The supply of financial services such as receiving savings, issuing credit, drawing and 

accepting payable drafts, providing money transfer services, and other services indicated in 

Article 3(2) of the proclamation," as per Proclamation No. 626/2009. This definition, for 

example, does not confine microfinance to credit services; rather, it includes a broad range of 

financial services such as savings, insurance, and money transfer. The new regulation allows 

banks authorized by the NBE to conduct microfinance operations without acquiring a separate 

microfinance business license because microfinance is now considered a business. 

Regulators have a challenge in figuring out who, what, how and when to regulate. Regulators 

can choose to have no regulation, self-regulation, apply existing banking regulations, or create 

unique restrictions in the early phases (Staschen, 1999; Kirkpatrick & Maimbo, 2002; WSBI, 

2008). When current banking legal requirements are used, the framework should be developed 

to give MFIs a clear picture of how to achieve institutional development and transformation 

(Gallardo, 2001). Furthermore, such legislative standards should allow MFIs to continue 

sustainably in a market-based financial system and provide a diverse variety of financial 

services, such as financial savings, issuance coverage and transfer facilities (Gallardo, 2001; 

Lauer, 2008). The focus of regulation should be on the microfinance support in preference to 

the institutions (WSBI, 2008). The regulator is expected to recognize the enterprise which the 

regulation targets. 

A fundamental guideline into regulating microfinance is that the regulator first conducts a 

survey at the microfinance exercise (Kirkpatrick & Maimbo, 2002; Christen et al., 2003). 

According to reports from Ghana, Benin, Tanzania, India, Nepal, Uganda and Zambia show 

that the approach to microfinance policies are unique and have resulted in numerous degrees 

of success (Gallardo, Ouattara, Randhawa & Steel, 2005; Sinha & Sagar, 2007; Sinha, 2007; 

Okumu, 2007; Chiumya, 2006: 226-228), innovation and unduly increases transaction 

expenses. The method of regulation might also differ from country to country. A few 

countries together with Bolivia and Peru in Latin America, and Ghana, Uganda, Kenya and 
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Zambia in Africa, have opted for a tiered financial and regulatory structure (Gallardo, 2001; 

Okumu, 2007; Chiumya, 2006). The author Avgouleas (2007) emphasized that the need to 

fashion differentiated licensing regimes for MFls depending on their structure and services 

they offer. Avgouleas (2007) stressed the importance of developing separate licensing regimes 

for MFls based on their structure and services. Other researchers Gallardo, Ouattara, 

Randhawa, and Steel (2005) found that recognizing different stages of both regulated and 

unregulated institutions in a financial structure enables financial deepening and outreach to 

otherwise underserved corporations in urban and rural areas in their comparative assessment 

of microfinance regulatory regimes in Benin, Ghana, and Tanzania. 

According to research conducted in other countries, the licensing procedure was the most 

challenging component of transformation for most institutions (Hishigsuren, 2006; Frankfurt 

College of Finance & Management, 2012). The licensing procedure takes an unusually 

lengthy time (2-3 years) because the requirements normally demand MFIs to undertake 

internal improvements in areas such as internal control, reporting capabilities, department 

physical safety, and determining an acceptable ownership and management structure. 

However, the time duration might be longer, and it appears to be dependent on the legal and 

regulatory climate in a country. 

2.4.1.2. Ownership and governance  

In order for a transformation to succeed, it must be embraced by all members of the 

organization: staff, management, Board of Directors and financial partners. All must be aware 

of and agree on the objectives that the institution plans to achieve through the transformation, 

the expected benefits and the investment the process will need. The top management has to be 

committed to ensure that the organization will not back out at the first sign of difficulty and 

that all staff is involved and feel part of the process. Ownership eligibility and diversification 

criteria will be specified in banking policies on a regular basis. MFIs' typical ownership and 

governance structures tend to reflect their origins and initial financial sources (Christen et al., 

2003).  

Consistent with the look at Lauer (2008) stated that many MFIs are faced with different 

policies for transforming to formal banking. Such policies stipulate a minimum variety of 
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shareholders and a maximum percentage of ownership for any shareholder. Those situations 

boost a massive assignment to fulfill particularly for those MFIs which might be still small 

and no longer worthwhile.  Different researchers additionally confirmed that the problem is 

getting inclined investors that share the same aspirations and are willing to keep with the 

company‟s mission. The consideration is consequently now not only who has money however 

who shares a comparable imaginative and prescient aspirations (Ledger wood & White, 

2006). 

In addition, transformation frequently gets a wholly new set of investors with different 

interests. In this case dealing with these divergent interests of both social and commercial 

investors is not easy (Ledger wood & White, 2006) and at instances may additionally result in 

assignment go with the flow (Christen, 2000). It is therefore essential to link the search for 

new investors with the strategic direction the transformed MFI would like to take. As early as 

possible some strategic alternatives and tradeoffs must be made on whether or not to go for 

strategic or financial investors, local or foreign, microfinance or formal financial experience, 

and majority or minority shareholding (Ledger wood & White, 2006). 

Another effect is the reorganization of current ownership and capital contributions to meet the 

new criteria (Christen et al., 2003). The majority of microfinance institutions were NGO 

formed, operated and funded with the aid of foreign organizations. This becomes a greater 

complex wherein there are foreign ownership restrictions or vetting of institutions taking up 

stake. The owners of the transformed MFI must be vetted. In countries where a minimum 

share commitment is required, such as Kenya, larger MFIs may find it difficult to raise 

matching capital from multiple owners (Ledger wood & White, 2006). Most microfinance 

firms' corporate governance is vulnerable, and the structure frequently represents ownership. 

The board members of MFIs do not reflect ownership or financial drive, but rather a social 

consideration (Lauer, 2008). Regulation, on the other hand, prescribes how boards of directors 

and management of institutions should be formed, creating a problem. This would need the 

appointment of new board members of a higher grade. In the Philippines, opening up the 

governance of family-owned rural banks, cooperatives, and non-governmental organizations 

(NGOs) to bring in board members with banking experience and enhance board quality has 

been noted as a concern (Valdemar et al., 2007). Another difficult factor to consider is the 
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selection criteria for the board of directors and senior management of the transformed MFI 

(Lauer, 2008). The procedure is lengthy and complicated with debate and potential conflicts 

of interest.  

2.4.2. Capital requirement  

Extremely high minimum capital requirements are a barrier to entry for smaller MFIs, who 

prefer to work with a few major ones (Christen et al., 2003). Raising the requisite minimum 

capital may also take some time. Because acquiring investors entails going through a due 

diligence procedure, it is significantly more difficult for smaller MFIs to become banking 

institutions. This is a standard screening strategy used in Ghana to select out smaller MFIs as 

they become more prominent (Gallardo et al., 2005). 

MFIs may have a challenge in meeting capital adequacy requirements. The troubles in 

meeting loan loss-provision standards set for MFIs byway of most regulators. There is 

controversy as to whether or not the capital adequacy requirements for specialized MFIs need 

to be tighter than the requirements applied to diversify commercial banks (Christen et al., 

2003; Reachable et al., 2002). Properly-managed MFIs keep high-quality compensation 

overall performance, with delinquency generally lower than in commercial banks (Ramirez, 

2004), however in a few worldwide places, the banking legal guidelines preserve in thought 

loans supplied to micro-marketers unstable. In this perception, microloans are supposed to be 

categorized as volatile assets basically because of lack of collateral and variety, and be 

carefully provided for (Delfiner et al., 2006).The recommendations for provisioning of 

horrific and doubtful debts for transformation of MFIs are greater stringent than business 

banks in Uganda (BOU, 2010). This may without troubles wipe out the entire loan portfolio 

and result in inclined capital adequacy. 

2.4.3. IT infrastructure  

Poor management information systems (MIS) and a lack of technical ability inside MFIs are 

two of the most significant obstacles in Ethiopia. Increasing the effectiveness of branch-to-

headquarters communication might also result in increased efficiency.   MFIs require effective 

integration of loan monitoring and accounting software as the number of borrowers grows, 

which comes at a cost that is frequently excessive. MFIs are required by law to submit their 
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income statements, balance sheets, status of impaired loans, and loan provision to the NBE on 

a quarterly basis. MFIs with deposits above ETB 1,000,000 are required to submit quarterly 

liquidity and capital adequacy reports. MFIs have failed to put this into reality, owing to the 

geographical spread of their client base, their focus on rural regions, and their ineffective 

information management systems. MFIs must provide yearly externally audited reports by 

auditors recognized by the NBE, according to the Proclamation. 

MFIs were previously supervised by the NBE's bank supervisory section prior to October 

2001. Since then, the industry has been regulated by a distinct microfinance division, which 

was promoted to a Department in 2004 and subsequently a Directorate in 2009. The number 

of employees has increased from six in 2004 to fifteen in 2010. MFIs are evaluated by the 

Directorate through both off-site monitoring (analysis of quarterly reporting) and on-site 

inspection. However, the Directorate's capacity for on-site inspections to MFIs is limited, and 

its inspection teams have run into issues due to MFIs' lack of suitable information 

management systems. AEMFI and shareholder involvement are said to be mostly self-

regulating in the sector.  

The requirement for MFIs to offer precise documentation for loans which might be usually 

small and lots of does have profound implications on their control information systems (MIS). 

This loan documentation required from debtors is designed to make certain the reliability of 

the collateral and the financial balance of the borrower. In prudential banking exercise 

documentation forms a sizable element (Delfiner et al., 2006). Distinctive researchers 

(Christen et al., 2003) also supported that the foremost project lies in acquiring software that 

would perform the banking operational abilities and keep the exact database for microloans. 

The value of such software may be large and price ranges to acquire such systems are not 

smooth to get. 

Regulations consist of reporting and disclosure necessities that incorporate a certain amount 

of content material and with set frequency of reporting. This can add substantially to the 

administrative costs to an MFI considering most of the transactions are very small. Despite the 

fact that such reporting requirements must be less tough for microfinance institutions than for 

normal industrial bank operations, they are absolutely to original sports activities (Christen et 
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al., 2003). Changing the MFIs‟ orientation from a donor mentality to a performance-primarily 

based total management may want to pose a venture (Valdemar et al., 2007). 

The requirements of MFIs report cover, among various things, asset and legal responsibility 

control, capital adequacy, liquidity, economic statements, disclosure on huge loans, 

performance, returns on administrators and control. Those reports are meant to make certain 

that proper ordinary performance requirements are upheld, and to ensure compliance with 

accounting standards, accountability and transparency and depositor protection (Mwatela, 

2008).  According to NBE (2020) reviews MFIs may require well MIS and strong software 

packages for that reason. 

2.4.4. Mission drift  

What exactly is "mission drift?" We must first investigate how microfinance institutions 

(MFIs) advertise themselves in order to solve this issue from a microfinance viewpoint. The 

MFI transformation leads to a new organization with new objectives, products and services, 

and an increasingly new customer base. The organizational culture must change in line with 

the transforming organization. The organization way of treating customers and working 

arrangements amongst the staff must change in line with the transforming organization (Wu & 

Wu, 2011). This is because new skills and practices are required in handling the customer 

service aspects in the new entity. This is because the customer service aspects are critical in 

the new transformed business as a result of need to attract clientele that may be skeptical 

about the new transformed institution. 

 The higher the depth of outreach, to use microfinance terminology, the smaller the average 

loan amounts. Instead of asking what drives mission drift, we may simply ask: What causes an 

MFI's average loan size to grow over time, reducing outreach depth? To this question, there 

are two straightforward responses. First, progressive lending, which refers to the premise that 

current clients can attain greater credit limits after maintaining a "clean" repayment record at 

the conclusion of each credit cycle in microfinance parlance. Second, cross-subsidization, 

which comprises reaching out to unbanked wealthy consumers in order to fund a greater 

number of poor clients with smaller average loan sizes. Both of these ideas are consistent with 

the MFI's social goal (Armendariz and Szafara, 2011). 
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MFI's role in providing for the poor has recently displayed signs of "Mission Drift," as they 

start losing their original mission i.e. focus on the richest groups. Furthermore, various studies 

such as Cull et al. (2009) have demonstrated that MFI that provide larger loan amount are 

“Mission Drift”. This theory suggests that the role of MFI has shifted gradually from 

financing the poor to compete with a more developed banking sector. As a result, just a few 

MFIs are regarded successful, while the majority of them fail to deliver basic services like 

small loans to the poor.  This evolution has led to questions about the role of MFIs in places 

where the traditional banking system is well established, and whether they can deliver by 

using different lending methods, despite the fact that the banking sector is more active and 

flexible in adapting new technologies and serving various groups of people. One benefit of 

MFIs over banks is that they service clients who are regarded too risky for banks and focus on 

those who are not served by banks.  According to Armendariz and Szafarz (2009) argued that 

the development of the financial sector is an important factor to take into account which MFIs 

are actually serving and they argue that if MFIs are offering higher size loans, it does not 

necessarily means that these institutions are “mission drift”. Another author Hermes et al. 

(2009) also predicted that a negative relationship between microfinance and the development 

of the banking sector as in well-developed banking systems, commercial banks are more 

efficient and can profit from scale advantages and diversification. 

Many studies have been performed in this regard, but few have been decisive in determining 

if the MFI is performing its original goal and whatever aims they are pursuing. According to 

Armendariz and Morduch (2010), MFIs are presently attempting to achieve a dual goal of 

reaching out to the poor while also becoming self-sustaining organizations. As a result, the 

discussion about MFI performance is still ongoing, and no definitive findings about their 

usefulness in alleviating poverty and meeting the fundamental needs of the poor have been 

reached. As a result, emphasizing the link between the MFI and the banking sector might aid 

in framing the discussion on "mission drift" and better evaluating this distinction. 

Cull, Demirguc-Kunt, and Morduch (2007) used a data collection from 49 countries and 124 

micro financial organizations to see if there was any evidence of a tradeoff between 

sustainability and poor outreach. They study it to see if there are any signs of 'mission drift.' 

Individual lenders' high profits are connected to increasing outreach, confirming the presence 
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of "reverse mission drift." After adjusting for age and size, it appears that larger and older 

individual lenders are more likely to lend to consumers who are less poor. In their study 

village banking and group lending do not show considerable signs of mission drift.  

The primary effects of commercialization, according to Pollinger, Outhwaite, and Guzman 

(2007), are that microfinance organizations target wealthy sectors of society rather than the 

poor. As a result, poorer clients may be left behind as a result of this tendency. As a result of a 

commercial strategy, institutions may be pushed to focus on larger target groups. As a result 

of commercialization, poorer customers may be left behind. 

2.4.5. Human resource  

The issue of human resources is a familiar problem for the sector-staff turnover is high, 

particularly in rural areas where living conditions may be unattractive to staff and in urban 

areas where the private sector offers more attractive remuneration and alternative benefits 

such as shareholdings. In Ethiopia there is the additional challenge of the stringent personnel 

requirements for senior staff of the MFIs.  The chief executive officer must have a minimum 

of a first degree in social sciences plus three years senior management experience in a 

financial institution. All board members must have graduated from high school. These 

requirements are often detailed as prohibitive as the lack of skilled personnel in the sector has 

impaired the fulfilling of this requirement. The set of skills required of staff will change as 

MFIs transform into business banks. Whether the organization chooses to hire additional 

bankers, re-train its existing staff, or to apply a combination of the two, MFIs need to be 

aware of the significant amount of time and money required (Campion and White, 1999). 

Transformation is a hard manner requiring sturdy leadership. It's critical that a transforming 

MFI identifies a change champion early enough in the technique (Ledger wood & White, 

2006; Awan, 2010). Similarly, aid from all quarters is crucial. All board participants, 

management and team of workers should be worried inside the manner and informed of all 

most important modifications (Ledger wood & White, 2006). Group of workers' attitudes 

should be managed to make certain they're tremendous or at the least, not an obstacle to the 

transformation process. Conversation channels and remarks systems need to be clear and 



27 
 

applicable all through the procedure. Reports in Pakistan with a desirable body of workers and 

control involvement in remodeling NRSP aid this view (Awan, 2010). 

The researchers Ledger wooden & White (2006); BOU (2010) supported that this view 

transformation brings modifications in operations and the way things are completed, brings in 

new products and techniques, reporting requirements and frequencies among different 

adjustments. These consequences are in competencies and know-how gaps that must be 

addressed via the transforming organization. Personnel retraining to improve competencies 

and information are consequently essential (Awan, 2010). At instances, those modifications 

create opportunities for a modern-day cadre of team of workers with certain records like 

treasury management. 

The primary task is wherein a new set of senior control for the transformed MFI (Lauer, 2008) 

is required. This creates fear among the senior management and board who can also foresee 

their exit. The reaction is that the transformation procedure is put on preserve.  

Many researches have depicted that Ethiopian microfinance institutions are confronted with 

several troubles and challenges, which includes low outreach, fund shortage, restricted 

product diversification, limited research and innovation, and susceptible inner control 

machine and MIS (Woldey A, 2000). So it is suspected this might be taking their time to 

transform due to the fact their management fears pushing themselves out of a task. 

2.5. Reason of MFIs transformation  

The researcher Ledger wood & White (2006) explained that the  number one motives many  

MFIs  pick to rework into business bank are to offer extra products and offerings to their  

clients, to benefit access to capital in the types of both debt and equity, and to expand their 

outreach to more of the un- and under-banked. Transformation to regulated economic 

institutions moreover normally results in advanced governance and ownership structures. It 

can be taken collectively, a properly-managed transformation benefits microfinance customer, 

body of workers, and owners alike. And also in step with (IFC, 2005) file indicated that the 

reason behind the transformation of MFIs to formal banking is to increase access to capital, 

expand financial service, improve efficiency and allow ownership, enhance governance, and 

benefit legitimacy. 
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Access to commercial funding, product expansion, and organizational sustainability, 

according to Frank (2008), are three important motivations for MFI reform. So that first, to 

fulfill their mission, i.e. reaching as many customers as viable, and to gain economies of scale 

(Hartarska et al., 2013). MFIs typically desire to expand their lending portfolio, which 

requires capital (Perilleux et al., 2012). 

The second one major reason for transforming is to mobilize financial savings, something 

that, in most countries, most effectively regulated financial institutions are allowed to do. 

Delgado et al. (2015) observed that most MFIs experience economies of scope whilst 

protecting savings along credit provision, and Awan (2009) highlighted that financial savings 

can be a less expensive supply of capital for MFIs. Providing savings accounts alongside 

credit is also important from a demand side perspective. Collins et al. (2010) demonstrated 

that even human beings with a complete low earnings demand for savings products; they 

generally lack safe locations to deposit their financial savings, and often use alternative and 

informal methods to save. Well-designed savings products can help them manipulate their 

volatile day by day cash flow and smooth their consumption. They may serve as a buffer in 

case of an unexpected profit surprise, and they also can be used to take advantage of financial 

opportunities. Furthermore, providing formal savings products can aid in the removal of 

behavioral barriers such as a lack of self-commitment. When savings are readily available at 

any moment, they are more easily used for short-term consumption rather than being saved for 

a specific reason (Dupas and Robinson, 2013). 

The third purpose to transform can be labeled „organizational sustainability‟. A few managers 

of MFIs launching the transformation procedure argue that integration into the formal 

financial system has allowed many historical microfinance projects to survive over the years 

(Mersland, 2011). Partly that is due to the fact regulators typically require institutions to 

conform to strict governance guidelines and also to have a long-term period strategic plan. 

MFIs may be forced to convert by regulatory in a select circumstance if they become a global 

systemic concern due to their rapid development (Hudon and Louche, 2014). Law also allows 

for more control and hence better client protection. Therefore, in order to obtain a license, 

MFIs changing to a shareholder ownership structure install better corporate governance 

systems, improve their management system and reconsider their operational tactics to end up 

efficient. 
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To sum up, whether or not motivated via the possibility of improved access to funding, or the 

opportunity to mobilize savings, or the wish to improve sustainability via regulation and 

ownership, transformation typically seems to be an answer to an urge to professionalize and 

develop. This desire appears to be a rational response to intense sectoral competition, both 

from entrants and from commercial banks downscaling their operations to microfinance (Bell 

et al., 2002; Assefa et al., 2013), which is sometimes explicitly promoted by government, as in 

Malaysia, Nepal, and Thailand (Hermes et al., 2011). 

2.6. Empirical review in global and national level of transformation 

2.6.1. Empirical review in global context 

Khalily et al. (2014) use stochastic frontier analysis to analyze the efficiency pre- and post- 

transformation of 182 licensed MFIs in Bangladesh. Their main finding is that transformation 

reduces cost-inefficiencies thanks to higher staff productivity and, to a lesser extent, greater 

operational efficiency. They report a reduction in the effective interest rate from around 36% 

to 27% due to the ceiling imposed by regulation, while dependence on subsidies diminished 

among transformed MFIs. The first transformation to take place is still regarded as one of the 

most successful to date. The Bolivian NGO PRODEM took the initiative to transform into the 

commercial bank BancoSol in 1989 (Hudon and Mersland, 2016).  

Rhyne (2001) provides an interesting overview of the transformation landscape in Bolivia, 

describing how MFIs not used to having owners or regulatory supervisors suddenly find 

themselves under pressure from owners, along with a regulator demanding strict supervision. 

At the same time the author argues that the commercialization process, including NGO 

transformation, has shaped the industry and made Bolivia one of the most advanced 

microfinance markets.  Awan (2009) documents the transformation of NRSP, the largest 

Pakistani microfinance scheme. The main recommendations for a smooth transition are a clear 

management structure, open communication and information distribution to both staff and 

clients, and contingency planning of the process. The study also emphasizes the importance of 

client-relationship building through proximity, openness and transparency, and the focus on 

trust and image.   
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Ledgerwood and White (2006) present reasons why NGO-MFIs ought to consider 

transforming and how the process should be managed. The book shows that transformation 

impacts most parts of the organization, including the management information system (MIS), 

manuals and processes, internal controls and customer service. Frank (2008) compares 25 

transformed MFIs with a control group of 25 untransformed MFIs. The main finding is that 

transformed MFIs expand their client base and loan portfolio, which supports the argument 

that they transform in order to grow and serve more clients. Like Frank (2008), Chahine and 

Tannir (2010) compare the social and financial performance indicators of 68 transformed 

MFIs with a matched control sample of 68 non-transformed MFIs on a year-by-year basis. 

They find that the transformed institutions have more active borrowers than their non-

transformed counterparts, but also higher average loan sizes. 

The transfer of Kenyan microfinance institutions into the formal banking sector was 

investigated by Mokoro et al. (2010). They investigated the enabling and limiting variables in 

the transition and improvement of microfinance institutions in Kenya from microfinance to 

formal banking. Many microfinance NGOs have successfully duplicated the Grameen Bank's 

approach to providing financial services to low-income households and Micro and Small 

businesses. From the examine, it was found that the key factors that to a very great extent 

have been undertaken in order to transform from micro financing into formal banking are: 

growing customer base; improving the quality of service; changing the Information 

Technology in the organization; improving the turn-around in loan application; customer 

segmentation and change of measures in giving loans. The ability of MFIs to optimize 

business volume; understanding the organization's exposure to customers; operating through 

efficient systems and processes; minimizing damages when loans go bad; and effective 

balancing of high and low risk business are all factors that have assisted the transformation of 

MFIs into banks. They also looked at the inhibiting factors that MFIs transforming into formal 

banking face: the Central Bank's rigorous standards; high operational costs; a lack of a proper 

government policy on MFIs; unethical MFIs destroying the industry's reputation; and the 

inability to provide services to poorer or distant people They concluded that a successful past 

for Kenyan microfinance institutions is no guarantee for transformation (Mokoro et al, 2010). 
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2.6.2. Empirical review in national level  

MFIs became popular in Ethiopia in the 1990s. The announcement of microfinance in 1996 

marked the beginning of deposit-taking MFIs in Ethiopia. The industry has evolved from a 

humanitarian focus to one that includes both outreach and viability initiatives. From providing 

institutional and portfolio assistance to claiming ownership in MFIs, the government plays a 

significant role in the MFI sector. Large MFIs in Ethiopia are known for their strong ties to 

the government. Amhara Credit and Savings Institution, Dedebit Credit and Savings 

Institution, Oromia Credit and Savings Share Company, Addis Savings and Credit Institution, 

and Omo Microfinance Institution Share Company are examples of these institutions. In 2008, 

the government owned 97 percent of ADSCI and 80 percent of Omo, respectively. The low 

interest rates on loans offered by most MFIs in Ethiopia can be explained in part by the low 

funding and staff wages (Weidmaier et al., 2008). According to the National Bank of Ethiopia 

(NBE), Ethiopia now has 33 microfinance institutions (MFIs). The total capital and assets for 

registered MFIs in 2011/12 were 3.8 billion Birr (USD 190 million) and 13.3 billion Birr 

(USD 665 million), correspondingly. There does not appear to be any competition among 

MFIs in Ethiopia. Four MFIs such as Amhara, Dedebit, Oromia, and Omo Credit and Saving 

Institutions accounted for 75 percent of the industry's total capital, 88 percent of outstanding 

loans, and 82.7 percent of total assets in 2011/12. According to the NBE's annual report for 

2010/11, Addis Ababa is location to about half of Ethiopia's MFIs. Addis Ababa (with 5% of 

the country's population) accounted for 40.4 percent of total credit disbursed through MFIs, 

with the rest distributed among a few other locations: namely Tigray 20.1 percent (with less 

than 5 percent share of the population), Amhara 16.4 percent (with over 20 percent share of 

the population), Oromia 11.8 percent (with over 25 percent share of the population) (NBE, 

2011). 

2.7. Research gap  

One of the study gaps determined from the relevant literature regards the unique challenges 

faced during the transformation process itself till the time when the MFIs are granted a license 

by the regulatory body. The theoretical and empirical literature reviewed suggests that several 

studies have been carried out on the transformation of microfinance institutions into formal 

banking in different countries but not in Ethiopia. But, most of the researchers have focused 
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on the challenges faced by MFIs after the transformation. Yet, like Hishigsuren (2006) found 

out from the research display that transforming MFIs experience challenges before, during 

and after the transformation. 

Other studies regard the factors faced during the transformation process. That is due to the 

fact most of the studies have been carried out on MFIs that transformed successfully. 

Furthermore, the research has been commonly undertaken after the transformation had been 

completed (Rosengard, Rai, Dondo & Oketch, 2000; Ndambu, 2011; Frankfurt School of 

Finance & Management, 2012). This has left out the challenges faced during the 

transformation process, making it difficult to learn of the challenges therein until studies are 

accomplished properly after transformation. This additionally means that the challenges faced 

by MFIs fail to transform effectively, are likely to go undocumented. This study aimed to 

close those gaps by concentrating on MFIs in the midst of transformation, regardless of 

whether they succeeded or not. In this way, the study generated knowledge on challenges 

faced by MFIs that had successfully transformed as well as those that were still transforming. 

Another literature gap is that many MFIs are faced with exceptional regulations for 

transforming to commercial banking. Such rules establish a minimum number of shareholders 

and a maximum percentage of ownership for each (Lauer, 2008).Another research gap 

identified in the literature was restructuring existing/present ownership and their capital 

contributions to comply with the new regulations (Christen et al., 2003). This study hence 

seeks to fill the existing gap in literature by undertaking the research on large MFIs that has 

head office in or out of Addis Ababa, Ethiopia. Toward these goals, the study sought to 

investigate the factors impacting transformation of MFIs into commercial bank. 

2.8. Conceptual framework  

A conceptual framework is the diagrammatic presentation of variables and it illustrates the 

relationship between the independent and the dependent variables (Chandran, 2004; Oso & 

Onen, 2009). It is a schematic representation of a research problem that includes a network of 

concepts, that is, factors or variables, and shows the flow and direction of their relationships. 

Thus, a conceptual framework exhibits which concepts are related to which others and the 

direction of those relationships. The variables which influence other variables are called 
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independent variables while those which are influenced by one or more independent variables 

are called dependent variables. 

The conceptual framework for this study presents the variables that were identified from the 

available relevant literature as factors impacting the transformation of MFIs into commercial 

bank or formal banking. The factors that were identified from the available relevant literature 

were grouped into five, which became the independent variables for the study. They are 

ownership governance and regulatory frame challenges, capital requirement, IT infrastructure, 

human resource and mission drift. The five variables are presented diagrammatically that impact 

the transformation of MFI into a commercial bank summarized in Figure 2.1. 
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Figure 2.1: Conceptual Framework  
Source: self-extracted from literature review 

 

 

 

 

 

 

                  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Dependent variable  

Independent variables                                                  

 

Ownership governance and Regulatory frame 

work  

 Managing investors‟ interests 

 Restructuring existing ownership 

 Feasibility study  

 

Capital requirements 

 Minimum capital  

 Capital adequacy  
 
IT infrastructure  

 Meeting facility needs  

 Adapting new financial technology  

 Cost of software and MIS installation 

 

Transformation 
 

Human resources 

 Management and staff competence  

 Institutional preparedness 

 Management inertia and fear of change  

Mission drift 

 Offer competitive financial product  

 Develop trust relationship s  

 opportunity and expanding outreach 
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CHAPTER THREE 

3. RESEARCH METHODOLOGY 

3.1.  Introduction 

This chapter presents a description of the research methodology that would use in this study,  

presents in detail the procedure that were used to answer the research questions by discussing the 

research design, the research philosophy, the research strategy, the research method, the target 

population, the sample and sampling techniques, research instruments, data collection, and data 

analysis. When deemed necessary and appropriate, the presentation and discussion in each 

section was supported by a justification based on the expert opinion of the philosopher. 

3.2. Research design  

Research design refers to the general plan that integrates the distinctive mechanisms of the study 

in a logical way, ensuring that the studies effectively address the research problem (De Vaus, 

2011). Different researcher Mathoko (2007) additionally argued that a research design as a 

procedural plan adopted by the researcher to answer research questions in an objectively, 

precisely, validly and economic way; therefore, research designs the arrangement of conditions 

for data collection and analysis of in a way that seeks to combine relevance with the purpose of 

the research. It constitutes the blueprint for the collection, measurement and analysis of data and 

guides the researcher to know what to do throughout the research process. According to 

Saunders, Lewis & Thornhill (2009) argued that research questions like what, how and why 

answers using an explanatory research design method. Therefore in this study, the researcher was 

applied an Explanatory sequential mixed research design method in which the researcher first 

performs quantitative research analysis and then builds on the results to explain them in more 

detail with qualitative research, since the initial quantitative data results with the qualitative data 

was further explained trying to understand the transformation phase and the factors that make up 

impacting the process, trying to explain the topic under study and  trying to answer the question 

of what, how, and why. Transformation implies change and therefore a process. Studying factors 

impacting this process requires a little exploration, which can be serving the purpose of this 

study. 
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3.3. Research philosophy  

According to Saunders and Thornhill (2009) the research philosophy is important for the 

development of the research background, research knowledge and its nature. Research 

philosophies vary depending on the goals of the research and the way in which those goals are 

achieved. Other researchers Christensen (2008) also argued that research philosophy is the 

independent approach that individual researchers take, knowing the underlying principles of 

design, implementation, and evaluation, and ensuring that a particular problem motivates the 

researcher to investigate and develop a temporary or permanent solution. It is strongly 

recommended that the researcher take into account the various research philosophies when 

conducting the research as these parameters describe perceptions, beliefs, assumptions, nature of 

reality and truth, and individual values of the researcher. The study followed ontological and 

epistemological methodology for the choice of research strategy, formulation of the problem, 

data collection, processing and analysis.  

Dietz (2010) stated that ontological philosophy is a reflection of   the nature of reality, which is 

explored through the researcher's answers to problems such as what is the nature in the world, 

including social phenomena. The researcher describes how the researcher ontologically reports 

about facts within a field of knowledge. Therefore based on ontology the study follows the 

constructivism (interpretivism) paradigm which employs inductive logic and qualitative research 

methods. The epistemological philosophy of concern for all aspects of the validity, scope, nature, 

information, sources, and methods of acquiring knowledge, possibilities of transferring, 

and limitations of knowledge in the field of study. According to Crotty (2003) he pointed out that 

Epistemology is “a way of understanding and explaining how we know what we know.” Another 

researcher Maynard (1994) also explained that Epistemology „is concerned with providing a 

philosophical basis for deciding what kinds of knowledge are possible and how we can ensure 

that they are both adequate and legitimate.‟ Consequently primarily based on epistemology this 

study follows the post positivism paradigm which employs deductive logic and quantitative 

research method that there is “no single way to learning but many different ways of 

understanding due to the fact there are numerous realities (Saunders, et al. 2012; Collis, et al. 

2014 and Wilson, 2010)”. The constructivism paradigm of this study was embraced by the 

interviews performed to gather information from the respondents in answering qualitative 
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questions. The questionnaire (quantitative tools) embraced the post positivism perspective by 

means of searching for answers to concept driven questions.  Therefore, Knowledge of multiple 

realities is obtained by integrating multiple research methods. The mixed method approach was 

enhancing a more detailed understanding of the research questions and results leading to a 

balanced conclusion on the factors impacting transformation of MFIs on the research problem. 

3.4. Research approach  

Research approaches point out to the methods of data collection, data analysis, interpretation, 

communicating findings, validation and the questions to be responded, the chosen approach of 

inquiry equally determines the study techniques. In keeping with Leedy and Ormrod (2013) a 

research approach may be regarded as a blueprint, a grasp plan that specifies the methods. 

Therefore, every study requires a research design that is carefully tailored to the exact needs of 

the problem under investigation (Creswell, 2009). As mentioned in Kothari (2004) and Creswell 

(2003) research approach can be classified into three approaches and a researcher can use the one 

tactic in conducting a given research. Those are quantitative, qualitative and mixed research 

approaches.  

Quantitative research approach will be emphases mainly on the building of quantitative data in 

which a systematic report that consist of numbers constructed through research using the 

procedure of measurement and imposing structure (Kent, 2007). Other researchers Bryman & 

Bell (2007) also argued that the quantitative research approach gives emphasis on measurement 

that can be quantifiable. Researchers use post-positive claims for developing knowledge, such as 

cause and effect thinking, reduction to specific variables, hypotheses and questions, use of 

measurement and observation, and the test of theories. The main gain of this approach is that 

numbers are simple to work with and data are readily collected, coded, summarized, and 

analyzed. In addition, data collection is relatively quick and less time consuming and free from 

bias. However, on this approach researcher understand a lot approximately the collective or 

common experience of research contributors, and focus on theory or hypothesis testing instead of 

theory or hypothesis generation (Creswell, 2009).    

 Qualitative method is “an inquiry method of information” in which the researcher develops a 

complex, holistic picture, analyzes words, reports detailed views of informants, and conducts the 
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study in a natural setting (Creswell, 2009). In this method, the researcher makes expertise claims 

based on the constructivist (Creswell, 2009) views. This advantage of design results mainly from 

its flexibility to follow unexpected ideas during research and to explore processes effectively. 

However, knowledge produced may not be generalized to other people or other settings and it is 

also difficult to make quantitative predictions and to check hypotheses and theories.  

 In mixed research technique inquirers draw liberally from each qualitative and quantitative 

assumptions (Creswell, 2009). In this paper the researcher was using a mixed research approach 

to better understand a research problem by combining both numeric values from quantitative 

research through questionnaires and those which are not covered by the questionnaires are 

gathered through the qualitative research which are interviews to neutralize limitations of 

applying any of a single approach. According to Creswell (2009), this approach enables to offset 

the weaknesses inherent within one method with the strengths of the other method. Besides, as 

an extra benefit, the approach is not limited to one method or the researcher is not committed to 

only one method which means that the investigator is flexible. Considering the research problem 

and objective along with the philosophy of the different research approaches, a mixed research 

approach was found to be appropriate for this study. That is, to get the benefits of a mixed 

methods approach and to mitigate the bias in adopting only either quantitative or qualitative 

approaches.   

3.5. Research strategy  

In line with Wisker (2009) research strategy may be in the form of case study, surveys, 

ethnography, subject experiments, simulations, laboratory experiments, action research, archival 

evaluation, role playing and so forth. The suitability of these methods depends on the research 

objectives and the philosophy which has been adopted for the investigation. Therefore the 

research strategy for this study was survey type. According to De Vaus (2002) explained that 

Surveys are used to collect data from a large population. Survey is not only a data collection 

technique but involves questionnaires and in-depth interviews, content analysis, observation and 

so on. This was suitable for this study because of some objectives which was requiring gathering 

large amounts of data which cut across various professions. The survey was quantitative and 

qualitative. 
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3.6. Research method used 

The main aim of this study was to investigate the factors impacting the transformation of MFI 

into a commercial bank and the researcher wants to generalize the findings to a population 

therefore this study adopted a mixed methods approach. The combined method approach 

specializes in on gathering, analyzing and mixing both quantitative and qualitative data. The use 

of every quantitative and qualitative technique in combination gives higher information of study 

issues than both approach achieves on my own. Mixed method research includes both gathering 

and analyzing quantitative and qualitative data either sequentially or simultaneously. 

3.7. Target population, sampling techniques and sample size 

In line with Ngechi (2004) a population is stated to be a well-described or set of human, 

offerings, elements, and activities, agencies of things or households which can be investigated. 

Even as, the target population is the overall collection of elements approximately the researcher 

desires to make a few inferences. Therefore the target population for this study is 35 registered 

micro finance institutions that were currently members of AEMFI which have been providing 

microfinance activities within the areas of credit delivery, saving, money transfer and pension 

payment services in Ethiopia (AEMFI, 2020). From the target population a sample size of top 6 

large MFIs was selected based on their total capital adequacy, profitability, management 

efficiency, productivity and outreach performance, which are named as ACSI, ADCSI, 

OCSSCO, Omo, Wisdom (vision fund), and Wassassa. In such effort, due to the newness and 

technicality of the study topic the researcher used non- random sampling technique that uses 

judgmental /purposive/expert sampling. The reason for selecting this purposive sampling 

technique is to select participants that were best to assist the researcher to understand the 

problem and the research question (Creswell, 2003). So from different MFIs in Ethiopia, the 

researcher can decide on 6 of them. According to Cresswell (2003) also added that purposive 

sampling techniques employed when identifying and selecting individuals or groups of 

individuals that are especially knowledgeable about or experienced with a phenomenon of 

interest. 

From each 6 micro finance institutions 8 respondents are purposively equally was selected and 

consistently with the total sample size in terms of respondents comprises of 48 individuals that 

includes deputy general manager, marketing and development manager, risk and compliance 
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manager, finance manager, audit service manager, MIS manager, human resource manager, 

saving and credit management manager and 6 respondents from NBE that is named as MFIs 

supervision team and banking supervisions and licensing team. The sample from both MFIs and 

NBE was done purposely due to their expertise, background, relevance and better knowledge to 

enable the researcher to obtain better information to use as a total of 54 respondents in this 

study. 

3.8. Sources, Methods and Tools of Data collection   

Data collection is the process of acquiring subjects and gathering information needed for a study; 

methods of collection vary depending on the study design (Kothari, 2004). Data collection was 

conducted based on the variables that were identified in the literature review in section 2.8 

above. The dependent variable was identified as the pace of change measured by the progression 

through the stages of transformation to become a commercial bank. Independent variables are 

ownership governance and regulatory framework, capital requirement, IT infrastructure, Human 

resource and mission drift. 

In this study, Primary data were collected through a standardized questionnaire that was 

administered a semi-structure questionnaire by the researcher to CEOs or operations managers 

who are conveniently key roles in MFIs readiness for transformation. This type of questionnaire 

has both close and open-ended questions. Closed questions have to be predetermined answers 

and usually collect quantitative data while open-ended questions give the respondents freedom to 

express their views and usually collect qualitative data.  

The use of questionnaires ensures collection of data from many respondents within a short time 

and respondents are free to express their views and give relevant information because they are 

assured of their anonymity (Mugenda and Mugenda, 2003). Semi-structured interviews were also 

organized with representatives from the MFIs CEOs and chief operations officers. The aim is to 

collect qualitative data that would provide explanations to events, behaviors and positions taken 

by MFIs as regards to the transformation. According to Welman, Kruger & Mitchell (2005) 

argued that semi-structured interviews help the researcher to probe for clarity. At times, the 

interviews would tend towards being unstructured to allow for more explanations and to get 

information on general views and opinions on the transformation process. This data was used to 

supplement and explain results of quantitative analysis on data capture through the 
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questionnaires. On the other hand, secondary data are collected by referring to published and 

unpublished sources of data such as books, academic studies, articles, journals, magazines, 

newspapers, and annual reports of the MFIs, Proclamation and directives issued by NBE. 

3.9. Data analysis and presentation 

Data analysis is the back bone of any study. According to Daniel (2012) argued that data 

analysis is the act of transforming data with the aim of extracting useful information and 

facilitating conclusions. Other researchers Cooper & Schindler (2003) also supported that the 

whole process which starts immediately after data collection and ends at the point of 

interpretation and processing data is data analysis.  The data analysis technique to be used 

became based on a combined approach using one after the other analyzing each types of data; 

and evaluating outcomes through procedures together with as a side-by-side evaluation in a 

discussion, reworking the quantitative information set into qualitative, or together displaying 

both sorts of facts. The quantitative data analyzed by descriptive statistics and qualitative data 

will be analyzed through analytical and critical thinking, text analysis, interpretation, 

categorization and comparing the findings of the interview and comparing primary research 

findings. The coded data were entered into the Statistical Package for Social Sciences (SPSS) 

for analysis. 

Data analysis and presentation was based on the variables that had been identified in the 

literature review in section 2.8 above. The independent variables are ownership governance and 

regulatory framework, capital requirement, IT infrastructure, mission drift and human resource. 

The data were analyzed through relevant statistical tools which are employed by both SPSS and 

Microsoft Excel. The findings were communicated through use of graphs, tables, frequency, 

percentages, bar charts, notes, hypothesis test, confidence interval, and correlation and 

regression analysis.  

In this study the multiple linear regression models were applied to investigate the factors 

impacting transformation of MFIs into commercial banks. According to Unver and Gamgam 

(1999) described, multiple regression analysis is an attempt made to account for the variation of 

variables in the dependent variable synchronically. The study used a regression model to 

analyze the factors that impact the transformation of MFIs into commercial banks in Ethiopia. 
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The model was used to estimate the relationship between the indicated factors and the 

transformation process. 

The multiple regression model of this study was formulated as the follows:-  

                                            

                                      

Where  

ORF= Ownership and regulatory framework 

CR = Capital requirement  

IT = Information technology infrastructure 

MD = Mission drift  

HR= Human resource  

                                            

                                           

                              

                                      

                       

                     

                  

                 

  Is it an error term or disturbance of the model? 
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3.10. Definition and measurements of variables   

3.10.1. Dependent variable   

Transformation in the MFIs generally refers to the institutional process whereby microfinance 

institutions create or convert into a broad group of shareholders, expanding product offering, 

changing human resource requirements and becoming commercial banks to carry out banking 

business which was measured either transforms or not yet transformed.  

3.10.2. Independent variable  

 Ownership governance: ownership is the right of owning something; it is the exclusive 

and ultimate legal rights to a lawful declare or title and Governance is the set of 

regulations, guidelines, policies, and resolutions put in place to dictate company 

behavior. 

 Regulatory framework: define general standards and principles that financial institutions 

must meet and that remain relatively stable over time. It was measured by fulfilling 

support documents, legal process of creation and legal status. 

 Capital requirement: capital requirements are regulatory requirements for banks that 

decide how much liquid capital (without problems offered assets) they have to hold on 

hand, regarding their overall holdings. It was measured with the aid of by the value of 

property, mortgage portfolio, ability to raise funds and client base. 

 IT infrastructure:  is the system of hardware, software, MIS installations, methods of 

reporting system, documentations, facilities and service components that support the 

delivery of business systems and IT-enabled processes. 

 Human resource:  it is an accumulation of knowledge, experience, skill, quality of 

management, taking prior training on transformation and preliminary work done like a 

feasibility study . 

 Mission drift: it was measured in terms of their original objective, outreach and target 

groups. 
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3.11. Validity and reliability of research instruments   

3.11.1. Validity   

The validity of research became conceived because of the precision or correctness of the research 

finding.  Or it became the degree via which the sample of test items represents the content the 

test was designed to measure. To test for validity the study, Kaiser-Mayer-Oklin test for 

sampling adequacy turned into used at the same times as Bartlett‟s test was used to measure 

sphericity test on whether the relationship amongst variables has been significant or not so as to 

determine the validity of responses collected for the problem addressed by the study. Bartlett's 

test of sphericity assesses the correlation significance therefore a value of less than 0.05 implies 

that the data is valid while KMO value closer to 1 is considered better and a value of 0.6 is a 

suggested minimum.  

Table 3.1: KMO and Bartlett's Test  

Kaiser-Meyer-Olkin Measure of Sampling 

Adequacy. 
.504 

Bartlett's Test of 

Sphericity 

Approx. Chi-Square 15.407 

df 10 

Sig. .118 

The study finding in table 3.1 indicated that the data used in the study had been valid and the 

relationship between variables had been significant.  

3.11.2. Reliability test  

Reliability refers to tests for data collection instruments‟ ability to produce the consistency or 

stability of measurement and accurate results. It is frequently assessed using the test-retest 

reliability method. Reliability become increased by consisting of many similar objects on a 

measure, by using a diverse sample of individuals and through the use of uniform testing 

procedures. Reliability of the research tools in this study was enhanced through a pilot study 

that was done on 6 MFIs to allow pre-checking of the research instrument. The acceptance of 

0.60 was used to cut-off the reliability for the study. Results are presented in table 3.2.  
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Table 3.2: Reliability statistics 

Variable  Cronbach alpha Items  comments 

 

Ownership governance and 

regulatory framework 
0.718 9 Acceptable 

Capital requirement  0.798 8 Acceptable 

IT infrastructure 0.900 8 Acceptable 

Mission drift  0.782 8 Acceptable 

Human resource  

Transformation  

0.653 

0.843 

8 

6 

Acceptable 

Acceptable 

The study findings in table 3.2 indicated that the data instruments were reliable with a Cronbach 

alpha value of above 0.60. According to Castillio (2009) provided the following rules of thumb: 

> 0.9 excellent, > 0.8 good, > 0.7 acceptable, > 0.6 questionable, >0.5 poor and < 0.5 

unacceptable. The findings indicated that the Cronbach alpha for each of the variables was 

above the lower limit showed that presence of reliability (internal consistency) and the output 

reflected that to be adequate test of reliability of a research instruments.  

3.12. Research ethical considerations    

An additional care was given for the manner the information has been secured from the 

respondents. The respondents have been confident that data was gathered only for the research 

purpose, their anonymity and the confidentiality of any information obtained is strictly kept 

secret. We should give a top propriety for participants‟ wellbeing whenever we make research 

on people and the research question should be second on our priority. This means that if we 

choose to harm participants in the interest of our research, the harm will further affect our 

research (Mack, woodsong, Macqueen, Guest and Namey, 2000). 
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CHAPTER FOUR  

4. DATA PRESENTATION, ANALYSIS AND INTERPRETATIONS  

4.1. Introduction  

Following the research objectives, this chapter introduced data analysis, presentation, 

interpretations, and discussions. The overall goal of this research was to examine the factors 

that impact MFIs becoming commercial banks. Closed and open ended questions were utilized 

to collect data in this study, and the researcher employed Likert scale questionnaires to ensuring 

that data from a large number of respondents was collected in a short period of time. The 

collected data was analyzed using descriptive and inferential statistics using a statistical 

package for social scientists (SPSS).  

4.2. General information of the respondents   

This section contains information about the respondents, including their level of education, 

employment status, and MFI experience. 

4.2.1. Respondent’s education background  

 Table 4.1: Respondent‟s education background  

Education level   Frequency Percent 

 

Diploma 5 9.3% 

Degree 15 27.8% 

Masters 34 63.0% 

 Total 54 100.0 

 Total 54 100.0 

Source: primary data 2021  

According to the table above, the majority of respondents (63.0%) have a master's degree, while 

(27.8%) have a university bachelor's degree and (9.3%) have a college diploma. According to 

the survey, the majority of the respondents have a master's degree, implying that they have 

greater capabilities and can synthesize, analyze, and interpret questionnaires.  
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4.2.2. Respondents current working position  

The current working position of respondents summarized below:- 

Table 4.2: Respondent‟s working position  

 Current  position 
 

Frequency 

 

Percent 

 

General Manager 

Management Information System Manager 

Audit Service Manager 

Finance Manager 

Risk and Compliance Manager 

Marketing and Business Development Manager 

Human Resource Development Manager 

Saving and Credit Management Manager 

Microfinance supervision team 

6 

6 

6 

6 

6 

6 

6 

6 

6 

11.1% 

11.1% 

11.1% 

11.1% 

11.1% 

11.1% 

11.1% 

11.1% 

11.1% 

 Total 54 100.0 

Source: primary data 2021  

As shown in table 4.2, the equal number of a department manager from each managerial 

position was chosen as responders for this study. 

4.2.3. Year of experience as a staff in MFIs 

The number of years spent working in MFIs can have an impact on one's knowledge of the 

study's concept, particularly in terms of what might be considered best practices for managing 

such a function. The respondents were asked to specify how long they had worked in MFIs, and 

the results are shown in the table below. 
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Table 4.3: Respondents experience with the MFIs 

 Experience with MFIs Frequency Percent 

 

1-5 

6-10 

above 10 years 

6 

16 

32 

11.1% 

29.6% 

59.3% 

  Total 54 100.0% 

Source: primary data 2021  

As shown in table 4.3, the majority of respondents (59.3%) had ten years or more of experience, 

followed by (29.6%) respondents with six to ten years of experience, and the rest (11.1%) 

respondents with one to five years of experience. As a result, all respondents had a fertile of 

work experience and knowledge of the topics, implying that the data they gave is reliable for 

conducting the study. 

4.3. Descriptive statistics  

After the records have been searched based on the study objectives, descriptive statistics are 

provided. In this section of the study, the mean and standard deviation were used. According to 

Aggresti (2009), mean(x) is the average value derived by summing the values of each case of the 

study variables and dividing by the total number of cases, with the mean being used to measure 

the data's central tendency. The standard deviation is a value which indicates the degree of 

variability of data. It suggests how close the facts are to the mean. According to Aggresti (2009), 

a mean of 1.00-2.49 was considered very weak, 2.50-4.49 was considered weak, 3.50-4.49 was 

considered strong, and 4.50-5.00 was considered very strong, whereas a standard deviation of 

greater than 0.5 was considered homogeneity and a standard deviation less than 0.5 was 

considered heterogeneity of data. 

4.4. Factors impacting transformation of MFIs into bank   

In chapter two, various challenges to microfinance institutions' eventual shift to banking 

operations were discussed. These challenges motivated the experts to explore into the variables 

that influence the transition process, either slowing it down or prohibiting some MFIs of 

becoming banks. Evidence collected had a strong score in the majority of the factors while in 
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others it was not very clear and would require further research to confirm or disprove them. The 

factors are addressed in more detail below.  

4.4.1. Impact of Ownership governance and regulatory framework 

One of the study's objectives was to determine how ownership governance and regulatory 

system influenced microfinance institutions' transition to banking. The respondents were asked 

to rate how much they agreed with the following assertions about ownership governance and 

regulatory framework influence. Based on the findings of the survey, the majority of 

respondents agreed that ownership governance and regulatory framework had a significant 

impact on MFIs' transformation to banking.  

Table 4.4: impact of Ownership governance and regulatory framework on MFIs Transformation 

N0 Statement N Mean Std. 

Deviation 

1 Managing Conflicting investors‟ interest 54 4.31 .469 

2 Searching / soliciting  investors 54 4.06 .763 

3 sourcing for suitable and diversified investors 54 4.22 .462 

4 weak corporate governance 54 4.24 .751 

5 prepare feasibility study and  business plan 54 4.91 .293 

6 Willingness of existing shareholders and affiliated institutions 54 4.24 .699 

7 Restructuring  existing ownership (contributions by donors, 

Management) 

 

54 3.70 1.312 

8 setting up board structure and management system 54 4.61 .529 

9 Meeting Fit and support document requirements (NBE directives, 

banking business rules and regulations ) 

 

54 4.65 .520 

Source: primary data 2021  

The findings of the study support up Goldberg's (2005) assertion that successful transformation 

requires well-defined ownership governance, regulatory framework, a clear national objective, 

and a legal and policy environment. In table 4.4, respondents agreed that managing conflicting 

investors' interests is mandatory to transform, as shown by an average mean of 4.31 and 

standard deviations of 0.469. In response to the item searching/ soliciting investors, which has 

an average mean of 4.06 and a standard deviation of 0.763, this indicates that searching for 
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investors is impeding the process of transformation to banking. In response to the item sourcing 

for suitable and diversified investors, which has an average mean of 4.22 and a standard 

deviation of 0.462, this indicates that creating a conducive environment for discussing potential 

investors can be beneficial for transformation, in response to the item weak corporate 

governance which has an average mean 4.24 and standard deviation 0.751, it is stated that 

organizations with weak corporate governance have a reduced ability to transform and it takes 

time to reshuffle their administrations, In response to the statement prepare feasibility study and 

business plan, the majority of the respondents strongly agreed that prepare feasibility study and 

business plan, which makes the average mean higher than any other items average mean, 4.91  

and standard deviation 0.293 , In response to the item willingness of existing shareholders and 

affiliated institutions, which has a mean of 4.24 and a standard deviation of 0.699, the 

willingness of existing shareholders and affiliated institutions is facilitating the process of 

transformation to banking business, restructuring existing ownership (donor contributions, 

management), which has an average mean of 3.70 and standard deviation 1.312, suggests that 

restructuring of ownership is a difficult task.  

According to Awan (2010), the subject of reorganizing ownership is challenging and has 

different aspects. The first concern is transferring ownership from one person to many, as well 

as yielding control to a larger number of stakeholders. Second, changing or creating ownership 

in which donors and founders have no formal monetary stake but have aided in the change of 

MFIs. The third consideration is foreign ownership. Some MFIs were founded by international 

NGOs and are entirely owned by them, despite the law prohibiting foreign ownership. The 

statement setting up board structure and management system received an average mean of 4.61 

and a standard devotion of 0.529, indicating that the respondents agreed that setting up board 

structure and management system is a challenge to transform into the banking business. As a 

result, the management structure and system are undergoing changes, such as pushing for 

retrenchment and recruiting senior managers. It's difficult to find people who have worked in 

both banking and MFIs. Many managers in the microfinance industry have never worked in a 

bank. According to Ezra Anyango and Benjamin Nkungi (2010) point out that the challenge 

with microfinance laws is that many CEOs of the MFIs do not Pass the test of occupying such 

positions in the transformed banking business; in response to Meeting Fit and support document 

requirements (NBE directives, banking business rules and regulations) supported by a mean of 
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4.65 and standard deviation 0.520, MFIs must be expected to fully fill the required 

responsibilities during the transformation phase base on NBE directives, proclamations, 

procedural manuals and instructions.  

MFI transformation, according to Asima (2009), often entails a completely new set of investors. 

Commercial actors are more likely to invest in the new banks, whereas more socially minded 

investors may be concerned about the new trend. It might be challenging to balance the interests 

of both social and business investors. The new bank's chief executive officer emphasized that it 

would stick to its initial social objective to avoid mission drift due to commercial investors' 

influence. Major international investors, on the other hand, have committed to the new 

institution in the hopes of commercial profits, as well as a primary focus on financial rather than 

development goals. 

Institutional reform, according to Korynski (2007), has significant consequences for the 

ownership and governance structure of a microfinance firm (MFI). As a result of the 

transformation, the MFI's capital basis shifts from contributed grant capital and retained 

earnings to investor share capital. Whether the transformation is structured as a new company or 

a restructuring of an existing one, the introduction of shareholders with equity at risk 

fundamentally alters the nature of the institutions. Shareholders are a distinct type of 

shareholder than donors who provide grant funding. It is impossible to overestimate their 

impact on governance, strategic direction, institutional culture, management, and policies and 

procedures. Transforming MFIs must carefully assess the kind of equity investors they seek, as 

well as be prepared for a lengthy and resource-intensive negotiation process. The legal 

transformation of a microfinance institution (MFI) is a difficult and sophisticated process that 

necessitates significant human and financial resources. 

According to the data collected through interview from the sampled MFIs taken in 

this study that “Affiliated MFIs have problems with the regulatory framework due 

to source of funds for commencement was obtained from NGO and the 

shareholders are nominal shareholders” so, transforming to bank face high 

resistance. Ownership issues that the law requires that no single shareholder 

should own more than 25 percent stake in the transformed institution. This 

implies that MFIs source for shareholders other than their promoter. Conducting 

due diligence is both expensive and time consuming and it doesn’t guarantee 

getting shareholders. Many MFIs are stuck in getting shareholders. 
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Transformation of MFIs and sales of their share in the public is not simple at a 

new bank nomination of the existing MFI with its asset and capital. Ownership 

governance and regulatory framework depends on the external organs that 

develop the rules and regulations by the national bank of Ethiopia. The types of 

directives have strict instructions and directions. The instructions missed can be 

taken penalty with compromising the fact why it happens. Therefore meeting NBE 

requirements is very difficult for private MFIs. (Key informant general manager, 

MFIs & bank supervision team). 
 

4.4.2. Impact of capital requirement   

In accordance with Article 18(1) and 65(2) of licensing and supervision of banking business 

proclamation No. 1159/2019 as per directive No. SBB/78/2021 the minimum paid-up capital 

required to obtain a banking business license is Birr 5 billion (five billion birr), which must be 

paid in cash and placed in the name and to the account of the bank under formation at a bank(s). 

In order to transform to banking it is necessary to raise the minimum paid-up capital required 

for banking and further improve financial resilience and soundness of banking and the banking 

system. Therefore it is mandatory it has become necessary to raise the minimum capital 

required to establish a new bank so that the newly established bank can operate and compete 

successfully with the existing/new banks.  The respondents were further required to rate on a 

five likert scale the impact of capital requirements on MFIs transformation  to indicate their 

extent with the following statements on capital requirements‟ in their institutions. The relevant 

findings are presented in table 4.5 

Table 4.5: Impact of capital requirement on MFIs transformation  

No Statement  N Mean Std. Deviation 

1 Raising funds for transformation activities 54 4.43 .499 

2 Maintenance of minimum paid up capital and reserve 54 4.50 .505 

3 Maintenance of minimum CAMELS rating ratio (3 %) 54 4.43 .499 

4 Maintenance of legal reserve 54 4.50 .505 

5 Maintenance of adequate liquidity and reserve balance 54 4.39 .492 

6 Maintenance of minimum capital adequacy ratio (8%) 54 4.48 .540 

7 Increases existing client deposits and savings 54 4.48 .795 

8 Provide evidence of capital 54 4.31 .543 

Source:  primary data 2021 
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According to the findings in table 4.5, MFIs' transformation to banking is indeed impacted by 

capital requirements as defined in regulation, with results ranging from 4.31-4.50, indicating that 

the majority of respondents strongly agreed with the statements. An examination of the standard 

deviations showed that most of the respondents had consistent responses. Indeed transformation 

requires use of many resources, setting up a branch, acquiring software, developing a business 

plan and feasibility study and writing the required manuals are expensive and sometimes the 

process requires use of external consultants. Raising finances for these activities could be 

difficult (Phyllis, 2010; and Francis Kihiko, 2010). As a result, the difficulty constitutes a 

substantial hindrance to transformation. According to banking business proclamation No. 

1159/2019 as per directive No. SBB/78/2021 a micro finance institutions which is able to apply 

for banking business license within a maximum of 6 months ( six months ) after the directive's 

effective date, by complying with the requirements set forth in article 4 of the "requirements for 

relicensing a microfinance institution as a bank directive No. SBB/74/2020" shall be permitted to 

relicense as a bank with a minimum paid-up capital of Birr 500 million (Five Hundred Million 

Birr). Meanwhile, in this article all licensed banks shall at a minimum maintain capital to risk 

weighted assets ratio of 8 % at all times. 

One of the key informants said that “most microfinance institutions do not have a 

problem of capital but lack of initiation to take new roles would have a problem. 

Difficult to raise capital due to ownership structure and the industry is not 

attractive for potential investors (risky investment). The capital requirement is 

highly challenging to fulfill the minimum paid up capital with either selling of 

new shares or inviting new shareholders to the institutions. In some microfinance 

institution capital requirement is not an issue because these meet the minimum 

requirements of capital.” (Key informant general manager, MFIs and banking 

supervision team)  

4.4.3. Impact of IT infrastructure on transformation of MFIs 

Information system support is a prudent initiative to assist MFIs in getting banking licenses to 

transform into banking business and aligning their MIS using the appropriate IT solution. One of 

the organizations is "first things first," which means having an appropriate core MIS before 

moving on to other systems: given the strategic importance of ICT to micro finance institutions, 

renewed efforts from all stakeholders are required to overcome the challenges that MFIs face in 

transforming into banks. There's no denying that having "the correct knowledge" at "the right 
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time" and "in the appropriate place" is critical in making decisions (Ali, 2006). As a result, 

information and data are regarded as one of the most precious assets critical to an organization's 

success. The primary roles of the IT infrastructure (MIS) are to capture information, create new 

information, store information, and convey information to the user. Therefore, the study sought 

to identify the impact of IT infrastructure on transformation of MFIs into banking business in 

Ethiopia, presents in table 4.6 below; 

Table 4.6: impact of IT infrastructure on MFIs transformation  

No Statement N Mean Std. Deviation 

1 Meeting physical facility needs  e.g. premises 54 4.50 .505 

2 Adapting modern core finance technologies 54 4.52 .504 

3 Automation of customer products / services 54 4.57 .499 

4 Adapting new financial technologies (e.g. ATM 

service , mobile banking, internet banking, agency 

banking and  electronic banking)  

54 4.50 .505 

5 Meeting MIS specification 54 4.41 .496 

6 Developing new instruments e.g. pass book 54 4.44 .604 

7 Change the IT in the organization 54 4.39 .529 

8 Cost of software and MIS installation 54 4.46 .503 

Source primary data 2021  

The purpose of the survey was to see how strongly respondents agreed or disagreed with the 

preceding assertions about IT infrastructure and the transformation of MFIs into banking 

businesses. Based on the findings, the majority of respondents highly agreed that IT 

infrastructure is mandatory and back bone of the banking business activities response for 

meeting physical facilities was supported by an average mean of 4.50 and a standard deviations 

of 0 .505 which indicated that the MFIs responsible for fulfilling the premises in order to 

operating banking business activities, the response on the issues adapting modern core finance 

technologies was supported by an average mean  4.52 and a standard deviation 0.504,  it reflects 

that MFIs are adapting modern core finance technologies is the main criteria of the organization 

that upgrading of the company profile, the provision  of automation of customer products / 

services shown by an average mean 4.57 and 0.499, the adoption of new financial technologies 

(e.g. ATM service , mobile banking, internet banking, agency banking and  electronic banking) 

as shown by a mean 4.50 and a standard deviation 0 .505, which the results implies that if an 
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organization that can be transformed into banking sector it can be deliver new financial 

products like ATM service, mobile banking, online banking agent banking , internet banking 

etc., Meeting MIS specification supported by an average mean 4.41 and a standard deviation 0 

.496, this shows that the financial industry including transformed or on progress of 

transformation to banking sector that must be applying efficient management information 

system software in each and every banking services, developing new instruments e.g. passbook 

supported by a mean of 4.44 and standard deviation 0.604; the result reflects that after 

transformation of the MFIs it can be introduced new instruments for their clients/ customers for 

competing existing or new banks, change the IT in the organization as shown by a mean of 4.39 

and standard deviation 0.529, The results showed that the MFIs were transitioning their IT 

systems from the old practice to the new transformed institution, and that the cost of software 

and MIS installation was particularly sensitive to their organization, with an average mean of 

4.46 and standard deviation of 0. 503. 

According to Ali (2006), MFIs can benefit from the usage of ICT to their strategic advantage. 

Traditional approaches to microfinance have been altered by technological advancements, 

which have facilitated expansion and reduced costs. Some players have already begun to reap 

the benefits of MIS and related IT solutions, but the bulk of MFIs have yet to recognize the 

significance of their use in achieving outreach and sustainability. MFIs still face a significant 

issue in implementing the appropriate MIS. MFIs confront significant problems in selecting the 

correct technology solution to meet their specific business requirements. An MIS for MFIs must 

have to be considered cost effectiveness, functionality and flexibility, reliability, simple to use, 

scalability, and integration of the software.  

Asima (2009) supported that infrastructure decisions such as evaluating in a new management 

information system (MIS) or selecting new office space for the micro finance bank are crucial to 

effective transformation and involve a human aspect. The existing MFIs required substantial 

improvements to support banking functions and to fulfill regulatory requirements.  

One of the key informants said that "IT infrastructure and MIS reporting in MFIs 

transformation require very skilled and specialized person, MFIs' IT 

infrastructure problems came from a lack of experience with technological 

adaption, either internally and externally. MFIs have a larger number of 

borrowers and savers than banks, making it harder to accommodate all of these 
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consumers in a database. Because some MFIs were too late to implement 

technology (core banking system), financial and operational tasks were completed 

manually. IT infrastructure development takes time, talent, and management 

commitment, thus a good system can be costly, but MIS faults can result in 

regulatory penalties”. (Key informant general manager, MFIs and banking 

supervision team). 

4.4.4. Impact of human resources on MFIs transformation  

The drive of transformation is the human component in an organization. According to Awan 

(2010) NRSP in Pakistan was able to transform faster because staff were involved, trained, 

informed of everything that was happening and their concerns were addressed. When employees 

are aware of what is happening and that the transforming institution accommodates their 

concern, they are willing to support the process. When the employees are not participated in the 

institutional change, there is much resistance due to fear of the unknown and the transformation 

boat is rocked from within (Nkungi, 2010). 

Table 4.7: Impact of human resources on transformation of MFIs  

No Statements  N Mean Std. 

Deviation 

1 Management and staff competency  (skills, knowledge and 

attitude) 

54 4.37 .487 

2 Management inertia and fear of change 54 4.30 .461 

3 Institutional preparedness 54 4.28 .529 

4 Transformational leadership 54 4.19 .438 

5 Management and staff motivation level 54 4.11 .372 

6 Recruiting qualified management team that meet NBE 

requirement 

54 4.56 .604 

7 Willingness to take new operational policies and procedures 54 4.30 .461 

8 High turnover of experienced personnel 54 2.06 .738 

Source: primary data 2021 

Regarding the findings of table 4.7, the influence of human resources, the majority of 

respondents were very strongly agreed that MFIs transform to banking business. This means that 

the respondents were mostly in agreement with statements, an indication that the human 

resources increases the probability of success and improves the satisfaction level of MFIs 

transformation process as mentioned by the statements. An average mean of 4.37 and standard 
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deviation 0.487 were reported for management and staff competency (skills, knowledge, and 

attitude), implying that transformation is a difficult process that requires a capable leader as well 

as strong senior management, and it needs additional specialized staff to manage banking 

functions and engaging expert advice on the process or training their teams on transformation. 

The statement managerial inertia and fear of change was supported by a mean of 4.30 and 0.461, 

indicated that the management team sees the regulation as a problem and is secretly opposing 

transformation; Resist from pressuring the company to transform and instead focus on its current 

business operations; Reflections on institutional preparedness/ ready for transformation, which 

had an average mean of 4.28 and a standard deviation of 0.529, suggested that institutional 

preparedness facilitated transformation and that institutions had also hired consultants to help 

them with the process; MFIs require skilled leaders and strong management teams to facilitate 

their operational processes and compete in the new and current banking sectors, according to 

replies to the statement transformation leadership, which is supported by a mean of 4.19 and a 

standard deviation of 0.438;  In response to management and staff motivation level makes an 

average mean of 4.11 and standard deviation  0.372 if a MFIs becoming a banking industry was 

identified as a motivator. It was associated with improved public image of stability and discipline 

pushing MFIs to achieve their transformation process;  In response to the statement of recruiting 

qualified management team that meet NBE requirement supported by a mean of 4.56 and 

standard deviation 0 .604 which implies that the management team that can be hired by MFIs 

during transformation based on the NBE requirements to meet the minimum year of experience 

in the financial service industries; Respondents reflecting their opinion on the statement 

willingness to take new operational policies and procedures shown by an average mean of 4.30 

and standard deviation 0.461, it indicated that employees initiatives to adapt the  newly amended 

organizational rules, regulations, occupational instructions and procedural manuals to the 

transformed institutions and the respondents' responses to the statement "high turnover of 

experienced personnel" were poorly argued, with a supported mean of 2.06 and standard 

deviation of 0.738, implying that as MFIs transition to banking business, employees stay in their 

current jobs rather than being terminated. According to According to Asima Awan (2009), the 

majority of organizational transformation is a moment of uncertainty and may even cause fear 

among employees. According to the findings, the transformation committee becomes the heart of 

all transformation work and a source of information about it. Externally, the committee dealt 
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with stakeholders, such as investors and regulators. Internally, all staff members looked to the 

committee, particularly the chive executive officer, for information about the transformation 

process.   

According to NBE directive No.SBB/70/2019 the requirements for persons with significant 

influence in a banking business are board of directors, chief executive officer and senior 

executive officer shall fulfill at a minimum of knowledge, experience and age. The board of 

directors shall hold a minimum of first degree or equivalent that has a core competencies of 

banking, finance, accounting, investment management, economics and business administration 

and work experience and an age shall be at least 30 years old.  Besides this the chief executive 

officer holds a minimum of first degree and has a minimum of 12 years‟ experience in banking 

and at least 5 years shall be as senior executive officer. The senior executive officer also holds a 

minimum of first degree and has a minimum of 10 years‟ experience in banking, of which, at a 

minimum 4 years shall be experience as a department manager or equivalent. 

Korynski (2007) stated that MFIs consider before transformation, relationships among staff 

members are defined and expectations are more or less understood. Organizational change 

disturbs the established dynamic, causing employees to be fearful and uncertain about the future. 

When change is first proposed some people will deny that it is required, or try to reduce the 

scope of change, deflect or delay the change, or simply ignore it. However, if the change process 

is well-managed, these reactions can be addressed up front and strategies developed to prevent 

them from blocking the process. If the change is not well-managed, such resistance can either 

considerably delay or even overtly sabotage the transformation.  

One of the key informants said that “the human resource had many problems 

regarding qualification and readiness to accomplish banking tasks. As a result, 

there was a need to provide training for staff as well as raise awareness about the 

need to adapt and set their attitudes. establishing productive recruiting employee, 

arranging and carrying out training to provide awareness about transformation 

process; some MFIs do manually the day to day support with technology they give 

a service but it is now difficult to solve the problem; transforming microfinance 

institution to commercial banks requires a lot of experts particularly skilled and 

experienced professionals are very challenges for microfinance i.e. no adequate 

manpower in terms of profession,  skill and expert as well as weak management 

team. Human resource in MFIs is not challenging when the existing staff get 
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slight on job training they can run the business. Employee recruiting, 

performance evaluation, monitoring and management, learning and development, 

and rewards/incentives for employees have all been part of the human resource 

and workforce strategy. For a long time, the lack of adequate human resources in 

the banking sector and service delivery was an obstacle for transformation. Other 

human resource issues impeding transformation include language barriers, a lack 

of competency, and a skill gap; some employees are not equipped with 

fundamental banking technology, even if they lack basic computer capabilities.” 

(Key informant general manager, MFIs and banking supervision team). 

4.4.5. Impact of mission drift  on transformation of MFIs  

Many studies on MFI mission drift have been done, but few have been conclusive in determining 

if the MFIs are genuinely serving their intended function and whose objectives they are pursuing.  

According to Armendariz and Morduch (2010) MFI are currently attempting to achieve a double 

objective, reach for the poor and become self-sustainable institutions. Other researchers, Herme 

et al. (2009), indicated a negative association between microfinance and banking sector 

development since well-developed banking systems, commercial banks are more efficient and 

can profit from scale advantages and diversity. 

Table 4.8: impact of mission drift on MFIs transformation   

No  

Statements  

 

N 

 

Mean 

Std. 

Deviation 

1 Offer competitive financial product to its clients 54 4.46 .503 

2 Develop trust relationships 54 4.83 .376 

3 Abundant of  poor clients  54 4.50 .505 

4 Marketable and equitable solutions for benefit of shareholders 54 4.02 .495 

5 Creating development opportunity and expanding outreach 54 4.46 .539 

6 Focus on cost minimization and profitability 54 4.48 .504 

7 Reverse mission drift for individual lenders 54 4.44 .502 

8 Losing their original mission 54 1.81 .392 

Source: primary data 2021  

From the research data on table 4.8, impact of mission drift on MFIs transformation that majority 

of the respondents were strongly agreed have been under take in order to transform from MFIs to 

banking are offer competitive financial product to its clients as supported by a mean of 4.46 and 

standard deviation 0.503, develop trust relationships as shown by an average mean 4.83 and 
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standard deviation 0 .376, abundant of poor clients as shown by a mean 4.5 and standard 

deviation0.505,  marketable and equitable solutions for benefit of shareholders as shown by a 

mean of 4.02 and standard deviation 0.495, creating development opportunity and expanding 

outreach as supported by an average mean 4.46 and standard 0.539 deviation, focus on cost 

minimization and profitability shown by a mean of 4.48 and standard deviation 0.504 and 

Reverse mission drift for individual lenders supported by a mean of 4.44 and standard deviation  

0.502 which this indicated that almost all the key measures surrounding the transform micro 

financing to banking business are covered and put into consideration by  microfinance 

institutions.  MFIs focus on rich groups rather than poor clients of society during their new 

mission development. According to Pollinger, Outhwaite and Guzman (2007) the main 

consequences of transforming to commercial banks is that MFIs target richer groups of the 

society as opposed to the poor class. Therefore the poorer customers might be left behind as a 

consequence of this trend. A consequence of a commercial approach could be that it drives 

institutions to focus on rich target groups. Poorer clientele may be left behind as a result of 

commercialization. It can motivate the poor communities and in reflecting the statement losing 

their original mission shown by an average mean of 1.81and standard deviation 0.392, the result 

clearly implies that MFIs did not lose their original mission; If a microfinance institution 

relicensed as a bank fails to carry on microfinance business properly, the National Bank may 

suspend any of its banking services or revoke the banking business license until the shortcomings 

with microfinance services are adequately addressed, based on  proclamation No. 1163/2019, as 

per directive No. SBB/74/2020 sub article 4.7.  

One of the key informants said that “When we transformed our MFIs into 

commercial banks, we gained competitive advantages similar to other banks, such 

as an increase in the number of clients, the potential for future investment, the 

ability to finance import and export credit facilities, the ability to hold foreign 

exchange, trade in foreign exchange notes, produce and sell financial 

instruments, and participation in allied investment remittance.” Key informant 

general manager, MFIs and banking supervision team). 
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4.4.6. Overall factors  impacting MFIs transformation into commercial bank  

Table 4.9: Transformation of MFIs to commercial banking  

No Statements N Mean Std. 

Deviation 

1 Ownership governance and regulatory framework influence MFIs  

transformation  to commercial banking 

54 4.59 .496 

2 Meeting minimum paid up capital requirement have high 

contribution of  MFIs transformation to commercial banking 

54 4.63 .487 

3 IT infrastructure  plays an important role in MFIs transformation 

to  commercial banking 

54 4.69 .469 

4 Mission drift enhance to MFIs  transformation to commercial 

banking 

54 4.35 .482 

5 Human resources motivation and  capability contribute  in MFIs 

transformation to commercial banking 

54 4.39 .492 

Source: primary data 2021 

as shown in table 4.9 the result indicated that the majority of the respondents strongly agreed 

with the impact of ownership governance and regulatory framework, capital requirement, IT 

infrastructure, mission drift and human resource on transformation of MFIs to commercial banks. 

The respondents strongly agreed that ownership governance and regulatory framework, capital 

requirements, and IT infrastructure have a significant impact on the transformation of MFIs to 

commercial banks, with average mean values of 4.59, 4.63, and 4.69 and standard deviations of 

0.496, 0.487, and 4.69, respectively. Furthermore, the respondents definitely agreed that mission 

drift and human resources, which have a mean of 4.35 and 4.39 and a standard deviation of 0.482 

and 0.492, respectively, have a moderate impact on MFI transformation. 

Korynski (2007) stated that most MFIs that adopt a shareholder structure will want to attract new 

equity investors. The transforming MFI must be aware of the host country's legal and regulatory 

restrictions, since these are likely to influence the investment appetite of its target investors. Such 

information will support the MFI in proposing investment structures and exit options that will 

match the demands and interests of its potential investors. Before making an investment choice, 

potential investors should undertake due diligence on the company's ownership and governance. 

The goal of due diligence from the investor's standpoint is to understand the MFI's business, 

including its markets, customers, financial situation, legal position, and all other significant risks. 
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MFIs in transition understand the value of a sound infrastructure platform that can support both 

growth and change. Systems already under strain cannot be expected to cope with increasing 

numbers of transactions, more complex data, and increasing Communications requirements 

arising from regulatory reporting. The application software, as well as the hardware, 

communication, and other infrastructure required to execute the MIS application must all be 

trusted by the institution. This confidence is characterized by system accuracy, trust by users in 

that accuracy, user-friendliness of the system, and ease of information retrieval to support daily 

operations (Korynski, 2007).  

Another researcher, Ali (2006), asserted that "the appropriate information" at "the right time" and 

"in the right place" is critical in decision-making. As a result, information and data are regarded 

as one of the most important asset critical to an organization's success. The basic roles of the 

MIS are to collect data, develop new data, store data, and communicate data to users. For MFIs, 

implementing a MIS is critical from a strategic standpoint. Before committing to a certain 

solution, they must do a thorough and extensive analysis of present and future requirements. The 

strength of the backend components determines a lot of the system's flexibility, expandability, 

and robustness. A stronger core MIS can enable cost-effective data, channel, and process 

integration, allowing for a single consolidated view of the whole portfolio. Core MIS can 

facilitate easy data entry for the backend database, making consolidation easy to accomplish. 

According to different studies a large number of MFIs operate manual systems despite having 

some kind of MIS in place. One of the reasons the MIS can't keep up with the organization's 

changing needs is because the backend isn't structured properly. It's critical for MFIs and 

microfinance software vendors to focus on and strengthen the Core MIS.  

4.5. Inferential statistics   

Inferential statistics were used through correlation analysis, which was used to determine the 

nature of the existing relationship between the dependent variable and the independent variables 

with statistical significance. The factors influencing MFIs' transformation to commercial banks 

were also investigated using a multivariate regression model. Transformation of MFIs into 

commercial banks in Ethiopia was the dependent variable, which was examined using 

correlation, regression, R square, and ANOVA.  
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4.5.1. Correlation between independent and dependent variables 

The linear relationship between the explanatory and response variables was checked using Karl 

Pearson's coefficient of correlation. The Pearson correlation coefficient is an excellent tool for 

determining the statistical relationship between independent (explanatory) and dependent 

(response) variables. According to Saunders (2003) suggested that r = 1 implies that a perfect 

linear correlation, 0.9 < r < 1 indicates positive strong correlation, 0.7 < r < 0.9 positive high 

correlation, 0.5 < r < 0.7 positive moderate correlation, 0 < r < 0.5 weak correlation, r = 0 no 

relationships and -1 < r =< 0 negative correlation.  

4.5.1.1. Correlations between ownership governance and regulatory framework 

and transformation to commercial bank  

Table 4. 10: Correlation between ownership governance and regulatory framework and 

transformation  

 Ownership governance 

and regulatory 

framework 

Transformation to 

commercial bank 

Ownership governance 

and regulatory 

framework 

Pearson Correlation 1 .586
**

 

Sig. (2-tailed)  .000 

N 54 54 

Transformation to 

commercial bank 

Pearson Correlation .586
**

 1 

Sig. (2-tailed) .000  

N 54 54 

**. Correlation is significant at a 0.01 level (2-tailed).     

Results in table 4.10 indicated that the relationship between ownership governance and 

regulatory framework and transformation of MFIs to commercial banks in Ethiopia where the 

respondents N 54 and the significance level is 0.01, the results indicate that ownership 

governance and regulatory framework had a positive moderate correlation to transformation (r = 

0.586 p = 0.000) which was less than the significant level of the 0.05. When p-value is less than 

a significant level of 0.05, it can be concluded that variables are correlated and   the null 

hypothesis is rejected and the alternative hypothesis is accepted (Saunders, 2003).  This implies 

that there is a 95 % significant association between ownership governance and regulatory 

framework and transformation to commercial banks in Ethiopia.  This shows that ownership 
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governance and regulatory framework enhances to positively transform MFIs into commercial 

banks.  

4.5.1.2. Correlation between capital requirement and transformation to 

commercial bank  

Table 4. 11: Correlation between capital requirement and transformation to commercial bank 

 Capital Requirement Transformation to commercial 

bank 

Capital 

Requirement 

Pearson Correlation 1 .666
**

 

Sig. (2-tailed)  .000 

N 54 54 

Transformation to 

commercial bank 

Pearson Correlation .666
**

 1 

Sig. (2-tailed) .000  

N 54 54 

**. Correlation is significant at a 0.01 level (2- tailed). 

The relationship between capital requirement and transformation to commercial bank in Ethiopia 

is shown in table 4.11, with 54 respondents and a significant level of 0.01. the output shows that 

the explanatory variable (capital requirement) has a positive moderate association to (predictor 

variable) transformation with r = 0.666 and a p-value is 0.000 which is less than 0.05, indicated 

that the variable are correlated and there is a significant evidence to reject the null and accept the 

alternative hypothesis. This suggests that in Ethiopia, there is a 95% correlation between capital 

requirements and transformation to commercial banks. This indicated that capital requirement 

facilitates a positive transformation to commercial banks. 

4.5.1.3.Correlation between IT infrastructure and transformation to commercial  

Table 4. 12: Correlation between IT infrastructure and transformation to commercial bank 

 IT infrastructure Transformation to commercial bank 

IT infrastructure 

Pearson 

Correlation 
1 .720

**
 

Sig. (2-tailed)  .000 

N 54 54 

Transformation to 

commercial bank 

Pearson 

Correlation 
.720

**
 1 

Sig. (2-tailed) .000  

N 54 54 

**. Correlation is significant at the 0.01 level (2-tailed). 
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Table 4.12 is indicating the relationship between IT infrastructure and transformation to 

commercial bank in Ethiopia, where the number of respondents is 54 and the significance level is 

0.01, shows that there is a high positive correlation between IT infrastructure and transformation 

to commercial bank equal to r = 0.720 and the p- value is 0.000 which is less than 0.05. When p- 

value is less than significant level, it is concluded that explanatory and predictor variables are 

correlated and null hypothesis is rejected and remains with alternative hypothesis (Saunders, 

2003). This implies that there is a 95% statically significant relationship between IT 

infrastructure and transformation. This means that IT infrastructure contributes to positive 

transformation to commercial banks by MFIs.  

4.5.1.4.Correlation between human resource and transformation to commercial 

bank  

Table 4.13: Correlation between human resources and transformation 

 Human 

Resource 

Transformation to 

commercial bank 

Human Resource 

Pearson 

Correlation 
1 .434

**
 

Sig. (2-tailed)  .001 

N 54 54 

Transformation to 

commercial bank 

Pearson 

Correlation 
.434

**
 1 

Sig. (2-tailed) .001  

N 54 54 

**. Correlation is significant at the 0.01 level (2-tailed). 

From the table 4.14 above the relation between human resources and transformation into 

commercial banks in Ethiopia, where by the respondents N is 54 and the significant level 0.01, 

the results indicate that human resources have positive moderate correlation to transformation 

into commercial banks equal to r = 0.434  and the p- value  is 0.001 which is less than 0.05. 

When p- value is less than significant level, it is concluded that predictor variables and outcome 

variables are correlated and there is an evidence to reject the null hypothesis and accept 

alternative hypothesis. This means that there is a 95% significant relationship between human 

resources and transformation to commercial banks by MFIs in Ethiopia. This indicates that 

human resources contribute to positive transformation to commercial banks by MFIs. 
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4.5.1.5. Correlation between mission drift and transformation to commercial bank   

Table 4.14: Correlation between mission drift and transformation to commercial bank   

 Mission Drift Transformation to 

commercial bank 

Mission Drift 

Pearson Correlation 1 .676
**

 

Sig. (2-tailed)  .000 

N 54 54 

Transformation to 

commercial bank 

Pearson Correlation .676
**

 1 

Sig. (2-tailed) .000  

N 54 54 

**. Correlation is significant at the 0.01 level (2-tailed). 
 

Table 4.14 shows the association between mission drift and MFIs' transformation to commercial 

banks in Ethiopia, with a sample size of 54 respondents and a significance level of 0.01. The 

results indicated that mission drift has positive moderate correlation to transformation to 

commercial bank equal to r 0.676 and the p- value is 0.000 which is less than 0.05. When p - 

value less than significant level, it is indeed that predictor variable and outcome variables are 

correlated and there is an evidence to reject the null hypothesis and accept the alternative 

hypothesis. This means that there is a 95% significant relationship between mission drift and 

transformation to commercial banks contributes to a positive transformation to commercial 

banks by MFIs. 

4.5.2. Multiple Regression analysis   

Multiple regression analysis is one of the most commonly used multivariate regression 

procedures and is used to build models for predicting scores on one variable, the dependent 

variable from scores on a number of other variables, the independent variables (Terre Blanche, 

etal, 2006). The researcher tried to predict the model in terms of transformation to commercial 

bank (dependent variable) from independent variables such as ownership governance and 

regulatory framework, capital requirement, IT infrastructure, mission drift and human resource.  

Based on the cross sectional data, multiple regression model is applied to empirically investigate 

the impact to which ownership governance and regulatory framework, capital requirement, IT 

infrastructure, mission drift and human resource can predict the criterion variables 

transformation to commercial bank by the MFIs and the relationship between the indicated 

impact and the transformation process.  
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4.5.2.1.Test of linear assumption  

The linear analysis determines whether or not there is a linear relationship between the 

independent and dependent variables. The Pearson product moment was used to evaluate the 

linearity assumption in the study, as indicated in table 4.15 below. 

Table 4.15: Test of linear assumptions  

 Ownership 

governance 

and 

regulatory 

framework 

Capital 

Requirem

ent 

IT 

infrastruc

ture 

Mission 

Drift 

Human 

Resource 

Transformati

on to 

commercial 

bank 

Ownership 

governance and 

regulatory 

framework 

Pearson Correlation 1 .389
**

 .308
**

 .412
**

 .099
**

 .586
**

 

Sig. (2-tailed)  .004 .023 .002 .478 .000 

N 54 54 54 54 54 54 

Capital 

Requirement 

Pearson Correlation .389
**

 1 .543
**

 .436
**

 .408
**

 .666
**

 

Sig. (2-tailed) .004  .000 .001 .002 .000 

N 54 54 54 54 54 54 

IT infrastructure Pearson Correlation .308
*
 .543

**
 1 .728

**
 .334

**
 .720

**
 

Sig. (2-tailed) .023 .000  .000 .014 .000 

N 54 54 54 54 54 54 

Mission Drift Pearson Correlation .412
**

 .436
**

 .728
**

 1 .202
**

 .676
**

 

Sig. (2-tailed) .002 .001 .000  .143 .000 

N 54 54 54 54 54 54 

Human Resource Pearson Correlation .099
**

 .408
**

 .334
**

 .202
**

 1 .434
**

 

Sig. (2-tailed) .048 .002 .014 .143  .001 

N 54 54 54 54 54 54 

Transformation 

to commercial 

bank 

Pearson Correlation .586
**

 .666
**

 .720
**

 .676
**

 .434
**

 1 

Sig. (2-tailed) .000 .000 .000 .000 .001  

N 54 54 54 54 54 54 

**. Correlation is significant at the 0.01 level (2-tailed). 
 

4.5.2.2.Test of homoscedasticity  

Homoscedasticity assumes that the dependent variable shows an equivalent level of variance 

across the range of predictor variables; homoscedasticity is one of the assumptions required for 

multivariate analysis. The study used Durbin-Watson statistics to test the assumption of 

homoscedasticity. The Durbin Watson statistics tests for autocorrelation value ranges from 0 to 4 
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and as a rule of thumb, the value should be between 1.5 and 2.5 to indicate independence of 

observation (Garson, G. David, 2010).  As indicated in table 4.16, the Durbin-Watson statistic 

value of 1.791, which is within 1.5 to 2.5, indicates that there is no auto correlation and that the 

model is appropriate. 

Table 4.16 Test of Homoscedasticity   

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

Durbin-Watson 

1 .870
a
 .756 .731 .43791 1.791 

a. Predictors: (Constant), Human Resource, Ownership governance and regulatory 

framework, IT infrastructure, Capital Requirement, Mission drift 

b. Dependent Variable: Transformation to commercial bank 
 

4.5.2.3.Test of normality Assumption  

One of the assumptions for multivariate analysis is normality. This study used Skewness and 

kurtosis to test normality of data. Skewness is used to describe how symmetrical the distribution 

of data is; on the other hand kurtosis is used to describe how flat or peaked the distribution of 

data is. According to Hair et al. (2010) Skewness and kurtosis should be between ±1.96. Table 

4.17 shows all variables with corresponding Skewness and kurtosis values. Clearly most of the 

variables were between ±1.96 showing that the data is normal. 

Table 4.17: Skewness and kurtosis  

 N Skewness Kurtosis 

Statistic Statistic Std. Error Statistic Std. Error 

Ownership governance and 

regulatory framework 
54 .380 .325 .145 .639 

Capital Requirement 54 .066 .325 -.829 .639 

IT infrastructure 54 .343 .325 -.547 .639 

Mission Drift 54 .077 .325 -.347 .639 

Human Resource 54 -.548 .325 -.880 .639 

Transformation to commercial bank 54 .584 .325 -.242 .639 

Valid N (list wise) 54     
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The classical linear regression model assumption is that the error term is normally distributed 

with the mean of error being zero. The normality of the error term is examined using the graph to 

detect the pattern of the residual. 

 

 

Figure 4.1: Normality test   
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The normality histogram plot as well as the normal P-P plot of residual depicted in the above 

figure 4.2 indicates that the residual estimates are following the normal density. 

4.5.2.4. Regression analysis between ownership governance and regulatory 

framework and transformation to commercial bank 

The purpose of the multivariate regression model used in this study was to determine the impact 

of MFIs becoming commercial banks, as well as to measure the relationship between the 

dependent variable transformation to commercial bank and the independent variable ownership 

governance and regulatory framework. The results are listed in table 4.18. 

Table 4.18 Model Summary between ownership governance and regulatory framework on 

transformation to commercial bank 

Model R R Square Adjusted R Square Std. Error of the 

Estimate 

1 .586
a
 .344 .331 .69002 

a. Predictors: (Constant), Ownership governance and regulatory framework 

Table 4.18 shows the model summary used in this study; R square is the coefficient of impact, 

which tells us about the variation in the dependent variable caused by changes in the independent 

variable; the findings in the above table show that the value of R square was 0.344, indicating 

that there was a variation of 34.4 % on transformation to commercial banks by MFIs in Ethiopia 

due to changes in ownership governance and regulatory framework; this implies that 34.4 % of 

MFIs in Ethiopia were transformed to commercial banks due to changes in ownership 

governance and regulatory framework. The correlation coefficient, R squared indicates the 

relationship between the study variables. Based on the findings in the table above, there was a 

moderate positive relationship between ownership governance and regulatory framework and 

MFIs' transformation to commercial banks in Ethiopia, as indicated by 0.344. 
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Table 4.19: ANOVA of ownership governance and regulatory framework on transformation to 

commercial bank 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 12.979 1 12.979 27.258 .000
b
 

Residual 24.759 53 .476   

Total 37.738 54    

a. Dependent Variable: Transformation to commercial bank 

b. Predictors: (Constant), Ownership governance and regulatory framework 

Table 4.19 shows the analysis of variance (ANOVA), which is used to determine the model's 

overall significance. According to the table P < 0.05, (0.000), showing that the model is useful in 

describing MFIs' transformation to commercial banks in Ethiopia. 

Table 4.20: Coefficient between ownership governance and regulatory framework on 

transformation to commercial bank  

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 

(Constant) .862 .453  1.902 .023 

Ownership governance 

and regulatory 

framework 

.789 .151 .586 5.221 .000 

a. Dependent Variable: Transformation to commercial bank 

From the data in the above table 4.20, it is established that the regression equation was;  

                

According to the above regression equation, if ownership governance and regulatory framework 

were set to zero, transformation to commercial bank of MFIs in Ethiopia would be 0.862, mean 

that a unit increases in ownership governance and regulatory framework would leads increase in 

transformation to commercial bank of MFIs in Ethiopia by a factor of 0.789. The research also 

found that all the p-value = 0.000 was less than 0.05, an indication that ownership governance 

and regulatory framework had a significant impact on transformation to commercial banks by 

MFIs in Ethiopia.  
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4.5.2.5. Regression analysis between capital requirement and transformation to 

commercial bank  

From the study multivariate regression model was to find out the impact of MFIs transformation 

to commercial bank and also measures the relationship between the dependent variable 

transformation to commercial bank and independent variable capital requirement. The results are 

shown in the section below. 

Table 4.21: Model Summary between capital requirements on transformation to commercial 

bank  

Model R R Square Adjusted R Square Std. Error of the Estimate 

1 .666
a
 .444 .433 .63511 

a. Predictors: (Constant), Capital Requirement 
 

Table 4.21  illustrates the model summary used in this study, R square is coefficient of impact 

which tells us about the variation in the dependent variable caused by changes in the independent 

variable, from the  findings in the above table  the value of R square was 0.444 an indication that 

there was variation of 44.4 % on transformation to commercial banks  by MFIs in Ethiopia due 

to changes in capital requirements, this shows that 44.4% changes in transformation to 

commercial banks by MFIs in Ethiopia could be accounted for by capital requirement. R squared 

is the correlation coefficient which indicates the relationship between the study variables, from 

the findings shown in the above table indicated there was a moderate positive relationship 

between capital requirement and transformation to commercial banks by MFIs in Ethiopia as 

shown by 0.444. 

Table 4. 22: ANOVA of capital requirement on transformation to commercial bank 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 16.763 1 16.763 41.557 .000
b
 

Residual 20.975 53 .403   

Total 37.738 54    

a. Dependent Variable: Transformation to commercial bank 

b. Predictors: (Constant), Capital Requirement 
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Table 4.22 illustrates the analysis of variance (ANOVA) which assesses the overall significance 

of the model. According to the table P < 0.05, (0.000), indicating that the model is useful in 

explaining the transformation to commercial banks of MFIs in Ethiopia. 
 

Table  4.23: Coefficients of capital requirement 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 

(Constant) .803 .378  2.123 .039 

Capital 

Requirement 
.778 .121 .666 6.446 .000 

a. Dependent Variable: Transformation to commercial bank 

From the data in the above table the established regression equation was;  

                

From the above regression equation it was revealed that capital requirement to a constant zero; 

transformation to commercial bank of MFIs in Ethiopia would be 0.803, such that a unit increase 

in capital requirement would lead to an increase in transformation to commercial bank of MFIs 

in Ethiopia by a factor of 0.778. The research also found that all the p-value = 0.000 was less 

than 0.05, an indication that capital requirement is statistically significant in impacting 

transformation to commercial bank of MFIs in Ethiopia.  

4.5.2.6. Regression analysis between IT infrastructure and transformation to 

commercial bank  

Table 4.24: Model Summary of IT infrastructure and transformation to commercial bank 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .720
a
 .519 .509 .59104 

a. Predictors: (Constant), IT infrastructure 

 

Table 4.24  illustrates the model summary used in this study, R square is coefficient of impact 

which tells us about the variation in the dependent variable caused by changes in the independent 

variable, from the  findings in the above table  the value of R square was 0.0.519 an indication 

that there was variation of 51.9 % on transformation to commercial banks  of MFIs in Ethiopia 

due to changes in IT infrastructure, this shows that 51.9 % changes in transformation to 
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commercial banks of MFIs in Ethiopia could be accounted for by IT infrastructure. R squared is 

the correlation coefficient which indicates the relationship between the study variables, from the 

findings shown in the above table indicated there was a high positive relationship between IT 

infrastructure and transformation to commercial bank of MFIs in Ethiopia as shown by 0.519. 

Table 4. 25: ANOVA of IT infrastructure and transformation to commercial bank 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 19.573 1 19.573 56.030 .000
b
 

Residual 18.165 53 .349   

Total 37.738 54    

a. Dependent Variable: Transformation to commercial bank 

b. Predictors: (Constant), IT infrastructure 

Table 4.25 illustrates the analysis of variance (ANOVA) which assesses the overall significance 

of the model. According to the table P < 0.05, (0.000), indicating that there was sufficient 

evidence that the model is useful in explaining the transformation to commercial banks of MFIs 

in Ethiopia. 

Table 4.26: Coefficients of IT infrastructure requirement and transformation 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 

(Constant) .739 .336  2.201 .032 

IT 

infrastructure 
.800 .107 .720 7.485 .000 

a. Dependent Variable: Transformation to commercial bank 

From the data in the above table the established regression question was;  

                

From the above regression equation it was indicated that capital requirement to a constant zero, 

transformation to commercial bank of MFIs in Ethiopia would be 0.739, such that a unit increase 
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in IT infrastructure would lead to an increase in transformation to commercial bank of MFIs in 

Ethiopia by a factor of 0.800. The study also found that all the p-value = 0.000 was less than 

0.05, an indication that IT infrastructure is statistically significant in impacting transformation to 

commercial banks of MFIs in Ethiopia.  

4.5.2.7. Regression between human resource and transformation to commercial 

bank 

Table 4.27:  Model Summary of human resource and transformation to commercial bank 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .434
a
 .188 .173 .76746 

a. Predictors: (Constant), Human Resource 

Table 4.27 illustrates the model summary used in this study, R square is coefficient of impact 

which tells us about the variation in the dependent variable caused by changes in the independent 

variable, from the findings in the above table the value of R square was 0. 188 an indication that 

there was variation of 18.8 % on transformation to commercial banks of MFIs in Ethiopia due to 

changes in human resource, this shows that 18.8 % changes in transformation to commercial 

banks of MFIs in Ethiopia could be accounted for by human resource. R squared is the 

correlation coefficient which indicates the relationship between the study variables, from the 

findings shown in the above table indicated there was a moderate positive relationship between 

human resource and transformation to commercial bank of MFIs in Ethiopia as shown by 0. 188. 

Table 4.28: ANOVA of human resources and transformation to commercial bank 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 7.110 1 7.110 12.071 .001
b
 

Residual 30.628 53 .589   

Total 37.738 54    

a. Dependent Variable: Transformation to commercial bank 

b. Predictors: (Constant), Human Resource 

Table 4.28 illustrates the analysis of variance (ANOVA) which assesses the overall significance 

of the model. According to the table P < 0.05, (0.000), indicating that there was sufficient 
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evidence that the model is useful in explaining the transformation to commercial banks of MFIs 

in Ethiopia.  

Table 4.29: Coefficients of human resource and transformation to commercial bank 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 
(Constant) 1.399 .523  2.676 .010 

Human Resource .527 .152 .434 3.474 .001 

a. Dependent Variable: Transformation to commercial bank 

From the data in the above table the established regression equation was;  

                

From the above regression equation it was showed that human resource to a constant zero; 

transformation to commercial bank of MFIs in Ethiopia would be 1.399, such that a unit increase 

in human resource would lead to an increase in transformation to commercial bank of MFIs in 

Ethiopia by a factor of 0.527.  The study also found that all the p-value = 0.000 was less than 

0.05, an indication that human resource  is statistically significant in impacting transformation to 

commercial banks of MFIs in Ethiopia.  
 

4.5.2.8. Regression between mission drift and transformation to commercial bank  

Table 4.30: Model Summary of mission drift and transformation to commercial bank 

Model R R Square Adjusted R 

Square 

Std. Error of 

the Estimate 

1 .676
a
 .457 .447 .62760 

a. Predictors: (Constant), Mission Drift 

Table 4.30 illustrates the model summary used in this study, R square is coefficient of impact 

which tells us about the variation in the dependent variable caused by changes in the independent 

variable, from the findings in the above table the value of R square was 0. 457 an indication that 

there was variation of 45.7 % on transformation to commercial banks  of MFIs in Ethiopia due to 

changes in mission drift, this shows that 45.7 % changes in transformation to commercial banks 

of MFIs in Ethiopia could be accounted for by mission drift. R squared is the correlation 
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coefficient which indicates the relationship between the study variables, from the findings shown 

in the above table indicated there was a moderate positive relationship between mission drift and 

transformation to commercial bank of MFIs in Ethiopia as shown by 0. 457. 

Table 4. 31: ANOVA of mission drift and transformation to commercial bank 

Model Sum of 

Squares 

df Mean Square F Sig. 

1 

Regression 17.256 1 17.256 43.810 .000
b
 

Residual 20.482 53 .394   

Total 37.738 54    

a. Dependent Variable: Transformation to commercial bank 

b. Predictors: (Constant), Mission Drift 

Table 4.31 illustrates the analysis of variance (ANOVA) which assesses the overall significance 

of the model. According to the table P < 0.05, (0.000), indicating that there was sufficient 

evidence that the model is useful in explaining the transformation to commercial banks of MFIs 

in Ethiopia 

Table 4.32: Coefficients of mission drift and transformation to commercial bank 

 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 

(Constant) .550 .406  1.355 .001 

Mission 

Drift 
.860 .130 .676 6.619 .000 

a. Dependent Variable: Transformation to commercial bank 
 

From the data in the above table the established regression question was;  

                

From the above regression equation it was revealed that capital requirement to a constant zero; 

transformation to commercial bank of MFIs in Ethiopia would be 0.550, such that a unit increase 

in mission drift would lead to an increase in transformation to commercial bank of MFIs in 

Ethiopia by a factor of 0. 860. The study also found that all the p-value = 0.000 was less than 



78 
 

0.05, an indication that mission drift  is statistically significant in impacting transformation to 

commercial banks of MFIs in Ethiopia.  

4.5.2.9. Over all regression analysis model summary results  

Table 4. 33: Model Summary of overall regression analysis results 

Model R R Square Adjusted R Square Std. Error of the Estimate 

1 .870
a
 .756 .731 .43791 

a. Predictors: (Constant), Human Resource, Ownership governance and 

regulatory framework, IT infrastructure, Capital Requirement, Mission Drift 
 

Table 4.33: illustrates the model summary using this study, R square is coefficient of 

determination which tells as about the version in the dependent variable due to change in the 

independent variable, from the findings the above table the value of R squared was 0.756 an 

indication that there was variation of 75.6 % on transformation to commercial bank of MFIs in 

Ethiopia due to changes in the independent variables ownership governance and regulatory 

framework, capital requirement, IT infrastructure, human resource and mission drift this show 

that 75.6 % changes in transformation to commercial bank of MFIs in Ethiopia could be 

accounted  for by ownership governance and regulatory framework, capital requirement, IT 

infrastructure, human resource and mission drift. R square is the correlation coefficient which 

shows that the relationship between the study variables, from the findings indicated in the table 

above, thus there was a moderate positive relationship between ownership governance and 

regulatory framework, capital requirement, IT infrastructure, human resource and mission drift 

and transformation to commercial bank of MFIs in Ethiopia as shown by a result 0.756. 

Table 4.34: ANOVA of model summary   

Model Sum of Squares df Mean Square F Sig. 

1 

Regression 28.533 6 5.707 29.758 .000
b
 

Residual 9.205 48 .192   

Total 37.738 54    

a. Dependent Variable: Transformation to commercial bank 

b. Predictors: (Constant), Human Resource, Ownership governance and regulatory 

framework, IT infrastructure, Capital Requirement, Mission Drift 
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Table 4.34 illustrates the analysis of variance (ANOVA) which assesses the overall significance 

of the model. According to the table P < 0.05, (0.000), indicating that there was sufficient 

evidence that the model is useful in explaining the transformation to commercial banks of MFIs 

in Ethiopia.  

Table 4.35: Model Coefficients summary results 

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 

(Constant) 1.330 .414  3.213 .002 

Ownership governance 

and regulatory 

framework 

.413 .110 .307 3.772 .000 

Capital Requirement .266 .108 .228 2.463 .017 

IT infrastructure .336 .126 .302 2.660 .011 

Human Resource .207 096 .170 2.143 .037 

Mission Drift .249 .138 .196 1.143 .041 

a. Dependent Variable: Transformation to commercial bank 
 

The established regression equation was derived from the data in the above table. 

                                                

From the above regression equation it was revealed that the regression weight of all the 

independent variable were significant with ownership governance and regulatory framework P = 

0.000, capital requirement P = 0.017, IT infrastructure p = 0.011, human resource P = 0.037 and 

mission drift P= 0.041 are statistical significant at 5% significance level. This means all the 

variables the postulated hypothesis were not supported thus all the variables, ownership 

governance and regulatory framework, capital requirement, IT infrastructure, human resource 

and mission drift are predictor variables for transformation to commercial bank of MFIs in 

Ethiopia and hence the null hypothesis is rejected whereas the alternative hypothesis are 

accepted  . The estimated coefficients are given a measure of contribution to the model. Higher 

the coefficient value, greater is the effect of the independent variable on the dependent variable. 

Ownership governance and regulatory framework has the highest coefficient (β=0.413) and 

therefore it has greater effect on transformation to commercial bank followed by IT 

infrastructure (β=0.336), capital requirement (β=0.266), human resource (β=0.207) and mission 

drift (β=0.249).  
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The standardized coefficients indicate the corresponding change in the dependent variable when 

a change of one unit is affected in the dependent variable. Thus, a unit change in ownership 

governance and regulatory framework will lead to a 0.413 unit change in transformation to 

commercial bank of MFIs. A unit change in capital requirement would lead to a 0.266 unit 

change in transformation to commercial bank; a unit change in IT infrastructure will lead to a 

0.336 unit change in transformation to commercial banks; a unit change in mission drift would 

results in a 0.249 unit change in transformation to commercial bank and a unit change in human 

resource output in 207 unit change in transformation to commercial bank of MFIs in Ethiopia. 

 

 

 

 

 

 

 

  

  

 

 

 

 

 

 

Figure 4.2: independent variables coefficient values  

4.5.3. Result for hypothesis testing  

The potential influence factors (independent variables) on the transformation to commercial bank 

(dependent variable) of MFIs are explained with the five formulated hypotheses for each linkage; 

these theoretical hypotheses are empirically tested. Independent variables or factors with 

significant values less than 0.05 would accept the alternative hypothesis or reject the null 

hypothesis. The result is provided as shown below based on the above regression result.  
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Hypothesis Results Effect of test 

H1: 

 

 

H2 : 

 

 

H3 : 

 

H4:  

 

 

H5:  

There is a positive and significant relationship between ownership 

governance and regulatory framework and transformation to 

commercial banks of MFIs in Ethiopia.  

 

P=0.000 H1: Accept 

There is a positive and significant relationship between capital 

requirement and transformation.   

 

P=0.017 

 

H2: Accept  

There is a positive and significant relationship between IT 

infrastructure and transformation.  

 

There is a positive and significant relationship between mission 

drift and transformation.  

 

There is a positive and significant relationship between human 

resource and transformation.  
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CHAPTER FIVE 

SUMMARY, CONCLUSION AND RECOMMENDATION 

5.1. INTRODUCTION  

  The investigation is summarized in this chapter, and conclusions are drawn based on the 

findings. The study's recommendations and areas for further investigation are also included. This 

section compares the study's conclusions to what other researchers have said, as noted in the 

literature section. The research's overall goal was to identify the determinants that affect MFIs' 

transfer to commercial banks. In terms of providing microfinance services in Ethiopia, the target 

population consists of registered MFIs. 

This research had five objectives:  

● To examine  the impact of ownership governance  and regulatory framework on the 

transformation of MFIs into commercial bank in Ethiopia  ; 

● To investigate the role of capital requirements in impacting MFIs transformation in to 

commercial bank in Ethiopia;  

● To analyze the impact of IT infrastructure on MFIs transformation into commercial 

bank in Ethiopia  ; 

● To find out the impact of human resource on MFIs transformation into commercial 

bank in Ethiopia; 

● To discover the impact of mission drift on MFIs transformation into commercial banks 

in Ethiopia.  

Existing literature on the transformation of MFIs into banking businesses around the world was 

used to find answers to these issues. Several problems face MFIs transforming into commercial 

banks, according to global transformation experience. These challenges including ownership 

governance and regulatory framework, raising minimum capital, IT infrastructure, mission drift 

and human resource are the major factors that could be identified. The main findings and factors 

affecting the transition are summarized in the summary. 

 

 



83 
 

5.2. Summary of main findings   

5.2.1. Impact of ownership governance and regulatory framework  

One of the study's goals was to document the impact of the regulatory framework on MFIs' 

transition to commercial banking. From the analysis of the study results, it was further 

established that ownership governance and regulatory framework affects MFIs transformation 

strategy to commercial banking given the high rate of majority of the respondents of MFIs, bank 

supervision teams and MFIs supervision teams. Existing investors' conflict of interest, diversified 

investors' trust in the business' feasibility, NBE's strict rule and regulation, existing board of 

directors' willingness to set up a new ownership structure, and fulfillment of organized 

documents based on the NBE directive were the major factors influencing the transformation 

process, according to the findings. The topic of reorganizing ownership is complex and involves 

several aspects. The first major challenge is transferring ownership from one person to several, 

as well as yielding power to a diverse collection of stakeholders (Awan, 2010). Quality 

governance could be a factor affecting transformation or constraints for changing MFIs to 

commercial banks, according to the findings of this study, which coincide with the literature and 

conclusions of earlier studies. It was obvious that some of the problems were contributing 

reasons in the transformation process's delay. Because the Acts are extremely specific on key 

standards as a prerequisite to licensure, many MFIs who do not meet these parameters, according 

to NBE, may not be able to continue with their transformation process. According to Lauer 

(2008), replacing current board members with those who fulfill the country national bank's 

criteria may not be as simple as replacing current board members. When some of the board 

members and the CEO were the founders of the MFIs, the scenario isn't ideal. According to NBE 

proclamation No. 1164/2019, directive No. SBB/74/2020 sup article 4.6 – 4.7, a microfinance 

institution that wishes to be relicensed as a bank must organize and structure a function that will 

handle microfinance as one of its major lines of business. If the institution fails to carry on its 

microfinance business properly, the national bank may suspend any of its banking services or 

revoke the banking business license until the deficiencies with the micro finance services are 

adequately addressed.  

Between ownership governance and regulatory framework and transformation to commercial 

bank, the Pearson correlation coefficient values were 0.586. The p-value is smaller than value in 
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terms of relationship (0.05). As a result, the alternative hypothesis for the research question is 

accepted, and there is strong evidence against the null hypothesis, which is rejected with a 

probability of less than 5%. The ownership governance and regulatory framework contributes 

34.4 percent to the transition to commercial bank process, while other factors account for the 

remaining 65.6 percent. The coefficient value 0.789 for ownership governance and regulatory 

framework, based on the multiple regression model estimation result, indicates that as ownership 

governance and regulatory framework improves the transformation to commercial bank, while 

the other variables remain constant. The working hypothesis is supported by the fact that the 

ownership governance and regulatory environment has a positive and significant link with MFI 

transformation to commercial bank at a rate of 5%. 

In addition to the above critical points, key informants stated that about ownership issues, the 

law requires that no single shareholder should own more than the maximum limit in the 

transformed institution. This suggests that MFIs look for investors outside of their promoter. 

Conducting due diligence is both expensive and time consuming and it does not guarantee 

getting shareholders. Many MFIs are stuck in getting shareholders, that structuring shareholding 

has been a problem for MFIs to transform into commercial banks. The informer also said about 

“governance and management”, the law requires all directors to pass a “fit and proper” test. The 

requirements are that a director should have no criminal record, is an authority in their field of 

expertise, have reputation in the society, not be declared bankrupt and may not have been 

involved in fraud/corruption. Therefore many founders of MFIs do not meet these criteria and 

there is potential conflict of interest. 

5.2.2. Impact of capital requirement  

The respondents were further required to rate on a five likert scale the influence of capital 

requirement on MFIs transformation. The respondents attested to the fact that capital 

requirements incorporated in the regulation had an impact on MFIs changing into commercial 

banks, based on the findings. Meeting minimum paid up capital, raising source of fund, 

maintenance of minimum legal reserve, maintenance of minimum CAMELS rating ratio (3 %) 

and maintenance of minimum capital adequacy ratio (8%) is a big challenge especially for MFIs 

to transform into commercial bank. Those choosing to operate nationwide MFIs are required to 

have a minimum capital of Birr 5 billion (five billion birr) to transform into a commercial bank. 
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This is so because the conditions for capital adequacy for MFIs are tougher than commercial 

banks. The NBE sets minimum capital requirements for MFIs seeking to transform into banking 

businesses, according to bank licensing and supervision of banking business directive No. 

SBB/78/2021MFIs intending to become banks must raise a minimum paid-up capital of 5 billion 

birr (five billion birr), which must be paid in full in cash and deposited in a bank(s) in the name 

and to the account of the bank in formation. Transforming MFIs into banking is expensive and 

requires substantial amounts of money to acquire software, setup systems, develop business 

plans and feasibility study, set up branches and pay for consultancy services on various aspects. 

The licensed bank shall at a minimum maintain capital to risk weighted assets ratio of 8 % at all 

times.  According to Philip Ochola (2010), MFIs have more strict condition requirements for bad 

and doubtful debts than commercial banks. According to Anyango (2010), bad debt and 

questionable debts degrade the value of adjusted assets, resulting in a fall in the capital adequacy 

ratio. 

The Pearson correlation coefficient values between capital requirement and transformation to 

commercial bank were 0.666. In terms of relationship, the p-value is less than   value (0.05). As 

a result, the null hypothesis is rejected and the alternative hypothesis for the research issue is 

accepted. Capital requirements account for 44.4 percent of the transition to commercial bank 

process, while other factors account for the remaining 55.6 percent. The coefficient value 0.778 

for capital requirement, based on the multiple regression model estimation result, indicates that 

as the capital requirement increases, the transformation to commercial bank increases, while the 

other factors remain constant. The capital requirement has a positive and significant relationship 

with transformation to commercial bank of MFIs at 5% this supports the alternative hypothesis. 

Besides the above crucial information, the interviewer stated that the minimum capital 

requirement had influenced transformation many MFIs. The provision expense is huge with a 

potential of wiping out all the profit and reducing minimum capital adequacy. As a result, many 

MFIs were unable to meet the minimum capital requirements.  However, any expansion of the 

branch network that is to be opened must be reviewed by the NBE and must meet the minimum 

requirements set forth in the legislation. MFIs that used to operate across the country are now 

restricted. A feasibility study must be completed for each branch to show its viability and when 

the branch will open. 
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5.2.3. Impact of IT infrastructure and MIS software   

According to the findings of the study, IT infrastructure and effective MIS software play a 

critical role in MFIs‟ transformation to banking as evidenced by the sampled respondents. 

Purchasing banking software that is capable of meeting the information demand of MFIs is 

expensive. The most crucial initiative, according to Christen et al. (2003), is to purchase software 

that can perform banking operations and maintain a precise database for microloans. The value 

of such software can be substantial and price ranges to acquire such systems are not smooth to 

get. Having a suitable ICT infrastructure and MIS software that can produce the required daily, 

weekly, monthly, quarterly and yearly reports is equally challenging to set up.  The information 

requirements for MFIs are enormous and the regulator is clear on this matter that the information 

system must be in place before a license is issued. Large scale MFIs are easy to pass the 

struggling to get this system and may take to adapt within a certain time. Managing deposits is 

more challenging and sensitive than loans. The public is very sensitive to deposits and any 

information could send a serious signal of panic to the public that could cripple the entire 

financial sector. NBE is very keen on this matter and has set out conditions and functionalities of 

the MIS and application software that should be met before a license could be issued. An 

inspection of such systems has to precede the issuance of license. In general the organization 

anticipated that ICT infrastructure would be a difficult area to manage. MFIs had made a 

centralized ICT system before the transformation process, and the main task was to upgrade the 

system in order to fulfil the regulatory requirements. Therefore, meeting physical facility, 

establish appropriate information system to meet the need of new institution(attest MIS), 

implementation of modern core finance technology, automation of client/customer product or 

service, developing appropriate products and instruments and cost of software are major 

challenges of MFIs transformation to banking business.   

The Pearson correlation coefficient values between IT infrastructure and transformation to 

commercial bank were 0.720. In terms of relationship, the p-value is less than   value (0.05). 

Therefore the alternative hypothesis for the research question is accepted and the null hypothesis 

is rejected. IT infrastructure contributes 51.9 % for transformation to commercial bank process; 

the remaining 48.1 % goes to other factors. Based on the multiple regression model estimation 

result, the coefficient value 0.800 for IT infrastructure that has the IT infrastructure increase, the 
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transformation to commercial bank would increase, where the other variables are constant. The 

IT infrastructure has a positive and significant relationship with transformation to commercial 

bank of MFIs at 5% this support the working hypothesis.  

According to the key informants, each MFI is expected to acquire and install a strong MIS 

capable of providing information on a daily basis. NBE inspections can be done at any moment 

to ensure that the reports presented are accurate.   

5.2.4. Impact of human resource’s 

It is not possible to transform an institution without overhauling the organizational structure and 

in most cases, changing the mind-set of the existing employees. Proper management of personnel 

is therefore a crucial element of a successful transformation. In terms of the impact of human 

resources on the transition of microfinance institutions into commercial banks, the study found a 

significant link between human resources and the transformation of microfinance institutions 

into commercial banks in Ethiopia. This means that human resources are improved in transform 

to commercial banks. Inertia and fear on the part of management, as well as building the 

institution's capacity in preparation for licensing, staff competency, motivation, and awareness of 

new policies and procedures, have all slowed down the transformation process, i.e. many board 

members, CEOs, and top management teams see the regulation as a threat and silently oppose 

transformation. The regulator specifies the caliber of personnel that are supposed to run MFIs 

transform to commercial banks. Pushing for transformation is seen as pushing for retrenchment 

hence conflict interests. In addition to this becoming a banking sector was identified as a 

motivator. It was associated with an improved public image of stability and discipline pushing 

MFIs to achieve its transformation strategy. Those MFIs that are positive about business 

prospects in transformation tend to put extra efforts to attain the license. In line also institutional 

readiness work such as training board members, management and staff is helpful in creating 

awareness and buy-in. use of experts on various transformational tasks help the institution to get 

the right advance in time.  

The Pearson correlation coefficient   values between human resource and transformation to 

commercial bank were 0.434.  In terms of relationship, the p-value is less than α value (0.05). 

Therefore the alternative hypothesis for the research question is accepted and the null hypothesis 
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is rejected. Human resource framework contributes 75.6% for transformation to commercial 

bank process; the remaining 24.4 % goes to other factors. Based on the multiple regression 

model estimation result, the coefficient value 0.207 for human resource represents that as the 

human resource increases, the transformation to commercial bank would increase, where the 

other variables are constant. The human resource has a positive and significant relationship with 

transformation to commercial bank of MFIs at 5% this support the alternative hypothesis.  

According to the interviewers "Human resource is the most valuable asset in MFIs". A quickly 

growing MFI often hires staff in a reactive manner; staffs are recruited in response immediately 

from branch managers or other head-office. They said transformation planning MFIs allows an 

MFI to instead shift to a more proactive hiring pattern. The aim is to bring in the qualified people 

now in order to accomplish the desired results. Several adjustments were made to the 

organizational structure in general; new departments were created and others were combined. 

There is now a new level of general managers. The diagnostic undertaken by the planet finance 

prior to the transformation helped identify the key institutional competencies that need to be 

improved during the transformation process. Improvement of MFIs human resource capacity can 

be recruitment of new staff and training of existing personnel. The need for extra capacity was 

driven by both highly growth of MFIs and the specific requirements for licensing by CBE.  

5.2.5. Impact of mission drift   

From the findings on the impact of mission drift on transformation of MFIs to commercial banks 

in Ethiopia, the study revealed that mission drift leads to driving force to enhance organizational 

public image, offer competitive financial product, develop trust relationship between the clients, 

make conducive organizational climate for benefit of shareholders, develop opportunity and 

expanding outreach and increasing profitability. According to the licensing and supervision of 

banking business directive No. SBB/74/2020, MFIs seeking to be relicensed as banks must 

include microfinance as one of their core services in their mission statement, internal bylaws, and 

business model, as well as put in place of the necessary resources and systems. If a microfinance 

institution that has been relicensed as a bank fails to carry out its microfinance business 

correctly, the national bank may suspend any of its banking services or revoke the banking 

business license until the microfinance service deficiencies are adequately resolved. According 

NBE directive No. SBB/74/2020 sub article 4.5-4.7 stated that a microfinance institution 
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relicensed as a bank in line with shall continue to provide the micro finance services without 

compromising the current services as part of its financial services, and the applicant must 

provide a written promise to that end. Cull, Demirguc-kunt and Morduch (2007) investigate the 

mission drift using a data set from 49 countries on 124 MFIs that checks whether there are any 

sign of “mission drift” or not. Their results supported the reality of "reverse mission drift," which 

is strongly linked to enhanced outreach on the margins. The main effects of commercialization, 

according to Pollinger, Outhwaite, and Guzman (2007), are that microfinance institutions target 

wealthy sectors of society rather than the underprivileged. As a result, poorer clients may be left 

behind due to this trend. As a result of a commercial approach, institutions may be forced to 

focus on larger target populations. Poorer customers may be left behind as a result of 

commercialization. In general, most MFIs face a variety of obstacles related to their mission, 

such as providing competitive products/services, growing outreach, and ensuring financial 

viability. As a result, a post-transformation period strategy is required, outlining how the 

institution will continue to fulfill its original objective. This information should be 

communicated with all stakeholders, management, and employees. 

The Pearson correlation coefficient   values between mission drift and transformation to 

commercial bank were 0.676. In terms of relationship, the p-value is less than   value (0.05). 

Therefore the alternative hypothesis for the research question is accepted and the null hypothesis 

is rejected. Mission drift contributes 45.7% for transformation to commercial bank process; the 

remaining 54.3 % goes to other factors. Based on the multiple regression model estimation 

result, the coefficient value 0.249 for mission drift represents that as the mission drift increases, 

the transformation to commercial bank would increase, where the other variables are constant. 

The mission drift framework has a positive and significant relationship with transformation to 

commercial bank of MFIs at 5% this supports the alternative hypothesis.  

5.3. Conclusion   

The study concludes that changing MFIs is both expensive and time-consuming. According to 

the data, the majority of MFI respondents believed that transitioning from MFIs to banking 

required time and effort in Ethiopia. As a result, this study provides evidence of the impact of 

MFIs becoming commercial banks. The literature and empirical evidence in this study highlight 

the primary problems that MFIs face as they restructure. As MFIs expand their outreach and 
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asset base, public concern about the security of their assets grows, so does their ability to become 

commercial banks. Empirical research indicates that MFIs subject to prudential rules must go 

through a transition process. But other organizations focused by no-prudential regulation will 

highly make minor adjustments to their operations to comply with the law. The transformation 

process of MFIs to commercial banks is not like a bed of roses. The factors that influenced the 

process of transformation varied from organization to organization.  This study examined the 

major factors that impacted the process of transformation of MFIs are ownership governance and 

regulatory framework, capital requirement, IT infrastructure, mission drift and human resource. 

MFIs seeking to transform to banking business license should therefore prepare business plan 

and feasibility study, prepare detailed and prudent strategy, meeting minimum paid up capital , 

dedicating sufficient IT infrastructure and MIS software application, human and financial 

resources to the transformation process. At the same time MFIs must be concentrating on 

continued business growth in order to make the profit needed to help finance part of the process. 

Transformation is extremely expensive and a detailed business strategy to manage the finances 

throughout the process will be essential. Moreover, to transform, the MFIs need to increase 

customer base, improve the quality of services it offers including automation of services, have 

high source  for additional funds, adapting of new technology and MIS software application and 

having well experienced personnel as well as staff motivation level for transformation process.   

The study also concludes that transformed MFIs have been able to grow because they have 

access to commercial and semi commercial resources, allowing them to finance import and 

export credit facilities, hold foreign exchange, trade in foreign exchange notes, mobilize 

deposits, raise capital, become full-fledged banks, establish good governance, improve 

accountability, professionalism, reduce liquidity problems, and sell their products. The study 

discovered that few of the converted MFIs had a large number of clients that they had automated 

their products and services, that they had grown consumers and deposits, and that this ultimately 

led to increased revenue.   
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5.4. Recommendation  

Based on the aims and conclusions, the study presents the following recommendations for 

effective transformation of MFIs to commercial banks in Ethiopia based on the experiences of 

other countries' MFIs.  

 A progressive transformation approach: it is preferable to undertake a progressive 

transformation, in several phases, leaving time for adjustment at each phase. 

 Prudent planning: transformations are very close in terms of time, finance and human 

resources. The process is often long and full of obstacles. It is critical to plan ahead of 

time and invest the necessary resources before considering a transition. A full-time 

transformation, manager with a thorough understanding of the institution's culture, as 

well as many good external consultants with the experience in banking and microfinance 

were required. 

 Willingness to build new areas of expertise: A successful transformation will necessitate 

the creation of new skills inside the organization, particularly in the areas of microfinance 

and banking. MFIs must evaluate the relevance of training existing personnel and hiring 

new employees within a short timeframe when undergoing transformation. There is a 

need to identify capacity weakness and develop a clear plan for addressing them. The 

training and integration strategy must be properly implemented to guarantee that existing 

and new employees can work together in harmony. 

 Governance: For a successful and transparent transition, a strong commitment to good 

governance is required. When it's completed, the Ethiopian National Bank will have even 

more control over the institution. If the board and management are not committed to good 

governance standards, this will become inefficient and ineffective. 

 A good communication strategy: change is inherently risky; therefore it's critical to have 

a solid communication strategy in place before, during, and after the transformation. 

Throughout the process, both members of the institution and the general public must be 

informed and reassured that their interests are being preserved. 

 Stakeholder ownership: the transformation could be welcomed by all members of the 

organization (staff, management and the board directors). Throughout the change, 

everyone must be informed of and agree on the organization's goal and objectives. They 
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must also understand the potential benefits as well as the financial investment required to 

transform successfully. Top management and employees must be devoted to the project 

and not abandon it at the first hint of difficulty. MFIs seeking transformation should 

create clear terms of reference and decide whether to seek strategic or financial investors 

ahead of time. 

 Mission drift: a clear strategy must be in place to ensure that the organization's mission of 

serving the target group is maintained after transformation. This must be communicated 

to all parties (shareholders, partners, members of staff and clients). 

 Management and information system: MFIs should invest in essential technologies after a 

thorough and careful assessment of their requirements, based on their experience with 

technology adaptation during the transformation process. The requirements should be 

addressed in light of present needs and transformation strategy objectives for the future. 
 

5.5. Areas of further research  

This study identifies certain areas that could be of interest for further research. The first one is a 

need to research on the emerging benefit, issues and challenges of post-transformation of MFIs 

in Ethiopia. The study also recommended further research to determine the impact of MFIs 

transformation on clients, financial sectors and overall financial inclusion in the country. 

 This study also recommended that to find out the impact of MFI rules and regulations and 

whether the benefits justify the efforts. There is need to research on the emerging issues of 

mission drift caused by regulation whether this is beneficial to society.  The tendency of MFIs 

to move up commercialization is a threat to exclusion of the poor and works against the spirit of 

deepening financial inclusion.  
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Appendix  

Addis Ababa University 

College of business and economics 

Department of Accounting and Finance 

Dear respected respondents  

My name is Sileshi Habetegebreal. I‟m a postgraduate student at Addis Ababa University 

College of Business and Economics. I intend to conduct a study titled “Factors impacting 

transformation of Micro finance institutions into commercial banking”. I humbly request 

for information on your opinion on the subject. I would appreciate your assistance on the 

responses to the questions contained in the questionnaire in order to achieve the objectives of 

this research. The information opinion you provide is purely for academic purposes and will be 

treated with strict confidentiality and for your comfort any information given would not be 

disclosed to the 3
rd. 

party. 

Thank you in advance for your kind cooperation and dedicating your time.  

Sincerely yours, 

Sileshi Habetegebereal (Email:silesafe2007@gmail.com) 
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Instructions 

 No need of writing your name 

For Likert scale type statements and multiple choice questions indicate your answers with a tick 

mark (√) in the appropriate block. 

For blank spaces please write the correct Information 

I. GENERAL INFORMATION 
1.  Educational background      Diploma               Degree             Master                     PHD  
 
2.  Current position 
 

❖  General Manager    

❖ MIS manager  

❖  Audit service manager   

❖ Finance manager  

❖ Risk and compliance manager 

❖ Marketing and business development manager  

❖ Human resource development manager  

❖ Saving and credit management manager  

❖ Microfinance supervision team  

 
3. Related experience with the Micro finance institutions 

 
1-5 years                  5-10 years                                above 10 year 
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II. Questions Related to Factors impacting transformation of Microfinance institutions 

into commercial bank  

The problems facing the transformation of micro finance institutions are listed below. 

Therefore, read thoroughly each of the factors and evaluate them in relation to your 

microfinance and then put tick marks (√) under the choices below. 

Where 5=strongly agree, 4= Agree, 3= Neutral, 2=disagree, 1=strongly disagree. 

 

Items Agreement level 

1. Issues related to ownership governance and regulatory framework  5 4 3 2 1 

1.1. Managing conflicting investors‟ interest      

1.2. Searching /soliciting willing  investors      

1.3. Sourcing for suitable and diversified investors       

1.4. Weak corporate governance       

1.5. Prepare feasibility study and  business plan       

1.6. Willingness of existing shareholders and affiliated institutions       

1.7. Restructuring existing ownership ( contribution by donors, 

management) 

     

1.8. Set up board structure and  management system  (BOD)      

1.9. Meeting Fit and support document requirements (NBE directives, 

banking business rules and regulations ) 

     

2.  Issues related to capital requirement 5 4 3 2 1 

2.1. Raising funds for transformation activities       

2.2. Maintenance of minimum paid up capital and reserve      

2.3. Maintenance of minimum CAMEL rating ratio (3 %)      

2.4. Maintenance of legal reserve        

2.5. Maintenance of adequate liquidity and reserve balance      

2.6. Maintenance of minimum capital adequacy ratio (8 %)       

2.7. Increases existing client deposits and savings        

2.8. Provide evidence of capital        

3.  Issues related to IT infrastructure   5 4 3 2 1 

3.1. Meeting physical facility needs  e.g. premises      

3.2. Adapting modern core finance technologies       

3.3. Automation of customer product and service      

3.4. Adapting new financial technologies (e.g. ATM service , mobile 

banking, internet banking, agency banking and electronic banking) 

     

3.5. Meeting MIS specification        

3.6. Developing new instruments e.g. pass book        

3.7. Change the IT in the organization       

3.8. Cost of software and MIS installation       

4.  Issues related to Human resources 5 4 3 2 1 

4.1. Management and staff competency  (skills, knowledge and attitude)       

4.2. Management inertia and fear of change       

4.3. Institutional preparedness       
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4.4. Transformational leadership         

4.5. Management and staff motivation level       

4.6. Recruiting qualified management team that meet NBE requirement        

4.7. Willingness to develop  new operational manual, policies and 

procedures 

     

4.8. High turnover of experienced personnel       

5.  Issues related to mission drift 5 4 3 2 1 

5.1. Offer competitive financial product to its clients       

5.2. Develop trust relationships         

5.3. Abundant of  poor clients       

5.4. Marketable and equitable solutions for benefit of shareholders         

5.5. Creating development opportunity  and expanding outreach       

5.6. Focus on cost minimization and profitability       

5.7. Reverse mission drift for individual lenders       

5.8. Losing their original mission       
 

 

III. Transformation of MFIs to commercial banking  

 

Kindly rate the extent to which you agree with the following statements on the transformation of 

MFIs into commercial banking. 

 

s Statements  5 4 3 2 1 

1 Ownership governance and regulatory framework influence 

MFIs transformation  strategy to commercial banking 

     

2 Capital requirement affects  MFIs transformation strategy to 

commercial banking 

     

3  IT infrastructure and efficient MIS  plays an important role in 

MFIs transformation strategy to commercial banking 

     

4 Human resources motivation and  capability contribute  in MFIs 

transformation strategy to commercial banking 

     

5 Mission drift enhance to MFIs  transformation stratagem to 

commercial banking  

     

 
 

IV. Open ended questions  

If any additional points that would not yet included in the above questionnaires' please 

specify below. 
 

1. Specify issues related to the regulatory framework 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

2. Issues related to capital requirement 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 
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3. Issues related to MIS and reporting requirements 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

4. Issues related to Human resources 

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________

___________________________________________________________________________ 

5. Issues related to Ownership and governance challenges 

______________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________

______________________________________________________________________________ 

6. What is the benefit of microfinance transformation into a commercial bank? 

______________________________________________________________________________

______________________________________________________________________________

__________________________________________ 

 

V. Interview questions 

 

1. Why is MFIs transformation into a commercial bank difficult in Ethiopia?  

2. What are the factors that encourage transformation of MFIs into commercial banks? 

3. Does the regulatory framework affect the transformation of MFIs into commercial 

banks? How? 

4. How to meet the minimum capital requirement in order to transform from MFIs into 

commercial banks? 

5. Does human resource affect transformation of MFIs into commercial banks? 

6. How to affect mission drift on transformation MFIs into commercial banks? 

7. Is IT infrastructure a major challenge for transformation? 

8. Who is not yet being beneficiary after transformation of MFIs into commercial bank? 

 

 

 


