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ABSTRACT

This thesis contains the findings of an examination of the relationship between internal
corporale governance structures and the financial performance of Ethiopian microfinance
institutions, using a sample of 11 microfinance institutions from the year 2006 to 2009 (a total of
44 microfinance institutions-year observations). The corporate governance data was collected
directly from the microfinance institutions chicf executive officer, a secretary of board, and other
board members, while the financial performance data was collected Jrom the association of
Ethiopian microfinance institution’s Jinancial analysis report. The thesis seeks 1o determine
whether better-governed microfinance institutions tend (o be associated with higher financial
returns than their poorly-governed counterparts. The internal corporate governance-financial
performance relation is investigated by applying the panel data regression analysis model. The
results based on this regression analysis are mixed, First board diversity in gender, the
frequency of board meeting and the existence of board committee has statistically significant
negative impact on financial performance of microfinance institutions which was .muasmw/ by
eturn on asset (ROAy. Second, board diversity in professional back ground, percentage of share
held by board members, board size and percentage of nonexecutive directors have no
statistically significant impact on financial performance of microfinance institutions which was

neasured by return on asset (RO.A).
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CHAPTER I

1. 1. INTRODUCTION

The term “corporate governance’ has been developed with noticeable expansion with a
number of dcelinitions.  For instance, Sheikh and Chatterjee (1995) define corporate
governance as a system whereby board of directors is entrusted with responsibilities and
duties in relution to the direction of a company’s alfairs. Similarly, Rock ¢r al. (1998)
define corporate governance as, a process by which a board of directors, through
management, guides an institution in fulfilling its corporate mission and protects the
institution’s assets. Furthermore, corporate governance is a ways of ensuring  that
corporate actions, agents and assets are directed at achieving the corporate objective
established by the corporation’s shareholders (Sternberg, 2004). In its broadest sense,
corporate governance refers to principles and rules regulating organizational operations to

ensure that it achieves it goals (Recoletos, 2011).

Rock e al. (1998) argued that, good corporate governance is a key factor to strengthen
the financial performance of microfinance institutions (MFIs) and increase outreach of
microfinance services. Also they state that effective governance depends primarily on the
skills and characteristics of the individual directors, like a diverse set of experiences,

backgrounds, urcas of expertise, ethnicity, and gender.

However, in the context of Ethiopia, the influence of corporate governance on the MIELs'
performance has rarely been thoroughly investigated except limited reports that treat
performance and governance of MFIs separately (e.g. Ayalew, 2006; Befekadu, 2007;
Wolday, 2008; Letenah, 2009). For instance, Befekadu (2007), has identified that
“microfinance institutions(MFIs) are operationally sustainable as measured by return on
asset, return on equity and the industry's profit performance with little say on the role of
corporate governance on financial performance”. Befekadu’s argument holds true when
seen from financial sustainability point of view but with little regards to the role of

corporate governance on financial performance.



With respect to corporate governance, in Ethiopia, Ayalew (2006) also argued that,
“ownership  composition, effectiveness of board composition, functions and
responsibilitics are not in line with best microfinance governance practices™. The
existing empirical gap on the relationship between good corporate governance and

financial performance of MFls in Ethiopia hence initiated this research.

Therefore, this research aims (1) to fill the existing gap and (2) to provide
recommendations that — would shape the relationship between good internal corporate
governance structure and financial performance of microfinance institutions operating in

Ethiopia.

The study also, is believed to contribute towards the efforts made yet to ensure all-
encompassing good internal governance structure in the microfinance institutions. As
almost all microfinance institutions in Ethiopia are in their early growth/expansion stage
ensuring good corporate governance will be imperative even to survive and attain their
maturity stage. Thus, to identify the currently existing governance problems and come up
with possible recommendation in this young economic arena; is meant to contribute to
the goal of stukeholder’s value maximization which in turn contributes to the wellbeing
of the society at large as a package of the institutions social responsibility. It is also
believed that this study will serve as a stepping stone for future research in this buffer

zone.

To this end, this thesis organized into five sections, The first section is an introductory
part, the sccond is literature review, the third is research design, the fourth is data
presentation, result and discussion and the last section is summary of findings,

conclusions and recommendations.

1.2. Statement of the problem

As it is expressed above, corporate governance in the broadest sense refers to principles
and rules regulating organizational operations to ensure that it achieves its goals. And, a
Board of Director is a key player in an institution's governance structure because it is

responsible for the strategic management, control and monitoring regarding the



institution's achievement of its objectives. Good internal corporate governance also
contributes to efficient management considering stakeholder interests, and boosting

institutional reputation, integrity as well as fostering customer trust (Recoletos, 2011).

Good governance means that an organization has a system of processes and rules that
guarantee fulfillment of its mission and the efficient use of resources. A good internal
corporate governance structure is efficient if it generates maximum reward for all of the
parties involved, including shareholders, creditors, employees, customers, authoritics and
other third parties affected by the institution's activities. So, for microfinance institution
(MFI) to be successful in the implementation of good internal corporate governance
program there is a need for a strong and independent Board of Directors to lead the
process. In this regards, in Ethiopia, Ayalew (2006) however argued that, “ownership
composition, effectiveness of board composition, functions and responsibilitics are not in

line with best microfinance governance practices’’.

Similarly, in the case of Ethiopia, Derk er al, (2009) have identified the existence of
major gap in the area of board size, board composition and election, board tenure, board
committees, board documents, conflicts of interest and board performance and
evaluation, all with its implication on the performance of microfinance institutions
(Mf-'ls). The existing gap on the relationship between good internal corporate governance
and financial performance of MFIs in Ethiopia hence is an area that needs to be
rescarched. This research hence aims to identify the relationship between internal
corporate  governance structure and the financial performances of microfinance
institutions in Ethiopia, and come up with feasible recommendations that would shape the
relationship between good internal corporate governance and financial performance of

MFIs operating in Ixthiopia.

1.3. General Objective of the Study
The objective of the study is to identify the relationship between internal corporale

governance structure and financial performance of microfinance institutions in Ethiopia



1.4. Specific Objectives of the Study

To achieve the above indicated general objective, the study is designed to achieve the

following specific objectives:

To identify the impact of board size on financial performance of MFIs.

To assess the impact of board diversity in gender on financial performance of
microfinance institutions (MI[s).

To assess the impact of bourd diversity in professional backgrounds on financial
performance of microfinance institutions (MFIs).

To assess the impact of frequency of board meeting has on financial performance
of microfinance institutions (MFIs).

To assess the impact of the existence of board commitiee on financial
performance of microfinance institutions (MFIs).

To assess the impact of percentage of shares held by board members on financial
performance of microfinance institutions (MF [s).

To assess the impact of percentage of executive directors in board members on

financial performance of microfinance institutions (MFIs).

1.5 Hypotheses

Based on the review of the scientitic literatures, the following rescarch hypotheses (null

and alternative hypothesis) were formulated for this study. .

Hypothesis #1

Ho:

Il

There is no statistically significant relationship between the presence of internal
board committees and MFIs  financial performance, as measured by Return on

Asset (ROA).

There is a statistically significant relationship between the presence of internal
board committees and MFIs financial performance, as measured by Return on

Asset (ROA).



Hypothesis #2

Ho: There is no statistically significant relationship between board diversity —in

gender and MFIs financial performance, as measured by ROA.

HI: There is a statistically significant relationship between board diversity in gender

and MILs financial performance, as measured by ROA.
Hypothesis #3

Ho: There is no statistically significant relationship between board diversity in

professional backgrounds and MFIs financial performance, as measured by ROA.

Hil:  There is a statistically significant relationship between board diversity in
professional backgrounds — and MFIs financial — performance, as measured by

ROA.
Hypothesis #4

Ho:  There is no statistically significant relationship between percentage of — shares
held by board members and - MFEFLs  financial -~ performance, as  measured by

KO,

HI: There is a statistically significant relationship between percentage of shares held

by board members and MFIs financial performance, as measured by ROA.
Hypothesis #5

Ho:  There is no statistically significant relationship between board size and M/ ls

Sinancial performance, as measured by ROA.

Hi:  Thereis a statistically significant relationship between board size and MEIs

Sinancial performance, as measured by ROA.

(8]



Hypothesis #6

Ho:  There is no swatistically significant relationship between the frequency of board

meetings and MFIs financial performance, as measured by ROA,

HI:  There is a statistically significant positive relationship between the frequency of

board meetings and MFIs  financial performance, as  measured by ROA.
Hypothesis #7

Ho: There is no statistically significant relationship between the percentage of

exccutive board and MI'Is financial performance, as measured by ROA.

HI:  There is a statistically significant relationship between the percentage of

executive board and MFIs financial performance, as measured by ROA.

1.6. Significance of the Study

The study is believed to contribute towards the efforts made to ensure all-encompassing
good governance in the microfinance institutions economic sector in Ethiopia. As almost
all microfinance institutions in Ethiopia are in their early stage, ensuring good internal
corporate governance will be imperative for their sustainable development. Thus,
identifying the existing good corporate governance in this economic sector is meant to
contribute towards enhancing financial performance of the MFIs, the shareholder’s value
maximization and satisfaction of stakeholders. Additionally, this study is believed to
provide relevant data for further research on corporate governance of microfinance

institutions in Ethiopia.

1.7. Scope of the Study

The study is delimited to address the existing relationship of good internal corporate
governance structure and financial performance of the currently existing thirty one
microfinance institutions in Ethiopia. This shall be done by taking eleven of the thirty-
one MFIs as a representative sample (six from the larges, four from the mediums and one
from the smalls), based on their gross loan portfolios. To this end, this study shall base on
data of the past four years (2006-2009).



1.8. Organization of the Thesis

The thesis is managed under five chapters. Under chapter one. introductory issues
including; the objectives of the study, statement of the Problem, research questions and
hypothesis, scope, and significance of the study are included. Chapter two accommodates
the theoretical framework and review of related literature, Chapter three outlines the
research methods and techniques, whilst chapter four deals with the main (finding)
section of the paper. The last chapter (chapterS) provides conclusions for the rescarch

findings.



CHAPTER 11

2. LITERATURE REVIEW
2.1. Definitions and Concepts

2.1.1. Governance

As it is expressed above, Good internal corporate governance is deified as a system
whereby board of directors is entrusted with responsibilities and duties in relation to the
direction of a company’s affairs (Sheikh and Chatterjee, 1995). It also defined as a
process by which a board of directors, through its management guides an institution in
fulfilling its corporate mission and protects the institution’s assets over time (Rock er al.,
1998). Similarly, Sternberg (2004) define corporate governance as a ways ol ensuring,
that corporate actions, agents and assets are directed at achieving the corporate objective
established by the corporation’s shareholders. In its broadest sense it also refers to
principles and rules regulating organizational operations to ensure that it achieves its

goals (Recoletos, 2011).
2.1.2 Financial Performance

As’it is cited in the Amha &kifle (2011), financial performance of MFIs is reviewed
based on four financial performance measurement indicators. Which includes, return on

asset, Return on equity, operational self-sufficiency and financial self-sufficiency.

The operational self-sufficiency considers the extent that financial revenue covers
financial expense, loan impairment charge and operating expense without making

adjustment for no lending activities or other income such as donations.

Financial self=sufficieney is similar to operational self-sufficiency; however the ratio
includes inflation and other adjustments. The effect of adjustment increases financial
expenses, impaired loan loss provision and operating expenses. The difference between

financial self-sufficiency and operational self-sufficiency is that, the financial sell-

sufficiency measures only an institutions ability to cover its operating cost but also its



ability to maintain the value of its equivalent to inflation and to operate and expand

without subsidies.

Return on equity and return on asset are the most commonly used indicators to measure a
MFIs ability to continue operating in the future. Return on equity measures, net operating

income less taxes as a percentage of total equity.

Return on assct is an indicator that calculates the adjusted net income of the microfinance
activity to average assets. It measures how well the institution’s assets are utilized, or its

ability to generate earnings with a given asset base (Saltzman and Salinger, 1998).

2.1.3. Board of Directors Composition

Recolatos (2011) states that, Board of directors can be formed by internal and external
Dirgctors, who can be independent or not. The total number of independent Directors
should represent at least one third of the total number of Board members. The inclusion
of External Directors is considered a good governance practice because it increases the
Board's independence and objectivity. Similarly Baysinger & Butler (1985) argues a mix
of insiders and outsiders on the board and find empirical support that this approach
enhances firm performance. Also John and Senbet (1998) argue that a board is more

independent if it has more non-executive directors (NEDs).

In addition Rock er al. (1998) indicates relevant skills to any MI'l board include business
sense, microfinance experience, financial markets expertise, legal and regulatory
expertise, marketing expertise, public relations, technology expertise, and fundraising.
The same author also states that, effective governance depends primarily on the skills and
characteristics of the individual directors. Collectively, these attributes should represent a
diverse set of experiences, buckgrounds, arcas of expertise, cthnicity, and gender (Rock er

al. 1998, p, 32),

Also Recolatos (2011) states that, Board must have members with the neeessary technical
knowledge to fulfill the institution's strategic priorities. In a MFI, usually the Board is
formed by people with broad financial knowledge. social awareness. good public

relations, ability to liaise with investors and contributors, legal knowledge and familiar



with the microfinance sector. Not everyone who sits on the Board has to have knowledge
in all of these areas, but it does as a group. The same author also states that, Promoting
diversity in terms of gender, cthnicity and country of origin is considered a good practice
because it encourages policies that consider different points of view and enriches the

decision-making process (Recolatos 2011, p, 25).

2.1.3. Board of Directors Size
Lipton & Lorsch (1992) argue that large boards are less effective and are casicr for the
CEO to control. The same author also suggests an optimal board size between seven and

nine directors.

Also, Rock er al. (1998) states that, the capacity of the board to function effectively partly
depends on its size. Although there is no optimum number of board members, extremes
of size should be avoided. A microfinance board should be big enough to incorporate the
various skills and perspectives as outlined above. However, it must be small enough to

accommodate the need for frequent meetings, given the characteristics of microfinance.

Similarly, Vafeas (1999) argued that, as board size increases board activity is expected to
increase to compensate for increasing process losses. The argument is that large boards
are less effective and are easier for a CEO to control. The cost of coordination and
processing problems is also high in large boards and this makes decision-taking difficult.
On the other hand, smaller boards reduce the possibility of free-riding and therefore have

the tendency of enhancing firm performance.

In addition, Recoletos (2011) states that, the right number of Directors must be
established to allow productive discussions and proper decisions. In larger MFls, the
Board's size must allow the work of the different committees to be managed properly.
There is no rule as to the right size for a Board of Directors because it depends to a large
extent on each institution's situation. The Board needs to be large enough to cover all of
the skills necessary to efficiently guide and supervise the institution. The number of
Directors also needs to be small enough to ensure a high level of participation and

involvement for a streamlined and effective decision-making process.

10



The same author also states that, there is no ideal number, but a Board with between 5
and 9 members is usually sufficient for most MFIs to run smoothly. Boards with less than
5 members pose problems because the necessary diversity and skills are not usually
found in such a small group and a group of less than 5 will have difficulties finding the
quorum required to take decisions. Boards with more than 9 members, unless they are
very large institutions with lots of committees, are usually difficult to manage and do not

have the right level of cohesion for the Board to reach a consensus.

2.2. Fundamental Corporate Governance Theories
As it is cited in Kyereboah (2007) literature there is different corporate governance
theories, includes agency theory, stewardship theory, stakeholder theory, and resource

dependency theory.
2.2.1 Agency Theory

It is an acknowledged fact that the principal-agent theory is generally considered the
starting point for any debate on the issue of corporate governance emanating from the
classical thesis on Berle and Means (1932). Modern firms are seen to suffer from
separation of ownership and control and therefore are run by professional managers
(agents) who cannot be held accountable by dispersed shareholders. In this regard, the
fundamental question is how to ensure that managers follow the interests of sharcholders
in order to reduce cost associated with principal-agent theory? The principals are
confronted with two main problems. Apart from facing an-adverse selection problem in
that they are faced with selecting the most capable managers, they are also confronted
with a moral hazard problem: they must give agents (managers) the right incentives to

make decisions aligned with shareholder interests

The following represent the key issues towards addressing opportunistic behavior from

managers within the agency theory:

* Composition of board of directors: The board of directors is expected to be made up

of more non-executive directors (NEDs) for effective control. It is argued that this

11



reduces conflict of interest and ensures a board’s independence in monitoring and passing

fair and unbiased judgment on management,

* CEO duality: It is expected also that different individuals occupy the positions of CEO
and board chairperson as this reduces the concentration of power in one individual and

thus greatly reduces undue influence of particular management and board members.
2.2.2 Stakeholder Theory

One argument against the strict agency theory is its narrowness, by identifying
sharcholders as the only interest group of a corporate entity necessitating [urther
exploration. By expanding the spectrum of interested partics, the stakeholder theory
stipulates that, a corporate entity invariably seeks to provide a balance between the
interests of its diverse stakeholders in order to ensure that each interest constituency
receives some degree of satisfaction (Abrams, 195 1). The stakeholder theory is therefore
appears better in explaining the role of corporate governance than the agency theory by
highlighting the various constituents of a firm., Thus, creditors, customers, employees,
banks, governments, and society are regarded as relevant stakeholders. Related to the
above discussion, John and Senbet (1998) provide a comprehensive review of the
stakeholders’ theory of corporate governance which points out the presence of many
parties with competing interests in the operations of the firm. They also emphasize the
role of non-market mechanisms such as the size of the board, committee structure as

important to firm performance.

Stakeholder theory has become more prominent because many researchers have
recognized that the activities of a corporate entity impact on the external environment
requiring  accountability of the organization to a wider audience than simply its
shareholders. For instance, McDonald and Puxty (1979) proposed that companies are no
longer the instrument of shareholders alone but exist within society and, therefore, has
responsibilities to that society. One must however point out that large recognition of this

fact has rather been a recent phenomenon. Indeed, it has been realized that economic

12



value is created by people who voluntarily come together and cooperate 1o improve

everyone's position (Freeman er al., 2004),

Jenson (2001) critique the Stakeholders theory for assuming a single-valued objective

(gaine that aeerue to o 0rm's eanstitueneies), ‘1'he argument of Jensen (2001) wugpesty
that the performance of a firm is not and should not be measured only by gains to its

stakeholders. Other key issues such as flow of information from senior management to
lower ranks, intcr-persdnal relations, working environment, etc. are all critical issues that
should be considered. Some of these other issues provided a platform for other arguments
as discussed later. An extension of the theory called an enlightened stakeholder theory
was proposed. However, problems relating o empirical testing of the extension have

limited its relevance (Sanda et al., 2005).
2.2.3 Stewardship Theory

This theory, arguing against the agency theory posits that managerial opportunism is not
relevant (Donaldson and Davis, 1991; Davis, Schoorman and Donaldson, 1997: Muth and
Donaldson, 1998). According to the stewardship theory, a manager’s objective is
primarily to maximize the tirm’s performance because a manager’s need of achievement
and success are satisfied when the firm is performing well. One key distinguishing
feature of the theory of stewardship is that it replaces the lack of trust to which agency
theory refers with respect for authority and inclination to ethical behavior. The
stewardship theory considers the following summary as essential for ensuring effective

corporale governance in any entity:

* Board of directors: The involvement of non-executive directors (NLEDs) is viewed as
critical to enhance the effectiveness of the bourd’s activities because exeeutive directors
have full knowledge of the firm’s operations. Thus, it is believed that the appointment of

NEDs will enhance decision-making and ensure the sustainability of the business.

* Leadership: Contrary to the agency theory, the stewardship theory stipulates that the
positions of CEO and board chair should be concentrated in the same individual. The

reason behind is that, it affords the CEO the opportunity to carry through decision
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quickly without the hindrance of undue burcaucracy. We must rather point out that this
position has been found o create higher agency costs. The argument is that when
governance structures are effectively working, there should not be undue bureaucratic

delays in any decision-making,

Finally, it is argued that small board sizes should be encouraged to promote effective
communication and decision-making. However, the theory does not stipulate a rule for

determining the optimal board size and for that matter what constitutes small?
2.2.4 Resource Dependency Theory

This theory introduces accessibility to resources, in addition to the separation of
ownership and control, as a critical dimension to the debate on corporate governance.
Again, the theory points out those organizations usually tend to reduce the uncertainty of
external influences by ensuring that resources are available for their survival and
development. By implication, this theory seems to suggest that the issue of dichotomy
between executive und non-executive directors is actually irrelevant. How then does a
firm operate efficiently? To resolve this problem, the theory indicates that what is
relevant is the firm’s presence on the boards of directors of other organizations to
establish relationships in order to have access to resources in the form of information
which could then be utilized to the firm’s advantage. Hence, this theory shows that the
strength of a corporate organization lies in the amount of relevant information it has at its

disposal.

The next subsections will review literatures on a set of internal corporate board structure
variables which includes, board diversity, corporate board size, role or CEO duality, the
percentage of non-executive directors, the frequency of board meetings, the presence of
key internal  board committees (namely, audit, nomination, and remuneration
committees), and director share ownership, that have been found to influence

performance of institutions.
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2.3. Empirical Literatures on Corporate Board Structure and Financial
Performances

Brennan (2006) argued that, to be able to protect shareholders’ interests, corporate boards

must be effective and efficient in performing their functions, like giving direction,

executive action (strategy), service and resource support (resource mobilization),

supervision (monitoring), and accountability. And, Effective and efficient board

performance is influenced by several factors, such as board diversity, composition, and

size, amongst others (Baranchuk and Dybvig, 2009).

Also Fillatotchev and Boyd (2009) argued that, corporate board of directors is seen as a

central part of any internal corporate governance structure.

2.3.1. Board Committees and Financial Performance

Prior literature suggests that board committees help to improve the effectiveness and
efficiency of corporate boards (Jiraporn er al., 2009, p.820). According to Harrison
(1987, p.10Y), there are two generic types of board committees: monitoring or oversight
and management  supporting or operating. Operating board committees advise
management and the board on major business decision. Their monitoring counterparts are
intended to protect sharcholder interests by providing objective, independent review of

corporate executives and affairs.

There are conflicting theoretical suggestions as to the relationship between monitoring
board committees and financial performance. One line of the theoretical literature
suggests that the establishment of these committees can impact positively on performance
because of different reasons. For instance, Harrison (1987) argued that, by their
composition, board committees help in bringing individual director’s specialist
knowledge and expertise to bear on the board decision-making process (Harrison, 1987,
p.111). This also allows the main board to devote attention to specific areas of strategic

interests and responsibility.

Also Klein (1998) argued that, unlike the main board or operating committees monitoring

board committees are usually entirely composed of independent NEDs, making them
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better placed 1o protect shareholders’ interests by effectively scrutinizing managerial
actions. And Vefeas and Theodorou (1998) also argued that, the nomination committee is
responsible for nominating candidates for appointment to the board. This minimizes the

agency contlict by improving board independence and the quality of appointed directors
(Vefeas and Theodorou, 1998, p.390).

Klein (1998) also argued that, the principal function of the audit committee, for example,
is to meet regularly with the firm’s external and internal auditors to review the company’s
financial statements, audit process and internal accounting controls. This helps reduce
agency costs and information asymmetry by facilitating timely release of unbiased
accounting information by managers to shareholders (Klein, 1998, p.279). Also, effective
monitoring by the audit committee may help minimize financial fraud and increase firm

value.

Additionally, Weir and Laing (2000) argued that, the remuneration committee determines
and reviews the nature and amount of all compensation for directors and senior officers
of the firm. This also helps in reducing the agency problem by constructing and
implementing remuneration schemes and incentives designed to better align the interests
of managers and shareholders (Klein, 1998, p.279; Weir and Laing, 2000, p.268). Weir ef
al. (2002) also argued that, board committees enhance corporate accountability,

legitimacy and credibility by performing specialist functions (Weir et al., 2002, p.585).

Furthermore, Karamanou and Vefeas (2005) argued that, by their relative small size,
board committees are able to meet more frequently. This provides sufficient time for
meaningful dialogue and in reaching consensus decisions quicker (Karamanou and

Vefeas, 2003, p.458)

In line with the theoretical literature, a part of the empirical literature suggests a positive
board committees-performance relationship. For instance, Wild (1994) examines market
reaction before and after the establishment of audit committees by a sample of 260 US
firms. He reports a statistically significant improvement in share returns following the

establishment of audit committees, which suggests that the presence of audit committees
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can enhance managerial accountability to shareholders. Also, evidence by Vefeas and
Karamanous (2005) in 275 Fortune 500 firms is consistent with prior research that the

presence of audit committees is positively associated with firm financial performance.

Similarly, by using a sample of 606 large US listed firms; Vefeas (1999b) reports a
positive relationship between the establishment of nomination committees and the quality
of new director appointments. This implies that nomination committees can improve
board quality, which may ultimately improve the effectiveness with which the board

carries out its monitoring and advisory roles.

Also Mangena and Chamisa (2008) find in a sample of 81 South African listed firms that
the presence of an audit committee significantly reduces the possibility of a firm being
suspended from the stock exchange. This indicates that the presence of audit committees
improve internal monitoring, reduce internal fraud and  enhance compliance  with

corporate regulations.

Additionally, by using samples of US listed firms, Chaochharia and Grinstein (2009) and
Sun and Cahan (2009) report a significant decrease in CEQ compensation for US firms
with independent compensation committees compared with those without compensation
commitiees. This suggests that the establishment of independent compensation

committees is associated with better monitoring of managerial compensation.

By contrast, others suggest board committees can impact negatively on performance
because of various reasons. For instance, Goodstein, et al. (1994) and Conger et al.
(1998) argued that, board committee can result in excessive managerial supervision,
which can inhibit executive initiative and vision. Also, it may result in duplicating
corporate board duties and responsibilities. This will have additional costs implications
for firms. Additionally, by creating generalists and specialists among board members,
board committees have the potential of gencrating conflicts in ideas and impairing

boardroom cohesion,
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Also, Vefeas (1999a) argued that, the establishment of board committees imposes extra
costs in terms of managerial time, travel expenses and additional remuneration for the

members of the committees (Vefeas, 1999a, and p.118).

In line with the theoretical literature, a constituent of the empirical literature suggests a
negative board committees-performance relationship. In a sample of 220 large British
listed firms, Main and Johnston (1993) examined the role of remuneration committees in
British boardrooms. They reported that the presence of a remuneration commitlee is
associated with higher executive pay, which reduces shareholder value. Similarly, using
307 US listed firms from 1990 to1994, Vefeas (1999a) found a negative relationship
between the establishment of bourd committees (namely, audit, remuncration, and

nomination) and firm value.

The other stream of the empirical literature suggests no empirical relationship between
board committees and performance. For instance, by using a sample of 486 US firms over
the period 1992-1993, Klein (1998) examines the association between the presence of
audit, compensation, and nomination committees and financial performance, but finds no
statistically significant relationship. Also, Vafeas and Theodorou (1998) investigate the
impact of audit, remuneration and nomination committees on the performance of 250 UK
listed firms in 1994. They find no evidence in favor of the idea that the existence of the
three board committees significantly affected firm financial performance. Similarly, Weir
and Laing (2000), Weir er al. (2002), Dulewicz and Herbert (2004), and Bozee (2005)
provide evidence, which shows that the establishment of the three board committees has

no significant impact on financial performance.

2.3.2. Board Diversity and Financial Performance

Board diversity hus broadly been defined as the various attributes that may be represented
among directors in the boardroom in relation to board process and decision-making,
including age, gender, ecthnicity, culture, religion, constituency representation.
independence, knowledge, educational and professional background, technical skills and
expertise, commercial and industry experience, career and life experience (Van der Walt

and Ingley, 2003, p.219).
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Cox & Blake (1991) show how managing cultural diversity can create a competitive
advantage for firms in six areas. There are cost, resource acquisition, marketing,
creativity, problem-solving, and organizational flexibility. Robinson & Dechant (1997)
also present three business reasons for diversity, There are cost savings, winning

competition and driving business growth.

Similarly Rock er al.1998, states that Effective governance depends primarily on the
skills and characteristics of the individual directors. Collectively, these attributes should
represent a diverse set of experiences, backgrounds, areas of expertise, ethnicity, and
gender (Rock et al 1998, p.31). Also Recoletos, 2011, states that In addition to the
necessary technical training, the Board members should contribute with different points
of view, experiences and values. Promoting diversity in terms of gender, ethnicity and
country of origin is considered a good practice because it encourages policies that
consider different points of view and enriches the decision-making process (Recoletos,

2011, p.25).

Goodstein er al., (1994, p.241) argued that, board diversity helps to link a firm to its
external environment and secure critical resources, including skills, business contacts,
prestige and legitimacy. Also Shrader er al, (1997,p.355) states that corporate boards of
qualified individuals of diverse backgrounds and constituencies can help to provide a
better link with a firm’s stakeholders, such as consumers and the local community. This
can improve a firm’s reputation and commercial opportunities.  Also VanderWalt and
Ingley, (2003, p.219) suggests that boards of diverse backgrounds rather than
homogenous selected groups with similar socio-economic backgrounds, increases board
independence and improves executive monitoring. Similarly Carter ef al. (2003, p.30)
argued that, diversified boards can also increase creativity and innovation in boardrooms
due to diversity in cognitive abilities, which can also facilitate effective decision-making.
In addition Rose (2007, p.405) argues that a higher degree of board diversity may serve
as a positive signal to potential job applicants. This will help to attract well qualified
persons outside the circles where board candidates are usually recruited from. This can

also generate healthy competition within the firm’s internal labor market. IFurthermore,
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Baranchuk and Dybvig, (2009, p.715) argued that, it brings diversity in ideas,
perspectives, experience, and business knowledge to the decision-making process in

boardrooms.

Empirically, one stream of the empirical literature suggests positive  empirical

relationship between board diversity and performance.

For instance, Adler (2001) finds a positive correlation between firms that employ higher
percentage of women in top management and a raft of accounting measures of
performance, including ROA. Similarly, Carter er al. (2003) also report a positive
relationship between board diversity (measured by gender and ethnicity) and market
measure of performance. Also Hiratsuka (2004) examined governance and performance
of microfinance institutions in central and Eastern Europe and the newly independent
states and she report that Board diversity improves both outreach and sustainability of
MEIs. In addition, Armendariz er al. (2005) also reported that, having a female CEO or a
high fraction of women on the board would help the MFI understand its customers better.
Thus, this better customer knowledge should influence both the MFI's operational costs
as well as its overall profitability. Consistent with prior evidence, Francoeur ef al. (2008)
examine whether the participation of women in a firm’s board and senior management
cnh‘uucus financial performance in a sample of 230 of the 500 largest Canadian listed
firms. Applying Fama and French three factor model, they report that firms operating in
complex environments do generate positive and signiﬁcant abnormal returns when lhey

have a higher proportion of women officers.

The other stream of the empirical literature suggests negative empirical relationship
between board diversity and performance. For instance, Shrader ef al. (1997) examine the
association between the percentage of female board members and two accounting
measures of financial performance (ROA and ROE) for a sample of 200 American
Fortune 500 firms in 1992 and argued a statistically significant and negative relationship

between the percentage of women on the board and firm performance.
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The third stream of the empirical literature suggests no empirical relationship between
board diversity and performance. For instance, Rose (2007) investigates whether female
board representation influence firm performance using a sample of Danish listed firms
and argued the absence of significant link between firm performance and female board

representation.

2.3.3. Director Share Ownership and Financial Performance

Different authors suggest that director share ownership helps in reducing the conflicts of
interest that exists between shareholders and managers. This convergence-of-interests
model maintains that as the proportion of equity owned by directors increases, their
interests and those of sharcholders become more aligned and the incentive to indulge in
opportunistic behavior diminishes. This is because the greater their financial stake in the
form of share ownership, the greater the costs they will incur for not maximizing
sharcholders wealth, Consequently, directors who own large blocks of shares have
additional incentive to actively monitor managerial actions that can help reduce agency
costs and increase firm financial performance (Jensen and Meckling, 1976; Fama, 1980;

Jensen, 1993).

However, another strand of the literatures suggests director entrenchment as an
alternative hypothesis to convergence-of-interests . The entrenchment hypothesis proposes
that at low levels of director share ownership, the competitive internal and external
market forces can help align the interests of directors with those ol sharcholders,
However, it contends that at high levels of shareholding, directors may hold sufficient
voting power to protect themselves against such disciplinary forces, and as such directors
will prefer to pursue non-wealth maximizing goals. This is because the private benefits in
the form of perquisites consumption, such as guaranteed employment with an attractive
salary that will accrue to directors are greater than the utility that they will obtain from
pursuing optimal projects that will increase the wealth of all shareholders. This results in
director entrenchment in which other shareholders are unable to remove or influence the
actions of the managing directors, even in the face of serious under performance or

misbehavior. In this case, the director share ownership-performance relationship is
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expected to be negative (Morck et al., 1988; McConnell and Servaes, 1990; Short and

Keasey, 1999).

Empirically, by using a sample of §7 European firms, Krivogorsky (20006) argued a
positive association between director share ownership and financial performance, as
measured by ROA. Similarly Kapopoulos and Lazaretou (2007) have supported the
positive relationship for a sample of 175 Greek listed firms. In addition, by using a
sample of 72 listed Zimbabwcan firms over the period 2002-2004, Mangena and
Tauringana (2008) argued a positive association between director share ownership and

financial performance, as measured by ROA.

In contrast, Ho and Williams (2003) find that director ownership is negatively related to a
firm’s physical and intellectual capital performance in a sample of 84 South African
listed firms. Similarly, Sanda et al, (2005) report an inverse relationship between director
share ownership and financial performance measures, including ROA, ROE, in a sample
of 93 Nigerian listed firms from 1996 to 1999 and argued the negative relationship
between director share ownership and financial performance. In addition, Haniffa and
Hudaib (2006) argued the inverse relationship between director share ownership and

financial performance measures by using a sample of 347 Malaysian listed firms.

2.3.4. Corporate Board size and Financial Performance

Lipton and Lorsch (1992) suggest that corporate board size must preferably fall between
eight and nine directors. They argued the reason behind that iIs, as corporate board size
goes beyond a maximum number of ten directors, additional costs of having larger boards
typically associated with slow decision-making are higher than any marginal gains from
intense monitoring of management’s activities. Also, it is contended that smaller boards
are more likely to be cohesive, and to have more effective discussions. This is because all
directors are able to candidly contribute and express their ideas and opinions within the

limited time available (Lipton and Lorsch, 1992, p.67-68).

Similarly, Jensen (1993) argued that when a board gets too big, it does not only become

difticult to co-ordinate, but also comparatively easier to control by a dominant CEQ due
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to associated director shirking and free-riding (Jensen (1993, p.865) . In addition,
Sonnenfeld (2002) argued that, larger boards are bad, while smaller boards are good and
effective at improving financial performance (Sonnenfeld , 2002, p.108) . This is because
while they plan, organize, direct and control the business of the organization, the size of
the board has also got financial costs implications. That is, larger boards consume more
pecuniary and no pecuniary company resources in the form of remuneration and
perquisites than smaller boards. Furthermore, Yawson (2006) argued that larger boards
suffer from higher agency problems and are far less effective than smaller boards. Thus,
limiting corporate board size may improve efficiency (Yawson, 2006, p.77). Also, the
Board needs to be large enough to cover all of the skills necessary to efficiently guide and

supervise the institution (Recoletos, 2011, P.24).

Empirically, Yermack, (1996) investigated the relationship between board size and
financial performance in a sample of 452 large US industrial corporations. Generally, he
found out an inverse relationship between corporate board size and financial
performance. Similarly, Eisenberg er al. (1998) examined the association between board
size and performance in a sample of 879 small and medium size Finnish firms. Consistent
with Yermack (1996), they argued a negative correlation between firms’ ‘profitability,

measured by industry-adjusted return on assets (ROA) and board size.

Also, Bohren and Strom (2005) report that larger boards are associated with lower firm
performance, measured as ROA. And Hartarska (2005) adds the same negative result in
ROA. In addition, by using a large sample of 2,746 UK lis.led firms, Guest (2009) argued
a statistically significant and negative relationship between board size and performance,

as measured by ROA, and share returns.

On contrary, Pearce and Zahra (1992) and Goodstein ef al., (1994) argued that, larger
boards offer greater access to their firm’s external environment, which reduces
uncertainties and  also facilitates sccuring critical resources, such as finance. raw
materials, and contracts. Also, Dalton er al (1999) argued that large boards may be
beneficial because they increase the pool of expertise and resources available to the

organization. Consistent with this, Kicl and Nicholson (2003) suggested tht, a larger
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number of people with varied expertise will be better placed 1o subject managerial

decisions to greater scrutiny and monitoring (Kiel and Nicholson, 2003, p.194).

In addition, Haniffa and Hudaib, (2006) argued that larger boards may possibly be better
for corporate financial performance because of its association with diversity in skills,
business contacts, and experience that smaller boards may not have, which offers greater

opportunity to secure critical resources Haniffa and Hudaib, (2006, p.1038).

John and Senbet (1998) also argued that, a corporate board’s monitoring capacity is
demonstrated 1o be positively related with board size (John and Scnbet, 1998, p.385).
Consistent with this Sanda ef al. (2005) find a positive correlation between board size and

profitability, as measured by return on equity (ROE).

Furthermore, Haniffa and Hudaib (2006), employing an accounting measure of
performance, as measured by ROA, find a positive relationship between board size and
performance. Similarly, Mangena and Tauringana (2008) report a positive relationship
between board size and performance in an environment of severe political and economic

uncertainty.

2.3.5. Board Meetings and Financial Performance

The association between the frequency of board meetings and financial performance is
another internal corporate governance issue that gives rise to concern for policy-makers
and researchers. There are two theoretical views on this issue: those who are in favor of

higher frequency of board meetings and those who are not.

Consistent with findings of Conger er al., (1998, p.142),Veleas (1999a, p.116) argucd
that, the frequency of board meetings measures the intensity of a board’s activities, and
the quality or effectiveness of its monitoring. Also Vefeas (1999a) suggested that, all else
equal, a higher frequency of board meetings will result in a higher quality of managerial
monitoring, which can impact positively on financial performance. It has been contended
that regular meetings allow directors more time to confer, set strategy, and to appraise
managerial performance (Vafeas 1999a, p.118). Also, Mangena and Tauringana, (2006,

p.12) states that, frequency of board meeting can help directors to remain informed and
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knowledgeable about important developments within the firm. This will place the
directors in a better position to timely address emerging critical problems (Mangena and

Tauringana, 2006, p.12).

In contrast, Lipton and Lorsch, (1992, p.64) suggest that, routine tasks such as
presentation of management reports and various formalities absorb much of the meetings.
This reduces the amount of time that outside directors would have to effectively monitor

management.

Jensen (1993, p.866) opposes that boards in well-functioning companies should be
relatively inactive and exhibit little conflicts. He suggests that rather than necessarily
organizing frequent board meetings, it will be more profitable for corporate boards (o
establish a system that is responsive to their specific challenges. Consistent with Jensen’s
(1993), Vafeas (1999a) argues that companies that are efficient in setting the right
frequency of board meetings, depending on its operaling context, will enjoy economies of
scale In agency costs. Also board meetings are costly in the form of managerial time,

travel expenses, refreshments and directors’ meeting fees (Vafeas 1999a, p.118).
g I

Empirically, Vafeas (1999a) reports a statistically significant and negative association
between the frequency of board meetings and financial performance. By contrast, he
finds that operating performance significantly improves following a year of abnormal
board activity. This suggests that while directors who confer more regularly can make
better decisions and engage in active monitoring, the potential benefits of such intense
monitoring are expected to reflect in future years’ performance. That is, board decisions

may have gestation period within which their full benefits may be realized.

Also, Carcello et al. (2002) establish a positive relationship between the amount of audit
fees paid and the frequency of audit committee meetings. This means that audit
committees that meet more frequently pay higher audit fees, which reduces financial
performance. Fich and Shivdasani (2006) also offer evidence, which is in line with the
results of prior research that boards that meet more frequently are, valued less by the

magkct. .
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On the contrary, Karamanou and Vafeas (2005) find a positive association between board
meeting frequency and the aceuracy of management earnings forecasts. Also, Mangena
and Tauringana (20006) report a positive relationship between the frequency of board
meetings and firm performance for a sample of 157 Zimbabwean listed firms. Their
results support the proposition that monitoring becomes more intense in periods of crisis,

and companies whose board meet more frequently perform better.

The third stream of empirical literatures argued that, that the frequency of board meelings
has no association with economic performance in a small sample of 24 Tmmmn listed
firms and he suggests that financial performance, which is tied most closely to the quality
of the day-to-day management of the company, is likely to be less affected by the
frequency of board meetings (El Mehdj 2007).

2.3.6. Non-executive Directors (NEDs) and Financial Performance

Ba'ysingcr & Butler (1985) argue a mix of insiders and outsiders on the board and find
empirical support that this approach enhances firm performance. Similarly, Weisbach
(1988) and Cotter er al. (1997) support this view emphasizing the important role of
outside directors in protecting shareholders’ interest through effective decision control,
Also, John and Senbet (1998) argue that a board is more independent if it has more non-
executive directors (NEDs). In addition, Bhagat & Black (2002) argues that firms with
more independent directors achieved improved firm profitability, Furthermorc Hiratsuka
(2004) argued that, less independent boards are characterized by lower sustainability of
micro-finance institutions. Consistently, Sonnenfeld (2002, p-108) puts that boards

dominated by executive directors (insiders) are less accountable for an institution.

On the other hand Fama (1980) and Fama and Jensen (1983a, p.313) argue that once top
internal management gains control of the corporate board, they are more likely to connive
and collude among themselves to expropriate shareholders’ wealth. It also reduces

healthy competition among managers for improved performance.

In line with the above view, Fama (1980, p.293) argues that the possibility of such

internal managerial connivance might be reduced, and the viability of the board as a
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market induced mechanism for low-cost transfer of control might be enhanced, by the
addition of NEDs. Also Jensen (1993, p-863) suggests that their independence help NEDs
to avoid politeness and courtesy at the expense of truth, frankness, and’ constructive

criticisms of executive management in the boardroom without fear of victimization.

Finally, it has been argued that the appointment of independent NEDs helps in reducing
information asymmetry by credibly signaling insiders’ intent to treat outside or potential
sharcholders fairly, and by implication, the safety of their investment (Black er al., 200064,
p.184). It also signals to the market insiders’ intent to rely on decision experts, as well as
their appreciation of the importance of separating the decision-making and control

functions (Fama and Jensen, 1983a, p.315).

On contrary, Weir and Laing (2000, p.267) argued that NEDs often command less
knowledge about the business and find it too difficult to understand the complexities of
the company. Also, Nicholson and Kiel, (2003, p.588) argued that, high levels of
executive directors are associated with high access to information, which leads to high
quality decision-making. This can impact positively on financial performance. Crucially,
outside directors would usually not have the same access o informal sources of
information and knowledge within the firm. As a result, decisions made by a board
dominated by NEDs would be of a lower quality, and this would in turn lead to low firm

performance.

In addition, Bozec, 2005 and Jiraporn et al. 2009 argued that, outside directors are
usually part-timers who normally also sit on boards of other companies. This leaves them
with too little time to devote to their monitoring and advisory duties (Bozec, 2005,
p.1927; Jiruporn er al., 2009, p.819), Furthermore, it has been argued that corporate
boards dominated by outside directors tend to stifle managerial initiative and strategic
actions, which arise from excessive managerial supervision (Haniffa and Hudaib, 2006,

p.1039).

Also, in a sample of 25 Canadian firms, Bozec (2005) finds that the relationship between

the percentage of NEDs and performance is negative. Similarly, Sanda er al. (2005)
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report that Nigerian firms with a low percentage of outside directors performed better
than those with more NEDs. This suggests that whilst NEDs can bring independence,

objectivity and experience to bear upon board decisions.

The third stream of empirical literatures states that there is no significant relationship
between proportion of NEDs and firm performance. For instance, Hermalin and
Weisbach (1991) report no link between board composition and performance for a
sample of 142 US listed firms.). Similarly, Agrawal & Knoeber (1996) argues that,
boards expanded for political reasons often result in too many outsiders on the board,
which does not help performance. Also, Vafeas and Theodorou (1998) and Weir and
Laing (2000) argued that, the wealth effects of outside directors are statistically
insignificant. Further, Haniffa and Hudaib (2006) report a statistically not significant
relationship between the percentage of NEDs and performance for a sample of 347

Malaysian listed firms.

2.3.7. Chief Executive Officer Duality and Financial Performance

Chief executive officer duality refers to a board leadership structure in which one person
undertakes the combined roles of chief executive officer (CEO - management) and
chairman (control) of the board. The chairman of the board is responsible for managing
the board. These may typically include nominating new board members, reviewing the
performance of senior management, setting agenda for board meetings, and settling
conflicts which may arise within the board. In contrast, the CEO is responsible for the
day-to-day management of the company, including the implementation of board

decisions (Laing and Weir, 1999, p.458).

Weir et al. (2002) argued that role duality can have a positive impact on firm financial
performance because; the CEO tends to have greater knowledge, understanding and
experience of the strategic challenges and opportunities, which the company faces, than a
non-executive chairman (Weir e al. 2002, p.585). Also, Haniffa and IHudaib (20006)
argued that role duality grants a charismatic CEO the opportunity to have a sharper focus
on firm objectives (Hanifta and Hudaib, 2006, p.1040). Similarly, Haniffa and Cooke,

(2002, p.321) argued that, a visionary CEO will have the chance to shape the long-term
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fortunes of a firm with minimum board interference. Role duality lead to improved
performance due to the rapid management decision-making that arises from the provision
of clear and unambiguous corporate leadership (Haniffa and Hudaib, 20006, p.1040).
Further, Vafeas and Theodorou (1998, p.389) put that role duality avoids extra
compensation o the chairman, which can results in a reduction in managerial
remuneration. Finally, Bozec (2005, p.1927) argues that unified firm leadership
associated with role duality improves managerial accountability as it makes it easier to

charge the blame for poor performance.

Similarly, a group of researchers argued that CEO duality impacts positively on firm
financial performance (Donaldson and Davis, 1991; Boyd, 1995; Kiel and Nicholson,
2003). Firstly, Donaldson and Davis (1991) examined the effects of CEO duality on
shareholder returns in a sample of 321 US firms. Accordingly, they reported that
‘companies’ with CEO duality have superior financial performance to those that separate

the two roles.

Consistently, Boyd (1995) investigates the association between role or CEO duality and
financial performance, as measured by five year average returns on investment (ROI) in a
sample of 192 American firms selected from 12 industries. Consistent with the evidence
of Donaldson and Davis (1991), he reports that firms with role or CEO duality
consistently outperformed their counterparts with independent board leadership structure.
This is consistent with the view that role or CEO duality enhances decision-making by
permitting a sharper focus on company objectives. Finall.y, using a sample of 348 of
Australia’s largest publicly listed firms in 1996, Kiel and Nicholson (2003) investigate
the CEO duality performance relationship. They report that CEO duality impacts

positively on the financial performance of Australian listed firms.

Another stream of theoretical literature suggests that CEQ duality can impact negatively
on firm performance. (Lipton and Torsch, 1992 Jensen, 1993). According to Iensen
(1993, p.8606), the function of the chairman is to run board meetings and oversee the
process of hiring, firing, evaluating and remunerating the Chief executive officer. Due to

this, Jensen (1993) contends that role or CEO duality increases agency problems by
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compromising the board’s effectiveness in monitoring the CEO. As a corollary, agency
theorists argue that separating the two roles will help increase board independence by
providing effective checks and balances over managerial behavior (Lipton and Lorsch,
1992, p.72; Haniffa and Cooke, 2002, p.321). It has been suggested, for example, that
separating the two roles will make it casier for the board to remove a non-performing
CEO (Jensen, 1993, p.866; Monks and Minow, 2001, p.208). This can help in preventing
managers from pursuing goals that advance their self-interests to the disadvantage of

shareholders.

Also, Rechner and Dalton (1991), investigated that the relationship between CEQ duality
and three accounting measures of financial performance (ROE, return on investment and
profit margin) of 141 large American corporations (Fortune 500 firms) from 1978 to
1983. They found that companies with separate board chairpersons consistently

outperformed those with CEO duality.

Dahya er al. (1996) investigate whether the stock market prefers companies to combine
or split the roles of company chairman and CEO. Consistent with the evidence of
Rechner and Dalton (1991), their results suggest that the market responds favorably to the

separation of the two roles and unfavorably to their fusion.

Using a sample of 84 South African listed firms, Ho and Williams (2003) put a
statistically significant and negative link between a firm’s physical and intellectual
capital performance and CEO duality. This indicates that the role or CEO duality-
financial performance nexus is also likely to be negative among South African listed
firms. Similarly, in a sample of 347 Malaysian listed firms, Haniffa and Hudaib (2000)
reported that; firms that separated the two roles performed financially (ROA) better than
those that vested the two roles in one person. This indicates that monitoring by the board
improves when the roles of CEO and chairman are split. Also, Merslan and storm (2007),
examined Performance and corporate governance in microfinance institutions and report

that financial performance is improved when the roles of CEO and chairman are split.
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However some others authors argued that CEO duality has no impact on performance.
For instance, Brickley ¢ al. (1997) did not find that firms with a CEO- Chairman split
out performed those with a CEO-chairman duality. Similarly by using a small sample of
25 Canadian firms, Bozec (2005) reports that role or CEO duality has no impact on return

on sales, sales efficiency and assets turnover.

2.4. Ownership, Board Structure and the Requirement to be appointed as Executive

Director in Ethiopian MFIs cases

2.4.1. Ownership of MFIs

Proclamation No.84/1994 clearly states that financial institutions including MFIs should
be owned by Ethiopian nationals. MFIs in Ethiopia should be established as share
companies as defined under Article 304 of the Commercial Code, the capital thereof
owned fully by Ethiopian Nationals and/or organizations wholly owned and having its
head office in Ethiopia. The Commercial Code of Ethiopia indicates that a share company
is a company whose capital is fixed in advance and divided into shares and whose
liabilities are met only by the assets of the company. The members shall be liable only to
the extent of their sharcholding, Only members of a company may manage the company.
A company shall have not less than three or more than twelve directors who shall form a
board of directors. The microfinance law and directives of the NBE has the intention of
creating business like shareholders and board of directors who control, guide and monitor

the activities of the MFIs as a private share company,
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Year of Establishment and Ownership Structure of sample MFIS

‘Microfinance Institutions | Year of | Regional | Associat Individuals | Total
Establi | Government | ions and
shment NGOs

Oromia Credit & Savings | 1997 2 70 5 100
Institution

Specialized  Financial & | 1997 - 80 20 100
Promotional Institution

VGasha Micro-Financing 1998 - 61.9 38.1 100
Wisdom  Micro-Financing | 1998 - - 100 100
Institution

Africa Village Financial | 1998 - - 100 100
Services

BuussaGonofa Microfinance | 1999 - 19.6 80.4 100
PEACE Microfinance | 2000 - 16 84 100
Institution

Addis Credit and Savings | 2000|967 33 : 100
Institution

Agar Microfinance | 2004 0 0.2 99.8 100
Institution

Digaf Microfinance | 2005 - 81.4 19.6 100
Institution

Harbu Microfinance | 2005 - - 100 100
Institution

Source: National Bank of Ethiopia, Addis Ababa. Cited (Amaha, 2008)

The sharcholders in the Ethiopian MFIs are individuals, regional gov

ernment and local

NGOs (sece Table 1). Although Proclamation (40/96) clearly indicates that the

sharcholders are investors who buy shares from their own resources, in reality,

with few

exceptional cases, the shareholders in MFIs are nominal shareholders who are not
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investing their own money in the institutions (without real stake). As a result, the nominal
shareholders of MFIs may not have sufficient interest to seriously oversee the activitics
of the MFIs. Moreover, many of the MFIs, through their Memorandum of Association,
have made it clear that sharcholders will not receive any dividend from the profits of

MFIs. We believe that, the ownership structure of MFIs should create true stakeholders.

2.4.2. Board Structure and the Requirement to be appointed as Exccutive Director

As it is clearly indicates in the Directive No. MFI1/03/96 issued by the National Bank of
Ethiopia (NBE) the criteria for selection of board of directors and officers of MFIs; which
states that the chief exccutive director of a MFI should have first degree in the field of
social science or equivalent in relevant field, minimum of three years® work experience in
a senior post in a financial institution and the director should not be less than 30 years of
age. Board members of MFIs should be at least high school complete with preferably

adequate managerial experience and with a minimum age of 25 years.
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CHAPTER 111

3. RESEARCH DESIGN
This chapter attempts to provide a comprehensive description of the research

methodology (methods and techniques) applied in this research work.

3.1. Nature of Data, Source and Methodology

The method employed in this research is the survey method. This method was chosen
because; it is low cost, allows observation of several cases at a time, and helps to see
association between different variables (Bhandakar1987; 265-301),cited in Workineh
(2005).Two main types of data was used in examining the relationship between internal
corporate governance structure  and financial performance of Ethiopian micro finance
institutions. The first category consists of internal corporate governance variables. These
include: board size; the frequency of board meetings; board diversity; the presence of
internal board committees, director share ownership and percentage of nonexceutive
dircctors. Mainly the internal corporate governance variables were collected from board
and top management of institutions through structured self-administered questionnaires,

interviews and also some data was collected by document analysis.

The second category consists of financial performance indicator variables, which
includes return on asset (ROA) of microfinance institutions. All the data for financial
performance indicator variables (ROA) were collected from secondary source of data.
This includes ﬁnancial.slalemems of microfinance institutions, other relevant website and
documents, like microfinance institutions performance analysis report by an association

of Ethiopian microfinance institutions.

In general both qualitative and quantitative data were used in this study. The data

includes both secondary and primary data.

3.2, Sampling Frame, Sample Size and Sampling Procedures
Individual microfinance institutions were the unit of study, in which, board and

management body was contacted for the fill-up of self-administered questionnaires. The
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sampling frame, the total list of micro-finance institutions in the country-Ethiopia (31),
was obtained from the Association of Ethiopian microfinance institutions. Out of the total
thirty-one, twenty-seven microfinance institutions were included in the sample frame,
Out of this cleven (40.74%) microfinance institutions were included in the study Sample.
The sample microfinance institutions were drawn using the following procedures. First,
of the thirty-one currently existing, twenty-seven microfinance institutions were selected
based on their age, because the study includes the data from 2006 to 2009. Next, twenty-
seven MFIs were further categorized in to small, medium and large based on their scale
of operation (gross loan portfolio). Then after, the sample size of one from small, four
from medium and six from large MFIs is selected judgmentally based on the availability

of data on time.

3.3. Instruments of Data Gathering and Analysis Methods

As indicated above, multiple data gathering instruments were employed to collect the
data used in this study. Structured questionnaires and document analysis were the
principal means of gathering the data used in this study. In collecting the primary data,
self-administered questionnaires were distributed to the board and management of the
sampled institutions for feedback. The questionnaire was designed fifteen questions in
English language. After gathering the data, editing, coding and data entry was done an

input for regression analysis.
Model
The model used in this study for regression analysis was:

ROA=f,+f:Bsize;tf;Bdi versity Gyt f Bdivesity Py +f s Fi OBM+fsBcommittee;+f3,PSH
HB+[sPNED;, + E

Where:

e [}, is constant,
e [, B3, Ps, Bs, Pe represents coefticients of corresponding variables,

* ROA represents return on asset,
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* B size represents board size,
e Bdiversity. G represents board diversity in gender,
e DB diversity .P represents board diversity in professional backgrounds
e FOBM represents frequency of board meeting
¢ B committee represents board committee
* PSHHB represents percentage of share held by board and
* PNED represents percentage of non-executive directors.
e L -error term
The explanatory variables in this regression consist of individual internal corporate

governance which indicated above.

These variables were measured in accordance with prior researchers. Board size was
measured as the total number of directors serving on an institution’s board at the end of
its financial year. Director share ownership was measured by the total number of ordinary
shares held by all directors divided by the total number of ordinary shares. Board
diversity in gender is a binary variable which takes the value of “1” if a company’s board
is constituted by 40: 60 percent, male to female or females to male ratio otherwisce zero.,
Board diversity in professional back ground was also a binary variable which takes the
value of 1" if a company’s board was constituted at least fifty percent of the required

professional skills for microfinance institutions (Rock ef al,, 1998) otherwise zero.

Similarly and consistent with prior literature board committee is measured as dummy
variables that takes a value of “1” if any of the committee is established at the end a
firm’s financial year, otherwise zero. In addition percentage of non-executive director is a
binary variable takes a value of “1” if the board members are mixed (executive and non-
executive), otherwise zero. On the other hand, explained variable here is financial
performance which was measured by return on asset. F inally, statistical tools like; ratios,
percentage, means, standard deviation, adjusted R, coefficient, p-value etc. are employed

in condensing the data for interpretation.
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CHAPTER 1V
4. DATA PRESENTATIONS, RESULTS AND DICUSSIONS

4.1. Data presentations

The results of the statistical analysis are presented in the following figures and tables.
First, the results indicated in the figure one below shows that the percentage of shares
held by board members for over all samples ranges from 9.7% to 100% with an average
and standard deviation of 57.1 %and 27.2% respectively (figure 1& table 3).

120

® 2006

| 2007
= 2008

| 2009

Figurel: percentage of shares held by board members of microfinance institutions
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Secondly, the results shown in the figure two below shows that, the frequency of board
meeting for over all samples ranges from two to twenty with an average and standard
deviation of 7.66 and 4.92 respectively (figure 2 & table 3).

25

m 2006
m 2007
m 2008

| 2009

Figure 2: Frequency of board meeting of microfinance institutions board
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Thirdly, the results shown in the figure three below shows that, the board size for over all
samples ranges from four to nine with an average and standard deviation of 5.95 and 1.43
respectively (figure 3 & table 3). In addition, all boards are nonexecutive directors and
also the role of board chair person and the institutions CEO are performed by different

persons, respectively.

Wisdom
SFPI
PEACE
0CSSCO
Harbu
Gasha
Digaf
Bussa

AVFS

Agar

ADCSI

ADCSI | Agar | AVFS | Bussa | Digaf | Gasha | Harbu | O€55C | peace | sepr | WiSdO

®m2009, 7
2008 7
m2007, 8
m2006| 8

vi o »luniwv
(ST, -
= =T V=R V=]

board size

Figure 3: Board size of microfinance institutions
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Fourthly, the results shown in the figure four below shows that, the female to male ratio

for over all samples ranges from 0 to 0.8(figure 4)

09 —

0.8

0.7

0.6

0.5

04 |

female to male ratio

0.3

0.1
0 0CSSC [ wisd
ADCSI| Agar | AVFS | Bussa | Digaf | Gasha Harbu = | PEACE| SFPI :;0
——2006 0125 0143 08 @ O | 04 | 04 O |0.143 06 | 02 0333
——2007 0125 /0143 08 | O L 04 | 04 | O |0143 06 | 02 @ 0333
——2008/ 01250143 08 | 0 04 | 04 | 0 |0143| 06 | 02 | 0333
——2009/0143 (0143, 08 | 0 L 04 | 04 | O |0143| 06 | 02 | 0333

Figure 4. Female to male ratio of microfinance institutions board
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Fifthly, the results in the tablelbelow shows that, professional background of board

members in cach sample microfinance institutions for over all samples  ranges (rom four

to nine with an average and standard deviation of 5.6 and 1.65 respectively (tablel &

table 3).

Table 1: Professional back ground of the total sampled MFIs board members.

MFIs Name & | Frequ | MFIs Name & | Frequen | MFIs Name & Freque
Qualification | ency | Qualification cy Qualification ncy
ADCSI Agar Buusaa Gonofa
Commerce 1 Industrial 1 History 1
technology
Economics 2 Business | Law |
administration
&commerce
 Microfinance | 1 ) cholﬁiing & |3 - Accounting 1
finance
Management 1 12 complete 1 Economics 2
Biology I Development 1 Total -]
study
Law 2 Economics 1 AVFS
Sociology ] Social work 1 Political science | 1
Geography 1 Public health 1 Home economics | 1 .
Civil 1 Av. Total 8 Management 1
engineering |
Av .Total 6 Gasha Accounting 1
Degaf - Economics | Nursing & radio | |
journalism
Economics 2 Murketing 1 Total )
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Technology 1 Business 1 Harbu
education
MIS I Geography 1 Agriculture
Nurse 1 Accounting 1 Mathematics
&auditing
Total 4 Total 5 Psychology
0CSSCO - |PEACE | ‘Mathematics & | I
development
LLB | 2 Development 1 Political science
Organizational | 2 Microfinance 2 Sociology&
leadership entrepreneurship
Forestry 2 Agriculture 1 Total
Economics 1 Other 1 SFPI
Accounting 1 Total 4 Accounting
Total 5 Banking
Law
Agriculture
Economics
Total
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Sixthly, the Table 2 below shows that there was no internal board committee for majority

of sampled MFIs, except for Wisdom, Digaf and AVFS MFIs. This is 27.3% of sampled

MFlIs.

Table 2: Existence of board committee by MFIs

MFEIs name

Response

Yes

No

ADCSI

Agar

AVEFS

Buussa

Digaf

Gasha

‘Harbu

OCSSCO

PEACE

SEPI

<] 4] =21 2/ 2]

Wisdom
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Seventhly, based on the data collected from microfinance institutions performance
analysis report of the association of Ethiopian microfinance institution Bulletin number 5,
6 and 7, the results shown in the figure five below show that, the return on asset for over
all samples ranges from -25% to 7% with an average and standard deviation of -1.92%
and 6.65% respectively (figure5& table 3).

10 -

2006
= 2007

= 2008
= 2009

FigureS: Return on Asset (ROA)



Lastly the table 3 below presents the mean, maximum, Minimum and standard deviations

of the data presented under above figures and tables.

Table 3: Descriptive Statics

Dependent/ independent variables Mean Maximum | Minimum | Std. Dev.
ROA Percentage «1.92 7 -25 6.65
Board size
395 9 4 - 1.43
diversity in profession o
5.6 9 4 1.65
% of shares held by board members | 57.1 100 9.7 27.2
Frequency of board meeting 7.66 20 2 4.92

4.2, Empirical Results

This section presents the main regression results to test hypotheses one to seven. Table 4
contains panel data regression results based on return on asset (ROA). To facilitate
comparison and casy, following Table 5 presents a summary of all seven hypotheses and
results based on all MFIs years for the ROA. The variables selected in this regression are
the seven corporate governance variables described abolve, includes, board size, board
diversity in gender and professional backgrounds, frequency of board meeting, the
existence of board committee and the percentage of nonexecutive directors in board

members. Table 4 presents the results of multivariate regression of ROA on the seven

corporale governance variables,




Table 4: Regression Results

Variables Coefficient Std. Error | t-Statistic p-value
C 0.752853 4.859423 | 0.154926 | 0.8777
Board committee -7.246249 2.452882 | -2.954177 0.0055
Board diversity in gender -5.070230 2.385515 | -2.125423 0.0405
Board diversity in

professional type 2.680872 2.608298 | 1.027825 0.3109
Percentage of share held by

board member 1.764127 3.998792 | 0.441165 0.6617
Board size 0.259549 0.837726 | 0.309826 0.7585
Frequency of board meeting | -0.530070 0.238357 | -2.223848 0.0325
Nonexecutive directors 3.771858 6.144584 | 0.613851 .| 0.5432
Weighted Statistics

R-squared 0.308961 Mean dependent var | -1.934091
Adjusted R-squared 0.174592 S.D. dependent var | 6.573341

S.E. of regression 5.972008 Sum squared resid 1283.936
F-statistic 2.299354 Durbin-Watson stat | 2.338988
Prob (F-statistic) 0.048044
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Table 5: A Summary Table of All Hypotheses and Results

Independent Hypothesis Actual Statistical Decisions /
Variable No. Sign of Significance of Hypothesis
Result Result
Rejected
Board committee 1 - Significant at (0.0055)
Board diversity in Rejected
gender 2 - Significant at (0.0405)
Board diversity in Not significant
professional type 3 + (0.3109) Fail to reject
| Percentage of share —
held by board |4 Not significant
member (0.6617) Fail to reject
Not significant
Board size 5 % (0.7585) Fail to reject
Frequency of board
meeting
6 - Significant at (0.0325) | Rejected
Not significant Fail to reject
Exccutive dircctors | 7 t (0.5432)

4.3. Discussions

From the last row of table 4 it is suggested that the F-value of F-statistic is statistically

significant at the (0.048044) or 5% significance level. Therefore, the null hypothesis that

the coefticients of the seven corporate governance variables are jointly equal to zero can

be rejected. It suggests that the coefficients on the seven corporate governance variables

can jointly explain significant variations in the sampled microfinance institutions’
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financial performance that are measured by return on asset (ROA). The adjusted R? is
approximately 17.5%. This means that at least 17.5% of the variations in the sampled
microfinance institutions’ (MFIs”) accounting returns (ROA) can be explained Jointly by

the seven corporate governance variables.

The coeflicients on the existence of Board committee, Board diversity in gender and
frequency of board meeting are statistically significant, whereas the coefficients on board
size, Board diversity in professional back ground, Percentage of share held by board
members and the non-executive directors are not statistically significant. The positive
coefficient on board diversity in professional back grounds, Board size, Percentage of
share held by board members and percentage of non-executive directors are consistent
with hypothesized relationship. However, the negative coefficients on Board committee,
Board diversity in gender, and Frequency of board meeting are inconsistent with
hypothesized relationship. With reference to the seven corporate governance variables,

the estimated coefficients are discussed further.

To start with, the coefficient on the first corporate governance variable, the existence of
board committee, is negative and significant over the entire sample. This rejects
hypothesis one, that there is no statistically significant relationship between existence of
board committee and financial performance of MFIs, as measured by ROA. In contrast, it
supports the results of prior studies from international evidences which argued that the
presence of board committees impact negatively on performance (Main and Johnston,
1993; Vefeas, 1999a). For instance in a sample of 220 lur.gc British listed firms, Main and
Johnston (1993) examined the role of remuneration committees in British boardrooms
and argued that the presence of a remuneration committee is associated with higher
exeeutive pay, which reduces shareholder value, Similarly, using 307 US listed lirms,
Vefeas (1999a) found a negative relationship between the establishment of board

committees and firm value,

However, the results differ from prior studies that argues a statistically significant and

positive link between board committee and accounting returns (e.g., Wild, 1994;
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Chhaochharia and Grinstein, 2009; Sun and Cahan, 2009; Vefeas and Karamanous, 2005;

Vefeas; 1999b).

The sccond coefficient on the corporate governance variable, Board diversity in gender,
is negative and statistically significant. This rejects hypothesis two, that there is no
statistically significant relationship between board diversity in gender and financial
performance of MFIs, as measured by return on asset. It supports the results of prior
studies who argued a statistically significant and negative relationship between the
percentage of women on the board and firm performance. For instance, Shrader e al.
(1997) examined the association between the percentage of female board members and
two accounting measures of financial performance (ROA and ROE) for a sample of 200
American Fortune 500 firms in 1992 and reported a statistically significant and negative

relationship between the percentage of women on the board and firm performance,

However, the results differ from prior studies that argue a statistically significant and
positive link between board diversity in gender and accounting returns (e.g., Adler, 2001;
Carter er al., 2003; Armendariz, Aghion and Morduch, 2005; Francoeur ef al., 2008).

For instance, Adler (2001) finds a positive correlation between firms that employ higher
percentage of women in top management and amount of accounting measures of
performance, including ROA, ROE, ROI and ROS. Armendariz, Aghion and Morduch,
(2005) also reported that, having a female CEO or a high fraction of women on the board
would help the MFI understand its customers better. Thus, this better customer
knowledge should influence both the MFI's operational costs as well as its overall
profitability. In addition, Carter et al. (2003) also report a positive relationship between

board diversity (measured by gender and cthnicity) and market measure of performance,

Consistent with prior evidence, Francoeur ef al. (2008) examine whether the participation
of women in a firm’s board and senior management enhances financial performance in a
sample of 230 of the 500 lurgest Canadian listed firms, Applying Fama and French three

factor model, they report that firms operating in complex environments do generate
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positive and significant abnormal returns when they have a higher proportion of women

officers.

Thirdly the statistically not significant and positive coefficient on board diversity in
professional back ground supports hypothesis three that, the board diversity in different
professional backgrounds have no relation with financial performance of MFIs as

measured by return on asset.

Empirically, it is not supports the results of Hiratsuka (2004) examined governance and
performance of microfinance institutions in central and Eastern Europe and the newly
independent states and reports that, Board diversity improves both outreach and
sustainability of MFls. Also it is not supports the arguments of Cox & Blake (1991) and
Robinson & Dechant (1997). For instance Cox & Blake (1991) argues that, diversity can
create a competitive advantage for firms in six areas. There are cost, resource acquisition,
marketing, creativity, problem-solving, and organizational flexibility. Robinson &
Dechant (1997) also present three business reasons for diversity. There are cost savings,
winning competition and driving business growth. However the empirical result for this
study shows positive but not statistically significant. This implies board diversity in
professional back ground of microfinance institutions in Ethiopia has no impact on

financial performance of them when measured by return on asset (ROA).

The coefficient on the fourth corporate governance variable, Percentage of share held by
board member is positive but not significant. This failed to reject hypoiheéis four that,
there is no relationship between percentage of share held by board members and financial
performance of MFIs, as measured by ROA. It not supports the results of some of prior
studies from international evidences. For instance Ho and Williams (2003) find that
dircetor ownership is negatively related to a firm’s physical and intellectual capital
performance in a sample of 84 South African listed firms, Similarly Sanda et al. (2005)
report an inverse relationship between  director  share ownership and a financial
performance measures, including ROA, ROE, in a sample of 93 Nigerian listed firms

from 1996 to 1999. The negative relationship between director share ownership and
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financial performance has also been supported by the findings of Hanilfa and Hudaib

(2006) in a sumple of 347 Malaysian listed firms.

Similarly, the results differ from prior studies that argues a statistically significant and
positive link between percentage of share held by board members and accounting returns
(e.g., Morck et al., 1988; McConnell and Servaes, 1990; Owusu-Ansah 1998: Mangena
and Tauringana 2008; Krivogorsky 2006; and Kapopoulos and Lazarctou 2007).

For instance, by using a sample of 49 listed Zimbabwean firms, Owusu-Ansah (1998)
report that director share ownership impacts positively on mandatory disclosure.
Consistent with the evidence of Owusu-Ansah (1998), Mangena and Tauringana (2008)
report a positive association between director share ownership and financial performance,
as measured by ROA in a sample of 72 Zimbabwean listed firms over the period 2002-
2004. Similarly, the results of studjes by Krivogorsky (2006), and Kapopoulos and
Lazaretou (2007) have supported the positive relationship for a sample of 87 European

and 175 Greek listed firms, respectively.

The coetticient on the fifth corporate governance variable, board size, is positive, but not
significant. This fails to reject hypothesis five that there is no a statistically significant
relationship between board size and financial performance of MFIs, as measured by
return on asset. Empirically, the results differ from prior studies that argues a statistically
significant and positive link between board size and accounting returns (Dalton et al.,
1999; Sanda er al., 2005; Haniffa and Hudaib ,2006; Mangena and Tauringana ,2008),
from international evidences. For instance Dalton et al, (1999) arguc that large boards
may be beneficial because they increase the pool of expertise and resources available to
the organization. Consistent with this, Sanda er al. (2005) find a positive correlation
between board size and profitability. Similarly, Haniffa and Hudaib (2006), employing an
accounting measure of performance, as measured by return on aseet, find a positive
relationship between board size and financial performance. Mangena and Tauringana

(2008) also report a positive relationship between board size and performance.
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Similarly, the results differ from prior studies that argues a statistically significant and
negative link between board size and accounting returns (e.g., Eisenberg et al., 1998;
Bohren and Strom, 2005; Kiel and Nicholson, 2003; Shabbir and Padget, 2005; Guest,
2009).

For instunce, Bohren and Strom (2005) argucd that larger boards are associated with
lower firm performance, measured as ROA, and Hartarska (2005) adds the same negative
result in ROA regressions for microfinance institutions. Additionally, Yermack, (1996)
investigated the relationship between board size and financial performance in a sample of
452 large US industrial corporations. Generally, he found out an inverse relationship
between corporate board size and financial performance. Similarly, Eisenberg ct al.
(1998) examined the association between board size and performance in a sample of 8§79
small and medium size Finnish firms. Consistent with Yermack (1996), they argued a
negative correlation between firms’ profitability, measured by industry-adjusted return on
assets (ROA) and board size. Similarly, using a large sample of 2,746 UK listed firms,
Guest (2009) argued a statistically significant and negative relationship between board
size and performance, as measured by ROA. In addition, Haniffa and Hudaib (2006) put

a negative relationship between board size and financial performance.

The cocefficient on the sixth corporate governance variable, frequency of board meeting is
negative and statistically significant. This rejects hypothesis six that, there is no a
statistically significant relationship between the frequency of board meeting and financial
performance of microfinance institutions (MFIs), as measulred by return on asset (ROA).
Empirically, this finding is consistent with the result of (Vafeas, 1999a; Carcello et al.,
2002) who reports a statistically significant and negative association between the
frequency of board meetings and financial performance. However it is not in line with the
result of Mangena and Tauringana, 2006; who argued a positive relationship between the
frequency of board meetings and firm performance. Also it is not in line with the findings
of prior studies that suggest that the frequency of board meeting has no impact (c.g.
Mehdi, 2007). For instance El Mehdi (2007) argued that the frequency of board meetings

has no association with financial performance in a small sample of 24 Tunisian listed
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firms. He suggests that financial performance, which is tied most closely to the quality of
the day-to-day management of the company. is likely to be less affected by the frequency

of board meetings.

The coefficient on the last and seventh corporate governance variable. executive director
is positive, but not statistically significant. This fails to reject hypothesis seven that, there
is a statistically significant and positive relationship between the executive directors and
financial performance of microfinance institutions (MFIs). when it is measured by return

on asset (ROA).

In contrast, it supports the results of prior studies from international evidences which
show that the percentage of non-executive directors has no impact on performance
(Agrawal & Knoeber 1996;, Vafeas and Theodorou 1998; Weir and Laing 2000; Haniffa
and Hudaib 2006; and Hermalin and Weisbach 1991). For instance, Hermalin and
Weisbach (1991) argued no link between board composition and performance for a
sample of 142 US listed firms. Also, Vafeas and Theodorou (1998) and Weir and Laing
(2000) argued that, the wealth etfects of outside directors are statistically insignificant.
Further, Haniffa and Hudaib (2006) report a statistically insignificant relationship

between the percentage of NEDs and performance for a sample of 347 Malaysian listed

firms.

However it is not in line with the result of authors who argued a negative relationship
between the percentage of non-executive directors and firm performance. For instance, in
a sample of 25 Canadian firms. Bozec (2005) finds that the relationship between the
percentage of NEDs and performance is negative. Similarly, Sanda er al. (2005) report
that Nigerian firms with a low percentage of outside directors performed better than those
with more NEDs. This suggests that whilst NEDs can bring independence, objectivity

and experience to bear upon board decisions.

Also it is not consistent with the findings of prior studies that suggest that the percentage
of non-executive directors has positive impact on financial performance. For instance,

Nicholson and Kiel, (2003, p.58 argued that high levels of executive directorships are
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associated with high access to information, which leads to high quality decision-making.
This can impact positively on financial performance. Crucially, outside directors would
usually not have the same access to informal sources of information and knowledge
within the firm. As a result. decisions made by a board dominated by NEDs would be of

a lower quality, and this would in turn lead to low firm performance.
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CHAPTER YV

5. SUMMARY OF FINDINGS, CONCLUSIONS, RECOMMENDATIONS AND
LIMITATION OF THE STUDYT

This chapter secks to achieve four main objectives. F irst, it summarizes the research
findings. Second. conclusions, and third, where applicable. makes appropriate

recommendations and finally give some limitations of this research.

5.1. Summary of Findings

As has been discussed in subsection 1.5 of chapter one and reported in subsection 4.2 of
chapter four, seven main hypotheses are tested. These hypotheses relate to board diversity
(in gender and in professional back grounds). board size, the frequency of board
meetings. the presence of board committees. percentage of share held by board members
and percentage of non-executive directors. From this statistically significant negative
relationships were observed between three of the seven variables selected for use. The
variables in which statically significant negative relationships observed were between: 1)
The presence of internal board committees and MFIs financial performance, as measured
by Return on Asset (ROA), 2) Board diversity in gender and MFIs financial performance,
as measured by ROA, and 3) The frequency of board meetings and MFIs financial
performance, as measured by ROA. Whilst statistically significant relationships were not
observed between: 1) Board diversity in professional backgrounds and MFIs financial
performance, as measured by ROA. 2) Percentage of shares held by board members and
MFIs financial performance, as measured by ROA and 3) Board size and MFIs financial
performance, as measured by ROA, and 4) Percentage of executive board and MFIs

financial performance, as measured by ROA.

5.2. Conclusion

The relevance of corporate governance cannot be over-emphasized since it constitutes the
organizational climate for the internal activities of a company. Corporate governance
brings new outlook and enhances microfinance’s corporate competitiveness. The study

examined the relationship between internal corporate governance structure and financial

55



performance of microfinance institutions in Ethiopia, as measured by return on asset. The
regression results shows that board committee, board diversity in gender and frequency
of board meeting have a negative effect on microfinance institutions financial
performance, as measured by return on asset (ROA). Whilst, board size. board diversity
in professional back ground. percentage of share held by board members and percentage
of executive directors have positive but not significant impact on financial performance
of microfinance institutions. as  measured by return on asset (ROA). Further the
regression result shows that the p-value of F-statistic is statistically significant at the
(0.048044) or 5% significance level. It implies that the coefficients on the seven
corporate governance variables can jointly explain variations in the sampled microfinance
institutions’ (MFIs") financial performance that is measured by return on asset (ROA).
Also, the adjusted R* is approximately 17.5%. This means that at least 17.5% of the
variations in the sampled microfinance institutions’ (MFIs’) financial performance can be
explained jointly by the seven corporate governance variables. From this it is concluded
that, there is a relationship between financial performance and internal corporate

governance structure of microfinance institutions in Ethiopia.

5.3. Recommendations

There are several implications of the findings. First, the findings indicate that
microfinance institutions (MFIs) that have established board committees tend to be
associated with lower financial performance, as measured by return on asset. Since MFIs
that have established board committees tend to be associated with lower financial
performance, it is recommended that it may not necessarily needed to have an

independent board committee

Second, the findings are mixed when it comes to board composition. The findings
indicate that microfinance institutions that have well diversified in gender tend to be

associated with negative impact on financial performance, as measured by return on

asset.

By contrast, the findings suggest that microfinance institutions’ board with high

diversified board members in professional backgrounds and high percentage of non-
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executive directors have no impact on financial performance, as measured by return on
asset (ROA). Similarly, the findings suggest that, bard size have no impact on financial

performance, as measured by return on asset (ROA).

This may imply that the board composition may not be well in line with the required
(relevant) profession for microfinance institutions (MFIs) service. As it is expressed
under chapter four. in the case of sample microfinance institutions in Ethiopia, majority
of institutions board members profession is concentrated to specific field of study. In
addition. majorities” board professional diversification is not in line with the relevant

field to microfinance institutions service. Also, all board members are non-executive

directors.

This appears to recommend that board diversity may need to be meaningfully improved.
This may be done by significantly increasing the number of board members from diverse
relevant professional backgrounds which is relevant for microfinance institutions (MFIs)
service. Additionally, mixing executive directors to board members may facilitate

effective contribution of diverse board members.

Third, the findings suggest that the frequency of board meeting has statistically
significant negative impact on microfinance institutions (MFIs) financial performance, as
measure by return on asset (ROA). As it is discussed under chapter four above, it is noted
that, there is a frequent meeting up to twenty per year. This appears to suggest that, rather
than necessarily organizing frequent board meetings, it will be more profitable for

corporate boards to establish a system that is responsive to their specific challenges.

5.4. Limitations of the Study

This research may encounter some limitations which need to be acknowledged. The
major limitation recognized in this study is using judgmental sampling method. Like any
other empirical research, which may suffer mainly from the problems with the use of
judgmental sampling method, using this method for this study may make the sample less

representative unlike the random sampling method.
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In addition, the corporate governance variables were collected through self-administered
questioners which might be susceptible to the human error emanating from the
respondents ways of understanding of the questions. Whilst the financial performance
variables data were obtained trom the yearly financial analysis report of third party, the
Association of Ethiopian Microfinance Institutions (AEMFI), which might be susceptible

to the typing error.

Finally, analyzing the relationship between financial performance and internal corporate
governance structure only by using return on asset as a measurement may not sufficient
to generalize the relationships between internal corporate governance and financial

performance of MFIs. Therefore. all the above mentioned limitations call for further

detail research in this arena.
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Appendix: 1

ADDIS ABABA UNIVERSITY
SCHOOL OF BUSSINESS AND PUBLIC ADMNISTRATION
DEPARTMENT OF ACCOUNTING AND FINANCE

The questions are to be administered to individual sample, Ethiopian Microfinance
Institution’s (MFIs) board members, CEO. and the top management members.
Objective:-The objective behind administering this questionnaire is to collect data on the
internal corporate governance and financial performance of microfinance institutions in
Ethiopia. Enhanced access to this data is expected to help the researcher fulfill her
academic requirements in accounting and finance. In light of this object.ive, you are
kindly requested to provide correct information for the following questions. Note also
that your privacy is maintained for your response.
% Directions: -
. There is no need of writing your name.
e Fill the blanks in brief & use tick mark while responding to the questions with
choice.
e All responses are required to be managed by board members or institutions’
executives.

<+ Demographic Characteristics

o Age Se% Educational level ~_Profession

Occupation Designation

A. Questions Related to Board of Directors’ Structure:

1. What is the total number of the institution’s board of directors in each of the following
fiscal year? 2005 2006 . 2007 , 2008 . 2009

2010 ,2011
2. Is there a year/s in which the role CEO and the board chairman performed by CEQ?

YesOnoO
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3. If your answer for Q No.2 is yes, please mark the vear/s with the tick mark:
2005 . 2006 . 2007 . 2008 , 2009
2010 L2011
4. Do the board members comprise both male and female? Yes [ no [J
5.1 your answer for Q No. 4 is ves, what is female o male ratio? | female |

male

6. Is the institution’s board composed of different protessional back grounds?

Yes [0 noO
7. 1f your answer for Q No.6 is ves, please list each of their educational qualification
(professional back ground of each board member) for the subsequent years in the space
provided below.

2006

2007

2008

2009

2010

2011

8. Does the institution compose non executive directors? Yes [ no [J
9. If your answer for question no 7is yes, please indicate the number of the independent
directors in the space provided below under the respective years.

2006 2007 2008 2009 2010 2011

10. Are there any clearly set roles and responsibilities between the board and the

management? 0 No ~ Yes
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B. Question Related to Frequency of Board Meetings:

1. What is the total number of board of directors meetings held during each of the
following fiscal year? 2005 _2006__ , 2007 2008, ,2009
2010 2011

3

C. Questions Related to the types of Internal Board Committees:
12. Does the institution have various board committees? Yes (7 nol],
13.If your answer for QNo.13 is yes, please mention the type with their respective year of
establishment on the space provided. Compliance/ corporate governance committee
, Audit committee , Remuneration committee , Nomination
committee , Risk  management committee , others if

any

D. Questions Related to Director Share Ownership Structure:

14.Does board members have shares in the institution? Yes O no 0

15. If your answer for question number 14 is yes, please specify the total number of the
institutions shares and the total number of shares held by board members,
respectively: 2006_;:_2007___:___2008_:_2009__:_20 9
2011
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Variables Definitions and Measurements

Appendix :2

Variable Acronym/Code Mecasurement
Return on Assets (%) | ROA Adjusted Net operating income, net of tax/adjusted
average total asset
Board size The total number of directors on the board of a MFI
BSIZE at the end of its financial Year.

Non-executive NED A binary number that takes the value of 1 if the board
directors members are mixed end of its Financial year, 0
otherwise.

Board diversity in BDIVERSITY_ | 4 binary number that takes the value of 1 if a MFI
gender G_ board is composed of 40:60 ratio at the end of its

financial year, 0 otherwise.
Board diversity in BDIVERSITY_ | 4 binary number that takes the value of 1 if a MFI's
professional back P board is composed at least 50% of the relevant
ground profession for MFIs service at the end of its financial
year, 0 otherwise.
Frequency of board FOBM The total number of meetings held by a firm’s board
meetings of directors over a full financial year.
Board committee BCOMITEE A binary number that takes the value
of 1 if a MFI has any board committee established at
the end of its financial year, 0 otherwise.
Percentage of shares BSHARE The total number of ordinary shares

held by board

members

held by all directors of the board of
scaled by the total number of ordinary
shares of a firm at the end of its financial

Year.
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Regression Results

Dependent Variable: ROA
Method: Panel EGLS (Cross-section random effects)
Date: 02/18/12 Time: 16:11

Sample: 2006 2009

Periods included: 4

Cross-sections included: 11

Total panel (balanced) observations: 44

Swamy and Arora estimator of component variances

Appendix: 3

Variable Coefficient Std. Error t-Statistic  Prob.
C’ 0.752853  4.859423 0.154926  0.8777
BCOMITEE -7.246249 2.452882 -2.954177 0.0055
BDIVERSITY _G_ -5.070230 2.385515 -2.125423 0.0405
BDIVERSITY P_ 2.680872 2.608298 1.027825 0.3109
BSHARE 1.764127  3.998792 0.441165 0.6617
BSIZE 0.259549  0.837726 0.309826  0.7585
FOBM -0.530070 0.238357 -2.223848 0.0325
NED 3.771858  6.144584 0.613851  0.5432
Effects Specification
S0, Rho
Cross-section random 0.000000  0.0000
Idiosyncratic random 5.797601  1.0000
Weighted Statistics
R-squared 0.308961 Mean dependent var -1.934091
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Adjusted R-squared 0.174592 S.D. dependent var 0.573341
S.E. of regression  5.972008 Sum squared resid 1283.936
F-statistic 2.299354 Durbin-Watson stat 2.338988
Prob(F-statistic) 0.048044

Unweighted Statistics
R-squared 0.308961 Mean dependent var -1.934091
Sum squared resid  1283.936 Durbin-Watson stat 2.338988
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Test of the model
Correlated Random Effects - Hausman Test
Equation: EQO1

Test cross-section random effects

Chi-Sq.
Test Summary Swtistic Chi-Sq. d.f. Prob.
Cross-section random 21188 4 0.1296

Appendix: 4
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