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ABSTRACT 

This Ilwsis cO//luiIlS Ihe filldillgs of an exalllinalion of lhe relaliulIShip beMeen infernal 
corporule guvernallce slrucll/re,l' and Ihe financial pe/jurlllance uf Eliliopiall lIIicn/lillallce 
illJlilliliolls, IIsing a salllple o( I I lIIicrofinallce iIlSlillilions/;'olll Ihe year 2006 10 200Y (a lolal of' 
-1-1 lIIiaojinance inslilliliullJ-year observaliom), The corporale governance dala was collecled 
direclly /rollllhe mierufillallce ii/Slilliliolls chie/excelilive ufficer, a secrelwy of board, and olher 
board members, while Ihe financial perforlllance data was col/ected /r0/1l the associatioll of 
Ethiopian microjillullce illSlilliliun 's financial analysis report, The Ihesis seeh 10 delerllline 
whelher beller-gowrnecl micmjir/(/nce inslillilions lend 10 be associaled ,villi iligller j illallcial 
rellirns Ihan Iheir poorly-govemed COlll1lel[JUrls, 'lile il1lernal cO/jJurale governance~/illllllcial 
performallce relalioll is illvesligaletl by applyillg Ihe panel dala regressioll allalysis I/weld '/I", 
reslills ba,l'ed Oil Ihis regressioll analysis are mixed Firsl board diversily ill gelltler, Ihe 
(reqllellCY of board lIIeelillg al/(Ilhe exislellce of board cOllllllillee ha,l' stalislically sigllijicalll 
negalil'e impaci on fina ncial performance ofmicrojinance inSlill/lions which was lIIeasured In' 
"eili/'ll olll/ssel IN! ),,1). Secolld Iward diversily in//mjessio//(/I hack gml/lld I'ercelllage o( slllll'!' 
Ilel" by board members, board size and percelllage of nonexeclilive direclors have no 
I'lalislimlly signijkall/ impacI UII jin(lnci(ll pe/formance ofmicrojinCince inslilllliol1.\' which was 
'Ileasllre" by rei 11m un £Issei (RUAj. 



Acknowlcdgclllcn ts 

First and forem ost I wish to express my deepest heart felt gratitude to the Almight y Gud 1,)1' 

seei ng me through thi s w ursc successfully and all my li fe. I would like to extend Illy since re 

thanks to my advisor Dr. Ulanganathan for hi s valuable advice, guidancc and construc tive 

comments, without which thi s thes is would never have been completed. Also, I wo uld like to 

thank al l the starr ur the Adu is Ababa Univers ity, School of l3usiness and [Jusiness 

Admi nistration, as well as m y k llow students 1'01' the ir respecti ve support and encouragement 

during m) studies. 

Second, I would like to thank the staffs of the MFls in Ethiopia and the AEMFI who vo lunta ril y 

offered me with all the necessar: uata requ ired for thi s research. This study wo uld not have been 

possible wi thout the support or thi s institutions' staff support by giving required data to me. 

Finall y, I would like to express my deepest grati tude to my fami ly fo r thei r support in 

completing thi s goal. I especially thank my husband Tadesse Gemechu for his regular support. 

devotion, and enw urage ment ill rul1illing thi s aspiration. I thank my son AnKawak Tauesse, my 

;laughter Bontu Tauesse and (jcnd Abaraya for their patience and understanding when I absent 

for long during my studics ilt the Addis Abilba l lniversity. I Ulll a lso indebted to TaslHll llc 

:Jcmeehu. Dessa leng Werk inch. Negassa Abewa, Birehanc Abdena, Ge mcchu Gerba. 

Dr. Gelllechu lkye ne anu all other who con tri buted thdr part in thi s endeavors. May (jud ri chly 

) Icss all of them and their famil y '! 

ii 



Table of Contents 
Abstract ....................... ....... ........................ .............. .... .......... .... ...... ............................. .. .. 
Acknowledgcmc nt s ................. ... . . .. ... 11 Table uf ~un tcn b .... . . . .. . ... . . . .. ........ . . . ...... . .. ....... . . . .... 11 1 List of fi gures and tahles............. .. ...... .. ............... ........ ............ v 
Definition of key tcrms and abbreviations .. . ... .. .... .. .................... .. . ............ ........ VI 

Contents 

:hapter t 

1. 1. tNTRODUCTION .................................... .. ........................................ ........... ................... ....... 1 
1.2. Statement of the problem .... .. ..... ......... ........... ...... ................... ... ...... ... ... ........ .......... ... ..... ... 2 
1.3. generalObjectives of the Study .................................. ........ ............. ... ... ... ....... .. .................... 3 
1.4. spec ific objectives of the study ........................... .......................... .. ........... .. ....... ............. ..... 4 
1.5 Hypo theses ........................ .............. ..... .. ............................................. ... ............. ... ............ .. ............ .4 

1.6. Significance of the Study ..................... .. ............................ .. .... ........... ................... .6 
1.7. Scope of the Study .... 6 
1.8. Organization of the Thes is ........... ................. ..................... ........ ................................. ... ..... 7 

HAPTER II 

. LITERATURE REViEW ............ .. . ................ .... ............................. ............ ....... ..................... 8 
2.1. Definitions and Concep ts .. ........ .... ...... ... .. .......... .... ......... .. ................ .......... ... .... ......... 8 

2.1.1 . Governance ......... .. ......... .............. .. ........... ................................. .. ................................ 8 
2.1.2 Financial performance ............... ....... ............... .. ...... ................. ......... .... ....................... .. 8 
2.1.3. Board of Directors Com position ........ . ........ ............................................. ......... ... ..... 9 
2.1 .3. Board of Di recto rs size ............. ....... ..................................... .. ... ... ..... .......... .... ............ 10 

2.2. Fundamental Corporate Governance Theories .............................. ...... ... ... ....... .......... .. ... ... 1 1 
2.2.1 Agency theory .......................... .. .... ..... .. ..... ............... .. ... ... .. .. ... ... ... ..... ........ ..... .......... 11 

2.2.2 Stakeholder theory ....................... ....... .. .. .. .... .... .......... .... .. .. .. ..... ... ... .... .. .. .... .... ............ 12 
2.2.3 Stewardship theory .................. ......... ... ... .. ... .... .. .......... ....... ........ ............ ....... .. .......... ... 13 

2.2.4 Resource dependency theory ............. ...... ........ .. ................ ..... .............. ....................... 14 
2.3. Empirical literatures on corporate Board St ru cture and financial performances .............. 15 

2.3.1. Board Committees and Financia l Performance ..................................... ..... ..... .. .... .. .... 15 
2.3.2 . Board Diversity and Financia l Performance .......... ................. ........ ........................... .. . 18 
2.3.3 . Director 5hare ownership and Financial Pe rformance ................................ ......... ... .... 21 

iii 



2.3.4. Corporate Board size and financial performance ................ ........................................ 22 

2.3.5. Board Meet ings and Fina ncial Pe rformance .... .. .................. .. ...................................... 24 

2.3.6. Non-executive Directors (NEDs) and Financial Performance .. ..................................... 26 

2.3.7. Chie f Executive Officer Duality and Financia l Performance ........................................ 28 

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

Director in Ethiopia n ... ... .............................................................. ... ....................................... ..... 31 

2.4 .1. Ownership of MFls ...... .. ... ...... .......... ....................... .. ... ........ .. .. .................................... 31 

2.4 .2. Board Structure and the Re quirement to be appointed as Executive Director ..... " ..... 33 

CHAPTER III 

3. RESEARCH DESIG N ....... .... .... ...... .... .... .................................. .. ................................................... 34 

3.1. Nature of Data, Source and Methodology .. .. .......... .. ................ .. ........................................ 34 

3.2. Sampling Frame, Sample Size and Sampling Procedures .......... ........................... .. ............. 34 

3.3. Instruments of Data Gathering and Analysis methods .............. .... ........ .. .. ....... .................. 35 

3.4. Model ..... ................ .......................................... ........... ..................................................................... 35 

:HAPTERIV 

I. DATA PRESENTATIONS, RESU L TS AN D DICUSSIONS ................... .. .............. .. .. ............ ....... ........ 37 

4.1. Da ta presenta t ions ....... ... .. ..... ..... ........................................................................ ............... 37 

4.2. Emperica l results ... .... .......... .. ............................... ...................................................... 45 

4.3. Discussions .. 

:HAPTER FIVE 

..4 7 

. SUmmary of Findings, Conclusions, Recommendations And Limitation Of The Studyt ............ 55 

5.1. Summary of findings .. .. ... ....................... .... ... ........... ..... .. .. ... ... ... ... .... ,' ... .... ....... ....... ..... ....... 56 

5.2. Conclusion ................. ............. ........ .......... ...... ..... .. ........ ... .......... .... ... ....... .. .. ........ ............... 55 

5.3. Recommendations ...... ..... ............. ... .. ............. ......................... , ... ...... ... .... ...... ..... ............... 56 

5.4. Limitations of the study ...................................... .. ...... ....... .. ... ....... ....... ...... ........................ 57 

EFERENCES ..... ..... .. .................................................. ................ ........ ........ ...... ............................... 59 

ppendix 1: Questioner .. ....... ... ........................... ......................... ... ... ... ... ...... .. ..... ......... ......... ...... 68 

ppendix 2: Va riables Definitions and Measuremen ts .... .. ............ ....... ................................... .. .... 71 

Jpendix 3: Regression resu lts .......... ...... .................................. ....... ...... ...................................... 72 

Jpendix 4: Test of the model ................................... .......... ...... .. .. ......... ... ................. ........... ...... .. 73 

Jpendix 5: .. .. ... ............ ...... ............. ...... ......... .......................................... ... .......... .. ..................... 74 

iv 



List of Figures and Table 

Page 

Figure I : percentag~ of shares held by board members of microtinance institutions . ..... .. .... .40 

Figure 2: Fr~qucncy of board mc~ting of micro finance institutions board .... . .......... . ....... .4 1 

Figure 3: Board s i z~ oi" Illi crolillanc~ institutions ................. . ........ . ........ . ............. .... . 42 

Figure 4: Female to male ratio oi" micrufinance institutions .......... .. . . ..... .... . ....... ..... ...... ,n 

Figure 5: Return on asset oi" samplc l1licrufinanc~ institution . . . ..... . ............................. .47 

Table I : l'rufi:ssional back ground oi" the total sampled MFls l30ard members ..... .. . ... . . . ..... .44 

Table 2: The existence of board committee by MFls .................................. ....... .. .... ... .46 

Tuble 3: descriptive static s .. .... ......... ........... ...... .. .......... . . ... . ...... ... .. .. ..... ........... .47 

Table 4: Regression Result s .............. . ....... .. ....... ... .. ....... .. . .. ......... .. ....... .. . .... ... .. .48 

Table 5: A Summary Tabl~ o i" Al lllypothes~s and Results.. .. .. ... .. .... ... .................... .49 

v 



Definition of Key Terms and Abbrevilltions 

ADCS I- Addis C r.:dit and Savings In s tituti o n 

Agar- Agar Micro/inance Institution 

A VFS- Africa Village Financial Services 

Buussa- Buussa Gonofa Microfinance 

CEO- Chief executi ve o niCef 

Diga/~ Vigaf MicrolinaJ1(;e Institu tion 

Gasha- Gasha M i ~",-F i n;m~ing 

Harbu- Harbu Microfinancc Institution 

MFls- mi c rofinance in s tituti o ns 

NEE- National bank of Ethiopia 

NED-Nonexccutiv.: directors 

OCSSCo- Oromia Credit & Savings share company 

PEACE- poverty eradication and community empowerment 

ROE- ret urn on equity 

ROI - return on investment 

SFI'I - Speciali zed Financial & Promot iona l Institut ion 

Wisdom- Wbdom Micro-Financing Institution 

ROA -return on asset : This indicator ca lculates the adjusted net income of the microli nancc 

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. 

vi 



CHAPTER I 

I. I. INTRODUCTION 

The term 'curporate governancc' has been developcd with noti ceablc expansion with a 

number of uclinitions. For instance, Sheikh anu Chatteljee (1995) dcJinc corporate 

governance '" a system whereby board of direc tors is entrusted with responsib ilities and 

duties in relati on to the direction of a company' s affairs. Similarl y, l,ock ('/ III. ( I ')<)X ) 

define corpurate governance as, a process by which a board of di rec tors, through 

management , guides an institution in fu lfilling its corporate miss ion and protects the 

insi itutiun 's assets. Funhcnllun.: , corporate govern ance is a ways o r ensuring that 

corporate actions, agent s and asse ts are directed at achieving the co rporate objec ti ve 

establ ished by the corporat ion's shareholders (Sternberg, 2004). In its broadest sense, 

corporate guvernance rel\;rs to principles and rules regulating organizat iona l operations to 

ensure that it ilchicvcs it goals (Reco letos, 20 11). 

Rock ~I al. (1998) argued that, good corporate governance is a key facto r to strengthen 

the linam;ial pe rlo rmance of microfinance institutions (MFls) and inc rease uut reach of 

microlinam;c , erv iccs. Also they state that effective governance depends primarily on the 

skills and characteristics of the individual directors, like a diverse set of experiences, 

backgruunds, areas of cxperti se, ethnici ty, and gender. 

llowevcr, in the contex t o f Ethiop ia, the inlluencc of corporatc governance on the MFl s' 

per/ormance has 'rarel y been thoroughl y investi gated except limited reports that treat 

performance and governance of MFls separately (e.g. Ayalew, 2006; Befekadu, 2007; 

Wolday, 2008; Letenah , 2009). For instance, Befekadu (2007), has identilied that 

"microfinance institut ions(MFls) are operationally sustainable as measured by return on 

asset, return on equity and the industry's profit performance with little say on the ro le or 

corporate governance on financial performance". Befekadu's argument holds true whe n 

seen from linanc ial sustainability point of view but wi th little regards to the ro le or 

corporate governance on financial performance. 
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With respect to corporate governance, 111 Ethiopia, Ayalew (2006) also argued that. 

"ownership composition, effec ti veness of board composi tion, functions ancl 

respuns ibil ilies arc nut in line with best microlinance gove rnancc p,,,,clices The 

existing empirical gap on the relationship between good corporate governance and 

linancial pcrlu rmanec of MFls in Ethiopia hence initiated this research. 

Therefore, this rescarc h aims ( I ) to fill the ex ist ing gap and (2) to prov ide 

recummendal iuns thai wu uld shape the relatiunship be tween guud inlern al corporal e 

governance struc ture and financial performance of microfinance institutions operating in 

Eth iopia. 

The study a lso. is believed to contribute towards the efforts made yet to ensure all­

encompassing good internal governance structure in the micro finance institutions. As 

almost all micro tinance institutions in Ethiopia are in their early growth/expansion stage 

ensuring good corporate governance wi ll be imperative even to survive and atta in their 

maturity stage . Thus, to identify the current ly existing governance problems and come up 

with possible rCCOll1llH': IH..I aliull in thi s young economic urellu ; is Ill l:tlll i to contribute to 

the gua l uf stakdlOltler 's va lue maximizatiun whic h in turn contributes to the wellbe ing 

uf the suciety al large as a package uf the insli lutions social respuns ibility. Il is also 

bclie\'cd thal lhi s study will serve as a stepping stone for future research in thi s buffer 

zone. 

Tu lhi s end, thi s thes is organized into five sections. The·first sec ti on is an introductory 

part, the sccond is literature review, the third is research design, the fourth is data 

presentation, result and di scussion 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 re gu lating organi zational opera ti ons to ensure lhat it achieves its goa ls. And , a 

lloard of Director is a key playe r in an institution's governance structurc because it is 

responsible lu r the strategic management, cont rol and monitoring rega rciin g the 
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institution's achie vement of its objectives. Good internal corporate governance also 

contributes to efficient management considering stakeholder interests, and boosting 

institutional reputation, integrity as wdl as fostering customer trust (Rccoletos, 2011). 

Good governance means that an organizalion has a system of processes and ruies lhal 

guarantee fullillmenl of its mission and the erticient usc of resources. i\ good illlemal 

corporale governance struclure is efficient if it generates maximum reward fo,· ull of lhe 

parties invol ved, including shareholders, credilors, employees, cuslomers, aUl horilies and 

other third parties affected by the institution's activiti es. So, for micro finance institution 

(MFI) to be successful in the impl ementation of good internal corporate govemance 

program then: is a need for a strong and independent Board of Directors lo lead the 

process. In thi s regards, in Ethiopia, Ayalew (2006) however argued thal, "ownership 

composition, eficcti vcness of board composition, functions and responsibilities are not in 

line with best microfinance governance practices". 

Similarly, in the case of Ethiopia, Derk el ai, (2009) have identified the existence of 

major gap in the ar.:a of board size, board composition and election, board tenure, board 

conullitte.:s, board documents, conflicts of interest ami board performance and 

evaluati on, all with ils implication on the performance of microfinancc inslituli ons 

(MFls). The ex isting gap on the rel ationship between good internal co rporate gove rnance 

and financial performance of MFls in Ethiopia hence is an area that needs to be 

researched. This rcsearch hence aims to identify the relationship between intcrnal 

corporate governance structure and the financial performances of micro finance 

institutions in Ethiopia, and come up with feasible recommendations that would shape the 

relationship between good internal corporate governance and financial performance of 

MJ-"l s operalillg ill J-:tiliopia . 

1.3. General Objective of the Study 

The objective of the study is to identify the relationship between internal corporate 

governance structure and financial perforn1ance of microfinance institutions in Ethiopia 

3 



1.4. Specific Objectives of the Study 

To achi<!vc the above indicated g<!neral objective, the study is designed to achieve thl.! 

following specific objectives: 

• To ideI1lify the impact of board size on financial performance of MFls. 

• Tu assl.! ss the impact uf boa ... J uiversit y in genuer on linancial pel'i<>rIn'"lee of 

micrulin'lIlce insti tutions (M I:Is). 

• To assess the impact of buard diversity in professional backgrounds Oil financial 

pel'i ufIIl<lIlCe uf Jllicrulinallee institutions (MFls). 

• To assess the impact of frequency of board meet ing has on financial performance 

of microlinance institutions (MFls). 

.• To assess the impact of the existence of board committee on financial 

perlunllance uf micrufinance instituti uns (MFls). 

• To assess the impact of percentage of shares held by board members on linuncial 

pl!rformance of microfinance institutions (MFls). 

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

financial performance of microfinance institutions (MFls). 

1.5 Hypotheses 

13ased on the re view uf the sc ientilie literatures. the lulluwing research hypot heses (11Iill 

and alternative hypothesis) were lunnulated lur thi s study" 

Hypo/he.li., #1 

Ho: There is no slalislically signijicanl relalionship between the presence of internal 

buard wllllllillees alld MFIs jinancial performance, as measured by Return un 

Asset (RUA). 

Ill : flrere is a statisliCIIlly .I'igllijiwnt n:latiol/.\-hip betweell tire pre.\'cllce 0/ illie/"l/(/l 

board cOlllfllillees and MFls finQncial performance. QS measured by Return on 

Asset (ROA). 
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Hypotllesis #2 

Ho: There is 110 statistically .I'·ignijicallt relationship between board diversity III 

gellder alld MFlsfillallcial peljurlllance, as llleasured by ](OA. 

HI: 7here i.1" £I .I"tatistically significwlI rel{l(i()nship between hoard diversity ill gellda 

alld A1FIsjilU/Ilcia/ peljurt/wllce, £IS llleasured by 1I0A. 

Hypotllesis #3 

flo : 7here is I/O slC/tistically sigllificant relationship between board diver.,·ity ill 

pro/essional backgrounds and MFlsjinancial pel/ormance, as measured by ROA. 

HI: 7here is a statistically sigllificant relationship be/ween board . diversity in 

proje.,siollal backgroullds aI/(/ MFlsjillallcial lJeljumwllce, as lliei/.wred h)' 

](OA. 

Hypotllesis #4 

Ho' 7here is 110 slC/tistically signijicallt relatiunship between percentage of shares 

held by buard lllelllbers al/(I AlFIs financial pel/Orl/WIICe, as llleasured h)' 

/WA. 

fll : 'fhere is a statistically sigllijicallt relatiollship between percentage o/s/l(lres held 

by board lllembers alld MFlsjillallcial perfurmance, as measured by ](011 . 

Hypo/llesis #5 

Ho: There is 110 statistically sigllificant relationship be/ween board size alld A1F1s 

finallcial per/ormallce, as measured by ROA. 

HI: 'fhere is a statistically signijicant relationship between board size and 

jinallcial per/urmance, as measured by ROA. 

MFIs 



Hypu/ltesis #6 

Hu: There i.r nu slU/is/icaily signijican/ rela/ionship be/ween the ji-equency uj buard 

meetings alld "-IFfs f inancial perfurmance, as measured by ROA. 

HI: There is a slU/is/ical/y signijican/ positive rela/ionship be/ween the ji-equency of 

buard mee/illgs alld MFIs financial pel!orl/lance, as measured by ROA . 

Hypu/ltesis # 7 

Ho: There i.r no slatistically signijical1l relationship between the percentage or 
exeel/tive /}()(Jrciand 1I·IFlsjil/(lI/ciui perjiJrllllll/Ce, as I/I<'lI.l'llr,," hy /lO:! . 

HI : ll1ae is a statistically signijicallt relatiullship between the percelltage uj 

exenili ve buard and MFisfinancialjJeljormance, as measured by /I()A. 

1.6. Significance of the Study 

The study is bdieved to contribute towards the efforts made to ensure all-encompassing 

good governance in the microlinance institutions economic sector in Ethiopia. As almost 

all microlinallce institutions ill Ethiopia are in their early stage, ensuring guud internal 

corporate governance will be imperative for their sustainable deve lopment. Thus, 

identifying the ex ist ing good corporate governance in this economic sector is meant to 

contribute towards enhancing financial performance of the MFls, the shareholder's va lue 

maximization and sati sfaction of stakeholders. Additionally, th is study is beli evcd to 

provide rel evant data for further research on corporate governance of micro finance 

institutions in Ethiopia. 

1.7. Scope of the Study 

The study is ddimitcd to address the existing relationship of good internal corporate 

governance structure and linanc ial performance of the currently ex isting thirty one 

micro finance instituti ons in Ethiop ia. This shall be done by tak ing cleven of the thirty­

one MFis as a representative sample (six from the larges, four from the mediums and one 

from the small s), based on their gross loan portfolios. To this end, thi s study shall base on 

data of the past four years (2006-2009). 
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1.8. Organization of the Thesis 

The thesis is managed under li ve chapters. Under chapte r one. introductory issues 
including; the objectives of the stud y, statement of th\! Problem, r\!s\!arch questions anti 
hypothesis, scope, and signilicance of the study are included. Chapter two accommodates 
the theoretical framework and review of related literature. Chapter three ou tlin\!s th\! 
research methods and techniques, whilst chapter four ticals with the main ( Iintling) 
section of the paper. The last chapter (chapterS) provides conclusions fur the reseurch 
findings. 
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CHAPTER II 

2. LITERATURE REVIE W 

2. I. Definitiuns anti Cuncepts 

2.1.1. Guvernance 

As it is expressed above, Good internal corporate governance is deified as a system 

whereby board of di rectors is entrusted with responsibilities and duti es 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 nn instit ut ion in 

fulfilling its corporate mission and protects the institution's assets over time (Rock el al .. 

I \)\)l!j. Sim ilarl y. S ternberg (2004) udine corporat" governance as a ways oj' ensurin g 

that corporate actions, agents and assets are directed at achieving the corporate objec ti ve 

establi shed by thc corporation' s shareholders. In its broadest sense it al so refers to 

princ iples and ru lcs regulati ng organ izational operations to ensure that it ac hi ews its 

goals (Recolctos. 20 II). 

2.1.2 Financial Pcrformance 

As 'it is ci ted in the Amha &kille (20 II ). financia l performance of Ml'l s is reviewed 

based on four linancial performance measurement indicators. Which includes, return on 

asset, Return on equi ty,' operational self-sufficiency and financial self-sufficiency. 

The operational self-sufficiency considers the extent that financial revcnue covers 

financial expense , loan impairment charge and operating expense without making 

adjustment fo r no Icnu ing ac tiviti es or othe r income such as donati ons. 

I:inancial sdf-sufli c iency is sim ilar to operational se lf~surticicncy; howcwr the ralio 

includes inflation and other adj ustments. The effect of adjustment increases fi nancial 

expenses, impaired loan loss prov ision and operating expenses. The di ffe rence between 

linancial se lf-sufficiency and operational self- sufficiency is that, the tinancial scll~ 

suffi ciency measures only an institutions ab ility to cover its operating cost but also ils 
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ability to maintain th~ value of its equivalent to inflation and to operate and expand 

witbout subsidies. 

Return on equity and return on asset arc the most commonly used indicators to measure a 

MFls ability to continue operating in the future. Return on equity measures, net operating 

income k ss taxes as a percentage of total equity. 

Return on asset is an indicator that calculates the adjusted net income of the microfinunce 

activity to average assets . It measures how well the institution's assets are utilized , or its 

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

2.1.3. lloanJ of Directors Composition 

Recolatos (20 II) states that, Board of directors can be formed by internal and exte rnal 

Dir,cturs. "hu can be independent ur nol. The tulal number uf illlkpcndeni Direelors 

shuulJ rcprcsclll at least ulle thi rd uf Ihe lutal number uf Uuard members. Thc indusillll 

of External Directors is considered a !;ood !;overnance practice because it increases the 

Board's independence and objecti vi ty. Similarly Baysinger & Butler (1985) argues a mix 

of insiders and oUlsiders on the board and find empirical support that thi s approach 

enhances linn performance. Also John and Sen bet (1998) argue that a board is morc 

independelll if it has morc non-executive directors (NEDs). 

In addition Rock el al. (1998) indicates relevant skills to any MFI board include business 

sense, microfinance experience, financial markets expertise, legal and regulatory 

expertise, marketing expertise, public relations, technology expertise, and fundraising. 

The sallle author also stales that, effective governance depends primarily on the skills and 

characteristi cs of the indi vidual directors. Collectively, these attributes should represent a 

diver", ", I ur ~xpcricn~~ s, backgrounds, areas ur cxpcrtisc, cthnicily, allli !;clllier (J{llck .. I 

al. 1998. p. 32). 

Abu l{ccuJalos (20 I I) 'lilies that, lloarLl nlllSt ha vc nlClllbcrs wi lh Ille necessary lecllllicil 

knowledge to fulfill the institution's strate!;ic priorities. In a MFI, usually the Board is 

formed by people with broad financial knowledge. soc ial awareness. good publi c 

relations, ability to liai se with investors and contributors, legal knowledge and familiar 
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with the Illicrofinanc" sectur. Nut everyune whu sits un the 13uanl has tu IUl v" Knowledge 

in all of these areas, but it does as a group. The sallle author also states that, Promoting 

di versity in t"rllls ur gender, ethnic ity and country o r urigin is cons idered a good prac ti ce 

because it encourages po licies that consider differen t points of view and enriches the 

decision-making process (Recolatos 20 11, p, 25). 

2.1:3. Board of Directors Size 

Lipton & Lorsch ( 1992) argue that large boards arc less effect ive and are eas ier Il) r the 

CEO to control. The same author also suggests an optimal board size between seven and 

nine directors . 

Also, Rock el al. ( 1998) states that, the capac ity of the board to function effec ti vely partly 

depends on its size . Although there is no optimum number of board members, extremes 

of size should be avuided . A microlinance board should be big enough to incorporate the 

various sk ill s and p"rspec tives as outli ned above. However, it must be small enough to 

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

Similarl y, Vafeas ( 1999) argued that, as board size increases board activ it y is expec ted to 

increase to compensate for increasing process losses. The argument is that large boards 

arc less effecti ve and are easier for a CEO to control. The cost of coord ination and 

processing probkms is also high in large boards and this makes decision-taking dinicult. 

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 di scussions and proper deci sions. In larger MF ls. the 

Uoard's size must allow the work o r the dirrerent commitlees to be managed prope rl y. 

There is no ru le as to the right size for a Board of Directors because it depends to a large 

ext~nt on each institution's situation. The Board needs to be large enough to cover all of 

the ski lls nccessary to ei'ficiently guide and supe rv ist! tlw instituti un. The Illll nbc r oj' 

Directors al so needs to be small enough to ensure a high level of participation and 

involvement for a streamlined and effecti ve dec ision-making process. 
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The same author also states that, there is no ideal number, but a Board with between 5 

and 9 members is usually suftic ient for most MFls to run smoothl y. Boards with less than 

5 members pose problems because the necessary di versity and skill s are not usually 

found in such a small group and a group of less than 5 wi ll have dil'liculti es finding the 

quorum required to take dec isions. Boards with more than 9 members, unless they are 

very large insti tutions with lots of committees, arc usually dif'lieult to manage 'l nd do not 

have the right level of cohesion for the 130an.lto reac h a conSensus. 

2.2. Fundamental Corporate Governa nce T heories 

As it is cited in Kyereboah (2007) li terature there is diffe rent corporate governance 

theories, includes agency theory, ste wardship theory, stakeho lder theory, alll! resourcc 

dependency theory. 

2.2.1 Age ncy Theory 

It is an acknowledged fact that the principal-agent theory is generall y considered the 

starting point for any debate on the issue of corporate governance emanating 1'1'0111 the 

c lassical thesis on Berle and Means ( 1932). Modern firms are seen to suffer from 

separati on of owncrship and con tro l and therefore are run by profess ional managers 

(agents) \\ho cannot be held accountable by d ispersed shareholders. In thi s regard , th~ 

fundamental 4ucstion is how to ensure that managers follow the interests of shareho lders 

in order to reduce cost associated with principal -agent theory? The principals are 

confronted \\'i th t\\'o main problems. Apart lrom facing an -adverse selection problem in 

that they arc 1;I\;ed Ilith se lecting the most capable managers, they arc al so confronted 

with a moral hawrd problem: they must give agents (managers) the ri ght incenti ves to 

make deci sions 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 mucle up 

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

11 



reduces conflict of interest and ~nsures a board's independence in monitoring and pass ing 

fair and unbiased judgment on management. 

• CEO duality : It is expected also that different indi viduals occupy the positions of eCO 

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 arguilicill agaills t the strict agem:y theory is its narro wness, by identi fyi ng 

shareholders as the only interest group of a corporate entity necess itating further 

exploratioll. l3y cxpallding the spectrum of interested parties, the stakeholder theory 

stipulates that , a corporate entity invariably seeks to provide a balance 'between the 

interes ts of its diverse stakeholders in order to ensure that each interest constituency 

receives some degr~e of satisfaction (Abrams, 1951). 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, und society urc regarded us relevant stakeholders . Related to the 

above d iscussion, John and Sen bet (19n) 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 

importallt to firm performallce. 

Stakeholder theory has become more prominent because many researchers have 

recognized that the activities of a corporate entity impact on the ex ternal environment 

rcquiring accountability of the orgalliza tioll to a wider audiellce tha n si mpl y it s 

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 soc iety. One must how"ver point ou t that large recognition of this 

fact has ra ther been a recent phenomenon. Indeed, it has been realiz~d that "conomic 
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value is created by people who voluntarily come together and cooperate to 1I11J1rove 

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

Jenson (200 I) critique thc Stakeholders theory for assuming a single-valued objectivc 

(liuln. Ihu\ IIwwruw \1) u 111'111" g"Il.III\lwn~lw.l, 'I'IIW IlrlllUI1IWlI1 Ill' JwnMWI1 ( :3001) MlI lllIoIUH IM 
Ihul Ihe perfOl'lllUnCC 01' u I1rm Is not and should not be meusured only by gains to Its 

stakeholders. Other key issues such as flow of information from senior management to 

lower ranks, inter-personal relations, working envirolll1ent, etc. are all critical issues that 

should be considered . Some of these other issues provided a platform for other arguments 

as di sc ussed latcr. An extcnsion of the theory called an enlightened stakeholder theory 

was prupused. Ilowevcr, problems relating to empirical testing or the extellsilln haw 

limited its relevance (Sanda el al. , 2005). 

2.2.3 Stewardship Theory 

This theory, arguing against the agency theory posits that managerial opportuni sm is not 

relevant (Donaldson and Davis, 1991; Dav is, Schoorman and Donaldson, 1997; Muth and 

Dunaldson, I l)l)~) . Accurding to the stewardship thcory, a manager's ubjective is 

primarily to maximize the linn's performance because a manager's need of achievement 

and success arc sati sfied when the firm is performing well. One key distinguishing 

feature of the thcory of stewardship is that it replaces the lack of trust to which agency 

theory reters with respec t for authority and inclination to ethical behavior. The 

stewardship theory considers the following summary as essential for ensuring effecti ve 

corporate governance in any entity: 

• lloard of directors: The in volvemcnl uf nun-execu ti ve dircctors (NEDs) is viewed as 

critical tu enhance the encctiveness uf the buard's activities because execu ti ve directors 

have full knowledge of the firm's operations. Thus, it is believed that the appointment of 

NEDs \I il l enhance decision-making and ensure the sustainability of the business . 

• Leadership: Contrary to the agency theory, the stewardship theory stipulates that the 

positiuns uJ' CEO and board chair should be concentrated in the same individual. The 

rCU!i0n behind is that, it affords the CEO the opportunity to carry through decision 
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quidd y "ilhuul Ihe hindrance uf undue bureaucracy. We musl ralher pui nl uul Ih'll Ih is 

pusiliun has been I"und lu creale higher agency costs . The argument is Ihal when 

governance slruClures are elfectively working, there should not be undue bureaucratic 

delays in any (kcision-making. 

Finally , it is argued that small board sizes should be encouraged to promote effect ive 

communication and deCis ion-making. However, the theory does not stipulate a rule for 

determining the optimal board size and for that matter what constitutes small? 

2.2A Resource Dependency Theory 

Thi s theory inlroduces access ibility to resources, In addition to the sepa ralion or 

ownership and control , as a critical dimension to the debate on corporate governance. 

Again, the theory poinls out those organizations usually tend to reduce the uncertainlY 01' 

external intluences by ensuring that resources are available for their survival and 

development. By implication, this theory seems to suggest that the issue of dichotomy 

between executiv.: and non-executive direclors is actually irrelevant. How then does a 

linn operate efticie:ntly,! 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 rdationships 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 boanl st ruelure 

variables which includes. board diversity, corporate board size, role or CEO duality, the 

percentage of non-execuli ve din:ctors, thc frcquency of board meetings, the presence or 

key internal board cOlllmittees (namely, audit, nomination, and remunerati on 

committees), and director share ownership, that have bcen found to influcnce 

performance of institutions. 
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2.3. Empirica l Litcraturcs on Corporatc Board StJ'UctUI'C and Fin:lllcial 

Pcrformanccs 

Brclman (2006) argued that, to be able to protect shareholders' interests, corporate boards 

must be effective and effic ient in performing their functions, like giv ing direction, 

executi ve action (strategy) , service and resource support (resou rce mobili za tion). 

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

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

size, amongst others (13aranchuk and Dybvig, 2009). 

Also fillalOtchev wid Boyd (2009) argued that, corporate board of directors is sccn as a 

central part of any internal corporate governance structure. 

2.3.1. 13uard Committees and Financiall'crfurmancc 

Prior literature suggests that board committees help to Improve the effecti veness and 

eflic iency of corporate boards (Jiraporn el al., 2009, p.820). Acco rding to Harri son 

( I 'Jg7, p. I (J'J), there arc two generic types or board committees: monito ring or llwrsighl 

and management supporting or operating. Operating board committees adv ise 

management and the board on major business decision. Their monitoring counterparts are 

intended to protect shareholder interests by providing objecti ve, independen t review or 

corporate executives and affairs. 

There arc 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 differt:1lt reasons. For instance, Harrison ( 1987) argued that, by their 

composition . board committees help in hringing indi vidual d irector's special ist 

knowledge and expertise to bear on the board deci sion-making process (Harri son, I n 7, 

p. III ). This also a llows the main board to devote attention to specific areas of strategic 

interests and rcsponsi bi lity. 

Also Kkill ( I 'In) argued that , unlike the main board or operating committees moni tor ing 

board committees are usuall y entirely composed of independent NEDs, making them 
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better pla~etl to prote~t shardlOltIers ' interests by effc~tively scru tinizing managerial 

actions. Anti Vefcas anti Theotlorou (1998) also arijued that, the nomination "<Jmmi tt~" iH 
responsible for nominating candidates for appointment to the board. This minimizes the 

agency conflict by improving board independence and the quality of appointed directors 

(Vefcas and Theodorou, 19n, p.390). 

Klein (1998) also argued that , the principal function of the audit committee, lor example, 

is to mcet regularly with the linn's external and internal auditors to review the company's 

financial statcnlents, audit process and internal accounting controls. This helps redu~e 

agency costs and information asymmetry by facilitating timely release of unbiased 

accounting information by managers to shareholders (Klein, 1998, p.279). Also, effective 

lIl olJ iturillg by tilt.: audit cUlllllli llcc lllay hLdp minimize financial fraud alld illcrcasl..: linl1 

value. 

Additionally, Weir and Laing (2000) argued that, the remuneration committee determines 

and reviews thc nature and amount of all compensation for directors and senior officers 

of the linn. This also helps in reducing the agency problem by constructing and 

impi<:mcnting remuneration schemes and incentives designed to better align the interests 

of managers and shareholders (Klein. 1998, p.279; Weir and Laing. 2000. p.26R). Weir ('/ 

£11. (2(J02) alsu argued that, buard committees enhance ~orpuratc acwuntability, 

legitimacy anti cn:tIibility by perfonning specialist functions (Weir et ai., 2002, p.585). 

Furthermure, Karamanou and Vefeas (2005) argued that, by their relative small size, 

board committees are able to meet more Irequently. This provides sufticient time for 

meaningful dialogue and in reaching consensus decisions quicker (Karamanou and 

Vefeas, 2005, pA58) 

In line with the theuretical literature, a part uf the elllpiricalliterature :; ugge:; t:; a positive 

board committees-performance relationship. For instance, Wild (1994) examines market 

reactiun bclore anti alier the establishment of audit committees by a sample of 260 US 

firms. lie rep0rl:; a statistically significant improvement in share returns following tile 

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 (2UU5) in 275 Fortune SOU firms is consistent with prior research th at the 

presence of audit committees is positively associated with firmlinancial performance. 

Similarly, by using a sample of 606 large US li sted firms; Vefeas (l999b) reports a 

positive relationship between the estab lishment of nomination committees and the quality 

of new director appo intments. 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 ro les. 

Also Mangena and Chamisa (2008) find in a sample of 81 South African li sted /inns that 

the presence of an audit committee signilicantl y reduces the possibility of a firm being 

suspended from the stock exchange. This indicates that the presence of audit cOlllmittees 

impruve inlc" II ~t! lI1oniturillg. n.:uw.:c illlerllal Ji'uuu unu cilhallce cO lllplialll:1.: wil li 

corporat e regulations. 

Additionall y, by using samples of US listed finns, Chaochharia and Grinstein (2UO<) and 

Sun and Cahan (2UU<) report a signifi cant decrease in CEO compensation for US firm s 

wi th independent wmpcnsation commi ttees compared wi th those without compensation 

commi ttees. Thi s suggests that the establ ishment of independent compensati on 

committees is associated wi th better monitoring of managerial compensation. 

By contrast, others suggest board committees can impact negatively on performance 

because of various reasons. For instance, Goodstein , el al. ( 1994) and Conger el al. 

(1998) argued that, board committee can result in excessive managerial supervision, 

which can inhi bit executive initiative and vision. Also, it may result in duplicat ing 

corporate board duties and responsibilit ies. This wi ll have additional costs implications 

for firms. Additionall y, by cr~ating g~ncrali s t s and specialists among board members, 

buard cummillees ha ve thc putential of generating conflicts in ideas and lI11pall'lng 

boardroum cohesion . 
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Also, Yd'eas (1999a) argued that, the establishment of board committees imposes extra 

costs in terms of managerial time, travel expenses and additional remuneration for the 

members uf the committees (V ereas, I ')9Ya, and p.1 I H). 

In line with the theore tical literature, a constituent of the empirical literature suggests a 

negative board committees-performance relationship. In a sample uf 220 large I3riti sh 

listed firm s, Main and Johnston (1 993) examined the role of remuneration committees in 

British buardruums. They repurted that the presence of a n:muneratiun cunlillittcc is 

assuciated with higher executive pay, which reduces shareholder value. Similarly, using 

307 US li sted firms from 1990 tu1994, Ycfcas (1999a) found a negati ve relatiunship 

between the establi shment uf b""rd eummittees (namely, audit , rcnlullcr"ti ull . "lid 

numinati un) and firm value . 

The other stream of the empirical literature suggests no empirical relationship between 

board cummittees and performance. For instance, by using a sample of 486 US firms over 

the periud 1992- I 993, Klein (1998) examines the association between the presence of 

audit, compensation, and nomination committees and financial performance; but find s no 

statist ically s ignificant relati unship. Also, Vafeas and Theodorou (I Y9H) inves ti gate the 

impact of audit , remuneration and nomination committees on the performance 01'250 UK 

listed firms in 1994. They find no evidence in favor of the idea that the existence of the 

three buard committees s ignilicantly affected firm financial performance. Similarl y, Weir 

and Laing (2{)()U) , Weir c l ul. (2()()2), Duiewicz and lierbert (2UU4), "nd Iluzec (2()()5) 

provide ev idence, which shuws that the establi shment of the three board committees has 

nu significant impact on financial performance. 

2.3,2. Buard Oivcrsity and Financiall'crformancc 

Board di\'~rs ity has broadly b~ell lklined as th~ variulls attributes that Illay be n;prcsenlcd 

among directors in the board roo III in rdation to board process and decision-making, 

including age, gender. cthnicity, culture, reli gion, constituency representation. 

independence, knowledge, educational and professional background, technical skill s and 

experti se, commercial and industry experience, career and life experience (Van der Walt 

and Illgley, }003, p.219) . 
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Cox & Blake (1991) .show how managing cultural diversity can create a competitive 

advantage for finns in six areas. There arc cost, resource acqui sition , marketing, 

creativity, problem-solving, and organizational t1exibility. Robinson & Dechant (1997) 

also present three business reasons for diversity. There arc cos t sav ings, winning 

competition and dri ving busincss growth. 

Similarly Rock el (11.1 '.In, states that Effective governance depends primarily on the 

ski lls and chamcteristics of the individual directors. Co llective ly, these attributes shou ld 

represent a diverse set of' experiences, backgrounds, arc as of expe rtise. ethn icity. and 

gender (Rock el (11.1 '.In, p.3 1). Also Recoletos, 20 II, 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, 

20 II , p.:!5). 

Goodstcin cl (1/. (I '.1'.14, p.241) argued that , board diversity hclps to link a firm to its 

external environment and secure critical resources, including skill s, business contacts, 

prestige and legitimacy. Also Shrader el {I/ . (1997,p.355) states that corporate boards of 

qualified indi vidual s of diverse backgrounds and constituencies can help to provide a 

better link with a firm' s stakcholders, such as consumers and the local comm unity. Thi s 

Call inlprove a finn 's reputation and commercial opportunities. Also VanderWalt allli 

Ingley, (2003, p.219) suggests that boards of diverse backgrounds rather thun 

homogenous selected groups with simi lar socio-economic backgrounds, increases boa rd 

independence alld improves executive monitoring. Similarly Carter el al. (2003, p.3G) 

argu~d that , diversified boards can al so increase creativity and innovation in boardrooms 

due to diversity in cognitive abilities, which can also facilitate effective decision-making. 

In addition Ros~ (2007, p.40S) argues that a higher degree of board diversity may serve 

as a positive signal to potential job applicallls . This wi ll help to attract well qualilied 

persons outside the circles where board candidates are usually recruited from. This cun 

also gcncrate healthy competition within the firm's internal labor lu urket. Furtltennorc, 

19 



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. 

Empirical ly, one stream of the empirical literature suggests pos iti vc empirica l 

relationship between buard diversity and pcrful'lnancc. 

For instance, Adler (2001) finds a positive correlation between firms that employ higher 

percentage of wumen in top management and a raft of accounting measures of 

performance, inc luding ROA. Similarly, Carter el al. (2003) also report a positive 

relationship between board diversity (measured by gender and ethnicity) and market 

measure of perfomJance. Also Hiratsuka (2004) examined governance and performance 

of lIIicroJinance institutions in ccntral and Eastern Europe and the m:wly indcpendcnt 

states and she report that Board diversity improves both outreach and sustainability of 

MFls. In add ition, Armendariz el al. (2005) also reported that, having a femille CEO or a 

high fraction of women on the board would help the MFI understand its customers better. 

Thus, this better customer knowledge should infl uence both the MFI's opera ti onal costs 

as wcll as its uverall prufitability. Consis tent with prior ev idence, francocur ellli. (200X) 

cxaminc whether the participation of women in a firm's board and senior managemcnt 

enhallces Jinallcial perlurmallcc ill a salllple: uf 230 uf the 500 larges t Canadian li sted 

firms. Applying Fama and French three factor model, they report that tirms operating in 

complex environments do generate positive and significant abnormal returns when they 

have a higher proportion of women officers. 

The other stream of the empirical literature suggests negative empirical relationship 

between board diversit) and performance. For instance, Shrader el al. (I 997} examine the 

association between the percentage of female board members and two accounting 

mea,ures of financial performance (ROA and ROE) for a sample of 200 American 

Fortun.: 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 th.: empirical litl!rature suggests no empirical rdationship between 
board diversity and performance. For instance, Rose (2007) investigates whether female 
board representation influence firm performance using a sample of Danish li sted linll s 
and argued the absence of significant link between firm performance and female board 
representation. 

2.3.3. Oirector Share Owncrship and Financial Pcrformance 
Different authors suggest that director share ownersh ip helps in reducing th l! con fli cts or 

interest that exists between shareholders and managers. This convergence-of~interests 
model maintains that us the proporlion or e'luity owned by directors increases, their 
interests and those o r shareholders become more aligned and the incenti ve to indulge in 
opportuni st ic behavior diminishes . This is because the greater their financial stake in the 
form of share ownership, the greater the costs they wi ll incur for not maximizing 
shareholders wealth . Consl!quentl y, directors who own large blocks of shares ha ve 
additional il1l.:entivl! to acti vd y monitor managerial actions that can hdp reduce agency 
costs and increase tinn tinanc ial pe;:rformance (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 entrenc/U11ent hypothesis proposes 
that at low kvds of director share ownership, the competitive internal and external 
lIlarket lurces can help a lign the interests or directors with those o r shareho lders. 
However, it contends that at high levels of shareholding, directors may hold sufficient 
voting power to protect themselves against such di sciplinary forces, and as such directors 
will prefer to pursue non-wealth maximizing goals. This is because the pri vate 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 wi ll obtain from 
pursuing optimal projects that wi ll incre;:ase the wealth of all shareholders. This results in 
director entrenchment in which other shareholders are unable to remove or intluencc the 
ac tions o f the managing directors, evcn in the face of serious under performance or 
misbehavior. In thi s case , the director share ownership-perfornwilce relationship is 
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expected to be negative (Mor~k et aI. , 1988; McConnell and Servaes, 1990; Short and 
Keascy, 1999). 

Empirically, by using a sample of 87 European firms, Krivogorsky (2006) argued a 
positive association between uirec tor share ownership and financial pt!rformance, as 
measureu by ROA. Similarly Kapopoulos and Lazaretou (2007) havt! supported the 
positive relationship for a sample of 175 Greek li sted firms. In addition , by using a 
sanipk uf' 72 l i s t~d 7. imbab\\~ ' "1 finns over th~ period 2002-:W04, Mangena and 
Tauringana (2008) arglled a positi ve associatiun between director share ownership allli 
financial performance, as measured by ROA . 

In contrast, Ho and Williams (2003) find that director ownership is negative ly related to a 
linn' s physical and intellcctual capital performance in a sample of 84 South Ai'rican 
li sted firms. Similarly, Sanda el ul. (2005) report an inverse relationship between d irector 
share ownership and financial performance measures, including ROA, ROE, in a sample 
of 93 Nigerian listed !inns from 1996 to 1999 and argued the negati ve relationship 
betwe~n director share ownership and financial performance. In addition, Ilanil'lil and 
I-Iudaib (2006) argued the inverse relationship between director share ownership and 
fimincial performance measures by using a sample of347 Malaysian listed firms. 

2.3.4. Corporatc lloanJ si:lc and Financiall'crformancc 
Lipton and Lorsch (1992) suggest that corporate board size must pret'<.!rably fall be tween 
eight and nine directors. They argued the reason behind that is, us corporute bO;}l'd size 
goes beyund a maximum number of ten directors, additional costs of having larger boards 
typically assoc iated with slow deci sion-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 ava ilable (I.ipton and Lorsch, 1992, p.G7-68). 

Similarly, Jensen (1993) argued that when a board gets too big, it does not onl y become 
difJicuit to co-ordinate , but also comparatively eas ier to control by a dominant CEO due 
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to ussociated director shirking and free-riding (Jensen (1993, p.S65) . In addition, 

Sonnenfeld (2002) argued that, larger boards arc bad, while smaller boards arc good and 

effective at improving financial performance (Sonnenfeld, 2002, p.IOS). 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 consunH: morc 

pecW1iary and no pecuniary company resources in the form of remuneration and 

perquisites than smaller boards. Furthermore, Yawson (2006) argued that larger boards 

sufTer 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 effi ciently guide and 

supervise the institution (Recoletos, 201 I, 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 el al. (\99S) examined the association between board 

size and performance in a sample of 879 small and medium size Finnish firms. Consistent 

with Yennack (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 01'2,746 UK li sted 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) allll Goodstcin el al., (1994) argucd thaI , larger 

boards offer greater access to their finn's external environn1ent, which reduces 

ufI(.:crtailltil.!s alld al so fa<..:ililatcs securing critical resources, slich as fin:lI1cc . raw 

materials, and contracts . Also, Dalton el al (1999) argued that large boards Illay be 

bcnclicial because they increase the pool of expertise and resources available to the 

organization. Cunsistcnt with this, Kid and NidlOlson (2003) sllggcstcd thilt , a larger 
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number of people with varied expertise will be beller placed to subject n1anagerial 

decisiuns to greater scrutiny and munitoring (Kiel and Nicholson, 200), p. 1 94). 

In addition, Haniffa and Hudaib, (2006) argued that larger boards may possibly be better 

for corporate linancial 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.1 038). 

John and Senbd (1998) also argued that , a corporate board's monitoring capacity IS 

demonstrated tu be pusitively related with buard size (Juhn and Sen"et, 1991{, p.3X5). 

Consistent with this Sanda el 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 perfonnance in an environment of severe political and economic 

uncertainty. 

2.3.5. Hoard l\1eetings 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 re searchers. There arc two theoretical views on thi s issue: those who are in fa vor of 

higher frequen cy of board meetings and those who are not. 

Consistent with lindings uf Conger el ul., (1998, p. 142),Ydcas (1999a, p.116) argued 

that, the frequency of board meetings measures the intensity of a board's activities, and 

the quality or cl"f"cctivencss of its monitoring. Also Yefeas (I 999a) suggested that, all else 

cqu'al, a higher frequency of board meetings will resu lt 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, ancl to appraise 

managerial performance (Yafeas 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 posi ti on 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. 

Thi s reduces the amount of time that outside directors would have to effecti vely monitor 

management. 

Jel!sen ( 1993, p.866) opposes that buards in wel l-functi oning compall/es shou ld be 

relatively inacti ve and exhibit little con fli cts. He suggests that rather than necessaril y 

urgallizillg frequent board IIh.:dillgS, it will he Illon; profitable fur corpur;'11c buards tu 

establish a system that is responsive to their specific challenges. Consistent with Jensen' s 

(1993), Vafeas (I999a) argues that companies that arc emcient in setting the right 

freyuency of board meetings, depending on its operating context, will enjoy economies of 

scale in agency costs. Also board Illedings arc cos tly in the form o f man.agcriul time. 

tru vcl expenses, refreshments and direc tors' meeting fees (Vafeas 1999a, p. II S). 

Empiri cally, Vafcas (I9'1'1a) n:ports a stati sticall y significant and ncgati w association 

between the frequency of board medings and financ ial performance. By contrast, he 

fin~s that opl.!rating performance significantly improves following a year of abnormal 

board activity. This suggests that whi le direc tors who confer more regularl y can make 

better decisions and engage in acti ve monitoring, the potential benefits of such intense 

monitoring arc expected to reflect in future years' performance. That is, board deci sions 

may ha ve gestation period within which their full benefits may be realized. 

Also, Carcello ct al. (2002) establi sh a positi w relationship between the anlOlllll of audit 

fees paid and the frequency of audit committee meetings. This means that audit 

commilt~es that me~t 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 researc h that boards that meet more frequently are, val ued less by the 

market. . 
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On the contrary, Karamanou and Yafeas (2005) find a positive association between board 
meeting frequency and the accuracy of management carnings forecasts. Also, Mangena 
ami Tuurillguna (2006) report u positive relationship be twecn the li'equellcy of board 
meetings and firm performance for a sample of 157 Zimbabwean li sted fi rms. Their 
results support the proposition that monitoring becomes more intense in periods of crisis, 
and companies whose board meet more frequently perform better. 

Thc third stream of cmpiriealliteratures argued that, that the frequency of board meetings 
has no association with economic performance in a small sample of 24 Tunisian listed 
finns ami he suggests that financ ial performance, wh ich is ti ed most c10scly to the qualit y 
of the day-to-day management of the company, is likely to be less affected by the 
frequency of board meetings (El Mehdi 2007). 

2.3.6. Non-cxecutivc Directors (NEDs) and Financial Performance 
Baysinger & Butler (1985) argue a mix of insiders and outsiders on the board and find 

empirical support that thi s approach enhances firm performance. Similarly, Weisbach 
(1988) and Cotter cl ui. ( 1997) support this view emphasizing the importan t ro le of 
outside directors in protecting shareholders' interest through effecti ve decision control. 
Also, John and Sen bet (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 direc tors ac hieved improved firm profitabi lity. Furthermore, Hi mtsuka 
(2UU.J ) argued that , less independent buards arc charac terized by luwer sustainability or 
micro-finance institutions. Consistentl y, Sonnenfeld (2002, p.108) puts that boards 
dominated by executive directors (insiders) are less accountable for an inst itution. 

On the other hand Fama (1980) and Fama and Jensen (I983a, p.313) argue that once top 
internal management gains control of the corporate board, they are morc likely to connive 
and co ll ude among themselves to expropriate shareholders' wealth. It al so reduces 
healthy competition among managers for improved performance. 

In linc wi th the above view, Fama ( 1980, p.293) argues that the possibility of sllch 
internal managerial connivance might be reduced, and the viabili ty of the board as a 
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market illlluced mechanism for low-cos t transfer of control might be enhanced, by the 
addition of NEDs. Also Jensen (1993, p.863) suggests that their independence help NEDs 
to avoid poli teness and courtesy at the expense of truth, frankness, and ' constructive 
criticisms of executive management in the boardroom without fear o r victim ization. 

Finally, it has been argued that the appoi ntment of independent NEDs helps in reducing 
infomlation asymmetry by credibly signaling insiders' intent to treat outside or potential 
shareholders fairly , and by implication, the safety of their investment (Black el al., 2006a, 
p.184). It also signals to the market insiders' intent to rely on decision experts, as we ll as 
their appreciation of the importance of separating the decision-making and control 
functions (Fama and Jensen, 1983a, p.3 15). 

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 Kid, (2003, p.588) argued that, high levels or 
executive directors arc assoc iated wi th high access to information, which leads to hi gh 
quality decision-making. This can impact posi ti vely on financial performance. Crucia ll y, 
outside direc tors wo uld usually nut ha ve the same access to inlonnal sources or 
infomlation 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 
perfomlllnce. 

In addition, Bozec, 2005 and Jiraporn el 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.1 927; Jiraporn el (II., 20(I 'J, p.g 19). Furthermore, it has been argued that co rporate 
boards dominated by o utside directors tend to stifle manageria l initiative and strategic 
ac tions, which arise from excessive managerial supervision (Haniffa and Hudaib , 2006, 
p. I(39). 

Also, in a sample of 25 Canauian firms, Bozec (2005) finds that the relationship between 
the pe rcentage or NEl)s anJ per/o fl nance is negative. S imilarl y, Sanda el {fl. (2005) 
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r~port that Nigaian firms with a low p~rcentage 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 linll performance. For instance, I lcrmalin and 

Weisbach (1991) report no link between board composition and performance for a 

sample of 142 US li sted fim1s.). Similarly, Agrawal & Knoeber (1996) argues that, 

boards expanded for political reasons often result in too many outsiders on the board, 

which docs not help perfurmance. Alsu, Yafeas and Theodorou (1998) and Weir allli 

Laing (2000) argued that, the wealth effects of outside directors are stati stically 

insignificant. Further, Haniffa and Hudaib (2006) report a statistically not significant 

relationship between the percentage of NEDs and performance for a sample uf 34 7 

Malaysian listed firms . 

2.3.7. Chief Exccuti\'C Officer Duality and Financial Performance 

Chief executive ofJicer duality refers to a board leadership structure in which one person 

undertakes the cumbined roles of chief executive onicer (CEO - management) and 

chairman (control) of the board. The chairman of the board is responsible for managing 

the board . These ma)' typically include nominating ncw board mcmbers, rc viewing the 

performance of sen ior management, setting agenda for board meetings, and se ttling 

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, pA58). 

Weir el 01. (2002) argued that role duality can have a positive impact on finn 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 el ul. 2002 , p.585). Also, lIaniJTa and Iludaib (2006) 

argued that role duality grants a charismatic CEO the opportunity to have a sharper focu s 

on fim! objectives (Haniffa 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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fortuncs uf a linn with minimum board intcrference. Role duality lead to improved 

perfonnance due to the rapid management dec ision-making that ari ses from the provis ion 

of clear and unambiguous corporate leadership (HanilTa and Hudaib, 2006, p.1040). 

Further, Vaf'eas and Theodorou (1998, p.389) put that role duality avoids extra 

compcllsatiun tu the chairman, which can results in a reuuct iun in lIlanagerial 

remuneratiun. Finally, I3uzec (2005, p.I927) argues that unified firm leadership 

associateu with role duality improves managerial accountability as it makes it easier to 

charge the blame for puur pcrformance. 

Similarly, a group of researchers argued that CEO duality impacts positively on linn 

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 finns. Accordingly, they reported that 

'companies' with CEO duality have superior financial performance to those that separate 

the t wu rules. 

Consistentl) , lJu)d (1995) investigates the association betwecn role or CEO duality and 

financial performance, as measured by five year average returns on investment (ROI) in a 

5anlple of 192 American firms selectcd from 12 industries. Consistent with the evidcnce 

of Donaldson and Davis (1991), he reports that firms with role or CEO duality 

consistently uutperformed their counterparts with independent board leadership structure. 

This is cullsistellt with thc view that role ur CEO duality enhanccs uccision-making by 

permitting a sharper focu s on company objcct ives. finally, using a sample of' 34~ 01' 

Australia ' s largest publicly li sted firm s 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 uf theoretical literature suggests that CEO duality can impact negati ve ly 

on firlll pJ".:rf'Orill i lll CC . (l .ipIOIl alld I .()rsch, 1')<)2; .Jensen, 1 C)C)1) . !\(.'rordill t', 10 .kJlSl'll 

(19'.13, p.g66), the functi oll of the chairman is to run board meetings and oversee Ihe 

process of hiring, firing, evaluating and remunerating the Chief executive officer. Due to 

this, Jensen ( 1993) contends that role or CEO duality increases agency prob lems by 
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compromising the board' s effectiveness in monitoring the CEO. As a coroll ary, agency 

theori sts argue that separa ting the two roles will help increase board indcpcll(knce by 

providing effective checks and balances over managerial behavior (Lipton and Lorsch, 

1992, p.72 ; lIaniffa and Cooke, 2002, p.32 1). It has been suggested , lor example, that 

separating the two roles will make it eas ier lor the board to rei110ve " nOIl -perll'I'Inill g 

CEO (Jensen, I 'J')3 , p.g66; Monks and Minow, 200 I, p.20S). This can help in preventing 

managers from pursuing goals that advance their self-interests to the disadvantage of 

shareholders. 

Alsp, RedlJler and Dalton ( 1991), investigated that the relationship between CEO 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 consistentl y 

outperformed those with CEO duality. 

Dahya el al. ( 1996) investigate whether the stock market prefers companies to combine 

or split the roles of company chairman and CEO. Consistent with the ev idence or 

Rechner and Dalton (I '!'J I ), their results suggest that the market responds favorabl y to the 

separation of the two role s 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 intellect ual 

capital pcrlormance and CEO duality. This indicates that the role or CEO duality­

financial periormance nexus is also likely to be negative among South African listed 

finns. Similarly, in a sample of 347 Malaysian li sted firms, Haniffa and Hudaib (2006) 

reported that ; tinns 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 \\hen the roks of CEO and chairman are split. Also, Merslan and storm (2007), 

exan1incd Performance and corporate governance in microlinancc 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, 13rickley el al. (1997) did not find that firms with a CEO- Chairman sp lit 
out perlurrned thuse with a CEO-chairman duality . Si milarl y by us ing a sillal l ""llple (II' 
25 Canadian finn s, Bozec (2005) reports that role or CEO duality has no impact on return 
on sales, sales efliciency and assets turnover. 

2,-', Ownership, Board Structure and the Requirement to be appointed as !;:xeclltivc 
Director in Ethiopian i\1 Fls cases 

2A,1. Ownership of MFls 

Proclamation Nu.l!4/1 <)<)4 clearly states that financial institutions including Mf'1s should 
be owned by Ethiopian nationals. MFls 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 andlor organizations wholly owned and having its 
head office in Ethiopia. The Commercial Code of Ethiopia indicates that a share company 
is ~ 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 li able on ly to 
the extcllt uf their sharehulding. Only members of' a company m" y Illan"ge the eOlllpany. 
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 contro l, guide anclmonilor 
the activities of' the MFis as a private share company. 
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Y car of Establblllncnt and Owncrship Structurc of sam pic M FIS 
'Microfinancc Institutions 

-
Year of Rcgiolllil Associat Individuals Total 

Establi Government ions and 

shmcn t NGOs 

Oromia Credi t & Savings 1997 25 70 5 100 
Institution 

Specialized Financial & 1997 - 80 20 100 
Promotional Institution 

Gasha 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 96.7 3.3 - 100 
Institution 

Agar Microfinance 2004 0 0.2 99.8 100 
Institution 

Digaf M icrofinancc 2005 - 81.4 19.6 100 
Institution 

Harbu Microfinance 2005 - - 100 100 
Institution 

Source: National Bank of ElhIOPIG, AddiS Ababa. Cited (Amaha, 2008) 

The shareholders in the Ethiopian MFIs are individuals, regional government and local 
NGOs (sec Table I). Although Proclamation (40/96) clearly indicates that the 
shareholders are investors who buy shares from their own resources, in reality, wi th 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 110mil1al 

shareholders of MFls may not have sufJiciel1t interest to seriously oversee the activities 

of Ihe MFls. Moreover, many of the MFls, through their Memorandulll of Association, 

have Illade it clear that shareholders will not receive any dividend from the profits of 

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

2..4.2. Eoan! Structurc and the RcquircllIcntto be appointed as Executive Director 

As it is clearly indicates in the Directive No. MFlI03/96 issued by the National Bank of 

Ethiopia (NBE) the criteria for selection of board of directors and officers of MFls; which 

states that the chief executive 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 MFls should be at least high school complete with prekrably 

adequate managerial experience and with a minimum age of25 years. 
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CIIAI'TEH III 

3. RESEARCH DESIG N 

This chapta allempts to provide a comprehensive description of the research 
methodology (methods and techniques) applied in this research work. 

3.1. Nature of Data, So urce 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 (Bhandakar \987; 265-301),cited in Workineh 
(2005 ).'1'\\'0 main types of data was uscd in examining the relationship betwecn intcrnal 
corporate governance structure and financia l performancc of Ethiopian micro finance 
institutions. The tirst ca tego ry consists of internal corporate governance variables. These 
include: board size; the frequency of board meetings; board diversity; the presence of 
inh.:rnal hoard cO llllllittees, di rec tor share ownership and percentage of 1l0llcxccut ivL' 
directors . Main ly the internal corporate governance variables werc co llected [rom 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 micro finance institutions. All the data for financial 
pcrfornlaJlcc indicator variables (ROA) were collected from secondary source of data. 
This includes financial statements of microfinance institutions, other relevant website and 
documents, like microfinance institutions performance analysis report by an association 
of Ethi opian microlinance institut ions. 

In general both qual itati ve aJld quantitati w data were used In thi s study. The data 
includes both sccondary and primary data. 

3.2. Sampling Frame, Sample Size and Sampling Procedures 
Indi vidual microtinancc institutions were the unit of study, 111 which, board and 
managemcnt body was contacted for the till-up of self-administered questionnaires. The 
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sampling frame, the tota l li st of micro-finance institutions in the country-Ethiop ia (3 I), 

was obtained from the Assoc iation of Ethiopian microfinance institutions. Out of the to tal 

thirty-one , twenty-seven micro/inance institutio ns were includ"d in th" Slllllpk frame. 

Out of thi s cleven (40.74%) micro finance institutions were included in the study Sample . 

The sample microfinance institutions were drawn using the following procedures. Firs t, 

of the thirty-one currentl y ex isting, twenty-seven microfinance institutions were selected 

based on their age, because the study includes the data from 2006 to 2009. Nex t. twcnty­

seven MFls were further categorized in to small , medium and large based on their sca le 

of operation (gross loan portfolio). Then alier, the sample size of one from smal l, four 

from medium and six from large MFls is selected judgmentally based on the avai labi lity 

of data on time. 

3.3. Instruments of Oata Gathering and Analysis Methods 

As indicat.:d above, multiple data gathering instruments were employed to co llect the 

data used in thi s study. Structured questiolUmires and document analysis were the 

principal means of gathering the data used in thi s 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 /ilieen ' questions in 

Engl ish language . After gathering the data, editing, coding and data entry was done lin 

input for regression analysis. 

Model 

111e model used in this study for regress ion analysis was: 

R OA il=/1 1+ P }lJI i ZIt il+/1 jlJd i ve rJ ityGil+fl ,B dives ity Pit+fl 5FO BMit+fl 6BcOllllllill eeil+/l7PS 11 

II lJ/I+jJ.PN EDil + E 

Where : 

• il l is constant , 

• P" Ill, P4, P5, P6 represents coefJicients of corresponding variables, 

• ROA represent s return on asset, 
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• lJ si/.~ repr~ se nt s buard siz~, 

• B diversity. G represents board diversity in gender, 

• lJ di versit y .1' represents board diversity in proless ional backgro unds 

• ),OIlM represents frequency of h"ard llleeting 

.• B conunittee represents board committee 

• PSI-1l113 represents percentage of share held by board and 

• PNED represents percentage of non-execut ive directors. 

• E - error tenn 

The exp lanatory variables In this regression consist of individual internal corporate 

governance which indicated above. 

These variables were measured in accordance with pn or 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 shures. Board 

di versity in gender is a binary variable which takes the value of " I" if a company's board 

is constituted by 40: GO percent, male to lemale or lemales to mule ratio otherwise I.e ro. 

Board divers it y in prolCss iona l hack grou nd was a lso a hi nary v~lr iahl e which la kes Ihe 

value of "I" if a company's board was constit uted at least tiliy percent of the required 

professional skill s for micro finance institutions (Rock 0 1 al., 1998) otherwise zero. 

Similarly and consistent with prior literature board committee is measured as dummy 

variables that takes a value of " I " if any of the committee is established at the end a 

finn's financial year, o therwise zero. In addition percentage of non-executi ve director is a 

binary vari able takes a value of " I " if the board members are mixed (executi ve and no n­

executi ve), otherwise zero. On the other hand, explained variable here is tinunc iul 

pcrforl11aJlc~ which was measured by return on asset. Finally, statistical tools like; ratios, 

percentage. means. slanciard deviation . adjusted R2. coeffic ient. p-va lue etc . arc cmploycd 

in condensing the data for interpretation. 
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CHAPTER IV 

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). 
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Figure!: 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 of7.66 and 4.92 respectively (figure 2 & table 3). 
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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. 
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Figure 3: Board size of micro finance 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 O.8(figure 4) 
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Figure 4 Female to male ratio of micro finance institutions board 
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Fifthly, th~ n:sults in the tabid below shows that , protessional background or board 

members in each sampk micro ti nance institutions lor over all samples ranges rmlll I(HII' 

to nine with an ave rage and standard deviation of 5.6 and 1.65 respectively (tab le I & 

table 3). 

Table I : Professional back ground of the total salllpkd Ml'ls board members. 

MFls Name & Frequ MFls Nanle & Frequen MFls Name & Freque 

Qualitication ency Qualitication cy Qualitication ncy 

ADCSI Agar Buusaa Gonofa 

Commerce I Industrial I History I 

technology 

Economics 2 Business I Law I 

ud III i 11 istratioll 

&eommerce 

M' r - - --: --
lcro HlafH.:C I Accounting & 3 Accounting 1 

tinance 

Management 1 12 complete I Economics 2 

Uiology I Development I Total 5 

study 

Law 2 Economics I AVFS 

Sociology I Social work I Political science I 

Geography I Public health I Home economics I 

Civil I Av. Total 8 Management I 

engilleenng 

Av.Total 6 Gasha Accounting I 

J)cguf I : CU flUI I) i c s I N ursi llg & radiu I 

journalism 

Economics 2 Marketing I Total G 
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Technology I Business I Harbu 

education 

MIS I Gcography I Agricu lture I 
Nurse I Accounting 1 Mathematics I 

&auditing 

Total 4 Total 5 Psychology I 
- ----OCSSCO PEACE Mathcmatics & I 

deve lopment 
LL13 2 Development I Political sc ience I 
Organizational 2 Microfinance 2 Sociology& 1 
leadership entrepreneurship 

Forestry 2 Agriculture I Total 9 
Economics I Other I SFPI 
Accounting I Total 4 Accounting 1 

Total 5 Banking I 

Law 1 

Agriculture 1 

Economics 1 

Total 5 
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Sixthly, th~ Table 2 below shows that there was no internal board committee for majority 

of sampled MFls, ex~ept fur Wisdum, Digaf and A YFS MFls. This is 27.3% ur sa l1l pbl 

MFls. 

Taule 2: Existence of uoanl committee uy MFIs 

J\IFls llallIe I{espollse 

Yes No 

ADCSI " - - - -
Agar ~ 

AYFS " 
Buussa " 
Digaf -J 

Gasha " 
Harbu " 
OCSSCO -J 

PEACE " 
SF!'l " 
Wisdul1l " 
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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). 
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Lastly the table 3 below presents the mean, maximum, Minimum and standard dev iations 

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 

5.95 9 4 . 1.43 

diversi ty in profession 

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 til.: main regressiun results to test hypotheses om: to seven. Table 4 

cuntains punel data regress iun results bused on return on asset (ROA). To lilcililale 

comparison and easy, following Table 5 presents a summary of all seven hypotheses and 

results based on all MFls years for the ROA. The variables selected in thi s regression are 

the seven corporate governance variables described above, includes, board size, board 

diwrsilY 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 

<.:urpuruLc guvcfllalH':C varii.lhles . 



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 d iversity in gender -5.070230 2.3855 15 -2. 125423 0.0405 

Board diversit y In 

professional type 2.680872 2.608298 1.027825 0.3109 

Percentage of share hdd by 

board mcm ber 1.764127 3.998792 0.441165 0.66 17 

Board sizc 0.259549 0.837726 0.309826 0.7585 

Frequency of board meeting -0.530070 0.238357 -2 .223848 0.0325 

Noncxecuti vc direc tors 3.771858 6. 144584 0.613851 0.5432 

Weighted Statistics 

R-squared 0.30896 1 Mean dependent var -1.934091 

Adj usted R-squared 0.174592 S.D. dependent var 6.573341 

S.£. of regn:ssion 5.972008 Sum squared resid 1283.936 

F -statistic 2.299354 Durbin-Watson stat 2.338988 

Prob (J." -sialistic) 0.048044 
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Table 5: A SU/Il/llary Tahle of Allllyputheses a",1 I{csults 

Independent Hypothesis Actual Statistical Decisions I 

Vuriable No. Sign of Signilicuncc of Hypothesis 

Result Result 

Rejected 

Board cotlltllitt~c I - Significant at (0.0055) 

Board diversity in Rejected 

gellder 2 - Sigllili~all t at (0.0405) 
- -

Hoard diversity in Not significnnt 

prof.:ssional 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 s,igni ficant Fail to reject 

Exewtive directur, 7 I (0.5432) 

4_3. Di,ew.,iulls 

From the last row of tabk 4 it is suggested that the F-value of F-statistic is stati stica ll y 

significant at the (0.04804-1) 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 sugg"sts that the coeffic ients on the seven corporate governance variables 

can jointly explain significant variations in the sampled microfinance institutions' 
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financial performance that arc measured by return on asset (I~Oi\). The adjusted J{ 2 is 

approximately 17.5%. This means that at least 17.5% of the variations in the sampled 

microfinance institutions' (MFls') accounting returns (ROi\) can be ex plained jointly by 

the se ven corporate governance variables. 

The codIicients on the existence of 130ard committee, Board di ve rsity in gender and 

fWIUenc)' of board meeting are stat istically significant, whereas the coefIicients on board 

size, 130ard diversity in professional back ground, Percentage of share held by board 

members and the non-executi ve directors are not statisticall y significant. The positi ve 

coefficient on board diversity in pro fessional back grounds, Board size, Percentage o f 

share held by board me mbers and percentage of non-exec uti ve directors arc cons isten t 

with hypothesized relationship. However, the negat ive coefficients on Board committee. 

Board diVersit y in gender, and Frequency of board meeting are inconsistent with 

hypo thesized rel ati onship. With reference to the seven corporate governance vari ables , 

the estimated coeflicicl1ts are discussed further. 

To start with, the coeflicient on the first corporate governance variab le, the ex istence of 

board commitlee, is negative and significant over the entire sample. This rejects 

hypothesis one , that there is no stati stically significant relat ionsh ip between existence of 

board committee and financial performance of MFIs, as measured by ROA. In contrast, it 

supports the resu lts of prior studies from international evidences which argued that the 

pn:sence of board committees impact negatively on performance (Main and Johnston, 

1993; Yekas, 199%). For instance in a sample 01'220 large Briti sh li sted firm s. Main and 

JolUlston ( 1993) examined the role of remuneration cOlllmittees in l3riti sb boardroolll s 

and argued that the presence of a rem uneration committee is associated wi th higher 

executi ve pay, " hid, reduces shareholder value. S ill,i1ariy, lIsing JU7 US li sted lin"s. 

Yefeas (1999a) found a negative relationship between the establishment of board 

conlJnitt~es and firm value. 

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

positive link between board committee and accounting returns (e.g., Wild, 1994; 
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CWlaochharia and Grinstcin, 2009; Sun and Cahan, 2009; Vefeas and Karamunous, 2005; 

Vcfeas; 1999b). 

The second coefficient on the corporate governance variab le, 130ard diversity in gen(kr. 

is negative and statistically significant. This rejects hypothesi s two , that there is no 

statistically significant relationship between board diversity in gender and financial 

perfomlance of MFls, as measured by retum on asset. It supports the results of prior 

studies who argued a statistically signilicant and negativl;! relationship between the 

percentage of \"omen on the board and firm performance. For instance, Shrader el al. 

e 1997) examined the association between the percentage of female board members and 

tWI.! accounting mcasures of financial performance (ROA and ROE) Il)r a salllpk "I' 2()() 

American Fortune 500 firms in 1992 and reported a statistically significant and negative 

relationship between the percentage of women on the board and finn performance. 

However, the results differ from prior studies that argue a stati sticall y s ignificant and 

positive link between board diversity in gender and accounting returns (e.g., Adler, 2001; 

Carter el al., 2003; Armendariz, Aghion and Morduch, 2005; Francoeur el al., 2008). 

For instance, Adler (200 I) finds a positive correlation between finns tltat employ higher 

percentage of women in top management and amount of accounting measures of 

performance, including ROA, ROE, ROJ 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 MFl's operational costs as well as its overall 

profitability. In addition , Carter el al. (2003) also report a pos itive relationship between 

board di versity (measured by gender and clhnicity) and market measure "rp~r"lI'1»aJ)(· l' . 

Consistent with prior evidence, Francoeur el al. (2008) examine whethcr the participation 

of women in a firm's board and senior management enhances iinancial performance ill a 

sample of 230 of thc 500 largest Canadian listed linns. Applying Fwna and j:rcllch three 

factor model, they report that firms operating in complex environmcnts do generate 
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posi ti ve and s i gn ifi ~ant abnormal returns when they have a higher proportion of WO Ill C Il 

offi cers. 

Thirdly the stati sti cally not significant and positive coefficient on board dive rsi ty in 

professional back ground supports hypothesis three that, the board diversity in different 

professional backgrounds have no relation with financial performance of MFl s as 

measurcd by return on asset. 

Empirically, it is not supports the results of Hiratsuka (2004) examined governance and 

performance of micro finance institutions in central and Eastern Europe and the newly 

independent states and reports that, Board diversity improves both outreach and 

sustainability of MFis. Also it is not supports the arguments of Cox & l3lake (199 1) and 

Robinson & IJe~hant ( 1997). For instance Cox & Blake (1991) argues that , diversi ty call 

create a ~olllpeti ti ve advantage for finn s in six areas. Then: an: cost, resource acquis itioll , 

marketing, creati vity, problem-solving, and organizational flexibilit y. Robinson & 

De~hant (1997) also present three business reasons fo r diversi ty. There are cost savi ngs, 

winning competition and driving business growth. However the empirical result for th is 

study shows positive but not statistically significant. This implies board diversity in 

professional back ground of microfinance institutions in Ethiopia has no impact on 

financia l perforl1lan~e of them when measured by return on asset (ROI\). 

The coefficient on the fourth corporate governance variable, Percentage of share held by 

board member is positive but not significant. This failed to rej ect hypothesis four that, 

there is no rdationship between percentage of share held by board members and financial 

performance of MFls, as measured by ROA. It not supports the results of some of prior 

studies from international evidences. For instance 110 and Williams (2003) lind that 

dir~~tor ownership is negat ively rel ated to a firm 's physical and intellectual capita l 

pcrforlllan~e in a sample o f 84 South African li sted firms. Similarly Sanda et al. (2005) 

report an in vcrse relatioll ship bet ween direc tor share oWllership alld a Iin:lIlci:1i 

performance mcasures, including ROA, ROE, in a sample of 93 Nigerian li sted firms 

from 1996 to 1999. The negati ve relationship between director share ownership and 
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financi al perlllflllallce has also hee n supported by the lind illgs o r I la"ilb a"d Iludaih 
(2006) in a sample 01"347 Malaysian listed firms. 

Similarly, the results differ fro m prior studies that argues a statisti call y s ignificant and 
positive link between percen tage of share hdd by board members and acco unting retul'll s 
(e .g. , Mon:k et aI. , 1988; McConnel l and Servaes, 1990; Owusu-Ansah 1998; Mangcna 
ami Tauri ngana 2008; Kriwgorsky 2006; allli Kapopo ulos and Lazarctou 2007). 

For instalH:e, by usi ng a sample of 49 li sted Zim babwean finns, Owusu-Ansah (199X) 
report that director share ownership impacts positively on mandatory di sclosure . 
COHsistent 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 studies by Krivogorsky (2006), and Kapopo ulos and 
Lazaretou (2007) have supported the positi ve relationship for a sample of 87 European 
and 175 (jreek li sted firm s, respec ti vely. 

The coefiicient on the fifth co rporate governance variable, board s ize. is positive, but not 
significant. Th is fail s to rej ec t hypothesis five that there is no a statistica ll y signifi cant 
relationship b<!lwccn board size and financial performance of MFls, as measured by 
rdurn on asset. Empirically, the results differ from prior studies that argues a statistically 
signifi cant ami positive link between board size and account ing returns (Dal ton et aI., 
1999; Sanda el al., 2005; Haniffa and Hudaib ,2006; Mangena and Tauringana ,2008), 
from international e vidences. For instance Dalton et al. (1999) argue that large boards 
may be beneficial because they increase the pool of expertise and resources avail able to 
the organization. Consi stent with thi s, Sanda el al. (2005) find a positive corre lat ion 
between board size and profitability. Similarly, Hani ffa and Hudaib (2006), employing an 
accounting measure of perfornlance, as measured by return on aseet, fi nd a positive 
relationship between board size and financial performance . Mu ngcna and Tauringana 
(200M) also report a positive relati onshi p between board size and performance. 
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Similarl y, t h~ r~s ults di ft" r Irom prior studies that argues a statisti call y signilicant and 

negative link betwccn board size and accounting returns (e .g., Eisenberg et aI. , 1998; 

Uohrcn and Strum, 2005; Kiel and Nicholson, 2003; Shabbir and Padget , 2005 ; Guest, 

2009). 

For imtancc, Uohrcil alld Strolll (2005) argued that larger boards arc associilted with 

lower firm performance, measured as ROA, and Hartarska (2005) adds the same negative 

result in ROA regressions for microfinance institutions. Add itiollully, Yerl11uck, ( \996) 

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 perfurmance. Similarly, Eisenberg et al. 

(1998) examined the assoc iation between board size and performance in a sample o f 879 

small and Illedium size l'innish Jinm. Consistent with Yermack (I <)<)6), they argucd a 

negati ve correlation between firms' pro fi tabi lity, measured by industry-adjusted return on 

assets (ROA) and board size. Similarly, using a large sample of 2,746 UK li sted lin1ls. 

Guest (200<)) argucd a stati stically significant and negative relationship between board 

size and perfo rmance , as measured by ROA. In addition, Haniffa and Hudaib (2006) put 

a negative relationshi p between board size and financial performance. 

Thc wefli cicnt on the sixth w rporate governance variable, frequency of board meet ing is 

negative and statisticall y significant. This rejects hypothesis s ix that, there is no a 

statisticall y significant relationship between the frequency of board meeting and linancial 

performance of microtinance institutions (MFls), as measured by return on asset (ROA). 

Empirically , this finding is consistent with the result of (Vafeas, 1999a; Carcello et aI. , 

2002) whu reports a statistically significant and negative association between the 

frequency or board meetings and financial performance. However it is not in line with the 

result or Mangena and Tauringana, 2006; who argued a positive n.:lationship between the 

frequency of board meetings and firm performance. Also it is not in line with the findings 

or prior studies that suggest that the frequency or board meeting has no impact (e.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 

52 



finns . He suggests that fi nancial p.:rforn13nce. which is tied most closely to the quality of 

the day-to-day management of th~ company. is li kely to be less affected by the frequency 

of board meetings. 

The cocfticient on the last and sc\'enth corporate gowrnance variable. l:xecutiw director 

is positive, but not statistica lly si!!n ificant. This fi,i ls tl) reject hypothesis seven that. there 

is a stati stically significant and JXlsitive relati onship between the executi ve directors and 

financia l performance of minofinanee institutions (Mrls). 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 perfornlance 

(Agrawal & Knoeber 1996;, Yafeas and Theodorou 1998; Weir and Laing 2000; Haniffa 

and Hudaib 2006; and Hennalin and Weisbach 1991 ). For instance, Hernlalin and 

Weisbach (1991 ) argued no li nk between board composition and performance fo r a 

sample of 142 US li sted finns. Also, Yafeas and Theodorou (1998) and Weir and Laing 

(2000) argued that, the wealth eflects of outside directors are statistically insignificant. 

Further, Haniffa and Hudaib (2006) report a statisti call y insignificant relationship 

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

fi rnls. 

However it is not in line with the result of authors \\'ho argued a negat ive relationshi p 

between the pe rcentage of non-executi ve directors and finn perfo rmance. For instance, in 

a sample of 25 Canadian fi rms. Bozec (2005) finds that the re lationship bet\I'een the 

percentage of NEDs and performance is negati ve. Similarl y, Sanda el al. (2005) report 

that Nigeri an firm s with a low percentage of outside directors performed better than those 

Il ith more N EDs. 'J his suggests that whi lst NEDs can bring independence, obj ectivity 

and experi ence to bear upon board decisions. 

Also it is not consistent with the findings of prior studies that suggest that the percentage 

of non·executi ve directors has posit ive impac t on fi J' anc ia l perfo rmance. For instance, 

Nicholson and Kiel , (2003, p.S8 argued that high leve ls o f executi ve directorships are 
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associated with high access w information, which leads to high quality decision-making. 

This can impact positively ,'n tinancial perfomlance. Cruciall y, outside directors would 

usually not have thc sam,' access to infom131 sources of infomlation and knowledge 

within the liml. As a result. ,k,' isions made by a board d,'minated by NEDs would be "f 

a lower quality, and thi s would in tum lead to low linn performance. 
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CHAPTER V 

S. SUMMARY OF FINDINGS, CONCLUSIONS, RECOMMENDATlO:\S AND 

L1MITATlO!\ OF TilE STlIIH'T 

This chapter seeks to achieve four main objectil·es. first. it summari zes the research 

findings. Second. conclusions. and third. where applicable. makes appropriate 

recommendations and finally gil'e some limitations of this research. 

S.1. Summary of Findings 

As has been di scussed in subsection 1.5 of chapter one and reported in subsection 4.2 of 

chapter four, sevcn 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 statist ically 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: I) 

Th~ presence of internal board committees and MFls financial performance, as measured 

by Return on Asset (ROA), 2) Board diversity in gender and MFls financial perfornlance, 

as measured by ROA, and 3) The frequency of board meetings and MFls financial 

performance, as measured by ROA. Whilst stati stically significant relationships were not 

observed between I) Board diversity in professional backgrounds and MFls financia l 

perfomlance, as measured by ROA. 2) Percentage of shares held by board members and 

Mfls financial perro rmance, as measured by ROA and 3) Board size and MFl s financial 

performance, as measured by ROA , and 4) Percentage of execut ive board and MF ls 

financial perforl1l a~ce, as measured by ROA. 

5.2. Conclusion 

The rel evance of corporate governance cannot be over-emphasized since it constitutes the 

organi zati onal cli mate for the internal activities of a cOl11pany. Corporate gOI'emance 

brings new out look and enhances microfinance's corporate compet iti veness. The study 

exal11ined the relationship between internal corporate governance structure and financial 
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performance of micr\lfinance institutions in Ethiopia, as measured by return on asset. The 

regression results shows that ht1ard committee, board diversity in gender and frequency 

of board mectill~ have a negatiye elTcct on rnicrolinance instituti"ns financial 

performance, as 1l1l'asurcd by return on asset (ROA). Whilst, board size. ht'ard diversity 

in professional back ground. percentage of share held by board members and percentage 

of executive direewrs have pt1sit i\ 'c but not significant impact on financial pcrfornlance 

of microfinance inst itutions. as measured by return on asset (ROA). Further the 

regression resuit slh1\VS that the p-\'alue of F-statistic is stati stically significant at the 

(0.048044) or 5% significance level. It implies that the coef1icients on the seven 

corporate gO\'ernancc variables can jointly explain variations in the sampled microfinance 

institutions' (lvIFls') financial performance that is measured by return on asset (ROA). 

Also, the adjusted R2 is approximately 17.5%. This means that at least 17.5% of the 

variations in the sampled microlinance institutions' (MFls ' ) financial perfornlance can be 

explained jointly by the seven corporate governance variables. From this it is concluded 

that, there is a relationship between financial performance and intemal corporate 

governance structure of microfinance institutions in Ethiopia. 

5.3. Recommendations 

There are seyeral implications of the findings. First, the findings indicate that 

microfinance institutions (MFls) that have established board committees tend to be 

associated with lo\wr financial perfonnance, as measured by return on asset. Since MFls 

that have estab li sh~d 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 findin; s are mixed "'hen it comes to board composition. The findings 

indicate that mieroll nanee inst itutions that have well di\ 'ersified in gender tend to be 

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

asset. 

By contrast, the fi nd ings suggest that microfinance institutions' board " 'ith high 

diversified bOdrd members in professional backgrounds and high percentage of non-
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e~ecuti\"C directors have no impact on financial performance, as measured by return on 

asset (ROA). Simi larly, th.: findings suggest that, bard size haw no impact on financial 

p.:rllmnanc.:. as m.:asurcd by r.:tum on asset (ROA). 

This mal· imply that the board composition may not be well in line with the required 

(r.:le\·3nt ) profession for microlinanee institutions (MFls) sen·ice. As it is expressed 

under chapter four. in the case of sample microfinanc.: insti tutions in Ethiopia, majority 

of institu tions board members profession is concentrated to specific field o f stud y. In 

addit ion. 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 appea rs 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 

eftecti\·c contribution of diverse board members. 

Third , the findings suggest that the frequency of board meet ing has statistically 

significan t negative impact on microfinance institutions (MFls) financial perfonnance, 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 necessaril y organiz ing frequent board meetings, it will be more profitab le for 

corporate boards to estab li sh a system that is responsive to the ir spec ific cha ll enges. 

5.4. Limitations of the Study 

This research may encounter some li mitations which need to be ackno\dedged. The 

major lim itation recognized in thi s study is using judgmental sampling method. Like any 

other empirica l research, which may suffer main ly from the problems with the use of 

judgmental sampli ng method, using this method for thi s study may make the sample less 

representative unlike the random sampl ing method. 
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In addition, the cnrporate gl)\"l' mance variables were collected through self-administered 

questioners which might lx' ~usceptible to the human error emanating from the 

respondents ways l)f undcrst;lllding of thc questions. Whilst the financial perfornlancL' 

"'lriables data wcrl' l)btained frL' !ll the yearly financial analysis report of third party. the 

Association of EthiL)pian MiL'rL,tinance Insti tuti ons (AEMrI). which might be suscept ible 

to the typi ng error. 

Finally, analyzing the relationship between financial performance and internal corporate 

governance structure only by using return on asset as a measurement may not suflieient 

to generalize the relationships between internal corporate governance and financial 

perfornlance of I\IFls. TherefL)re. 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 ADMNISTRA TION 

DEI' ARTMENT OF ACCOUNTING AND FINANCE 

The questions an: to be administered to individual sample, Ethiopian Microfinance 

Institution's (MrIs) board members, CEO, and the top management members. 

Objectivc:-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 objective, you are 

kindly requested to provide correct infonnation for the following questions. Note also 

that your privacy is maintained for your response . 

• :. Directions: · 

.• There is no need of writing your name. 

• Fill the blanks in brief & use tick mark while responding to the questions with 

choice. 

• All responses are required to be managed by board members or institutions ' 

executives . 

• :. Demographic Characteristics 

• Age__ Sex Educational level _ _________ Profession 

Occupation ____ __ _ Designation 

A. Questions Related to Board of Directors' Structure: 

I. What is the total number of the institution' s board of directors in each of the following 

fi scal year? 2005 2006 __ , 2007 2008 __ , 2009 __ _ 

2010 ,201 1 ____ 

2. Is there a yearls in which the role CEO and the board chairman performed by CEO? 

Yes D no D 
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3. If your answer for Q No.2 is yes, please mark the yearls with the tick mark : 

2005 2006 2007 2008 _ _ _ 2009 __ 

20 10 ,20 11 

4. Do the board memocrs comprise both male and female? Yes U no 0 

5. If HHlr answer for Q No. 4 is \"L'S, what is kmak 1(' male ratil" ) , female 
" -----

mak 

6. Is the institution's board composed ofdifkrcnt pnlli:ss ional baek grounds? 

Yes 0 no 0 

7. If yo ur answer for Q NO.6 is yes, please li s t cadl of their educational qualification 

(professional back ground of each board member) fllr the subsequent years in the space 

pro\"ided below. 

2006 __________________________________________________ _ 

2007 __________________________________________________ _ 

2008 __________________________________________ ~ ______ _ 

2009 ________________________________________________ _ 

2010 ________________________________________________ _ 

2011 ___________________________________________________ _ 

8. Does the institution compose non executive directors? Yes [1 no 0 

9. If yo ur answer for question no 7is yes, please indicate the number of the independent 

directo rs in the space provided below under the respecti"e years. 

2006 ______ 2007 _______ 2008 ______ 2009 ______ 20 I 0 ___ _ 20 I 1 ____ _ 

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

management? o No = Yes 

69 



B. Question Related to Frequency of Board Meetings: 

II. What is tht: total number of board of directors meetings held during each of the 
following li seal year? 2005 2006 2007 __ , 2008, _ , 2009_ , 
2010 ,20 1 1 ___ _ 

C. Questions Related to the types of Internallloard Committees: 
12. Does the institution have various board committees? Yes 0 noD, 
13.lf your ans",,:r for QNo. I 3 is yes, please menti on the type with their respective year of 

establi shment on the space provided. Compliance/ corporate governallce e() lllill itt cc 
Audit committee ___ , Remuneration committee ___ " Nomination 

committee Ri sk management committee 
any _____ _ 

D. Questions Related to Director Share Ownership Structure: 

14.Does board members have shares in the inst itution? Yes 0 no 0 

others if 

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, 
respectivel y: 2006_:_2007 __ _ 2008 : 2009 . 20 10 ---- ---- - --
20 1 I ---
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Appendix :2 

Variables Definitions and Measurements 

Variable Acronym/Codc Mcasurclucnt 

Return on Assets (%) ROA Adj usted Net operating income, net of tax/adj listed 

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 I if the board 

directors members are mixed end of its Financial year, 0 

otherwise. 

Board diversity in BDIVERSITY - A binary number that takes the value of I 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 - A binary number that takes the value of I if a MFI 's 

professional back P - board is composed at least 50% of the relevant 

ground profession for MFls service at the end of its financial 

year, U 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 I 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 held by all directors of the board of 

members scaled by the total number of ordinary 

shares of a firm at the end of its financial 

Year. 
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Re~ression Res u Its 

Dependent Variable: ROA 

Method: Panel EGLS (Cross-section random effects) 

Date: 02/ 18/ 12 Time: 16: II 

Sample: 2006 2009 

Periods included: 4 

Cross-sections included: II 

Total panel (balanced) observations: 44 

Swamy and Arora estimator of component variances 

Variable Coefficient Std. Error t-Statistic 

C 0.752853 4.859423 0.154926 

BCOMITEE -7.246249 2.452882 -2.954177 

BDIVERSITY_G_ -5.070230 2.385515 -2.125423 

BOlVERSITY] _ 2.680872 2.608298 1.027825 

BSHARE 1.764127 3.998792 0.441165 

BSIZE 0.259549 0.837726 0.309826 

FOBM -0.530070 0.238357 -2.223848 

NED 3.771858 6.144584 0.613851 

Effects Specification 

S.D. 

Cross-section random 0.000000 

Idiosyncratic random 5.79760 1 

Wcighlcd Slali slics 

R-squared 0.308961 Mean dependent var 

Appendix: 3 

Prob. 

0.8777 

0.0055 

0.0405 

0.3109 

0.6617 

0.7585 

0.0325 

0.5432 

Rho 

0.0000 

1.0000 

-1.934091 
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Adjusted R-''Iuared 0.174591 S.D. dependent var 6. 573341 
S.E. of regress ion 5.972008 Sum squared resid 1283.936 
F -statistic 2.299354 Durbin- Watson stat 2.338988 
Prob(F-statistic) 0.048044 

Unwcighted 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 Efkcts - Ilau;man Test 

Equation : EQOI 

Tcst cross-section random effect; 

Test Summary 

Chi -Sq. 

Sut istic Chi-Sq. d.l'. Prob. 

Cross-section rand,'m - . :~I I SS ~ 0.1 296 

Appendix: 4 
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