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Abstract

This study aims to identify the primary determinants of the operational performance of
Microfinance Institutions (MFIs) in Nepal, with the objective of determining the key factors that
influence their sustainability and effectiveness. The study employs descriptive, correlational,
and causal-comparative research methodologies to establish significant relationships between
MFI performance and critical variables, such as information technology adoption, loan-lending
systems, and regulatory frameworks. The most significant determinant among these is regulatory
compliance, which underscores its critical role in enhancing the overall performance and
resilience of MFls in Nepal. The study examines the efficiency of MFIs in the context of the major
determinants, as well as factors such as employee motivation, management systems, and risk
management practices. It concludes that these factors have a negligible impact. The findings
emphasize the transformative role of digitalization, robust regulatory structures, and efficient
loan disbursement mechanisms in improving the operational and financial sustainability of MFIs.
These insights provide actionable guidance for stakeholders, including policymakers, regulators,
investors, and financial institutions, to foster sustainable growth and service delivery in the
microfinance sector. The research aligns with recent data from Nepal Rastra Bank (NRB, 2023),
underscoring the increasing importance of technological integration and structured lending
frameworks in driving MFI success. This study contributes to the broader discourse on financial
inclusion and poverty alleviation through targeted microfinance interventions in Nepal

Keywords: MFIs, operational effectiveness, risk management, poverty reduction, and assistance
for SMEs

1 Introduction

Microfinance has emerged as a critical financial inclusion tool in Nepal, facilitating access to credit,
savings, and insurance for marginalized communities. By targeting low-income households and
small enterprises, microfinance institutions (MFIs) bridge gaps left by traditional banks, which
often exclude vulnerable populations due to lack of collateral and minimal credit needs (Shrestha,
2020). This inclusive financial model has empowered rural populations, particularly women, and
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contributed significantly to poverty alleviation. Nepal's MFIs primarily aim to uplift underserved
communities, focusing on rural areas where financial inclusion is limited. Women form a substantial
portion of the beneficiaries, leveraging microloans to start entrepreneurial ventures and contribute
to household incomes. Studies show that microfinance programs enhance women's social standing
and participation in decision-making (Lamichhane & Bhaumik, 2023). MFIs operate with a dual
objective: achieving financial sustainability while delivering measurable social impact, often
employing group-based lending to foster accountability and community cohesion (Sharma et al.,
2021). The COVID-19 pandemic exposed systemic vulnerabilities in Nepal's microfinance sector.
Lockdowns disrupted group-based meetings and repayment cycles, central to MFI operations.
Borrowers faced income stagnation, leading to a surge in non-performing loans (NPLs). Reports
from Nepal Rastra Bank indicate that during the pandemic, NPL ratios among MFIs increased by
5.3%, threatening institutional stability (Shrestha & Thapa, 2021).
Despite these challenges, Nepalese MFIs adapted by adopting digital platforms for loan
disbursement and collection. Digital wallets and mobile banking expanded financial outreach and
minimized transaction costs. This shift aligns with global trends, where technological innovation
has enhanced microfinance resilience (Timalsina, 2023). Key factors influencing MFI performance
include regulatory frameworks, technology adoption, and risk management strategies. Nepal
Rastra Bank has implemented stringent guidelines to stabilize the sector and safeguard borrower
interests. Mobile banking and other fintech solutions have increased efficiency and extended
services to remote areas (Srivastava et al., 2021). Moreover, evolving lending models, which
combine traditional group-based loans with individual credit options, enable MFIs to address
diverse client needs (Lamichhane & Bhaumik, 2023). The pandemic underscored the importance
of robust risk management. MFIs that diversified their portfolios and implemented digital solutions
fared better than their counterparts reliant on conventional methods (Parajuli, 2024). To ensure
sustained growth and resilience, policymakers should focus on:
e Strengthening Regulatory Frameworks: Comprehensive policies can mitigate systemic
risks and enhance transparency (Shrestha, 2020).
e Promoting Financial Literacy: Awareness campaigns and training for borrowers can
improve repayment behaviors and foster financial discipline (Shrestha & Thapa, 2021).
e Accelerating Digital Transformation: Investments in digital infrastructure and fintech
can further reduce operational costs and expand outreach (Timalsina, 2023).
e Encouraging Public-Private Collaboration: Partnerships between MFIs and
government poverty alleviation programs can amplify impact (Sharma et al., 2021).
Microfinance in Nepal has proven to be a transformative instrument for economic empowerment,
especially among rural women. While challenges such as high default rates, limited technological
adoption, and regulatory constraints persist, the sector's resilience during the COVID-19 crisis
illustrates its adaptability. By prioritizing innovation and strategic collaborations, Nepalese MFIs
can continue to drive financial inclusion and contribute to sustainable development goals.
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2 Literature Review

2.1 Theoretical Review

2.1.1 Corporate Governance Theory

Corporate governance has emerged as a cornerstone for ensuring the sustainability and performance
of Nepalese Microfinance Institutions (MFIs). Governance practices, including the inclusion of
diverse board members, balanced gender representation, and clear separation of powers between
the chairperson and the CEO, significantly enhance the operational efficiency of MFIs in Nepal
(Lamichhane & Bhaumik, 2023). Additionally, board diversity in terms of gender, expertise,
and ethnicity plays a pivotal role in aligning MFIs’ social and financial objectives. Adherence to
governance principles, such as transparency, internal control mechanisms, and the incorporation
of external audits, has been linked to improved financial sustainability and outreach capabilities in
the Nepalese microfinance sector (Lamichhane et al., 2023). Good governance ensures alignment
with regulatory standards set by the Nepal Rastra Bank (NRB), enabling MFIs to maintain
stability while achieving their dual mission of poverty alleviation and financial inclusion. Board
size, expertise diversity, and mission-oriented governance are key to sustaining Nepalese MFIs in
challenging environments such as the rural, underserved regions of the country (Sharma, 2023).
2.2 Empirical Review

Empirical research highlights a variety of factors critical to the success of MFIs in Nepal. These
include management efficiency, staff training, innovative product development, robust regulatory
frameworks, risk management practices, and customer-oriented services (Dhungana et al.,
2023). Among these, employee motivation, loan systems, and effective management practices
have consistently shown positive correlations with the financial performance and outreach of
Nepalese MFIs (Baral, 2023). Risk management and regulatory compliance, however, remain
areas of concern, with recent studies emphasizing their criticality in mitigating financial risks
during periods of economic instability (Thapa et al., 2024).

2.2.1 Information Technology (IT)

The adoption of digital technologies and IT solutions is transforming the Nepalese microfinance
landscape. Digital tools have enabled MFIs to streamline loan disbursement, customer information
management, and repayment tracking, thereby improving operational efficiency (Lamichhane
et al., 2023). Recent initiatives by the NRB to encourage mobile banking and digital wallets
among rural MFIs have expanded access to financial services for underserved populations. These
innovations not only reduce transaction costs but also enhance service delivery, allowing MFIs to
serve clients in remote and inaccessible regions (Khadka et al., 2024).

2.2.2 Loan Lending Systems

Group-based lending systems remain a hallmark of Nepalese MFIs, enabling individuals without
traditional collateral to access credit. This model fosters peer accountability, which minimizes
default rates and enhances repayment behavior (Sharma, 2023). Additionally, MFIs have
introduced diversified loan products tailored for agriculture, entrepreneurship, and seasonal

67 | Devkota Journal of Interdisciplinary Studies Mahakavi Devkota Campus



ISSN: 2631-2395
Devkota Journal of Interdisciplinary Studies

Devkota Journal of Interdisciplinary Studies Vol. 6 | Issue No. 1, 2024

businesses, further supporting income-generating activities (Paudel, 2023). These collateral-free
loans have empowered rural populations, enabling self-employment and economic growth.

2.2.3 Employee Motivation

Employee motivation is integral to the success of MFIs in Nepal. Factors such as regular training
programs, performance-based rewards, and opportunities for career advancement have enhanced
employee commitment and productivity (Dhungana & Chapagain, 2023). Bonuses and promotion
schemes are among the most effective methods for boosting employee morale, which, in turn,
contributes to better client service and institutional performance (Lamichhane et al., 2023).

2.2.4 Management Systems

Sound management practices are a critical determinant of sustainability in Nepalese MFIs.
Leadership and management efficiency enable organizations to establish robust operational
structures and create a supportive work environment. Effective management ensures clarity in
decision-making processes and accountability across hierarchical levels, enhancing both employee
satisfaction and client service delivery (Khatri et al., 2024).

2.2.5 Effective Risk Management

Risk management is increasingly recognized as a non-negotiable aspect of Nepalese microfinance
operations. MFIs have adopted sophisticated tools for credit appraisal, client background checks,
and risk monitoring to mitigate loan defaults and sustain financial stability (Paudel, 2023). The
NRB has also introduced risk assessment frameworks to guide MFIs in navigating financial
uncertainties. Strategic and credit risks, along with liquidity management, remain key focus areas
for Nepalese MFIs aiming to enhance resilience (Lamichhane et al., 2023).

2.2.6 Regulatory Framework

A robust regulatory framework underpins the performance of MFIs in Nepal. The NRB has set
comprehensive guidelines to regulate credit allocation, ensure financial discipline, and safeguard
clients’ interests. Compliance with these regulations enables MFIs to operate transparently
and foster trust among stakeholders. Recent amendments to the regulatory framework have
emphasized the use of technology and risk management, further strengthening the governance
structure of MFIs (Thapa et al., 2024)

2.3 Conceptual Framework

In order to analyze particular research problems, a conceptual framework is a logical structure
that integrates and coordinates a number of concepts. It creates connections between variables
to give empirical analysis a logical framework. According to the conceptual framework, the
dependent variable in the Nepalese microfinance context is the performance of Microfinance
Institutions (MFIs). Numerous independent factors, including the regulatory framework, efficient
risk management, employee motivation, management systems, loan-lending mechanisms, and
information technology (IT), all have an impact on this performance.

The adoption of IT, such as mobile banking and digital wallets, has significantly improved
operational efficiency and expanded outreach to rural areas (Lamichhane & Bhaumik, 2023). Loan-
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lending mechanisms, particularly group lending and collateral-free systems, have empowered
underserved communities and reduced default risks (Baral, 2023). Staff motivation, achieved
through training, incentives, and career advancement opportunities, has enhanced employee
performance, contributing to institutional growth (Dhungana & Chapagain, 2023). Moreover,
effective risk management and compliance with regulatory frameworks set by Nepal Rastra Bank
(NRB) have ensured financial stability and minimized vulnerabilities in the sector (Thapa et al.,
2024). This framework underscores the interconnectedness of these variables and their collective
impact on the sustainability and outreach of Nepalese MFIs, providing a foundation for future
empirical research.

Figure 1

Conceptual Framework of the Study

Information technology

Loan lending system

Motivation of employee

MFIs performance

Proper management system

Effective risk management

Regulatory framework.

Source: Thapa et al., 2024
2.4 Research Gap

The existing literature on microfinance institutions (MFIs) in Nepal highlights significant
challenges and opportunities, but critical gaps remain in understanding their operational
performance. For instance, Fatimah et al. (2012) analyzed the role of government institutions in
implementing microfinance policies in Nepal and Sri Lanka, emphasizing regulatory frameworks
but overlooking operational factors critical to MFI sustainability. Similarly, studies have focused
on the impacts of microfinance on livelihood, health, education, and women's empowerment, as
well as on financial, social, and economic outcomes (Baral, 2023). While governance and credit
risk management are acknowledged as crucial for improving loan portfolio quality, there has
been limited focus on internal operational factors such as employee motivation, technological
adoption, and process efficiency (Dhungana & Chapagain, 2023).

Research exploring customer satisfaction, revenue growth, and employee satisfaction has
emphasized their roles in ensuring long-term MFI viability, yet studies have not integrated
these aspects to examine their combined influence on operational performance. Moreover, the
sustainability and productivity of Nepalese MFIs depend on addressing internal inefficiencies
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alongside external challenges. Therefore, this research aims to bridge these gaps by investigating
the factors influencing the operational performance of Nepalese MFIs, contributing valuable
insights to their sustainability and growth.

3 Methodology

This research employed a self-completion questionnaire as the primary data collection method,
supported by a survey-based approach. Descriptive statistics, Cronbach's alpha tests for reliability,
correlation and regression analyses, and tools for sample adequacy and mean value testing were
utilized through SPSS software for data analysis.

Descriptive and causal-comparative research methodologies were implemented to analyze the
factors that influence microfinance performance in Nepal. In order to assess employee perspectives
on factors such as information technology, loan-lending systems, employee motivation,
management systems, effective risk management, and regulatory frameworks, the study utilized
primary data collected through a self-administered survey questionnaire. These factors were
examined as determinants of microfinance performance in Nepal.

Personnel employed by microfinance institutions (MFIs) throughout Nepal were the focus of
the investigation. A convenience sampling technique was employed to select 160 respondents
from 12 MFIs, out of a total population of 520 employees. The survey was distributed through
Google Forms to CEOs, Deputy CEOs, Managers, Officers, and operational-level staff, who were
requested to complete it. In order to establish meaningful relationships between the dependent
and independent variables, SPSS software was employed to implement linear regression and
correlation tools. The robust analysis of the determinants that influence the performance of MFIs
in Nepal was guaranteed by this methodological approach.

3.1 Model Specification
A model is a mathematical representation that is simplified and combines analytical expertise,
prior data, and mathematical principles to ascertain the relationships between variables. In order
to investigate the factors that affect the performance of microfinance institutions (MFIs) in Nepal,
this investigation implements a linear regression model. The mathematical representation of the
model is consistent with the empirical data regarding the relationship between the performance
of MFIs (dependent variable) and six independent variables: information technology (IT), loan-
lending systems (LLS), employee motivation (ME), management systems (MS), effective risk
management (ERM), and regulatory frameworks (RF).
The specified model is:

MP =0+ B1 IT+ B2 LLS+ 33 ME+ 34 MS+ 35 ERM+ 36 RF + €
The performance of MFIs is denoted by MP, which functions as the dependent variable. The
independent variables are IT, LLS, ME, MS, ERM, and RF, with their respective coefficients (1,
B2,...,p6) reflecting their impact on MP. B0 denotes the constant term, while €i epsilon is the error
term accounting for unexplained variance.
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This model allows for a structured assessment of the factors driving MFI performance in Nepal.
Empirical testing of these relationships through tools like SPSS aids in identifying the significance
of each variable, contributing to targeted policy and operational recommendations (Lamichhane
& Bhaumik, 2023). By analyzing real-world data, this model provides actionable insights into
improving the sustainability and outreach of Nepalese MFIs.

3.2 Validity and Reliability

To ensure external validity, a sample that closely represented the population of interest was
selected, albeit limited to professionals willing to participate. The validity of the scales was
evaluated by comparing mean values, which ranged from 1 to 6, with a mean of 3 indicating
neutrality. Responses with a mean value above 3 were considered positive, while those below 3
indicated negative responses. A pilot survey yielded a mean value of 5.07, affirming the reliability
of the survey instrument and supporting the data collection process from the target population.
Factor analysis was employed to assess the construct validity of the scales, while Cronbach’s
Alpha test measured internal consistency reliability. Cronbach’s Alpha, a widely used statistic,
indicates the degree to which items in a scale are consistent. A value of 0.7 or higher is typically
considered acceptable, reflecting reliable constructs. The results of the reliability test are presented
in Table 1.

Table 1

Coefficient of Cronbach’s Alpha
Variables No. of Questions Cronbach’s Alpha
Information technology 5 0.881
Loan lending system 5 0.765
Motivation of employees 5 0.780
Management system 5 0.742
Effective risk management 5 0.867
Regulatory framework 5 0.762
MFTIs performance 6 0.821

Overall 36 0.926

Source: Responses on Survey Likert Questionnaire.

The reliability test for each variable influencing MFI performance in Nepal was conducted using
SPSS. The overall Cronbach’s Alpha for the 36-item questionnaire was 0.926, indicating that
92.6% of the data used in the study were reliable, with only 7.4% considered inconsistent. All
variables exhibited Cronbach’s Alpha values above the acceptable threshold of 0.7, ensuring the
robustness of the measurement instrument.
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4 Results and Findings
This section presents a systematic interpretation and analysis of data collected from the

questionnaire. Key statistical methods, including correlation and regression analysis, were
employed to evaluate the performance determinants of Microfinance Institutions (MFIs) in Nepal.

4.1 Correlation Analysis

The relationship between variables is investigated through correlation analysis. For example, a
Pearson correlation value of 1 or -1 indicates a perfect linear positive or negative relationship,
respectively, while a value of 0 indicates no relationship. Positive correlations are observed when
the value exceeds 0, while negative correlations are observed when it is less than 0.

Table 2: Correlation Analysis

Variables Performance of MFIs
Pearson Correlation 0.563
Information technology Sig. (2-tailed) 0.000
N 160
Pearson Correlation 0.451
Loan lending system Sig. (2-tailed) 0.000
N 160
Pearson Correlation 0.426
Motivation of employees Sig. (2-tailed) 0.000
N 160
Pearson Correlation 0.342
Management system Sig. (2-tailed) 0.000
N 160
Pearson Correlation 0.619
Effective risk management Sig. (2-tailed) 0.000
N 160
Pearson Correlation 0.651
Regulatory framework Sig. (2-tailed) 0.000
N 160

Based on the findings in Table 2, the performance of MFIs is significantly positively correlated
with all independent variables, including information technology, loan lending systems, employee
motivation, management systems, effective risk management, and regulatory framework. For
example, regulatory framework (0.651) and effective risk management (0.619) show the strongest
relationships with MFI performance. All variables are statistically significant (p <0.01), indicating
their importance in determining MFI success in Nepal.
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4.2 Regression Analysis
The relationship between the independent variables and the dependent variable (MFI performance)
is determined by regression analysis. The variability explained by factors such as information
technology, loan lending systems, employee motivation, management systems, effective risk
management, and regulatory frameworks was analyzed using linear regression.
Table 3: Regression Model Summary

R R? Adjusted R? Std. Error of Estimate
0.788 0.621 0.605 0.34479
Table 3 indicates that 62.1% of the variation in MFI performance is explained by the independent
variables. The adjusted R? value (0.605) suggests that the model fits the data well.
Table 4: Regression ANOVA

Model Sum of Squares df Mean Square F Sig.
Regression 28.742 6 4.790 39.287 | 0.000
Residual 17.623 153 0.115
Total 101.887 159

In Table 4, the ANOVA results show a significant relationship between the independent variables
and MFI performance (p < 0.05), indicating that the model reliably predicts MFI performance.

Table 5: Regression Coefficients

Model Unstanda.rdized Standarc'lized ¢ Sig.
Coeflicients Coeflicients
B Std. Error | Beta
(Constant) 0.939 0.378 2.483 0.014
Information technology 0.317 0.058 0.408 5.466 0.000
Loan lending system 0.147 0.057 0.176 2.579 0.011
Motivation of employees 0.008 0.080 0.007 0.105 0.916
Management system 0.022 0.067 0.022 0.328 0.743
Effective risk management 0.032 0.060 0.046 0.533 0.596
Regulatory framework 0.352 0.063 0.422 5.603 0.000

The regression equation is:
MP=0.939+0.317IT+0.147LLS+0.008ME+0.022MS+0.032ERM+0.352RF

Here, MP represents the performance of MFIs, with IT, LLS, ME, MS, ERM, and RF as
independent variables. Regulatory framework (0.352) and information technology (0.317) are the
most influential predictors.

4.3 Hypothesis Testing
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Table 6: Summarized Hypothesis Results

Hypothesis Conclusion
Information technology Accepted
Loan lending system Accepted
Motivation of employees Rejected
Management system Rejected
Effective risk management Rejected
Regulatory framework Accepted

From Table 6, significant positive relationships are confirmed for information technology, loan
lending systems, and regulatory frameworks, whereas motivation of employees, management
systems, and effective risk management are insignificant predictors.

5 Discussion and Conclusion

This investigation examined the operational performance of Microfinance Institutions (MFIs) in
Nepal, as well as the factors that influence it. The research analyzed six critical variables using
multiple regression analysis: information technology, loan-lending systems, staff motivation,
management systems, effective risk management, and the regulatory framework. The results
emphasize that the regulatory framework, loan-lending systems, and information technology
significantly improve the performance of MFIs, with the regulatory framework having the
most significant impact. These findings align with Dhungana et al. (2023), who emphasized
that regulatory compliance and technology adoption are key drivers of financial inclusion and
institutional success.

The study revealed that while staff motivation, management systems, and effective risk
management positively impact performance, their influence is not statistically significant.
Contrary to findings from studies in other countries, such as Bangladesh, where Akhter (2018)
noted the pivotal role of staff motivation and risk management, Nepalese MFIs rely heavily on
technological advancements to bridge the gap in outreach and operational efficiency. This variance
underscores the unique socio-economic and geographic challenges faced by Nepal, including
its rural population's dependence on digital solutions to access financial services. Moreover, as
Dhungana et al. (2023) observed, government policies, including subsidies and fiscal incentives,
are critical for ensuring MFI sustainability. Similarly, regulatory frameworks in Nepal must
prioritize transparency, customer protection, and effective supervision to enable MFIs to flourish.
Microfinance institutions remain vital in addressing financial exclusion and uplifting underserved
communities in Nepal. This study offers actionable insights for stakeholders, including
policymakers, regulators, and investors, to focus on information technology, regulatory
environments, and lending innovations to enhance operational efficiency. Future research should
delve into additional factors, such as client satisfaction, organizational culture, and the role of
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partnerships, to gain a more comprehensive understanding of MFI performance determinants in
Nepal.
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