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Introduction
Mario La Torre

This book is not a macroeconomic study for policy-makers; it is not a
survey of best practices in microfinance; it is not a guide for practition-
ers and donors. Instead, it is a tool for individuals interested in analysing
microfinance using a banking managerial approach modified for the
specificities of microfinance.

Microfinance literature has been characterized by different trends
over the past decades. In the early 1980s, microcredit and microfinance
arose as alternatives to traditional development policies. Economists
and policy-makers have tried to examine, both in theory and in practice,
the impact of microfinance on socioeconomic policies for developing
countries. This has inspired a great number of studies, mainly focused
on the macroeconomic effects of microfinance and impact studies dedi-
cated to different countries, sectors or types of beneficiaries. For years
the macroeconomic approach has been basically the only view-point
presented in microfinance literature. During those early years, the need
to explore and to diffuse knowledge and information about microfinance
globally has resulted in a focus on the most significant experiences.
There have been countless publications detailing success stories from
various countries and promoted by different institutions which have
been and which remain in fashion. Further, the diffusion of these
success stories as examples or models for future programmes has encour-
aged a new trend of best practice literature.

From the very beginning, microcredit and microfinance have been
studied mostly from a macroeconomic and operational point of view.
This book, however, follows a different trajectory – microeconomic from
the managerial perspective. Modern microfinance has expanded its
functions compared with the very first microcredit experiences.
New trends have dramatically altered microfinance features, in terms of
beneficiaries, products and the institutions involved. Microfinance is no
longer just a financial technique principally offered by the non-profit
sector as part of development programmes to sustain the poor in
developing countries. It has become something more. The modern
microfinance market is characterized by a complex demand for financial



and technical services, and a complex supply, owing to a growing inter-
action and interest on the part of institutional donors, the non-profit
sector and the financial markets.

Fluctuations in microfinance supply and demand have shifted the
attention of researchers and practitioners towards alternative and inno-
vative management tools for microfinance. This trend has given birth to
a new series of studies, principally focused on the performance of micro-
finance programmes and microfinance institutions (MFIs). In turn, this
has spurred the creation of microeconomic literature for microfinance.
The microeconomic approach analyses, mostly, the trade-off between
financial performance and the ethical goals implicit in every microfi-
nance initiative. From this perspective, specific accountancy rules and
standards have been implemented and different models for financial
performance analysis have been evolved.

This book goes one step further: it takes microfinance into the field of
risk management. Therefore, the main objective of this text is to extend
the risk management approach used by traditional banks to encompass
microfinance as well. This kind of analysis simultaneously offers a great
advantage and carries a great risk: on the one hand, it can help MFIs to
attain higher levels of efficiency. On the other hand, it can cause a drift
from the original spirit of microfinance, which is based on having a flex-
ible organizational structure, easy procedures and informal relationships.

For these reasons the authors of this book have put substantial effort
into analysing the fundamentals of banking management, which could
also apply to microfinance, and which could be particularly useful to
microfinance practitioners who aim to collaborate with banks and
financial intermediaries, as well as to informal and formal MFIs. We
have thus adopted the standard risk management approach utilized by
banks, adapting it accordingly to the exigencies of the microfinance
process. The main aspects of risk management have been considered,
with the exclusion of risk-measuring models. The different steps of the
microfinance process, combined with the different areas of risk, have
been identified using a risk management approach. From this vantage
point, the accounting and financial performance analysis become tools
of risk management. Thus, performance indicators provide information
that may identify potential or existing problems related to specific types
of risk. This diagnosis can lead to preventive changes in risk manage-
ment for those specific problem areas, which in turn may improve
financial performance. This book illustrates how to measure perform-
ance, and how to identify and manage microfinance risks in order to
improve financial performance. Good risk management means good

Introduction xvii



performance and good performance, in the long term, means sustain-
ability. In microfinance good performance is usually ensured by lower-
ing the funding costs, or by charging higher fees for services. The vast
majority of sustainable MFIs obtain large amounts in grants and soft
loans and apply interest rates and fees that are much higher than the
market rate. Most of the time increased attention to risk management
can help reduce financial and operational costs by lowering the proba-
bility of substandard portfolio performance. Risk management is, thus,
a prerequisite for independence from subsidies and for a more accurate
pricing policy. From this perspective, risk management offers the added
benefit of fostering sustainability without compromising outreach.

This book is composed of nine chapters. The first step has been to clar-
ify the realm of modern microfinance. Chapter 1 offers a new taxonomy
for microfinance in the light of the recent and future changes in the
supply and demand of the microfinance market. This classification con-
siders two main microfinance trends: international microfinance for
development policies and domestic microfinance for industrialized
countries.

Chapters 2 and 3 outline the main features of microfinance products,
from a technical and strategic point of view. Knowledge of financial
products available on the market is essential for the implementation of
efficient microfinance strategies. It makes it possible to better tailor the
supply to the specific target of beneficiaries served; it makes it easier to
manage the risk of the MFI’s portfolio. From this perspective, traditional
and new products, both for individual clients and for MFIs themselves
are analysed.

Before entering the core story of risk management (Chapter 5), we
analysed the dichotomy that distinguishes microfinance from tradi-
tional finance, and which dramatically affects microfinance manage-
ment. Chapter 4 describes the concepts of sustainability and outreach,
illustrating the relationship between them and identifying the key
strategies to better combine positive financial performance with ethical
and social goals.

Chapter 5 enters into the field of microfinance risk management.
Here, a taxonomy of microfinance risks is proposed; business, financial
and process risks are explained, both with reference to their determi-
nants and to management policies that can be implemented. Each risk
is analysed considering both a single project approach and a portfolio
approach.

Chapters 6 and 7 concern two main tools for risk management: process
monitoring and financial performance analysis. Process monitoring is

xviii Introduction



one of the major weaknesses of MFIs, particularly for informal and
semiformal MFIs. Chapter 6 describes how MFIs should design their
processes, distinguishing different phases and identifying various areas
of responsibility, and specifically how to implement a monitoring
system. Chapter 7 describes the main issues concerning performance
analysis in microfinance, offers a description of the main standards
developed at the international level and proposes a new model of
performance analysis, both for single microfinance programmes and
for MFIs.

Chapter 8 considers two key variables for risk management: regulation
and supervision. This subject matter mainly affects formal MFIs that
must respect capital ratios imposed by regulatory authorities, and that
must take into account the effect of capital requirements on their finan-
cial performance. The chapter also outlines the main problems concern-
ing regulating the microfinance market and it can be a useful guide for
those countries that are in the process of implementing or adopting
microfinance regulatory standards.

Finally, Chapter 9 illustrates a possible future scenario for the micro-
finance market. This future includes the idea of projecting a micro-
finance financial platform strictly related to microfinance risk
management and performance. Modern microfinance should be charac-
terized by a greater cooperation among international donors and gov-
ernmental bodies, both national and local, financial intermediaries and
MFIs themselves. Each one of these actors can play an important role in
fostering the efficiency and the efficacy of microfinance initiatives, as
well as in supporting ethical sustainability. This effort must be coordi-
nated and rationalized within a microfinance network that identifies
roles and responsibilities of each actor corresponding with their skills
and institutional objectives.

Introduction xix
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1
A New Conception of Microfinance
Mario La Torre

1.1 Introduction

Dealing with microfinance presents two problems today: first, its
operational limits are not clearly defined and, secondly, its very nature
is unclear. These issues can be summarized in two questions frequently
evoked among practitioners and academics in this field: what difference
is there between microfinance, the better-known microcredit and tradi-
tional finance? Does microfinance come under the heading of ethical
finance?

The continuous extension of financial services offered in microfi-
nance programmes and the ever-increasing diversification of clients
extend the boundaries of microfinance well beyond the classic role of
financial assistance to the ‘poorest of the poor’, characterized by the
Grameen Bank model. Therefore, what is it that distinguishes modern
microfinance from traditional finance? On what basis can we make such
a distinction?

Moreover, the social and humanitarian aims behind microfinance and
its channelling through non-profit organizations would lead to it being
classified among the activities of ethical finance. However, the desire
not to label such assistance as mere donations, as well as the increasing
involvement of regulated financial intermediaries, brings microfinance
closer to traditional finance. Can modern microfinance still be considered
ethical finance?

This chapter addresses these problems suggesting a new taxonomy for
a modern microfinance. To achieve this, it is essential first to consider the
traditional features of microfinance and microcredit. Then, in light of the
current trend, it is necessary to identify a new definition for microfi-
nance in relation to the different characteristics of supply and demand.
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1.2 The nature of microfinance: microfinance 
vs microcredit

The expression ‘microfinance’ most commonly denotes the offer of
modest financial services to zero or low income clients. Thus, any small-
scale activity characterized by limited funds and low-income beneficiaries
may fall into the field of microfinance.

Traditionally, microfinance is associated with programmes that benefit
clients with serious subsistence problems in developing countries. For
many years microfinance overlapped with microcredit – small loans, often
without traditional guarantees, aimed at improving the lives of clients and
their families or at sustaining small-scale economic activities. The resources,
which came mainly from funds donated by states and supranational
organizations, were channelled to their recipients most often through non-
governmental organizations (NGOs) and local partners (Figure 1.1).

It is, in fact, a shared procedure that NGOs and donor countries operate
together with other locally-based organizations, such as municipalities or
governments, or others from the third sector, which also help to facili-
tate the screening and management of credit positions. In order to
reduce the physical, and often cultural, gap between intermediaries who
provide credit and the beneficiaries of the microcredit, many institutions
have recourse to a network of local promoters, known as loan officers,
who visit potential clients to gather information during the selection and
monitoring phases and, later, to collect instalments for loans granted.

Socio-demographic changes over the last few decades have significantly
altered the world economic scene. For microfinance, the new situation has
meant potential new beneficiaries, new products and a greater involve-
ment of financial intermediaries. Exclusion from the traditional financial
system, seen as the inability to access basic financial services, includes mil-
lions of people today, both in developing countries and industrialized

2 Microfinance
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countries. Traditional poverty thresholds have shifted and new categories
of ‘poor’ people have appeared, even outwith developing countries.

New beneficiaries have brought new financial needs with them. Over
the past decade, new microfinance services have developed alongside
microcredit. This development has also gained momentum from the
observation that structured financial assistance increases the efficacy of
the programmes, while at the same time improving the level of sustain-
ability. The widening of the services on offer has taken five directions:
credit products, which provide alternatives to loans, savings, insurance
services, structured finance and technical assistance.

It is not surprising, therefore, that in the last few years financial inter-
mediaries in industrialized countries have been taking greater notice of
microfinance. It represents a way of reaching and gaining loyalty from
new groups of clients and helps to improve corporate social responsibility.

Thus, at present, it is economic reasons, as well as concern for their
public image, that spur financial intermediaries to become more
involved in microfinance. All of which poses an unavoidable question:
is it still possible to go back to a microfinance model that resembles the
first, traditional microcredit initiatives? Do the new demographic, social
and economic trends, combined with the emerging involvement of
financial intermediaries, perhaps call for a review of the traditional
microfinance model?

1.3 The demand for microfinance

Traditionally, those people who benefit from microfinance are citizens
of developing countries who struggle to provide for themselves, known
unfortunately as ‘the poorest of the poor’. Within this category, women
are of particular significance since they constitute the group that is most
affected by financial exclusion in many developing countries. Moreover,
numerous studies have shown that women are generally more capable
of paying back microcredit than men and manage to invest the funding
received in more profitable initiatives.

More recently, microfinance has turned its attention to self-employed
workers and individuals in charge of small, often family-owned busi-
nesses, which are unable to obtain bank credit. For micro-entrepreneurs,
microfinance represents an alternative to credit given by lenders, and
often constitutes a way out of the money-lending system.

Thus, in the last few years microfinance has served a group of benefici-
aries largely distinct from the one normally associated with microcredit.
Currently, potential microfinance beneficiaries could also include

A New Conception of Microfinance 3



individuals who, although not living in poverty, have general difficulty
in gaining access to the financial system.

In this way, modern microfinance is broadening its target from ‘the
poorest of the poor’ to all victims of financial exclusion. The phenomenon
of financial exclusion has been defined in the literature as ‘the inability to
access financial services in an appropriate way’ (Carbo et al., 2005).
Exclusion from the financial system may concern different products and
services and can be due to a number of reasons. First, there is self-exclusion
which stems, in principle, from an individual’s feeling of inadequacy with
regard to the conditions required by financial intermediaries; ‘the poorest
of the poor’ come under this category. Distance from the financial system
may also be due to failure of potential clients to meet creditworthiness
requirements. In this case we can refer to access exclusion, or exclusion
following a risk assessment process carried out on clients by the financial
intermediaries; in this category we find ‘the poor’. ‘The poorest of the
poor’ and ‘the poor’ are the two categories that represent the traditional
target of microfinance programmes. However, as previously mentioned,
socio-demographic as well as economic changes have heightened the
significance of other forms of financial exclusion and have put forward
potential new microfinance beneficiaries. Exclusion from the financial
system can be the consequence of exclusion from the socio-political
system (political and social exclusion): the victims of this are, for example,
immigrants or ex-convicts and those who are ‘unregistered’ and are, there-
fore, not ‘bankable’. There are also individuals who cannot gain access to
the financial system because they are unable to bear the costs and condi-
tions of financial products offered. In this case, the ‘disadvantaged’ indi-
viduals are subject to a condition exclusion. Finally, a form of financial
exclusion can be identified which affects customers (mainly small-scale
entrepreneurs) considered ‘marginal’ by the intermediaries since they
represent a low-value target compared with the traditional customer eval-
uation models (marketing exclusion). The ‘unregistered’, the ‘disadvantaged’
and the ‘marginalized’, despite their common distance from the credit
system, are characterized, ex ante, by increasing levels of professional and
managerial ability, and respective increasing levels of creditworthiness.

The categories of beneficiaries thus identified (Figure 1.2) are entitled
to microfinance support as individuals or in groups. The assistance
given to individuals recalls the traditional financing of sole proprietor-
ship and micro-enterprises, whereas the support offered to groups
resembles more closely the financing of associations and cooperatives.

The continuing involvement of ‘unregistered’, ‘disadvantaged’ and
‘marginalized’ people determines a greater complexity of the financial
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structure in microfinance programmes, as well as a greater involvement
of financial intermediaries and, thus, a more decisive move away from
the traditional patterns of microcredit.

1.4 The supply of microfinance

The institutions traditionally involved in microfinance are varied, both
from an institutional point of view and as far as their aims and objec-
tives are concerned. From a regulatory perspective, microfinance insti-
tutions (MFIs) can be classified into three main categories, depending on
the regulatory thresholds of their activities: informal, semiformal and
formal (Figure 1.3).

Informal institutions (self-help groups, credit associations, families,
individual money lenders) do not have the status of an institution. They
are providers of microfinance services on a voluntary basis and are not
subject to any kind of control or regulation.

Semiformal institutions are registered entities, subject to all relevant
general laws. They can be defined as microfinance financial intermedi-
aries (MFFIs): in fact, they provide various financial services but, gener-
ally, they are not deposit-taking institutions or, if they are, they cannot
grant credit, as is the case with postal savings banks. Therefore, MFFIs
are subject to financial regulatory requirements, depending on their
financial intermediation activities, but they are not under banking
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regulation. Within this category it is possible to include different types
of institutions with different structural and organizational complexity
(financial NGOs, financial cooperatives, postal savings banks). The most
popular and widespread are financial NGOs, which operate principally
by offering microcredit as part of development projects, often combined
with the offer of technical assistance and ‘social intervention’ for bene-
ficiaries. To this aim the NGOs make use, in part or entirely, of funds
donated by supranational institutions and donor states. Some of the
most developed NGOs offer different types of financial services, raise
private funds and take ‘forced savings’ from their clients.

Formal institutions can be classified into three main categories: micro-
finance banks (MFBs), microfinance oriented banks (MFOBs) and micro-
finance sensitive banks (MFSBs). They can all offer credit and they are all
deposit-taking institutions: for these reasons, they are all under banking
regulation.

Within MFBs it is possible to list a limited number of pure microfi-
nance banks (PMFBs), cooperative banks and development banks.

PMFBs are banks specialized in offering only microfinance services.
These may be the result of the upscaling of NGOs specialized in
microcredit, which have converted to banks in order to maximize the
economic sustainability of their initiatives and widen their client base.
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Alternatively, such intermediaries may result from a process of privati-
zation of public banks with the aim of providing financial support to the
local community. Lastly, they may be newly created banks which decide
to enter the microfinance market, attracted by the positive performances
observed by intermediaries specialized in micro-enterprises.

Microfinance services can also be offered by different types of cooper-
ative institutions which operate exclusively, or for the most part for the
benefit of their own members. These include the Credit Unions in the
United Kingdom and Ireland, which offer credit and other services to
their own partners; the Rotating Savings and Credit Associations
(ROSCAs), more widespread in developing countries, which provide
rotating credit to their own members using resources from a common
fund made available by the members themselves; and cooperative credit
banks.1 Despite their differences, the common characteristics of these
institutions lie in the legal status of cooperative companies and in the
possibility of collecting deposits, mainly through partners.

Development banks are large, centralized and usually government-
owned banks created to support specific sectors (small business develop-
ment banks) or geographic areas (rural development banks); in some
developing countries they can also take the form of private banks.

Finally, in recent years, within formal microfinance institutions, it has
been possible to include commercial banks,2 banking groups and financial
conglomerates. Here, two categories of intermediaries can be identified:
microfinance-oriented banks and microfinance-sensitive banks.

In the area of microfinance-oriented banks it is possible to group
together all the banks or financial institutions which are specialized in
financing small to medium enterprises and micro-enterprises, and
which are therefore professionally inclined to take an active part in
microfinance programmes. These are mainly small, local banks, strongly
rooted in the territory, and financial institutions that come directly
from local bodies. Further, in the sphere of microfinance-sensitive banks
it is possible to place all the banks and financial intermediaries which,
for economic reasons or for their own image, view microfinance as an
attractive opportunity. These consist mainly of banking groups, particu-
larly large ones, or financial conglomerates that decide to enter into the
microfinance sector (downscaling their activities), albeit to a limited
extent compared with their own core business, creating specific companies
or specific divisions within their organizations.

Up to now the banking system has regarded microfinance with suspi-
cion. Traditional finance considers offering credit to individuals seen as
‘unbankable’, when not backed up by guarantees, as too risky. Moreover,
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the process of supplying small loans incurs excessive costs owing to the
significant operating costs needed to deal with each loan in relation to
the amount of credit supplied. Most banks are not equipped with the
methodology and professional tools suitable for microfinance, which
means that, at the moment, their presence on the market is limited to a
few intermediaries. However, the availability of microfinance to new
categories of beneficiaries has introduced the need for new products, in
addition to the existing credit, as well as better defined financing struc-
tures. Therefore, the presence of traditional financial intermediaries is
likely to increase in the future. A wider participation of financial inter-
mediaries in microfinance programmes would lead to a review of the
role of NGOs and specialized institutions. Financial intermediaries can
fill different roles in a microfinance programme, from simple service
providers to arranger or promoter of the programmes themselves. The
level of their involvement depends mainly on three factors: the legal
and institutional nature, the mission and the socio-economic context in
which the intermediary is working. The future scenario necessitates,
thus, a new classification of practitioners that can be considered as
potentially active in the microfinance sector.

1.5 Products and services in microfinance

Traditional microcredit programmes have based their success on simple
structures. The progressive extension of target beneficiaries, from the cat-
egory of ‘poorest of the poor’ to that of disadvantaged people, has
brought about the need to combine credit activity with the offer of other
services. This requirement is based on two main factors: on the one
hand, new target beneficiaries mean new financial needs to be met; on
the other hand, some categories of entrepreneur, especially disadvan-
taged and marginalized people, have a greater ability in organizing them-
selves in groups and bring about a greater complexity in the organization
and running of the financed group. This, in turn, is combined with more
sophisticated financial needs and calls for stricter controls by the lenders.

For these reasons it is necessary, in the field of modern microfinance
programmes, to put in place a financial framework that provides other
services, as well as supplying credit. These can be categorized as financial
services in the strict sense or extend to services of a non financial nature
(Figure 1.4). In the first case, it is possible to identify the offer of deposit
taking, as well as insurance products. The need to channel the savings of
beneficiaries appears stronger as the ‘bankability’ of the beneficiary
himself increases, mainly because the percentage of the profits generated
through the financial activity, and not designated to cover the subsistence
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costs of the customer, increases. Moreover, a higher rate of ‘bankability’
of the beneficiary generally coincides with a more structured organiza-
tion which, often, outlives the project and which, to be sustainable,
requires the setting up of a complete financial cycle. In this way, insur-
ance products are also designed, on the one hand to cover the specific
technical and financial risks of the project and, on the other, to be
extended to the whole economic activity of the financed group.

Moreover, the organization of beneficiaries in cooperatives, or in other
structured organizations, often goes with greater managerial autonomy.
In such cases, the role of the investor is two-fold: to put controls in place
to check respect of good governance criteria, and to provide technical
assistance to the project activities. Such assistance may concern the
financial and administrative management but can be extended to offering
specific non-financial services. It is not uncommon, for example, that
such well-organized beneficiaries need support in the commercialization
and distribution of the products, in particular when the sustainability of
the project requires an opening into markets outside the local context.

1.6 A new taxonomy for microfinance

In light of the classifications made, it is possible to build a matrix of
modern microfinance determined by the possible combinations of
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‘beneficiaries–services–institutions’ (Figure 1.5). The new scenario
identifies different business areas in the field of microfinance deter-
mined by the combination ‘beneficiaries–services’, each of which is
relevant for specific categories of intermediaries.

It is underlined that, as the level of ‘bankability’ of beneficiaries
increases, the package of services that accompanies a microfinance
programme is progressively more structured. In the same way, the
involvement of microfinance financial intermediaries is increasingly
supported by the intervention of other financial intermediaries. In par-
ticular, MFFIs focus their activity on the ‘poorest of the poor’, the ‘poor’
and the ‘unregistered’, limiting the financial services offered to credit,
insurance cover and technical assistance, and only in few cases to forced
savings from beneficiaries.

Conversely formal MFBs find their most natural targets, in ‘disadvan-
taged’ and ‘marginalized’ beneficiaries, and are involved in programmes
with more structured products and more complex and consolidated
financial structures.
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It is useful to consider, however, that in recent microfinance experience
it is possible to identify a trend that highlights operating models that are
not easily classifiable.

In particular, we are witnessing a cross-over movement, which is seeing
a greater involvement of MFBs in programmes destined for ‘the poorest
of the poor’, the ‘poor’ and the ‘unregistered’, and a parallel involvement
of NGOs and other microfinance financial intermediaries in programmes
aimed towards ‘disadvantaged’ or ‘marginalized’ beneficiaries. In fact, for
microfinance-oriented banks and microfinance-sensitive banks in partic-
ular, the need to find new and more efficient ways of channelling and
managing funds creates space for intervention even in programmes that
are less structured, aimed at the poorest and the unregistered. At the
same time the efficacy of more structured programmes is increased by
the contribution of microfinance financial intermediaries (some times
also microfinance providers) who contribute their local knowledge,
important for improving relations between the intermediary and the
beneficiary, as well as technical and operative expertise useful for the
planning and monitoring of the project.

For the future, it is possible to foresee that microfinance programmes
will be increasingly characterized by the presence of investors not linked
to one actor but rather represent a pool of mixed institutions, which
may see the presence of informal, semiformal and formal financial
intermediaries at the same time.

1.7 Microfinance and ethical finance

To understand the real nature of modern microfinance, however, it is
necessary to resolve a further issue: does operating in microfinance
mean operating in the field of ethical finance? The issue has great rele-
vance and cannot be resolved simply by debate. Ethical finance, indeed,
has to respond to specific criteria regarding the characteristics of inter-
mediaries and beneficiaries, the behaviour and processes adopted, as
well as the products and the economic conditions applied. If an inter-
mediary labels itself as ethical, but does not operate ethically, it carries
out a process of unfair competition, liable to prosecution by national
and community authorities.

It is important, therefore, to decide if microfinance is to be considered
ethical finance since it is necessary, in that case, to establish the ethical
parameters to be respected. Indeed, nowadays, as much in the literature
as in practice, like the regulation framework of financial systems, there
are no clear criteria that allow us to draw the borders of ethical finance.
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Building a taxonomy of the different financial activities, which until
today have been considered types of ethical finance, can help us to
understand if microfinance may be included in this field.

Ethical finance can be split into three categories of activity (Figures 1.6
and 1.7): finance supporting the fight against poverty and financial
exclusion (inclusive finance); finance that supports some sectors com-
monly considered ethical by collective social awareness (selective
finance); finance that is in compliance with company regulations and
associated rules which govern issues related to diligence, fairness and
transparency of adopted behaviour (compliant finance).

In the first case, we are in the field of finance that sets itself social and
humanitarian goals, and that concerns national and international
donors, development banks, national governmental bodies, non-profit
organizations and, in a lesser way, financial intermediaries oriented to
credit. The technical form of financial support comes mainly from dona-
tions and soft loans. Microfinance comes into this category.

In the second case, financial support is given only to sectors judged
ethical by the lender, based on subjective criteria that represent a com-
mon sense of good. With this approach, for example, industries such as
arms, alcohol, tobacco, gambling, pornography are not financed, while
investments for the environment, culture, art and social ends are
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supported. The intermediaries who follow such an approach are mainly
Ethical Investment Funds (EIF), which select only ethical investments,
and Ethical Pension Funds (EPF). They are institutional investors
providing investment services on an individual or collective basis; none
the less, over the recent years, banking intermediaries have begun to
select their own credit portfolio based on the same ethical criteria.
Finally, in the third case, ethics means adopting behaviour that reduces
the risk of conflicts of interest between the company and the stakeholders.
This approach is followed by both enterprises and financial intermedi-
aries and non-profit organizations.

Once a classification for ethical finance has been established, it is
necessary to ask oneself whether the criteria mentioned are sufficient to
define the financial activities described as ethical. Certainly, financing
poor women in a poor developing country is a worthy initiative, but is
it enough to define as ethical even the way the funds are granted? How
ethical is a bank that excludes its own customers from the sectors of
arms or alcohol? If the management of a bank is against conflicts, does
it mean that it must not finance the production of arms designated for
the police forces? And, moreover, does fighting alcoholism mean not
financing efficient winemakers and giving up our glass of wine with
dinner? In the examples mentioned the degree of ethicality is so relative
that finance providers can only choose sectors, companies and products
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according to inclusion and exclusion criteria and must leave the subjective
judgement of ethicality and, in the end, the management of their own
investment, to single investors. From this point of view, it would be better
to talk about selective financing.

Finally, adopting a conduct which does not come into conflict with
the interests of stakeholders is surely a necessary condition for ethical
finance but is not enough. A bank that finances the production of land
mines but that respects all the rules in matters of transparency could
hardly describe itself as ethical. Therefore, what is it that makes finance
ethical? Essentially three factors, that relate to the behaviour of the
individuals involved, the depth of ethical activity and the ethicality of
intermediation (Figure 1.8).

The importance of compliance is clear in terms of the necessary
conditions for ethical finance. The critical aspect in this case concerns
not so much establishing whether it is right to adopt behaviour that
respects rules and is not at odds with stakeholders’ interests, as finding
ways and means of effectively carrying out this behaviour. It is important
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that the various regulations do not remain simply an obligation but
become company culture, and that ethical codes, increasingly adopted
by companies, do not result in formal etiquette.

As for the depth of ethical finance, the issue is seen on three levels;
extension, transversality and consolidation. In short, it is necessary to estab-
lish within which operating limits to extend the ethicality criteria
adopted, in order to be able to use the ethical label.

Extension indicates the vertical limits of the activity; must a bank
which supplies ethical loans collect ethical savings or can it finance eth-
ical loans with traditional savings? In other words, it is necessary to clar-
ify whether ethicality should be guaranteed for all activities, from top to
bottom of the core business. Transversality indicates the horizontal limits
of the activity; must an intermediary who offers other financial services,
as well as providing credit, guarantee the same level of ethicality in both
operating sectors? It is necessary, then, to establish whether the collat-
eral activities of the core business should also be ethical. Finally, consol-
idation indicates the ethicality of the intermediary’s interlocking
shareholdings; can an ethical bank, which is part of a larger banking
group financing the arms industry, still call itself ethical? In other
words, it is necessary to clarify whether links with major shareholders or
cross shareholdings should be considered in the evaluation of ethicality
or whether single intermediaries should be evaluated on a stand alone
basis.

The depth of ethical activity, that is to say, ethicality evaluated in
terms of extension, transversality and consolidation, is an unresolved
matter to which practitioners, institutions, markets and regulators still
pay little attention. The setting of more precise operating limits for ethical
activity would offer greater transparency to the market and would con-
tribute to reducing the level of unfair competition from which some
ethical practitioners can benefit.

The issues related to conduct and ethical depth thus deserve urgent
clarification and supervision both on a national and international level.
However, even more serious is the uncertainty about the third factor
which adds to the definition of the ethical nature of finance: ethicality
of financial intermediation. If the rules of conduct can help to increase
the level of ethicality of practitioners, and the depth of the activity
increases the ethicality of practitioners and programmes, what makes
the intermediation process ethical? The answer is as simple as it is awk-
ward: the cost of financial intermediation and the profit margin. No
conscientious reader, even a non-expert in finance, would have difficulty
in admitting that, were conditions otherwise equal, the more ethical of
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two sets of loans for disadvantaged people in developing countries
would be the cheapest and the one that required a lower profit margin.
Likewise, it would be reasonable to believe that investors who add social
and humanitarian goals to their aim of profit, and grant loans to the
poor or invest in Ethical Investment Funds, are prepared to yield returns
lower than those of the market, faced with the certainty of sustaining an
ethical activity. However, most microcredit programmes involve inter-
mediation costs higher than those of the market. The majority of EIFs
offer returns in line with traditional funds. Why?

Microfinance cannot be grouped with donations but is characterized
as an intermediation activity that rewards the will and efficiency of ini-
tiatives. The cost of intermediation and the profit margin is theoretically
explained mainly by the high credit risk associated with the beneficiaries
and the initiatives. Thus, a higher rate of return than that of the mar-
ket average is justifiable for economic reasons. In any case, this cost is
acceptable for the beneficiary since it compensates for the possibility of
accessing otherwise inaccessible financial services.

Besides, with specific reference to EIFs and EPFs, market returns are
often explained by the objective difficulty of selecting and monitoring
ethical investments: ethical portfolios are, in most cases, made up of
public shares and the shares of listed financial intermediaries, and
ensure a market rate of return.

Nevertheless, when we talk about ethical finance, it is necessary to
identify variables that allow us to define the financial intermediation
process as ethical, and not only the agent’s conduct or the activity
funded. Financial intermediation consists in transferring funds from
units in surplus to units in deficit. This is more efficient the safer,
quicker and cheaper the transfer is. Therefore, by this definition, effi-
cient corresponds to cheaper; it is also ethical when the intermediation
cost incorporates a margin profit lower than the market rate.
Encouraging access to financial services for individuals whom the finan-
cial system traditionally excludes is surely ethical; encouraging safe,
quick and cheap access increases the level of ethical efficiency; fostering
financial services at a price that incorporates a margin profit below market
returns, and not set according to the classic risk–return relationship,
makes financial intermediation ethical.

In this context, and with this definition of ethicality, it is useful to ask
whether microfinance can or should be considered as ethical finance
(Figure 1.9).

The aim of microfinance, linked to the fight against financial exclu-
sion and extreme poverty, is easily classified as ethical. Likewise, it is
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normal to expect that practitioners of microfinance adopt ethical con-
duct and strive for ethicality across the range and transversality of their
activity. However, to be able to define microfinance as ethical it is neces-
sary to evaluate two aspects: consolidation and the cost of intermedia-
tion. From a strict perspective, microfinance is ethical only when it also
respects a level of ethicality in consolidation and the cost of intermedia-
tion. These factors take on great relevance seen from such a perspective. 

Microfinance increasingly depends on financial structures that tend
to involve non-profit actors and traditional financial intermediaries at
the same time, and the use of institutional resources alongside private
ones. The presence of intermediaries oriented towards profit and the use
of private funds can represent a risk of departure from the ethicality of
consolidation and the cost of intermediation.

The choice that presents itself is therefore between ‘commercial
microfinance’ and ‘ethical microfinance’. Before giving up on ethical
microfinance it is worth, then, evaluating the practicability of operating
and management models for a modern microfinance that respects the
ethicality criteria, without missing out on the opportunities that come
from involving profit-oriented financial intermediaries and supplying
private capital. This book will try to find an answer to this question.
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1.8 Conclusion

What future awaits microfinance? There is no correct answer to this
question. Practitioners and researchers should ask the question in
another way: what kind of future does microfinance deserve? Indeed,
because those who devote their physical and intellectual energies to
microfinance every day have the possibility, and the duty, to steer its
future development.

Microcredit has been able to bring a dignity and integrity to the fight
against extreme poverty that, in the past, the different types of support
to the poor were unable to do. The positive performance of microcredit
programmes has allowed sustainable actions over time, capable of set-
ting in motion worthwhile processes over and above single financial
activities.

In recent years, microfinance has taken over from the concept of
microcredit. The fight against extreme poverty has become part of a
wider objective in the fight against financial exclusion. The beneficiaries
of support are no longer only poor people in developing countries. The
offer of products foresees other financial services and technical assistance,
as well as microcredit. Together with donors and non-profit institutions,
other microfinance institutions and traditional financial intermediaries
are present on the market.

Modern microfinance therefore offers more alternatives compared
with the past experience of microcredit: it is able to achieve a wider
potential number of beneficiaries; it is able to suit the interventions to
the effective needs and characteristics of the clients and of the selected
intervention areas; and it is able to offer a more structured financial and
technical assistance.

Is everything all right, then? The changes that have taken place
impose the following two rules: not to diminish the positive, traditional
character of microcredit; to limit the risks that financial innovation
brings along with it. New customers, new products, new intermediaries:
this line of development of microfinance generates more complicated
financial structures than those used in the past for microcredit, new
systems of evaluation and control of processes and institutions, new
criteria for the objectives of performance and sustainability.

In the face of an enhanced financial sophistication, greater trans-
parency and a more efficient management system, microfinance risks
losing its real nature of immediacy and ethicality that mark its origins.
Encouraging the development of microfinance, today, means especially,
finding operational and managerial models able to yield balanced
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cooperation between the non-profit system and the traditional financial
system. The practitioners and the MFIs have to benefit from the expert-
ise of financial intermediaries to achieve a high level of efficiency in
resource management. Financial intermediaries can, with microfinance
experience, regain proximity to local territories and customer care.
Together, the non-profit system and the traditional financial system
must collaborate to achieve the highest level of ethicality of financial
intermediation for microfinance, compatible with the objectives of sus-
tainability and performance.
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2
Products and Services in 
Modern Microfinance
Silvia Trezza

2.1 Introduction

Compared with its original formula, the microfinance industry has
evolved by expressing ever more complex needs, regarding both
microfinance beneficiaries and microfinance institutions (MFIs). With
reference to beneficiaries, the first chapter has shown how new categories
of clients have emerged with an increasing degree of entrepreneurial
capability; these express a demand for increasingly complex financial
services, passing from the category of the ‘poorest of the poor’ to the
‘marginal’ ones. With MFIs, it has become ever more essential to use
alternative forms of financing in respect to the donors’ funds; in fact,
sustainability goals impose on MFIs the need to be independent from
subsidies and to access the market in order to obtain the necessary funds
to carry out their business.

The microfinance industry has been, for a long time, product driven. In
the past, the needs of the client, besides access to credit, were not fully
satisfied. The request for more structured financial products and
services, compared with traditional credit, imply a more complex prod-
uct development process; this process must be defined starting from the
objectives of the MFI and, consequently, from the identification of the
target group. In other words, in modern microfinance, it is necessary
that MFIs should no longer be product driven but market driven, in order
to take into account the growing level of complexity of the financial
needs of the beneficiaries.

Which are the factors that MFIs must take into consideration when it
wants to offer new products beyond plain microcredit? When and how
should they offer non-financial services? Can a single institution offer,
at the same time, financial services and technical assistance or is it
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necessary to create a partnership with other institutions? Finally, how
can an MFI access the capital market in order to satisfy its funding needs
and operate in a sustainable manner? This chapter will try to answer to
these questions that have an ever greater relevance in the microfinance
industry; in fact, offering client responsive products means pursuing
objectives of sustainability through credit methodologies that help the
beneficiaries in fulfilling their own contractual obligations.

2.2 Financial services

For a long time the offer of financial services to low-income clients
meant the granting of microloans to develop microbusinesses. The
beneficiaries of microcredit have typically been ‘the poorest of the poor’,
the ‘poor’ and women, who have mainly benefited from small loans
used to finance their cash flow. In the past decades microcredit projects
have assumed wider features than their original ones. In modern micro-
finance the ‘poorest of the poor’ is no longer the only client. All the
victims of financial exclusion have now been added to the traditional
target beneficiaries. In addition to developing countries, there are now
industrialized countries with high levels of financial exclusion; in
addition to the non-profit institutions there is an ever-increasing
number of traditional credit intermediaries.1

The step from microcredit to microfinance requires the effort of recon-
sideration of the business models and the distribution methodology of
financial services. It is not by chance that many authors define the
current period as the ‘financial services era’ and underline how the recent
consideration of the variety of new financial services motivates the
knowledge of an increasing complexity and variety of needs of low-
income clients (Rutherford, 2003).

The poor, in fact, do not only need productive loans: they need further
financial services in order to meet other specific needs. Examples are the
demand for credit or savings in order to provide education for their
children; the need for insurance services to deal with shock or emergency
situations; the requirement for savings and insurance services to meet
the costs of old age and funeral services. From this perspective, it is then
possible to distinguish between the following needs:

● medium- and long-term funding needs (circulating and fixed capital);
● access to safe, fast and cheap payment systems;
● saving and liquidity needs;
● risk hedging.
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Such needs can be met by using the typologies of financial services that
are typically considered in the studies of financial intermediation:

● credit products;
● savings products;
● payment services;
● insurance products.

In Table 2.1 the links between the main needs of the low-income client,
services and financial products are represented in a needs/products
matrix. Starting from such classification, the sections that follow
analyse the main characteristics of the financial products typically
offered by modern microfinance. Finally, it is necessary to point out that
the financial services are often associated to non-financial services of
technical assistance. These are examined in section 2.4.

2.2.1 Credit products

The most common credit products in microfinance are microcredit and
microleasing. The first is offered mainly for circulating capital needs
and, rarely, for needs in the medium to long term; the second is for
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Table 2.1 Financial needs and products in modern microfinance

Products Payment Insurance

Financial needs Credit products Saving products services products

Short/medium-term ● Microcredit
credit (working capital)

Medium/long-term ● Microcredit
credit ● Microleasing

● Micro venture-
capital
(working capital
and fixed capital)

Access to safe, fast and ● Money transfers
cheap payment systems ● Credit cards

● Smart cards

Saving and liquidity ● Voluntary
needs products

(demand deposit,
contractual
products,
time deposits,
equity products)

● Compulsory
saving products

Risk hedging ● Microinsurance



lasting needs. Some of recent experiences of micro-venture-capital can
also be added to credit products.

Microcredit

The idea that a loan of a modest size can help the poorest to escape their
condition is credited to Muhammad Yunus and the experience of the
Grameen Bank, thanks to which millions of poor have benefited from
small loans to support their businesses. Beginning with this experience,
different lending methodologies were born, each of which works well if
correctly chosen in relationship to the needs and characteristics of the
clients served, the external environment and the organizational
structure.

Granting credit to disadvantaged populations implies sustaining sig-
nificant costs linked to the difficulty in evaluating the risks, the asym-
metric information and the lack of guarantees. To manage credit risk it
is necessary to have a good relationship between borrower and lender.
This relationship must be based on reciprocal trust, something that
requires a reasonable proximity between the two parties. For this reason,
historically, microfinance services are offered by non-profit institutions,
mainly NGOs, since these can ensure a more direct contact with the
local community compared with financial institutions.

The main characteristics of microcredit are summarized in Table 2.2.
The loans paid out, above all, used to finance cash flow are of limited
amounts. Loan amount varies depending on the beneficiaries’ use of the
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Table 2.2 Main features of microcredit

Loan size: Limited (from tens of euros to a few thousand,
depending on the geographic area).

Financed assets: Working capital (more rarely fixed assets).

Loan terms: 6–18 months.

Frequency of Monthly or weekly.
repayments:

Credit worthiness Based mainly on qualitative considerations.
analysis:

Distribution channel: Mainly through networks of local promoters.

Risk mitigation: Carried out through self-selection solidarity groups
and with progressive criteria in the amounts paid out.

Sustainability: Different levels of sustainability, mainly achieved
through interest rates higher than the market rate.

Quality of portfolio: In some countries higher than that of the traditional
banking sector.



loan and the debt capacity of the borrower. In the group lending method-
ology the loan amount is usually between 50 and 100 euros. Individual
loans, however, are characterized by higher amounts, even to the order of
several thousand euros. The frequency of loan payments, normally
weekly or monthly, depends on the production cycle of the microbusiness
(e.g. seasonal businesses or businesses that generate regular revenue) as
well as on the management criteria of the MFI. With reference to this last
aspect, the frequency of payments tends to increase as it becomes more
difficult for the moneylenders to reach the borrowers. Loan term varies
from six to 18 months, according to the needs of the customer and his
debt capacity.

The lending methodology in microfinance differs widely from that of
traditional finance. The credit worthiness analysis, for example, focuses
exclusively on qualitative factors; traditional guarantees are absent and
often substituted by solidarity groups. The distribution channel is mainly
dealt by local promoters. This is a modus operandi that is far from the stan-
dards of traditional banking intermediaries, who require guarantees and
accounting documentation to grant loans. Also for this reason, the role
of commercial banks in microfinance is still limited, due, among other
things, to the high operating costs that a credit management on a small
scale requires. Therefore, microfinance industry has developed different
methods of credit delivery. It is possible to distinguish between two
main categories: individual loans and group loans (Figure 2.1).

Individual lending models are more similar to those of banks. The guar-
antees required are collateral attached to low-value tangible assets
owned by the beneficiary. In some cases the loan is guaranteed by the
presence of a guarantor, a third party who undertakes to repay the loan
if the borrower fails to do so. The MFIs should be able to evaluate the
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debt capacity of the microentrepreneur and the client’s cash-flow. Such
analysis rarely utilizes a particularly formal and precise procedure; con-
sequently, it is the responsibility of the credit officers, as experts on the
local territory, to go to the client and pay visits and informal interviews,
in order to acquire the necessary information. This ‘door to door’ activ-
ity allows the credit officer to proceed with the compilation of the
paperwork required for the analysis of the beneficiary’s creditworthi-
ness. The paperwork is nevertheless less formal than that used by
banks.2 The acquaintance of credit officers with microentrepreneurs is
very important even after the loan has been issued, in order to monitor
constantly how the loan is used and the growth possibilities of the exist-
ing business.

In any case, these forms of loans, supported by individual guarantees,
are particularly appropriate in an urban context, with microbusiness
clients able to develop structured businesses. The advantage of this
method consists in the flexibility of the supplied amounts and the
payment schedule adapted to the actual needs of the client. The main
limit is the exclusion of the category of the ‘poorest’ and the ‘poor’, due
to the lack of sufficient assets to guarantee the loans. For this reason this
approach is mostly suitable for projects that aim to reduce financial
exclusion and focus on beneficiaries that fall into the category of ‘disad-
vantaged’ and ‘marginalized’ who live in areas or countries with more
advanced economies.

Group-based lending has its main advantages in overcoming the need
for collateral; these are substituted by a mechanism of peer pressure
from other group members as a repayment incentive. The failure to
repay the loan by one component of the group of beneficiaries, in fact,
determines the refusal to grant further loans to the other members and
generates mutual monitoring by each member on the other. With this
system another typical problem of the credit process is reduced: through
peer monitoring there is a reduction of transaction costs and the imper-
fect information that characterizes the relationship between lender and
borrower. The groups are formed in a spontaneous manner by people
belonging to the same community; in this way the deep mutual knowl-
edge allows for an accurate selection at low cost to the beneficiaries.3 For
this reason, this approach is most effective for microfinance projects in
support of beneficiaries that fall into the category of ‘poorest’, ‘poor’
and ‘unregistered’, situated in non-urban geographic settings and in
developing countries.

Group lending presents different characteristics. The main models can be
divided into solidarity groups and community-based-organizations (CBOs).
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The difference between the two models is that in the first case the loans
are granted to the individuals and are guaranteed by the group that
maintains a constant relationship with the MFI and does not develop a
self-management financial capability. In the second case the loan is
granted to the group that manages independently the funds received
from the MFI, distributing them between members and becoming in the
medium term an independent institution. Examples of solidarity-group
lending methodologies are the Latin-American model and the Grameen
model; village banking, revolving loan fund and savings and loan asso-
ciations are approaches that fall within CBOs.

Microleasing

Leasing is a contract with which one party (the lessor), in exchange for
the payment of a regular instalment, concedes to another (the lessee)
the use of equipment. The leasing contract carries out the function of
satisfying financial requirements that arise from investment decisions.
The fundamental requirement of the contract lies in the existence of an
asset that is useful to the client and suited to the location.

Low-income customers are not always able to sustain the cost of
investments. Microleasing, therefore, allows them to obtain the avail-
ability of the asset without having to tie up capital equal to the whole
value of the goods, since the asset itself remains the property of the
lessor. Therefore, microleasing is useful to microfinance when there is a
need to support the beneficiary not only by financing his cash flow, but
also the fixed asset required for the business. In microfinance, microleas-
ing contracts present different characteristics depending on the social
and economic background.4

Micro-Venture-Capital

Derived from traditional finance, micro-venture-capital consists in
funding to start-up microbusinesses with the objective of supporting
their development in the medium and long term. Micro-venture-capital
is, therefore, an instrument that implies risk sharing by the lender: thus,
it is formally different from classic methods of financial support through
credit. Nevertheless, in the case of microfinance, the venture capitalist
has a different role than that covered in traditional finance (Box 2.1). In
particular, international donors could assume the role of venture capi-
talists without changing their own essence. Actually, the donations
themselves (grants and subsidies) could be transformed into risk capital.
In the event of a negative performance of the projects supported, the
loss of capital would be treated as a free donation. In the event of a
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successful outcome, the repayment of the risk capital could be put into
circulation for new microfinance projects supported by the donor.
Venture capital is a practical route for offering, with donations also, the
capability of instilling financial responsibility into the borrower, in the
same manner as happens with microcredit, and overcoming the policy
of aid that does not respond to the principles of modern microfinance.
Naturally, owing to its characteristics, venture capital is more suited to
programmes in support of the ‘disadvantaged’ and ‘marginalized’.

2.2.2 Saving services

Saving mobilization is an important tool in microfinance, both for MFIs
and the clients. For MFIs the collection of the savings represents a
fundamental instrument in achieving sustainability. Indeed, saving
mobilization allows clients to obtain the resources to finance the growth
of the loan portfolio and, consequently, to become independent from
subsidies or external financing. For the poor and, more generally, for
financially excluded people, access to deposit services allows them to
manage emergencies and to meet expected expenses, such as education,
marriage ceremonies, old age and death.

Microbusiness incomes are often uncertain and irregular, something
that implies difficulties in acceding to types of credit that require fixed
regular repayments. In these cases, savings represent a fundamental
instrument in the management of temporary imbalances in the
microbusinesses. Furthermore, the majority of the poor receive flows of
remittances from their families living in urban areas or abroad; access to
deposit services is, therefore, necessary in order to keep these payments
secure. In microfinance the demand for saving deposits acts with the same
motivation that characterizes the formal system: savings are, in fact, the
money saved today to be spent in the future for the needs of the family
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Box 2.1 Fundusz Mikro’s experience

In 1994, the Polish American Enterprise Fund established Fundusz Mikro.
Fundusz Mikro began its lending operations in February 1995; in 2001, it
began offering a new product to assist long-term clients with larger business
development and improvement investments. The Micro Venture Capital
(MVC) loans are given to stable customers in at least their third year of bor-
rowing and are processed on a group basis. Fundusz Mikro offers a long-term
cooperation with its clients in the form of start-up loans, loans for microbusi-
nesses operating in rural areas, and loans for associations created for small
investment for the community.



and for businesses. Access to deposit products allows for the safe storage
of money; it also represents a source of revenue, given the rates of inter-
est paid on savings deposits. The poor, and more generally the finan-
cially excluded, have demonstrated a potential capacity to generate
savings. The informal system has always played a major role in saving
mobilization. In developing countries, for example, there are a lot of
informal operators: moneylenders, savings clubs, rotating savings and
credit associations, family and neighbour networks. However, these
informal mechanisms, which have for a long time represented the only
savings alternative for the poor, are very expensive, both in terms of
high risks and low or negative interest rates.

Microfinance has dedicated particular attention to saving, and many
MFIs have begun to collect savings under various forms. In general, it is
possible to distinguish between compulsory savings and voluntary
savings. Compulsory saving products consist of mechanisms of forced sav-
ing, which imply that a certain percentage of the supplied loan is held
back and placed in a fund that acts as a guarantee. In the majority of
cases, the clients are able to use their savings at the end of the loan cycle.
For these reasons, such products are often perceived by the clients as a
sort of ‘entry fee’ to accede to the loan more than as a savings product
itself (Ledgerwood, 2000).

Nevertheless, the poor normally prefer voluntary saving products. These
are volunteer methods of saving collection that allow the saver to
deposit and withdraw, with varying frequency and expiry dates, according
to the products’ liquidity. The main typologies are demand deposits,
contractual deposits, time deposits and equity products.

Demand deposits and current accounts represent the contractual forms
to which low-income clients refer in order to manage liquidity. The
reasons for this are mainly related to their features, which make the use
of savings particularly easy and flexible. There is, in fact, no restriction
on the deposit management in terms of cashing in and withdrawals,
which can be made on every due date.

Contractual products are used to meet the expected needs (Box 2.2); the
client deposits the established sums on a scheduled basis for a specific
period of time, after which he can reclaim all the funds paid in, plus inter-
est. These products ensure lower liquidity and higher revenue than
demand loans, which allow the accumulation of small sums of money for
planned future expenses. The predictability of the cash flow implies that
the products are easier to manage for MFIs rather than demand products.

Time deposits allow for the deposit and withdrawal of large sums of
money for expected needs. They allow the customer to deposit a certain
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sum once, for a set term. The demand for these products, however, is
rare; apart from small farmers in the winter, the poor are rarely able to
save large sums of money.

Finally, equity products represent a typical savings instrument of Credit
Unions, self-help groups and financial service associations. The
members invest savings in these institutions; in exchange they receive
periodic dividends and the possibility of accessing greater amounts
through loans.

The supply of saving services requires the consideration of many
factors. Regarding MFIs, for example, the supply of voluntary savings
products requires complex internal control systems and management
information systems, as well as careful liquidity management under the
prudential regulation rules; therefore, they are typical products of
formal MFIs. Compulsory savings, on the other hand, fall into the infor-
mal framework, because technically they represent forms of guarantee
for loans and they can be also offered by semi-formal MFIs. Savings
mobilization, therefore, requires the consideration of a whole series of
other factors linked to the regulatory context. In the majority of coun-
tries the collection of savings is reserved to the banking system, with the
consequence that a number of institutions (informal and semi-formal
MFIs) involved in microfinance do not have the capability to collect
savings and issue loans (lending activity). In this regard, the lack of an
adequate regulatory framework to sustain microfinance has led many
MFIs to transform themselves into banks, as in the case of the Grameen
Bank and the BancoSol in Bolivia.

2.2.3 Payment services

Alongside savings and loan products, a limited number of MFIs have
begun to offer payment services also. These are included in a category of
financial services that the poor request in order to have the possibility of
transferring money through secure channels. The demand for such
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Box 2.2 Buro Tangail’s ‘Contractual Saving Agreement’

Buro Tangail in Bangladesh developed a simple contractual savings account in
1997. This savings product involved a five-year contractual savings agree-
ment. The savings are deposited on a weekly or monthly schedule selected by
the client. The scheme has proven immensely popular. In 2004 70 per cent of
Buro’s customers voluntarily elected to open a contractual savings account.
From 1997 to 2004 205 860 long-term contractual savings accounts were
opened.

Source: �www.microfinancegateway.org�



services mainly derives from those categories of clients that have a
greater managerial ability (e.g. ‘marginal’ clients) and those that need to
perform transactions through alternative means to cash – often associ-
ated with deposit products – such as cheques, bank transfers and credit
and debit cards. Recently some MFIs have begun to offer credit cards,
debit cards and smart cards.5 Those who demand payment services are
also the most marginal sectors, which have the need to transfer pay-
ments to and from family members through more secure channels than
informal ones, such as families and friends.

In microfinance, therefore, the demand for payment services arises –
considering the necessary exceptions – through the specific needs of
banking clients: safety, availability and accessibility to payment instru-
ments, fast and cheap settlement. The MFIs that offer payment services
are not, so far, numerous because of the complexity of the infrastructure
and the technology that payment systems require. For such reasons, and
for the stability and monetary policies, the monetary function is still the
prerogative of the banking industry and, in part, of the postal system.
Such circumstance often makes the partnership between MFIs and
banks necessary.

2.2.4 Insurance products

The demand for health and loan insurance derives from the need of low-
income customers to limit and cover the risks in case of death or loss of
assets. Microinsurance products, drawn up to reduce uncertainty and its
effects, represent a fundamental instrument in microfinance, given the
vulnerability of the poor to risk. Natural disasters, health problems of the
beneficiary, or death of livestock, are all events that can be dealt with by
microinsurance. The product and process risks, which characterize
microfinance, do find in insurance cover an important management
solution.6

From the 1990s a large number of MFIs have shown a growing inter-
est in offering insurance products for their own low-income clients
(Box 2.3). The reasons for this interest are to be found, other than the
need to protect the poor from risk, in the opportunity for MFIs to reduce
the levels of default on loans by offering these products. The most
widely available insurance products in microfinance are health and life
insurance, livestock and crop insurance and compulsory insurance
against loan default.

Microinsurance is not always the best solution for reducing the vul-
nerability of the poor to risks and to improve the quality of the loan
portfolio. Insurance is a high risk business; in developed countries this is
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limited to insurance companies or to financial intermediaries used to
managing a single portfolio of numerous, similar, risks. In developing
countries, many MFIs operate at the limits of legality, this being due to
an unfavourable legal and regulatory context and/or the inability of
many MFIs to define and successfully manage microinsurance schemes.
These aspects show how it is very often advisable to create partnerships
with formal insurance providers, rather than offering microinsurance
products directly. These partnerships present various advantages for
formal insurers as well as for MFIs. The insurers can gain access to new
markets, MFIs can benefit from the expertise of formal institutions in
defining client responsive products, without having to spend time and
resources in the design phase of the product.7 On the other hand,
offering insurance products directly involves incurring greater risks,
especially if the insurance side of the business is not separate from the
savings and credit side. Furthermore, directly offering insurance
products requires different skills from those required for credit or saving
supply, for example, setting premiums, forecasting losses, etc. Finally,
the MFI can incur more moral hazard problems (Brown, 2003).

2.3 Product development process

The awareness of new financial needs, also in relation to new categories
of beneficiaries, has imposed the need to define new financial products
and services on a systematic process basis. The majority of MFIs have
dedicated little attention to the product development process, mainly
offering working capital loans in order to finance microbusinesses. For a
long time, microloans were distributed through credit methodologies
(solidarity groups, village banking, etc.) characterized by untraditional
mechanisms of beneficiaries’ screening, monitoring of the borrower’s
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Box 2.3 FINCA International’s insurance products

Operating with the village banking methodology, FINCA International is a
non profit organization present in 19 different countries. Under a partnership
with the American International Group (AIG) in Uganda, FINCA started to
provide life and disability insurance. This is designed to provide protection
not only to clients but also to the institution, should the client be involved in
a debilitating accident or should the client die in the course of the loan cycle.
The insurance products are provided under a partnership model: AIG provides
the insurance services, while FINCA provides AIG with the names of its clients
and up to three of their family members.

Source: �www.microfinancegateway.org�



actions and incentives to repay the loan. These features, drawn up to
manage the risks related to the offering of financial services to the
disadvantaged, were often found to be unsuitable for further application
in other socioeconomic contexts and poorly adapted to satisfy the vari-
ety of clients’ financial requirements. In stepped lending methodology,
for example, the low size of the initial loan was not always adequate in
respect of the real financial needs of the microentrepreneur.

In the same way, the credit methodologies based on solidarity groups
did not satisfy the needs of all the beneficiaries, especially those
microentrepreneurs with expanding businesses. Again, the intensifica-
tion of the relationship between client and MFI has generated the
demand for new financial services and a greater variety and quality of
products. Consequently, as the microfinance industry evolves and the
level of competition increases, MFIs need to redefine their products or
develop new ones, following a market driven and a more client respon-
sive approach. This implies a systematic product development process
that takes into consideration the objectives of the MFI, the demands
of the target client and the existence of other financial services
providers.

Many MFIs, until now, have followed a top-down approach to product
development, characterized by the almost total absence of market
research, an inadequate costing/pricing of the product, and the lack of
pilot testing and a planned roll-out (Wright et al., 2001). Before placing
a new product on the market, it is necessary to verify that there is a
demand for that product, that the product is profitable for the MFI, that
the new product will be supported by an adequate monitoring and
reporting system and, finally, that the staff have been specifically
trained for the management and sale of the new product. Therefore, an
MFI that decides to offer fixed asset loans alongside working capital
loans, will need to define new procedures of credit evaluation and
implement a new management information system. Neglecting such
aspects in redefining a financial product or in the creation of a new one
can, in the long term, have serious consequences in terms of an increase
in the drop-out rate, in the loss of a competitive edge and, therefore, in
performance and sustainability. There are examples of many MFIs lend-
ing groups that began to offer individual loans without preliminary cash
flow analysis of their clients.

The process of product development is a dynamic process that
requires time and resources, both human and financial. Brand (2001)
defines the product development process as a ‘systematic step by step
approach to developing or refining existing products’. This process is
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made up of the following steps: evaluation and preparation; design and
development; pilot testing and product launch (Figure 2.2). It is obvious
that each of these phases is influenced by three fundamental factors:
institutional strength, and customer’s needs and competitors. A change
in any one of these factors brings about the need to re-examine each
phase of the process.

The evaluation and preparation phase represents the preliminary phase
in the process, during which the MFI has to evaluate the viability of
offering a new product or whether to proceed instead with the modifi-
cation of an existing one. This evaluation must be carried out beginning
with the analysis of the institutional capacity of the MFI and the market
situation. Therefore, an MFI that wishes to place a new financial product
on the market must first of all consider that the organizational structure,
the risk-management and information systems, its human resources and
the institutional culture are suited to the characteristics of the new prod-
uct. The second phase (design and development) consists of defining a
product prototype that will subsequently be tested in the pilot-testing
phase. The definition of this product must be preceded by market
research, a main part of the product development process since it allows
the analysis of the financial needs of the client to be carried out from
different kinds of information (for example, loan officers or consultative
groups).

When the product prototype is defined, it is necessary to pass onto the
pilot-testing phase, through which the prototype is offered to a limited
group of beneficiaries in order to evaluate whether the characteristics of
the product respond to real client needs. Pilot testing represents a fun-
damental phase in the process as it allows the MFI to verify the real
demand for that product and its potential success. If the pilot testing has
a positive outcome, or rather if the product is accepted, the next phase
in the process can be reached. If the testing of the prototype fails, it will
be necessary to take a step back in the process and redefine a better
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prototype based on the information obtained through testing. Finally,
the product can be launched and commercialized. This phase must be
planned with a suitable marketing strategy. Even in this phase, like the
others, it is necessary to have internal systems to support the new
product line and the human resources must be adequately trained in the
methods of management and sale of the product.

Offering products and services on the basis of a systematic product
development process takes up time and resources, both human and
financial. However, it also represents an opportunity to better service
the market demand and to exploit the advantages created by changes in
the market. The process of product development needs, therefore,
greater attention by both MFIs and by donors. For MFIs, offering client-
responsive products means reducing the number of drop-outs, increas-
ing the quality of the credit portfolio, attracting a growing number of
new customers and consequently contributing to the long-term viability
of the MFI. For donors, supporting client responsive financial institutions
means acquiring knowledge on the importance of the product develop-
ment process and supporting those MFIs that have the institutional
capacity to develop new products.

2.4 Non financial services: minimalist vs integrated 
approach

In the previous sections we took into consideration the needs and the
financial products of modern microfinance. Alongside financial services
the majority of microfinance projects also offer technical assistance serv-
ices to microentrepreneurs. These are services offered to support micro-
finance clients in the start-up and development of their microbusiness.
In some cases, especially in the development cooperation programmes,
these services have the objective of preparing group members to contact
the MFI and establish a solid and long-lasting relationship. These
services represent a preliminary support. In other cases, these services
have the objective of contributing to the development of the economic
microbusinesses through business training, production training or
marketing and technology services. Often, these services are aimed at
assisting the beneficiaries with the sale and commercialization of their
products. Small producers, in fact, do not always have links with
the market and their products may not find an outlet. In these cases, the
MFI organizes the sales network for the sale of the product.

In the best microfinance projects, these services are supported by
offering different types of training courses to the beneficiaries, from
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management to accounting and also marketing to provide the beneficiary
with the necessary abilities to better manage his microbusiness. Very
often, microfinance programmes also include, alongside the microcredit
component, social services focused on improving the living conditions
of the target group. Typically, these are training courses on health, nutri-
tion and education. Technical assistance services can be offered by a
wide range of institutions that operate in partnership with the MFIs,
such as universities, training institutions, networks, government agen-
cies and non-profit sector institutions. Frequently, the MFI themselves
offer non financial services. In these cases, it is necessary that the
management and the bookkeeping of these products is kept separate
from that of financial services.

The distribution of development services for businesses requires
subsidies, since it is not a fee-based service. This raises important questions
regarding the evaluation of the social impact of the service and the
measurement of the performance of the MFI.

The decision to offer non financial services, as well as financial
services, depends on the objectives of the MFI and on its capacity to
attract donors’ funds in order to sustain the costs involved. In literature
and in operational methods, we distinguish between the minimalist and
integrated approach, depending on whether the MFI limits itself to
offering only financial services or not.

2.5 New frontiers in microfinance services

The microfinance industry is being rapidly transformed. New needs
emerge, not only from the beneficiaries but also from the MFIs. The
previous sections have analysed the financial products and services that
the modern microfinance industry has begun to offer to new categories
of beneficiary. The managerial requirements of MFIs have changed in
recent years and MFIs see the need to find new management techniques
in financial innovations. The intensification of competitive pressures
and the scarcity of donors’ funds enhance the need for MFIs to find
alternative financial sources beyond donations and subsidies, as well as
greater management efficiency. How can a MFI access the capital market
in order to satisfy its need of funding to operate in a sustainable manner?

Some innovative financial instruments have been experimented in
microfinance. Though not numerous, these represent an opportunity
for MFIs to have access to market funds. An innovative example is rep-
resented by the venture capital funds in support of MFIs. The Dutch
Hivos-Triodos Fund (HTF) has recently launched the first venture capital
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fund for microfinance in India. The fund is a Public Private Partnership
between the Hivos Foundation and Triodos Bank and will focus on
providing finance to India’s most innovative small and medium-size
microfinance institutions.8 The collection of funds from the capital mar-
ket can also be achieved through socially responsible mutual funds.
These can be divided into screened mutual funds and shared return funds.
The first invest primarily in socially responsible companies, the second
are owned by the members of MFIs (Ledgerwood, 2000).

An interesting development in access to the capital market and risk
management can be represented by asset-backed securitization, through
which the MFI sells a portfolio of assets to an external company (Special
Purpose Vehicle – SPV). The SPV will fund the acquisition of the assets by
issuing and placing rated notes (ABSs) for an amount equivalent to the
value of the transferred assets. The classic operation requires, in fact, the
packaging of a basket of credits from the assets of the originator and its
transferral to a SPV which, in order to finance the purchase, issues notes
that are then placed on the market. Through this technique, MFIs can
manage the typical risks of financial intermediation, in particular the
liquidity and credit risks. Asset securitization, indeed, allows for gathering
the financial resources (liquidity) on the capital markets in exchange for
the sale of part of the microloans held by the MFI. Furthermore, the
securities incorporate the risk of the original credit which is, therefore,
transferred from the MFI to the capital market and, thereby, to the
investors in ABSs. Securitization of credit can represent a valid alterna-
tive to traditional collection systems for various reasons: alternative
funding, transferral of credit risk and diversification of the credit portfolio,
in the case where it is highly concentrated in certain geographical areas
or in certain categories of beneficiary. Although the benefits that the
operation brings are important, the costs can be substantial. The planning
and the monitoring of a securitization operation are complex, mainly
due to the large number of parties involved and the significant number
of transactions that must be carried out. For this reason, asset securitiza-
tion is viable for those MFIs that manage significant loan portfolios and
that can count on the assistance of traditional financial intermediaries
in the planning phase and in the placing of the notes.

2.6 Conclusion

In recent years, numerous successful experiences in the field of microfi-
nance have contributed to spreading the idea that the improvement of
living standards of the poorest can be realized not just through small
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loans for production requirements, but also through a wide range of
financial services.

Modern microfinance has begun to offer more sophisticated products
compared with simple microcredit in response to the more complex
needs of the new target clients. For MFIs, offering financial services to
marginal clients means reviewing the product development process
through a market driven approach, which takes into account the real
needs of the target client. It also means supporting the collaboration
between different kinds of institutions, through the formation of
partnerships that, by combining different skills, allow the poor to have
access to the financial system in a lasting and sustainable way. The cur-
rent revolution in the microfinance sector provides, therefore, various
challenges: organizational and procedural changes become necessary to
increase the institutional strength of MFIs and, consequently, their
capacity to access capital markets. The need to have access to alternative
forms of financing, rather than donations, imposes upon MFIs the need
to operate according to market and transparency schemes also in
planning and implementing the products offered.
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3
The Main Features of Microcredit
Gianfranco Vento

3.1 Introduction

In the world of microfinance, microcredit occupies a special place for more
than a reason. First of all, it represents the most diffuse and significant
product supplied by the vast majority of MFIs. Second, among all micro-
finance products, microcredit seems to have a greater and more direct
impact on the conditions of beneficiaries, given that it allows, by using
a small amount of money, to foster economic initiatives revenue-
producers. Last, the supply of credit, even if of small amount, is a risky
business for MFIs and, thus, it needs a particular attention in order not
to incur serious loan losses.

Microcredit features, however, cannot be investigated only in one
single way because of the wide and deep differences existing in the
approaches carried out in different regions and by different typologies
of institutions. The abundant literature concerning microcredit is char-
acterized by particularly focusing on the on-field experiences, successful
or ineffective, developed by heterogeneous institutions in different
countries, by following very different lending approaches and method-
ologies. The study of the best practices, as well as the investigation of the
major critical points of past programmes, appears surely useful in
orienting those who are involved in microfinance towards more effective
and efficient solutions. Nevertheless, also taking into account the
essential diversities existing in different microfinance programmes, it
seems to lack a managerial approach that critically examines all the
most significant elements that must be found in a microcredit
programme.

The absence of a comprehensive description of microcredit is due to
the non-existence of a widely agreed definition of what microcredit is.
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As stated in Chapter 2, microcredit cannot be included in one single def-
inition, because it varies significantly in the aims, in the delivery
methodologies and in the credit process approaches. Therefore, this
chapter aims to highlight the most significant features of microcredit, in
order to deepen the peculiar aspects that have distinguished until now
microcredit from other financial tools focused on reducing financial
exclusion, and to concentrate on the features that should be considered
for the success of a microfinance programme. The considerations devel-
oped here are coherent with an approach oriented to maximize the
recoveries of allocated microcredit, in order to ameliorate the financial
performance of MFIs over time. Obviously, this is not the only possible
scheme in microcredit, due to the presence of institutions that prioritize
working with the ‘poorest of the poor’ rather than aiming for financial
performance and sustainability.

The present chapter is structured as follows. Section 3.2 provides a
brief description of the process of evaluation of beneficiaries. The
following section looks at the nature of financed assets in a typical
microcredit programme. The distinguishing features of microcredit,
compared to traditional loans, are discussed in section 3.4, whereas sec-
tion 3.5 points out the peculiarity of collateral policies. The final section
looks at the interest rate policy in microcredit, which is still one of the
most debated subjects so far. Section 3.7 concludes.

3.2 The screening of beneficiaries

The evaluation process of beneficiaries is a pivotal issue for the success
of a microfinance programme, and therefore for the survival of MFIs.1

Similarly to what happens for traditional financial intermediaries, the
screening of clients should be anticipated by a portfolio allocation
analysis, according to the nature of demand of microcredit in the
context in which the MFI operates or in those it wishes to enter. In this
preliminary phase, MFIs are required to identify the target group, or
groups, they want to finance. This initial screening consists of address-
ing the financial resources to a limited group which, more than others,
is supposed to maximize the return on investments, or, more generally,
the social benefits. The size of the target group, as well as the number of
groups, depends on the size of MFIs, and, moreover, on the size of the
loan portfolio.

The loan portfolio composition must also follow the principles of risk
diversification, which is not an easy task for MFIs, especially small ones.2

Moreover, since the majority of MFIs depend – at different levels – on funds
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that proceed from third-party stakeholders, the decisions of MFIs regard-
ing allocation are often influenced significantly by the organizations
that provide funding, in respect of the category of subjects that should
receive financing.

At the same time, MFIs need to highlight the purpose of microcredit. In
this regard the goal of MFIs should be to opt for those investments run
by members of the target group that have the highest internal rate of
return. Often the scope of microcredit is also to insert in the productive
process the goods that may increase the productivity of microfirms of
beneficiaries. Sometimes, the choice made by some MFIs to finance
assets that result in being useful for the improvement of life conditions
of beneficiaries must be considered while also taking into account the
debt capacity of those borrowers. In all cases in which the repayment of
microloans is in doubt, owing to the lack of a productive process, it is
likely that microcredit is not the most appropriate tool to adopt.

Thus, once the population of potential customers is identified, MFIs
are required to screen those who have a higher capability to use the
money to produce marketable goods and services. This process is usually
run in a different way, depending on several variables. However, we
propose here a prototype of selection mechanism based on three main
elements. The first feature for the success of a screening process is the
proximity of the net of credit officers with the customers. The underlying
idea of this is that in the population of beneficiaries there is a percentage
of people which has valid entrepreneurial ideas that could be viable, but
they lack funds to finance their projects. Therefore, an excellent net of
credit officers allows MFIs to gather the necessary information concern-
ing the chance of success of the different economic initiatives to sup-
port, as well as to be more conscious of the attitude of their borrowers to
repay the microloans and to avoid the misuse of funds.

The creation of a net of credit officers, however, represents one of the
most significant costs in a microfinance programme and, consequently,
there is a trade-off between, on one hand, the number of credit officers,
their qualities and skills, and, on the other, the costs of these workers.
Moreover, the wideness of the net of credit officers depends also on the
degree of territorial dispersion of potential beneficiaries, as well as on
the incidence of labour cost. In all those cases where the potential
borrowers are concentrated in a few close villages, a smaller number of
credit officers can easily screen and monitor them.

Second, the governance of MFIs represents a key variable for the
success of a microcredit programme. In fact, in environments in which
there is a high degree of poverty and financial exclusion, it is likely that
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those who are called to select the borrowers and to monitor them may
have their own interests and priorities, which probably may not corre-
spond with those of MFIs. Therefore, for the achievement of a good
screening, MFIs have to build a coherent system of controls based on
different levels and are required to set up incentive systems that can
award the most efficient officers.

The third element for the success of the screening mechanism in micro-
credit is the adoption of recognized and standardized procedures for selecting
the credit demands. The idea that one of the main advantages of micro-
credit, compared with usual credit, is the high degree of flexibility, does
not have to be confused with the adoption of unusual techniques in
evaluating the feasibility of a business, as well as the borrower’s will to
repay. Nevertheless, given that in microcredit the number of applica-
tions for a loan is usually high and the amount lent is small, top MFIs
have decided to adopt a simplified version of usual credit scoring
models, such as CAMEL.3

Thus, the analysis of credit quality in microcredit is based both on
quantitative and qualitative elements, where the first emphasize the pro-
jections on production and sales – owing to the lack, in many developing
countries, of historical official data on small businesses to be financed
and on the track record of the borrower – whereas the second should
include all those intangible aspects, such as the personal qualities of the
borrower. Whatever is the blend of qualitative and quantitative ele-
ments chosen by MFIs, it is crucial for the success of the borrowers’
selection process to fix ex ante the relative weight of both aspects.

3.3 The nature of financed assets

It has already been stated that microcredit provides best results when
the borrowers are self-employed or small firms that have some valid
entrepreneurial skills – such as good productive capability, marketable
products, access to market, etc. – but lack capital. Therefore, even if MFIs
can theoretically finance a very wide set of assets, attention is often
addressed to those productive factors deficient in the production process
of the borrowers, or are necessary for the start-up of new businesses.

On the other hand, the goal of a microfinance programme is to sup-
port microfirms by using small loans, which can contribute significantly
to improving the productive process. Thus, the allocation process of
MFIs should be oriented to finance those goods and services that, once
inserted in the productive mechanism, can increase the output more
than others and, consequently, the borrowers’ returns.
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Moreover, regarding the nature of the firms to be financially
supported, these are mainly agricultural or manufacturing microenter-
prises, which are both labour intensive activities, but are significantly
different in the timing of the productive processes. In fact, while
agricultural microfirms are linked to seasonal productive cycles and take
up long periods of time from seed to harvest – followed by transforma-
tion and commercialization of the products – many manufacturing
microenterprises in labour intensive business are characterized for
having much shorter productive schedules. Therefore, depending on the
typology of the financed microenterprise, the financial exigencies MFIs
have to fulfil are very different. Such elements significantly influence the
products that MFIs provide as well as the duration of the microfinancing
that has to be agreed.

More specifically, MFIs typically finance the working capital of bene-
ficiaries, both in agricultural and manufacturing programmes. However,
if considering agricultural enterprises, longer-term microcredits are
necessary – providing eventually a grace period, to take into account the
gap between beginning of production and commercialization – whereas
shorter term microcredits with shorter repayment periods apply more
often to manufacturing enterprises.

Less frequently, in addition to providing working capital, MFIs also
provide the necessary resources to invest in fixed assets. The required
financing in order to purchase or instal durable productive means is
provided for single borrowers and, more often, for groups of beneficiaries –
joint or independent – that share installations or machinery that
are necessary for their own production processes. In such cases, despite
the fact that the high value of the goods to be financed exceeds the
traditional threshold of microfinance, the existence of a consortium of
producers or of a homogeneous group of borrowers, which implies a
joint obligation, allows such operations to be considered as part of
microfinance activities.

3.4 Distinguishing features of microcredits

The term microcredit is used to identify a mixture of various financial
and non-financial services. The different definitions adopted by the
international organizations, as well as by practitioners and scholars,
from time to time, emphasize different aspects raising doubts about
what this term really means. The lack of an unequivocal categorization
of microcredit creates certain difficulties, from the moment that it
makes the MFIs’ operating boundaries uncertain and complicates its
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promotion and implementation within different regulatory structures.
Regardless of the definitions preferred, the minimum distinctive
elements that distinguish microcredit, in our opinion, refer to the
following aspects:

● borrowers’ target;
● clear prevalence of credit activity over other services;
● loan amount;
● repayment period;
● lack of usual collateral;

With reference to the target beneficiaries, alongside the principles
described in section 3.2, as far as microcredit is concerned these must be
people who have difficulty in accessing the traditional financial system,
who have started or are about to start a business and need the financial
resources that are necessary to carry out lasting investments, that is, the
purchase of raw materials or goods in progress. In such context, therefore,
the distinguishing element is represented by the presence of a microbusi-
ness that is the main source of economical and financial support for the
beneficiary and his family. On the other hand, the distribution of
microloans to support consumption – although it could have the same
technical and financial characteristics – does not fall within the realm of
microcredit.

A second misinterpretation concerns the offer, alongside microcredit,
of non-financial services that go beyond the supply of funds. The uncer-
tainty derives from the fact that informal MFIs, which prioritize social
objectives instead of sustainability, often offer, alongside credit services,
technical support and training packages to the beneficiaries, in order to
durably improve the technical skills and the productivity of the financed
microbusinesses. In such cases, microcredit is considered to remain as
such, also if it represents the minor part of a wider support and develop-
ment cooperation project. However, if the credit activity is marginal in
the project, the institutions that supply microloans cannot be considered
in a strict sense as MFIs. Such a view, in the agreed operational contexts,
has important consequences on the authorization and supervision pro-
files of the microfinance institutions, supporting the operations of
smaller MFIs. On the other hand, in countries in which microfinance is
more recent and the establishment of MFIs has benefited from more ana-
lytical and structured regulation bodies, credit operations that focus on
the achievement of wider development projects are usually allowed only
for formal and registered MFIs, which therefore are favoured.
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A third distinguishing element of microcredit is the reduced single
amounts of the supplied loans. The revolutionary principle of this financial
approach is based on the fact that, by means of offering low-amount
credit – which varies in different countries – it is possible to trigger a mul-
tiplying process that generates revenue. In general, the basic idea consists
in the fact that microcredit also allows financially excluded people to
start, or improve, production activities with higher return, up to the
point where even the higher funding costs – compared with market
conditions – can be compensated. Moreover, the effectiveness of micro-
credit is based on the fact that the offer of low-amount loans rescues the
businesses from alternative financial circuits, such as usury; furthermore,
it contributes to free microbusinesses from the excessive negotiating
power of suppliers, that anticipate part of the inputs necessary to create
the products and take away a significant part of the beneficiaries’ margins.

The fourth distinctive feature of microcredit is the short duration of the
financing and the high recovery rate of the supplied loans. The main
working capital financing consists in the supply of short term loans,
with a maturity usually below one year. Moreover, MFIs rarely supply
credit lines to clients that have discretion in using them, preferring
microcredits with predefined sinking plans and frequent instalments.
The reason for having sinking plans with monthly, weekly or even daily
instalments derives from the fact that many beneficiaries have never
had any previous relationships with financial institutions and, there-
fore, are not used to longer-term cash flow managements. In addition,
the choice of tightly scheduled repayment periods should be in line
with the schedules of the commercialization of goods, which, in the case
of the above-mentioned manufacturing micro-businesses, are very
short, whereas for agricultural businesses there is usually a grace period
during which, while waiting for the products to reach maturity, the
borrower can freeze the payment of capital and interests.

The last distinguishing element of microcredit, regarding collateral
policies, needs a specific closer examination that is described in the
following section.

3.5 Collateral policies

The approaches used to draw up guarantees for the supplied microcred-
its probably represent the most innovating and original element of
microcredit compared with traditional credit risk mitigation policies.
The lack of traditional collateral, as well as of borrowers’ certain, stable
and documented revenues, has always represented the main limitation
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to access formal credit for financially excluded customers and for poor
people. Hence, the offer of microcredit has had to develop by using
alternative forms of guarantee to traditional ones. On this matter, the
pioneers of microfinance had the brilliant idea of developing and trans-
forming into collateral all those intangible assets that the poorest people
have: the sense of belonging to the same community and the reciprocal
solidarity. Coherent with such an idea, the main risk mitigating
methodologies used are group lending and dynamic incentives.

Group lending is the strategic choice of asking those who apply for a
loan to search in their own community for other small producers, which
need to be financed too, in order to create a group with them, and to ask
the members of the group to enter a joint obligation. In case one affili-
ate of the group is unable to repay the instalments, the other members
respond to its debts. Although there are different group lending
approaches, in most cases the loan applicant, who does not have other
guarantees, has to find a certain number of people – usually five – who
also need microcredit and spontaneously decide to share the risk of
other members of the same group that are unable to pay. Such searching
is carried out by the potential borrowers in their community, in which
there are people that trust one another. These links represent an important
asset in certain contexts and are suitable for balancing the lack of usual
collateral. The offer of microcredit to solidarity groups provides, first of
all, that two members of the group receive the financing. If this is
promptly repaid, after a few weeks two other members receive the loan;
if they all keep repaying according to schedule, the person that formed
the group also receives the microcredit.

The basic principle of group lending is called peer monitoring. The ben-
eficiaries that belong to the same group carry out a constant mutual
monitoring on the use of the received funds and on the repayment of
capital and interests. In case one of the members is temporarily in
economic difficulties, the architecture of group lending stimulates the
members of the group to help the borrower to pay his debt; at the same
time, peer monitoring creates social pressure, which is proportional
to the intensity of the relationships between the members of the group,
so that the borrower does his best to repay the loan. Since group lending
and peer monitoring can only work in the presence of non-explicit
inter-subjective bonds, such methodology is justly preferred in two con-
texts. First, group lending better applies to MFIs that offer low-amount
microcredits. It is often verified that, as the single supplied amounts rise,
resistance and mistrust towards joint obligations arises also among the
members of the same community. Second, because that group lending is
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based on the sense of belonging to the same community, this method-
ology is more effective in social contexts in which such cohesion is
stronger. In general, such contexts can be found in certain rural areas or,
alternatively, in certain countries where the most disadvantaged part of
society is less heterogeneous.

So far, group lending has represented the foundation of many micro-
credit programmes. However, it does have its defects concerning the fact
that the formation of solidarity groups leads to the same treatment
towards all the members of the group; this can create problems such as
adverse selection and moral hazard, because of the differences between the
members of a group, in terms of risks concerning the borrowers
themselves and their investments projects.

Dynamic incentives represent the second methodology of credit risk
mitigation in microcredit. Since the demand for microcredit comes from
subjects not used to dealing with financial institutions, a functional
element in the establishment of a market discipline for beneficiaries
could be represented by the fact that initially they could have access to
a small loan; subsequently, if the loan is repaid in due time and, therefore,
the beneficiary shows to have certain skills in cash flow management,
he can ask for larger loans. Hence, by using dynamic incentives, MFIs
limit the credit risk in the first phase and, at the same time, reduce the
concentration of the loans portfolio. Meanwhile, borrowers start
familiarizing with a scheduled financial commitment which, if honoured,
represents a previous record for the assessment of the creditworthiness.
In fact, it is necessary to remember that MFIs operate in contexts where
historical records of loan applicants and public databases of their existing
debits virtually do not exist.

Guarantees and financial innovation. Alongside the two methodologies
mentioned above, it is possible to imagine more sophisticated and het-
erogeneous approaches to reduce credit risk. Some of them have already
been adopted by a certain number of MFIs; others may represent an ele-
ment of inspiration for MFIs to achieve a more modern credit risk man-
agement. Such approaches can be sorted, for expositive purposes, as
product and process innovative orientations.

As for innovative products, regarding credit risk mitigation it is worth
mentioning compulsory savings and the establishment of guarantee funds.
With the first MFIs can ask the beneficiaries to use a percentage of the
supplied microcredits as compulsory savings, in order to reduce the bor-
rower’s exposure in case of default. Instead, guarantee funds are finan-
cial resources put aside in order to cover the risk that some borrowers
will not repay the capital and the interests. In case of default of the
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beneficiary, the guarantee fund is used partially or totally to repay
the remaining debt. Such funds can be established by the MFIs by put-
ting aside a percentage of the interests earned from the supplied loans,
or by local bodies or institutions operating in the development of the
area, which collaborate in microfinance projects as guarantors. On the
other hand, process innovation leads to innovative financial structures for
microfinance. These are split into two main typologies: the first consists
in the creation of a special purpose vehicle (SPV); the second provides a
direct financing for the beneficiary using a typical scheme of assets seg-
regated for a business. Both structures are used when there is a large
number of beneficiaries organised in associations or cooperatives.

In the first option the isolation of the project risk is achieved by using
an SPV, which becomes the central point of the contractual network of
the whole programme (Figure 3.1). More specifically, this structure
provides that a financial intermediary (sponsor), together with the pro-
ject’s promoting institution (promoter), sets up a Special Purpose Vehicle
(SPV), purposely designed for the single project. The sponsor, which
holds 100 per cent of SPV’s capital, provides the vehicle with a fund that
is only used for the achievement of the microcredit programme. The pro-
moter, which can be an NGO or a local development institution, carries
out the management and the administration of the fund and the control
on the performance of the activities. Generally, unless the sponsor has a
local network, or the promoter is certified to perform credit activities, the
supply of credit to the beneficiaries is carried out by a third-party bank.
In order to do this, the promoter will open a deposit in this bank using
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Figure 3.1 Use of SPV in microcredit

Source: La Torre and Vento (2005).
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the funds provided by the sponsor. The sponsor remains the only holder
of the fund and of the profits that may derive from the use of the
amounts. The microcredits granted to the beneficiaries must be used to
support the programme’s activities and to purchase the goods necessary
to carry out the activities. The profits deriving from the activities must be
used by the beneficiaries to repay the received loans; the repayment of
the capital and the interests to the financing body has priority on all the
other costs concerning the activities of the promoter and of the deposit-
ing bank. As a guarantee on its investment, the financing institution can
also use the goods purchased by the beneficiaries for their activities: in
fact, such goods are part of the SPV’s assets from the moment they have
been purchased. The promoter is responsible of the project’s achieve-
ment and of the regularity and transparency of the funds’ administra-
tion. So, the credit risk management is carried out both by using a SPV, in
order to isolate the project risk from the risks of the beneficiaries’ and
promoter’s activities, and by having guarantees on the final products and
on the goods purchased by the beneficiaries. Moreover, such structures
always include a computation activity carried out by the sponsor, which
allows them to have a constant control of the financial flow, by also using
the information provided by the promoter.

A second structural option isolates the project risk without using an SPV.
In this case, there is a tight link between the granted financing and the
project to be achieved (Figure 3.2). The specific national regulations allow
such a scheme under different legal patterns; besides the possible contex-
tual legal backgrounds, the aim is to guarantee for the financing bank the
ownership of the project and the legal certainty that the lent amounts will
be used to carry out the activities set in the financing contract.
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Figure 3.2 Use of segregated assets in microcredit

Source: La Torre and Vento (2005)
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Such structure, generally used to finance cooperatives operating in
many different sectors, which includes a direct relationship between the
sponsor and the beneficiary and cannot count on the monitoring
activities carried out by the promoter, adopts alternative instruments of
credit risk management. Alongside the asset separation of the assigned
fund, the financing bank adds the application of certain covenants,
which are compulsory for the beneficiary and can be applied to the
production phase as well as to the commercialization phase. As it is gen-
erally made for cooperatives that carry out many diversified activities
compared with those stated in the contract, this structure provides that
the sponsor must carry out a number of activities finalized to guarantee
a correct administration, an appreciable level of accounting separation
between the different activities and an accurate commercial plan specif-
ically adapted to the financed project. For such reasons, activities of
administrative monitoring, technical monitoring and marketing assistance
are always carried out by the financing bank. So, compared with a finan-
cial architecture based on the SPV and on the technical and administra-
tive monitoring, technical monitoring and marketing assistance are always
carried out by the financing bank. Thus, compared with a financial
architecture based on the SPV and on the technical and administrative
support provided by the promoter, this structure requires a more inva-
sive attitude of the sponsor in the beneficiary’s working context, which
means the use of specific covenants in the technical-administrative
monitoring and in the commercial support (Table 3.1).
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Table 3.1 Main credit risk mitigation strategies

Strategies Main features

1 Group lending ● peer monitoring
● it works properly as long as the bonds in the

community are strong
● equal treatment to different borrowers, which

can determine adverse selection and moral
hazard

2 Dynamic incentives ● increase the amount of loans through time
● useful to get the borrowers used to 

dealing with financial intermediaries
● they reduce portfolio concentration

3 Other guarantees deriving ● compulsory savings to reduce exposure
from financial innovation ● guarantee funds to partially transfer on other

subjects the default risk of the borrowers
● special purpose vehicles and segregated

capital used to isolate the project risk



3.6 Interest rates in microcredit

Among the many distinguishing features of microcredit, compared with
traditional credit, the interest rate policies are described independently.
These represent one of the most controversial and discussed aspects of
microfinance. In fact, in the literature and among practitioners there is
a contrast between those who think that, since microcredit is offered to
disadvantaged subjects, it should be supplied at more favourable
conditions than traditional credit, and those who claim that the benefi-
ciaries of microcredit projects are not interest-rate sensitive, because the
benefit of having access to credit is higher than the cost of financing,
also when interest rates are higher than market rates. Besides, ethical
and management considerations,4 in terms of pricing it is not possible
to determine, in abstract, an ideal level of interest rates for microcredit.
It depends on many factors, of which only some are controlled by MFIs.
However, it is necessary to identify the variables that have to be considered
for a correct determination of rates, taking into account that the
revenue equilibrium of an MFI is determined when:

costs � mark up � interests � fees

Loan pricing in microcredit has to be fixed coherently with the cost
structure of MFIs. Accordingly, costs can be split into:

● Funding costs
● Operating costs
● Loan loss and currency risk provision
● Cost of capital, including inflation

Alongside the costs listed above, it is necessary to add a high or low risk
premium, according to the type of institution and to the market in
which they operate, which must be paid for the business risk of MFIs.
Any determination of the rate policies that ignores just one of the
above-mentioned elements determines, in the absence of stable and
durable external subsidies, conditions of operational non-sustainability
in the medium and long term.5

Regardless of inflation and capital cost, which depends on the MFIs’
nature and origin of funds, it is necessary to make some considerations
regarding the first three cost subcategories listed above. Funding costs
mainly depend on the financing sources of MFIs; it is possible to iden-
tify three main sources. First, MFIs can aim to attract grants and soft
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loans from donors by proposing some projects to them. On the other
hand, these institutions can get into debt with financial intermediaries,
which act like first level banks. Finally, they can collect public deposits,
but only in countries and operational contexts where it is permitted.

The different funding strategies are not indifferent to collection sta-
bility and to costs. In fact, the collection of subsidized funds has low
costs, sometimes no costs at all, but is very unstable, since donors’
financing priorities can change over time. The collection of financing
from financial institutions, including development multilateral banks
and local development agencies, is characterized by having considerable
costs and implies more or less influence on the strategies of MFIs.
Finally, the collection of public deposits presents lower costs and higher
stability, as long as MFIs are able to achieve a significant minimum vol-
ume of savings, and determine a higher management responsibility for
the MFI, which has to comply with stricter supervision obligations.
Consequently, a funding diversification strategy, also including public
savings, is rewarding for the MFIs’ management. Such an approach,
however, cannot be pursued by all MFIs; in particular, the combined
activities of savings collection and credit granting need an organizational
structure and an internal auditing system that only larger institutions
are able to set up. On the other hand, the collection of public deposits
implies some risks that the depositors themselves are not always able to
understand or adequately price; for such purpose there are authorization
and prudential supervision schemes that limit, and sometimes stop,
MFIs’ collections.

Operating costs represent the highest costs for MFIs. The activity of
MFIs, in fact, differs from traditional credit intermediaries because it is
based on a closer and better mutual acquaintance between credit officers
and beneficiaries. The fact that the distributing structure is based on a
network of credit officers who visit the clients frequently, implies a
higher level of operating costs. Moreover, the reduced average amount
of the supplied microcredits does not always allow for the fixed
management costs of the single microloans to be adequately shared.
Therefore, such costs represent the most significant element in
determining the rates of the microcredits.

Finally, the third type of cost that influences the determination of the
interest rates is the loan loss provision. Having said that the quality of
MFIs’ credit portfolio is often better than that of the traditional inter-
mediaries operating in the same geographical areas, these depend, first
of all, on the ability of MFIs to carry out an adequate screening and
monitoring of the borrowers. Besides the ability of MFIs to select clients,
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the volume of credit losses are influenced by the decisions regarding the
area in which they should operate, by the sector that should be financed
and by the management of insolvencies, when the borrowers are clearly
unable to repay the received microloans (Table 3.2).

In order that an MFI can reach the different levels of sustainability
described in Chapter 4, it is necessary that the costs listed above are
taken into consideration when determining interest rates and fees.
However, this doesn’t mean that the above-mentioned cost elements
have to be completely transferred on to the borrowers, since many MFIs
are able to operate in conditions of sustainability thanks to the external
contribution of grants and soft loans. Yet, it is important that every MFI
is constantly aware of what its economic-financial performance would
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Table 3.2 Three main elements in interest rates determination

Elements Main drivers

1 Funding costs ● Capability to attract subsidized funds
● Cost of funding versus other financial inter-

mediaries and/or institutions
● Capability to collect deposits from public

2 Operating costs ● Net of credit officers
● Average dimension of microloans

3 Loan loss provisions ● Capability to screen and monitor borrowers
● Recovery management procedures

Box 3.1 Calculating interest rates

Interest on a microcredit can be calculated according to several methods.
Here, we focus our attention on the two most common: the declining balance
method and the flat method.

In the declining balance method interest rates are computed as a percentage of
the amount outstanding over the loan term. Therefore, the borrower pays
interest on the principal that he still owes. The payment made each period is
constant, whereas the principal increases over time and the interest decreases.

In the flat method interest is computed as a percentage of the initial micro-
credit rather than the amount outstanding, which is declining over time.
Thus, interest is always computed on the initial amount disbursed. In this case
payments, principal and interest are constant over time.

By using the flat method the actual amount of interest charged is much
higher than in declining balance method. Declining balance method, how-
ever, seems to be the most suitable method of interest computation, because
it calculates interest only on the amount actually due, and not also on the
percentage of principal already repaid.



be without subsidized funds, in order to avoid misunderstandings on
the different levels of sustainability in which it would operate without
the subsidies.

Finally, in order adequately to evaluate the interest flow against the
cost elements listed above, it is also important to define carefully the
interest calculation methods used by MFIs. The use of certain method-
ologies rather than others provides very different cash flows, especially
in operational contexts that are characterized by very a high interest rate
level. Box 3.1 describes the two main interest calculation methods that
are more often used in microfinance.

3.7 Conclusion

Microcredit is now almost unanimously considered as a financial tech-
nique that, since it needs a very modest volume of resources, is able to
contribute in a significant way to the development of those economic
activities that benefit from it. The key of such success mostly depends
on its main technical features. Therefore, microcredit shows its
maximum effectiveness in those cases where the beneficiaries have
adequate technical skills in the production of marketable goods and
services, but lack of the financial means for their commercialization and
distribution. Regarding the offer of microcredits, these usually have
higher recovery rates compared with traditional intermediaries. The
reason for such success predominantly derives from the typical techni-
calities of microcredit. These are conceived in order to enhance a
combination of specific features of the borrowers, which, in a microcre-
dit mechanism, can represent intangible assets. In the same way, the
guarantee policy within the offer of microcredit is conceived in order to
reduce the risk of exposure by applying concepts that are fairly distant
from the culture of traditional financial intermediaries, such as peer
monitoring or social pressure for the repayment of loans, but also by
using more sophisticated financial structures that, with the necessary
expedients, can be usefully applied to MFIs.

One of the central and most discussed elements in the offer of
microcredit concerns the determination of the level of interest rates.
Whatever the mission of the MFIs is, the definition of the rates must
take into account all the costs that the institutions have to face, in order
to avoid supplying loans at unsustainable conditions.
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4
Sustainability and Outreach:
the Goals of Microfinance
Gianfranco Vento

4.1 Introduction

The financial sustainability of microfinance projects and institutions
consists mainly in finding a balance between the profit gained from the
projects and the cost of carrying them out. This variable is taken into
great consideration by MFIs, donors and investors who bring financial
support to microfinance and the various stakeholders. In pursuing the
goal of sustainability the conditions are created so that the results
obtained may continue over time and, ultimately, so that the initiatives
and institutions are self-sufficient from outside contributions. The sus-
tainability of microfinance programmes is traditionally related to the
social benefit that derives from them, usually meant, though not exclu-
sively, as the ability to reach the poorest sector of the population. Such
concept of ‘depth’ of intervention is called outreach in specialist
terminology.

The balance between lasting sustainability of microfinance projects
and institutions, and the choice of beneficiaries and the products and
services to offer, represents one of the most widely discussed dilemmas
among microfinance academics and practitioners. This chapter will dis-
cuss, first, the definitions of sustainability and outreach, identifying the
various meanings of these broad concepts. Then, with regard to the
trade-off between sustainability and outreach, the main criteria to be
considered when selecting beneficiaries will be outlined. The aim is to
clarify whether, and in what way, working with especially poor cus-
tomers could affect the offer of financial services in terms of sustainability.
Finally, this chapter will propose a range of operating and management
choices suitable for reconciling the aims of sustainability with those of
outreach.
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4.2 Sustainability and outreach

In microfinance, sustainability is understood primarily as the ability of
MFIs to repeat loans over time (substantial financial sustainability),
regardless of how the financial stability of the project or institution is
achieved. Substantial financial sustainability (Figure 4.1) describes the
ability to cover the costs necessary for the start-up and management of
the microfinance activity, whether through the profits from services
offered, in particular financial ones, or through grants and soft loans. In
a stricter sense, therefore, to be financially sustainable a project or insti-
tution must receive a flow of donations and profits, from interest and
commission, that cover operating costs, inflation costs, costs related to
the portfolio devaluation, financial costs, a risk premium and the return
on capital brought by project investors or MFI shareholders (Figure 4.2).

The entry of private investors into the microfinance market, as well
as the increasing scarcity of public funds, has brought financial self-
sustainability to the attention of donors and practitioners in recent years.
This should not be confused with substantial financial sustainability.
When we refer to substantial financial sustainability, grants and subsi-
dized funds are also included among the items that contribute to
cover costs and to stabilize the income of an MFI; whereas, with financial
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self-sustainability, grants and soft loans are not considered in assessing
the independent ability of the institution to cover costs.

With regard to financial self-sustainability, it is necessary to further
distinguish between operational self-sufficiency (where the operating
income covers operating costs, the cost of inflation, loan loss provisions
and currency risk loss provisions) and fully financial self-sufficiency (where
the operating income is enough to cover not only operating costs, infla-
tion costs and provisions, but also the financing costs, which include
debt costs and adjusted cost of capital).

Analysing sustainability is important for any type of business or
economic activity undertaken. However, in microfinance and for MFIs
especially, it represents a crucial element for two reasons. First, MFIs
work with marginalized clientele, who are not accepted in the formal
financial system as they are considered too risky and not profitable
enough. Therefore, it would be logical to assume that the institutions
that decide to work with such clientele have greater problems in covering
costs with an adequate profit flow in the medium to long term.
Secondly, the operating costs necessary for the screening of trustworthy
individuals and small business and the monitoring of those borrowers
are such that, when compared to the profit made from a single client,
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they could show little advantage in working for such small amounts.
However, a project or an institution may be substantially financially
sustainable in that it is able to attract a constant flow of subsidized funds
over time, which significantly reduces financial costs and allows the
profits to cover residual costs, but not financially self-sustainable since,
because of the lack of subsidies and therefore funded at market costs, it
would be unable to achieve profit stability.

It follows that, in analysing sustainability and in distinguishing
between substantial sustainability and self-sustainability, a central role is
played by subsidies, from which, in different ways, the vast majority of
microfinance programmes and MFIs have benefited. In fact, although
the goal of leaving aside the donors’ funds has been considered by many
lecturers as an essential step in order to make microfinance a stable
instrument to sustain the poorest people, as well as those financially
excluded, there are few cases of microfinance institutions or programmes
which, in some form, have never received subsidies and are in a condition
of economic stability.

Subsidies may be present in various forms and at different stages of
the project. With regard to typology, subsidies can be divided into grants,
soft debts and discounts on expenses. Grants consist mainly of public and
private direct donations (direct equity grants or direct profit grants,
depending on the accountancy policy of the MFIs) and in paid-in capital
(so called ‘in-kinds’, such as the offer of instrumental goods needed for
an adequate performance, the offer of technical services and training, as
well as of management and administration consulting services). With
regard to timing, MFIs can receive subsidies both during the start-up
phase, when the costs necessary to set up the activity are far greater than
the profits, as well as at later stages.

The search for a balance between costs and profits in the running of
MFIs brings us back to the debate in the literature about the precise nature
of microfinance. In this regard, there are two opposing theories: Financial
Service Approach and Poverty Lending Approach. In the first approach micro-
finance is considered as a further division of the financial services market,
with the aim of reaching financially excluded individuals who have
limited access to the formal financial system. For others, microfinance is
above all a tool of international cooperation, which should support the
funding of economic initiatives at less demanding conditions than those
of the market, assuming that financial inclusion generates important
positive externalities, beyond purely economic features. The debate,
triggered by these two positions, points out the need for microfinance
practitioners to adopt operating approaches that correspond to the
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planned objectives. The Poverty Lending Approach tends to help a
smaller number of people over a shorter time, providing only basic serv-
ices. In contrast the Self Sustainability Approach provides support poli-
cies for financially excluded people by increasing the number of
beneficiaries and the services supply period.

Thus, it is important to examine more closely the type of aims and
benefits that should inspire microfinance programmes that are
addressed towards outreach. Although the literature offers various tax-
onomies of the values that express outreach, it is possible to define the
concept in two partially opposing ways: depth and breadth (Figure 4.3).
Depth represents the poverty level of the beneficiaries involved, whereas
breadth concerns the number of clients reached. In the first case, in terms
of overall benefit, outreach towards poorer beneficiaries is preferred
despite the total number of potential customers. Assuming that in social
welfare the community prioritizes the poorest individuals, the depth of
a microfinance involvement is proportional to the net benefit that
derives from the offer of financial services to those people. The basic idea
is that the benefit of receiving a loan for the poorest individuals is greater
than for people at higher social level. On the other hand, priority to
breadth implies a preference towards a wider consideration of cus-
tomers, although they are not all categorized as ‘the poorest of the poor’.
In a context in which the demand for financial services from the poorest
and the financially excluded people is higher than the supply, the ability
to reach a larger number of beneficiaries becomes a goal itself.

In literature, other aspects of outreach are often mentioned, which
however are referable to simple proxies of breadth and depth. An impor-
tant initial indicator of the depth of the programme is the loan amount,
since most financially excluded clients tend to ask for smaller loans.
Furthermore, outreach can be considered as worth to clients, that is, an
indication of the client’s attitude towards paying for services, since these
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significantly meet their own financial needs. It indicates the maximum
amount that the borrower would reach in order to obtain a loan. A poorer
beneficiary obviously accepts to pay more. A greater worth to client may
correspond to greater depth.

The third variable of outreach is the cost to clients for the financial
services achieved. This represents the cost of the loan for the debtor. It is
the sum of direct cash payments for interest and fees, plus transaction
costs. Generally, the cost to client is positively related to depth, because,
in theory, greater depth implies riskier clients, as well as fixed operating
costs shared by a smaller number of beneficiaries. The fourth proxy of
outreach is scope, that is, the number of typologies of financial contracts
supplied by MFIs, and the fifth regards the length of the microfinance
programme: this represents the period of time during which microfi-
nance services are offered. An indirect proxy of length is the obtainment
of profits that guarantee the carrying out of the programmes, even
without lasting donations. The underlying idea is that the offer of
microfinance should not run out in a short space of time. Consequently
it is assumed that the offer is positively correlated to profits generated by
MFIs, since the profits making can represent a valid proxy by the fact
that the MFIs continue their activity over time. The greater the variety
of the offered products and financial services, the greater the length of
operations and, presumably, the greater the outreach. Scope and length,
however, can be associated to programmes that prioritize depth as well
as those that focus on breadth.

4.3 Sustainability: how to reach it

Within the debate regarding the sustainability of microfinance institutions
and programmes, it is possible to identify different levels of sustainability
which increases proportionally to the independence of programmes and
MFIs from grants and soft loans. The aim of sustainability assumes
greater importance when referring to MFIs. The basic idea, in order to
affirm that an MFI is sustainable, is that the operative return is sufficient
to cover the institution’s costs. Thus, the different attitudes to being
sustainable depends on the specific relevance of assets and liabilities.

In a traditional microfinance institution, return consists in the interests
earned from loans and in the commissions obtained from other services.
The return flow depends mainly on the size of the loans portfolio, on
the ability and will of individuals to repay and on the breadth of the
range of services offered. Hence, concerning return, the key variables
are referred to a few balance-sheet items, which can be significantly
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influenced by the strategic goals of MFIs regarding marketing. As far as
costs go, the analysis of the variables that influence sustainability are
much more complex. In breaking up the typical costs of a microfinance
institution it is possible to identify at least four distinct categories:

● operating costs, necessary for the activities of the microfinance institu-
tion and the performance of the core business. These include also the
amortization quotes of pluri-annual factors of production used in the
productive process;

● inflation costs, which reduce over time the real value of the funds that
MFIs use to supply credit;

● loan losses provisions and currency risk loss provisions to be used for
covering expected losses;

● financial costs, which are paid to those who provide funds to the MFI
as debts or equity.

According to the balance-sheet structure, and to its impact on sustain-
ability, it is possible to divide MFIs into four categories (Figure 4.4). The
first level of MFIs, which depend on grants and soft loans comprises all the
institutions for which the revenues from interest and commission on
the products and services offered are not sufficient to cover the costs of
the funds used in intermediation. These are normally informal or semi-
formal MFIs, mainly small NGOs, who are financed by donations and
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Figure 4.4 Four degrees of sustainability for MFIs
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supply microcredits to very poor customers at interest rates lower than
the market rates. For these institutions, therefore, the substantial finan-
cial sustainability is only guaranteed by the subsidies they obtain from
donors and from those who consider it valuable to invest in microfinance
(subsidies dependency).

The second level of sustainability is represented by the institutions that
are able to achieve a revenue flow that covers the operating costs deriving
from their activities (operational self-sufficiency). These are semi-formal
MFIs that can diversify the source of funding in order not to depend
entirely on donors’ funds. They also offer interest rates on microcredits
that are lower than the market rates, but higher than those of first-level
MFIs. These MFIs pay greater attention to the market and to commercial
policies. However, they do not have a revenue flow that allows them to
compensate inflation costs, to save sufficient resources to face loan and
currency losses provisions and to cover their financial costs.

The third level of sustainability applies to the MFIs that are able to
generate enough revenues to cover inflation costs, credit and currency
losses, as well as operating costs (fully operational self-sufficiency). These
are usually formal MFIs that, on the one hand, are capable of signifi-
cantly diversifying funding policies, to the point of collecting deposits
from customers, and, on the other, able to standardize the supply and
monitoring processes on microcredits, allowing them to minimize oper-
ational costs. Such institutions, often legally operating as microfinance
banks or as specialized divisions of commercial banks, apply interest
rates on their loans roughly corresponding to the conditions applied to
ordinary banks’ customers. However, these institutions still partially
depend on third-party funds – to a greater or lesser degree according to
the circumstances – which help to reduce the otherwise unsustainable
financial costs. These funds are normally provided to MFIs by the
recourse to soft loans or other grants supplied by international donors.

The highest level of sustainability (fully financial self-sufficiency) is that
of formal MFIs that succeed in covering all costs, including financial
costs at market rates, with their revenues. Only a small number of MFIs,
mainly formal MFIs, have actually achieved this level of financial inde-
pendence. Being a fully self-sufficient institution is a prerequisite for
MFIs to be able to repay the capital provided by shareholders. These
institutions normally collect a large percentage of funds received from
depositors and use them for loans priced at higher interest rates than
those offered to traditional customers, owing to the scarce interest rate
elasticity of the market demand. Besides, a small number of more efficient
MFIs are able to reduce the cost to user by exploiting cross subsidiarization
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with other businesses. This is a more practical solution for those MFIs
that are part of financial groups or are linked by equity participation to
banks and other financial intermediaries.

One indicator that can be used to measure the MFIs’ sustainability
dependence from external support, and to include the institution in one
of the above-mentioned categories, is the Subsidy Dependence Index
(SDI). This index, produced by Jacob Yaron (1992), gives us information
on the level of interest rates needed for microloans in order to operate
without subsidies. The value of interest rate r*, which determines the
balance between the costs and revenues of a MFI, can be found by
solving the following equation:1

L (1�r*)(1�d) � L�C�S (4.1)

where L is the amount of loans not in default, (1�d) is the percentage of
loan portfolio estimated to be repaid, C represents the total costs
(including the cost of capital) and S indicates the subsidies received by
the MFI. Evidencing interest rates, we get:

r* � [C�S�dL]/[L(1�d)] (4.2)

In most operating contexts such interest rate would largely be higher
than market rates. In reality, as previously stated, the cases of MFIs offering
microcredits at interest rates that meet the SDI are very rare. This implies
that a strict application of the SDI should be considered as an extreme
limit, theoretically, in an approach towards maximizing sustainability
without considering social aims.

4.4 Outreach: how to select the beneficiaries

As previously highlighted regarding sustainability, outreach – intended
as the depth of distribution and commercial policies – is an aspect that
does not only concern MFIs. Decisions regarding the selection of target
customers, and the operating strategies to match products and services
to various segments of customers represent some of the fundamental
elements of the strategic planning process of financial intermediaries.
Decisions on outreach, however, are crucial factors in microfinance, in
identifying the beneficiaries who should be selected in order to maximize
the social impact of the initiatives undertaken. Aside from the ability to
repay loans – which can be considered as a proxy of sustainability – it is
important for MFIs to understand if there are some common features of
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the beneficiaries that are highly significant in order to improve the social
impact of microfinance programmes or to increase the sustainability,
with the social impact being constant.

The aspects of outreach described above, and the related proxies, cannot
be used as operating instruments in every context for three main reasons.
First, variables such as depth, social value or worth to user are difficult to
measure by objective criteria and thus cannot be compared over space
and time. Furthermore, the different subcategories of outreach have a
high level of internal idiosyncrasy, in the sense that greater attention to
the depth of the programmes, which induces an MFI to work with the
poorest of the poor in a given region, may go against the goals of
breadth concerning the number of beneficiaries. Finally, some elements
of outreach, such as the comparison between the costs and social bene-
fits of microfinance, covered by the concept of breadth, have an evident
macroeconomic nature. Therefore, it is not easy to determine the impact
a microfinance initiative might have, as well as the necessary time in
order to have the desired effect on the involved communities.

Consequently, considering that, at present, the demand for financial
services from financially excluded individuals greatly exceeds the
supply, both in developing countries and in more developed ones, it is
important to identify other variables that can be considered during the
beneficiaries’ selection process.

A key variable that often determines the success of a microfinance
programme is whether the beneficiaries possess good operating skills in
the field of activity where they work or intend to work. Typical clients of
MFIs, which have a greater level of sustainability, can be distinguished
by their significant knowledge and experience of the technical opera-
tional procedures needed to create products and services, as well as by
their capability in the marketing of those products. Nevertheless, these
microentrepreneurs experience a structural lack of financial resources,
partly due to the low self-financing capability, since financially excluded
individuals, both in developing countries as well as in industrialized
ones, address almost all their income to consumption. Consequently,
for such typology of customers, the role of MFIs is to offer microcredits,
and occasionally other financial services, to be used for the funding of
working capital, and more rarely of intangible assets that are needed in
the production process.

Another common feature of the good outcome of numerous microfi-
nance initiatives and institutions, is the choice of working with women,
earmarking a significant percentage of loans portfolio to them. In fact,
regardless of geographic area and social–economic background, women
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have shown they are more careful in using the supplied loans for small
businesses, or simply for self-employment, as well as more punctual in
loans repayment. The main reason for a greater number of microfinance
programmes aimed at women is that women are more cautious in their
investment choices and are more sensitive to social pressure within peer
groups. Moreover, women are poorer than men. Finally, it is believed
that, other factors being constant, the social and economic impact of
providing microloans for women is greater than for men, also in terms
of increased empowerment, due to unequal opportunities regarding the
female population.

4.5 The microfinance dilemma: sustainability vs 
outreach

As stated in the previous sections, sustainability of microfinance institu-
tions represents the essential prerequisite for MFIs to be able to continue
to provide their services in the medium and long term, as any other
firm. On the other hand, in cases of financial exclusion – in which the
demand for financial services from disadvantaged individuals greatly
exceeds the supply – an analysis concerning outreach is necessary in
order to address the resources, which are by definition scarce, towards
financing productive microactivities that are able to provide the highest
return.

In literature, and among practitioners, sustainability and outreach
have been deepened in order to verify the existence of a trade-off
between the objectives of economic and financial equilibrium and the
social goals.2 Considerations concerning a preference towards providing
stronger support to depth goals rather than breadth goals are typical
dilemmas in welfare economy, which are difficult to be dealt with with-
out an exhaustive analysis of the context. Furthermore, it is common to
find an orientation in literature aiming to stress the need to carry out
corner choices between sustainability objectives and outreach objec-
tives. Hence, this chapter avoids revisiting the historical debate regarding
the priority to be assigned to different models of outreach and their
compatibility with sustainability. Instead, it is more useful to examine
the aspects of management which allow for finding a better equilibrium
between sustainability and outreach.

The dimensions of outreach must be taken into account by those who
intend to put together a microfinance programme but should be evalu-
ated in the context of single programmes or the medium- and long-term
strategies of MFIs. According to MFIs’ codes of conduct, the different
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aspects of outreach can have different relevance, by rising, dropping or
even being cancelled.

Pricing policies adopted by MFIs show the dichotomy between
sustainability and outreach. When, for example, an institution decides
to improve sustainability, by raising the clients’ commissions, there is
the risk of not reaching all potential beneficiaries with the service; con-
sequently, the value of breadth goes down, whereas the value of depth
increases. In this case, the cost to user increases because the increase in
operational costs is transferred to the customers. When an MFI decides
to keep the cost to user low, this means a decrease in operating margins
and consequently in length – and ultimately in sustainability. If an MFI
fixes high interest rates to cover operating and funding costs, both the
depth and breadth risk are affected. In this case, applying interest rates
higher than the market can be justified by the fact that, for financed
individuals, the financial costs are totally compensated by the benefits
deriving from access to the credit.

If, instead, an MFI, in trying to keep interest rates on credit low for
outreach purposes, cannot achieve full sustainability, it is likely to create
some distorting effects. In fact, first, the offer of financial services, espe-
cially microcredits at lower interest rates than the market distorts the
competition between those financed by MFIs who take this approach and
the microenterprises that are financed in market conditions. Moreover,
the fact of not achieving full sustainability leads over time some MFIs to
leave the market, which can cause serious problems for the clients who
had deposited savings with them but also for the microenterprises that
lose their main source of funding.

However, it is useful to underline how for some categories of benefi-
ciaries the dichotomy between sustainability and outreach is less
important. In fact, non-bankable individuals who are able to create
products and services that can be placed on the market are able to
obtain margins for which the difference between the cost of funding,
available at market rates, and the higher one actually obtained from the
MFIs, does not have a significant effect. In this way, supposing that the
microcredit beneficiary – being a small producer by definition and,
therefore, unable to shift the supply curve, as a price taker – has the pro-
ductive capabilities to achieve significant margins, he will be able
to pay higher interest rates during the period in which he will continue
to be considered unbankable, and at the same time he will remain in
economic equilibrium. If, however, the spread between the market rate
and that applied by MFIs could jeopardize the profitability, and there-
fore the sustainability of the funded microenterprise, it is unadvisable
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to proceed with the funding both in the interest of the beneficiary and
also of the MFI.

4.6 The policies for improving sustainability

In analysing the problems of MFI sustainability in management terms,
the balance between revenues and costs in offering microfinance services
can be seen as a matter of analysis and improvement of the performance
over time.

Portfolio management

With regard to profits, the main source of income for MFIs, and in some
cases the only one, is the interest from loans portfolio and the related
commission. However, it is vital for MFIs’ stability that they maintain a
high quality of credit portfolio and an adequate credit risk management,
in order to minimize loan losses.3 The average quality of MFIs’ loans
portfolio is, in many cases, higher than that of formal financial interme-
diaries working in the same context. These elements, besides shattering
the myth that less wealthy borrowers are not good clients, highlight a
better credit selection process and a subsequent better monitoring by
MFIs, compared with traditional intermediaries, which should be better
recognized.

As far as the selection process is concerned, the elements that seem to
affect the quality of the portfolio the most can be identified in the prox-
imity and the deep acquaintance between the MFIs’ credit officers and
the funded borrowers, in the use of specific technicalities conceived for
microfinance – such as peer monitoring, dynamic incentives, etc. – and
in the decision to lend to customers who have technical and operating
skills but lack of funds. Instead, the quality of monitoring on the
financed borrowers significantly depends on the ability and reliability of
the credit officers, on the existence of at least two levels of control and,
more generally, on the analysis and standardization of processes, which
even smaller MFIs must somehow formalize. Furthermore, monitoring is
made more efficient and timely by technological development, which
allows MFIs to process a significant amount of data in less time and at a
lower cost, like traditional intermediaries.4 The considerations made
above do not rule out the possibility that MFIs should further improve
credit management and operational procedures. Chapters 5 and 6 cover
the possible methodologies for better risks and processes management
in detail. Thus, the contribution that banks and traditional financial
intermediaries can offer to MFIs may have great importance: the use of
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risk measurement and management models used by banks and the
outsourcing of some phases of the production process may, in fact, be
the key to a more efficient management.

Pricing policy

The amount of interest earned is also a function of the interest rates
fixed by MFIs. Interest rate policies are one of the most disputed topics
in microfinance. In defining interest rates and commissions, MFIs cannot
neglect the need to cover the costs of funding, the operational costs to
be spread on each loan, the devaluation of purchasing power of
currency due to inflation, loan loss and currency loss provisions and a
risk premium to remunerate the business risk.

In addition, the process of fixing interest rates must also consider
further four factors. First, MFIs must consider the pricing policies adopted
by other intermediaries, formal and non-formal, operating in the same
context, in order to avoid offering products too far off market conditions,
and thus risking not meeting demand. Second, like practices in use in
traditional intermediaries, interest rate policies should reflect the higher
or lower recovery rate implicit in the different technical lending products,
considering the existence of collateral or other factors that may deter-
mine a pre-emption right for MFIs in case of default by the borrower.
Furthermore, the fixing of interest rates cannot avoid considerations
regarding triggering adverse selection and moral hazard processes, where
interest rates levels are considered too high by the borrowers. Finally, the
experience of many microfinance programmes carried out at particu-
larly favourable interest rates have shown how such programmes attract
different individuals from the original beneficiaries to apply for a loan;
this leads to very modest performance levels for MFIs.

Therefore, to achieve pricing that meets sustainability objectives, MFIs
must consider both internal management variables and external market
variables. However, it is also true that a greater efficiency in the credit
process and in the measuring of credit risk by MFIs could contribute to
reducing the cost to user, other conditions being constant, without com-
promising sustainability. Also in this case, collaboration with traditional
financial intermediaries could help MFIs in such strategic activities.

Efficiency

On the cost front, the situation seems equally critical, since it is affected by
the contexts in which the different MFIs decide to work. As far as financial
costs are concerned, the vast majority of MFIs, as previously mentioned,
are highly dependent on external funds, in the form of subsidies. These
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funds have very low or no costs but are somehow unstable and uncertain
over time, depending on donors’ evaluations on which MFIs have no
influence. Therefore, obtaining subsidies is not necessarily a negative
factor in itself; it is actually useful for sustainability. What is worrying is
the unpredictability of these subsidies. Thus, the efficiency of an MFI
should not be measured so much on a lower dependence on grants and
loans, but on the capability of keeping these funding sources stable over
time. This capability represents an intangible asset for MFIs that allows
for a lower cost to user and facilitates the goal of sustainability. Moreover,
given that most of the MFIs that are not self-sustainable receive external
subsidies, a deeper analysis of the optimization of subsidies is necessary.
In this regard it is believed subsidies should mainly be finalized to
finance the start-up phases of MFIs, bridging the gap between revenues,
which at the start-up stage are usually not enough, and costs. Vice versa,
if subsidies were used by MFIs to keep the intermediation costs low, the
effect of this policy would be to distort allocation processes, to alter
market competition, and probably to worsen the portfolio quality in the
long run.

In the same way, the capability of differentiating sources of funding
should be evaluated. Many MFIs, with the aim of reducing their depend-
ence on external funds, have for a long time extended their activity in
collecting savings from the public. In fact, numerous MFIs have shown
in practice how even the poorest individuals have a savings capability,
often not held in monetary form. Such savings, if reintroduced in the
financial system, could usefully contribute to funding investment projects.
The collection of deposits by MFIs, however, is not always permitted by
prudential regulations, and, nevertheless, it exposes the depositor to the
risks deriving from the misuse of funds by MFIs in excessively risky
business, triggering agency problems. Finally, the reduction of funding
costs can also be achieved through recourse to types of collection related
to ethical finance, not greatly exploited so far by MFIs, with particular
reference to the collection of Ethical Investment Funds and Ethical
Pension Funds.

The second variable affecting the efficiency of MFIs and their capability
to exist is their ability to keep operational costs low. Managing numer-
ous microloans having a small single amount, as usual in microcredit, as
well as the high frequency repayments of loan instalments, entails a sig-
nificantly high level of operational costs, mainly due to personnel costs.
The main effort of the most sustainable MFIs, therefore, is focused once
again on the standardization of procedures, without transforming the
universally acknowledged strong points of microfinance, such as close
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contact and deep mutual acquaintance between institutions and
beneficiaries. Even in this sphere, interaction with financial intermediaries
can be the key to success.

The factors discussed do not cover the full panorama of policies
towards improving sustainability. The solutions offered by the market
for sustainable outreach are many and varied. As such, the microfinance
market must look more trustingly towards the traditional financial
systems. The expansion of a network between the non-profit sector and
the profit sector could help the search for other alternative solutions,
which are able to exploit all the process and products financial innova-
tions that are available in more developed financial markets.5 On the
other hand, so far the policies to expand sustainability here described are
actually implemented by a very small number of formal MFIs. The cre-
ation of a structured network and a greater collaboration between MFIs
and financial intermediaries would allow semi-formal institutions to
improve their own operations and to enhance their operating and man-
agement standards. These solutions would help to avoid the consolidation
of the microfinance market, in the near future, in a few agents, who are
better organized and structured than many MFIs operating at present.

4.7 Conclusion

The search for a balance between sustainability objectives of micro-
finance institutions and the pursuit of social aims represents a trade-off
in microfinance. This contrast is inspired by two different theoretical
approaches, namely the Financial Service Approach and the Poverty
Lending Approach, on the basis of which microfinance is seen either as
a method of diversifying the offer of financial services to financially
excluded individuals, or as an instrument to support the development
of the poorest sectors of the population.

However, the microfinance institutions that are actually sustainable
are, in practice, very few. Most MFIs benefit from subsidies in different
forms. Consequently, the discussion between supporters of sustainability
and defenders of outreach seems best represented by a scheme in which
some MFIs focus on the social mission, while others put the economic
mission first. This means that the first type of institutions must be sub-
sidized, whereas the second can go towards self-sufficiency, which, to be
achieved, must include specific strategies.

The analysis of the determining factors of sustainability and outreach
has shown that there are operating and management policies that
can bring together these apparently conflicting objectives. Traditional
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policies can be aided by more innovative solutions when microfinance
operators form profitable collaborations with banks and other financial
intermediaries. An integrated network for microfinance represents the
most advanced and tangible way towards sustainable outreach.

Finally, as a result of the issues discussed in this chapter, it is important
to stress that microfinance cannot be considered an effective tool in every
operational context. The offer of financial services to financially
excluded individuals yields substantial results where lack of credit repre-
sents the main limit to the development of microenterprises and of 
self-employment. Conversely, when the lack of capital is accompanied
by a significant deficiency in production or distribution processes, the
supply of microcredits risks being a palliative for MFIs’ beneficiaries;
even those institutions that put social aims before economic ones, in
such conditions of low productive efficiency, should opt first for initiatives
based on donations rather than on supply of funds to be repaid.
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5
Risk Management in 
Microfinance
Mario La Torre

5.1 Introduction

The new modern microfinance trend calls for the redesign of micro-
finance risk management. The literature has paid little attention to risk
analysis in microfinance. Moreover, it has focused mainly on credit risk
and fraud risks. But the particular nature of microfinance, the complexity
of modern financial structures, the variety of beneficiaries and institu-
tions involved require a more structured approach of risk management.
This chapter aims to lay the basis for a risk management model that
could fit modern microfinance. In order to achieve this, the first step is
to set a taxonomy of risk for microfinance. The idea is to make an
overview of the different risks and to catalogue them according to the
typical risk categories defined by banking regulation, with particular
reference to the new Capital Accord of Basel II, which aims to ‘secure
international convergence on revisions to supervisory regulations
governing the capital adequacy of international active banks’ (Basel
Committee on Banking Supervision, 2004a).

The chapter outlines the basic financial management policies for each
specific risk category, distinguishing between a project financing
approach and a portfolio approach. The first category deals with risk
management of single projects, mainly promoted by non-formal and
semi-formal institutions (mostly NGOs); a portfolio approach refers
principally to semi-formal and formal MFIs who develop large-scale
activities. The chapter does not consider the implementation of risk
measuring models.
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5.2 A taxonomy of risks for microfinance

The word ‘risk’ comes from the vulgar Latin ‘rescum’, which can be said
to mean ‘risk’ or ‘danger’. In finance, this leads to the concept of ‘com-
pensation’: the expression risk–return trade-off implies that to bear the
risk one needs to be compensated. This approach, however, can lead to
a false concept of risk, in associating it only with negative events that
can determine financial losses. Risk is, in fact, the uncertainty related to
future events or future outcomes. This uncertainty does not mean that
the event, or the outcome, must be negative. The compensation for
bearing the risk is a premium for beating on the sign of the future event
(outcome), not compensation for the loss to be registered. The notion of
risk–return trade-off implies that to invest in a higher risk activity, a
higher return is required. A rational investor, then, would be interested
in measuring ex ante the level of risk associated with each investment in
order to estimate the risk–return trade-off and to decide whether to invest
and at what price. Since rational investors incorporate expected changes
in their decisions, the effective risks arise only from unexpected
changes.

Risk management, then, deals with the definition, the measurement and the
control of risks (expected and unexpected changes) in order to price the invest-
ment correctly and to reduce losses determined by changes in future events or
outcomes.

The scarce attention dedicated to risk management in microfinance
can be explained mainly by the fact that the main goal of microfinance
lies in social and humanitarian objectives. This approach, together with
the dependency from public subsidies, has created a tendency to under-
estimate the financial performance of microfinance programmes or
institutions. In recent years, the need for private resources has stimulated
a growing awareness among practitioners of the concept of sustainability.
This has lead, both in literature and in practice, to the development of
performance evaluating models but has not necessitated the definition
of risk management models. Identifying the risks, measuring them and
controlling the exposure to these risks allows us to better identify the
key variables that affect performance, and to implement the financial
and operational solutions in order to reduce the performance variability.
Moreover, there is a great need for a risk management model for micro-
finance, since the market is experiencing a stronger interaction between
informal and semi-formal MFIs (mainly non-profit organizations and
NGOs) and traditional financial intermediaries accustomed to risk
management.
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Therefore, the first step for a risk management model is to identify the
risk categories that refer to microfinance. It is possible to classify micro-
finance managerial risks into three key categories (Figure 5.1): business
risk refers to the activity itself; financial risks derive from the portfolio of
assets and from the liabilities associated with the project or stored in the
institution’s balance sheet; process risk includes all those risks determined
by the process designed to implement the activity.

5.3 The business risk

Business risk results from the unique nature of microfinance. It can be
split into two components: specific risk (product risk) and generic risk
(Figure 5.2). Specific risk arises from the products and services offered.
From an economic point of view, a microfinance programme can
be defined as a prototype: each single programme is different from the
others. Each programme has been developed to reach different cate-
gories of beneficiaries, located in different regions, with different culture
and customs and, often, without any managerial experience or entrepre-
neurial background. This forces practitioners and institutions to invent
new financial structures and to adapt the supply to the specific needs of
the customers. This flexibility, which is a specific characteristic of
microfinance compared to traditional finance, makes it particularly dif-
ficult to estimate ex ante the effectiveness of the products offered, the
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efficiency of the financial structure implemented, as well as the costs
and risks associated with the services. From a risk management perspec-
tive, business risk is mainly determined by the impossibility to reach a
higher level of product standardization, a fact emphasized by the ethical
goal of microfinance, which prioritizes the beneficiaries’ needs, rather
than institutional strategies.

Generic risk derives mostly from the location of the programme. It
bears no relation to country risk (which is a component of credit risk)
but refers to the development policy implemented in the area of activity.
The risk comes from the possibility that the geographical context in
which the programme is based is not supported, at an international or
local level, by adequate financial, fiscal and regulatory policies, or that it
can be affected by a change in these policies that would hinder the
development of the programme. The risk determinant here is the possi-
bility of a conflict between the financial, fiscal, juridical and regulatory
environment and the programme itself, mainly deriving from a change
in the development policy of governments and local bodies, as well as
international institutions and donors, for a specific area.

The management of business risk is a complicated task for many reasons.
First, it is worth pointing out that this kind of risk cannot be avoided.
This is a consequence of the essence of microfinance, which operates in
difficult contexts by helping people who live in poverty and who are
victims of financial exclusion. MFIs don’t have the option of choosing
forms of investment that do not involve any substantial (relatively high
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probability) business risk. Secondly, business risk, both in its specific or
general meaning, is very difficult to evaluate, as it is generated by
qualitative and unpredictable variables. This should lead MFIs and prac-
titioners to take a very prudential approach when dealing with business
risk and to ensure they always make provisions for future potential
losses.

Business risk can also be managed through diversification or through
sharing. Here, we must distinguish the case of a single project from that
of an MFI. In a single project approach, it is very difficult (if not impos-
sible) to implement a diversification strategy, either by geographic area,
beneficiaries or other dimensions. Conversely, for an MFI, the likelihood
of a diversified portfolio increases together with the volume of its activity.
Risk sharing is the most feasible alternative when dealing with a single
project and is good practice when dealing with a loan portfolio. Risk
sharing allows business risk to be split between the lender and a third
counter-party, normally an insurance company. This way of splitting the
risk allows the lender to confine his exposure to the business risk inherent
in the project, or in the pool of loans, to a minimum. Nevertheless,
insurance companies do not offer products tailored for these specific
needs and when they do, they do so at very high prices. Therefore, the
availability of specific financial products and the opportunity cost
related to them are the main stumbling blocks for business risk manage-
ment in microfinance. Consequently, the role of governments and local
authorities, as well as international donors, could be of great help, by
allocating part of the money granted to donors to a business guarantee
fund. This would result in a saving, since the risk events could never
happen. At the same time, a guarantee fund would facilitate the attraction
of private funds. In this way, investors would be able to choose forms of
investment which do not involve any substantial business risk.

5.4 Financial risks

Within this category it is possible to classify all the risks deriving from
the financial intermediation process. Financial intermediation consists
of the transfer of funds from surplus units to deficit units. NGOs and
MFIs channel funds obtained from donors, investors or depositors to
beneficiaries. Thus, they run the same financial risks borne by traditional
financial intermediaries. These risks are normally classified as liquidity
risk, credit risk and market risk. For years, researchers and microfinance
practitioners have focused their attention on credit risk, underestimating
liquidity risk and simply not considering market risk. The nature of
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microfinance services (mainly represented by microcredit), the funding
policies carried out by NGOs and other MFIs (mainly based on public
funds) and the non-formal or semi-formal nature of the institutions
involved in microfinance business have been the main reasons for this
attitude. Moreover, the management of credit risk has been influenced
by a biased attitude towards microfinance beneficiaries and by the
dichotomy of the two goals of sustainability and outreach more than
being inspired by economic and financial variables. Over the last few
years the growing number MFIs assuming the nature of semi-formal or
formal institutions, together with the introduction of commercial banks
in the microfinance market, has encouraged the building of risk man-
agement models for microfinance which have the same status as the
ones used by regulated financial institutions. The aim of this section is
to analyse the three categories of financial risks described above following
the traditional approach used in literature for banks and financial inter-
mediaries, and to outline the main differences, in terms of determinants,
that characterize microfinance compared with traditional finance.

5.4.1 Liquidity risk

Liquidity risk can be defined as the risk arising from changes in cash
flow. Thus, the risk is composed of an expected component and an
unexpected one. The risk of liquidity management has a quantitative
impact and a qualitative one: the quantity element focuses on whether
or not there is liquidity to meet obligations; the qualitative factor has to
deal with the price at which liquidity can be obtained, or with the
opportunity cost at which liquidity can be stored in the balance sheet.
Therefore, liquidity risk can be defined as the risk of not having cash to meet
obligations, as well as the price or the opportunity cost or loss to bear in order
to obtain cash. For financial institutions, the need for a cushion of
liquidity comes from the necessity of meeting customers’ liquidity
requirements, such as deposit withdrawals or new loan demands, and
operational expenses. It is the unexpected change in these two variables
that produces liquidity risk.

Banks and financial intermediaries have to estimate liquidity needs,
and changes in these needs (expected and unexpected). If a bank could
predict the exact timing and number of uses of funds it would be easier
to synchronize them with sources of funds. In the real world expected
and actual changes are rarely equal. The existence of unexpected
changes determines the risk that a bank will not be able to synchronize
sources and uses of funds. The purpose of liquidity management is to
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avoid liquidity crises. Hence, liquidity needs should be met without
costly disruptions.

In order to budget future cash flow, it is important to identify the
main variables that can determine expected and unexpected inflows
and outflows. Cash flow can be generated by non-discretionary conver-
sion of assets and liabilities into cash (when there is no explicit decision
by the institution) and by discretionary conversion of funds. A bank, for
example, records inflows from non-discretionary asset conversion,
when loans and securities mature and the bank receives principal and
interest payments (self-liquidating assets), and from discretionary deci-
sions, such as conversion of liquid assets into cash (reserves, bonds,
shares, loans) or the issuing of new liabilities. Cash outflows derive
mainly from non-discretionary deposit withdrawals or loans withdrawals
and from discretionary actions, such as the granting of new loans, debt
repayments and operational expenses. Thus, the liquidity risk can be
expressed by equation 5.1:

CCFt � (ENC � EDC) � (UNC � UDC) (5.1)

where:

CCFt � cash flow change in period t
ENC � expected non-discretionary change
EDC � expected discretionary change
UNC � unexpected non-discretionary change
UDC � unexpected discretionary change

To address the management of liquidity risk in microfinance, we must
distinguish the case of a single project from the case of an institution.
The case of a single project refers mostly to an informal provider or to a
semi-formal institution, mainly an NGO, carrying out a small number of
programmes with separate accounting systems or, in a few cases, to a for-
mal MFI adopting a project financing approach. In both situations, cash
inflows are determined by the funds attracted to set up and develop the
project and by loan repayments. Cash outflows are generated by opera-
tional expenses and loans granted (Figure 5.3).

There are two main differences compared with a bank cash flow
system. The variables that generate the cash flow are less than those of a
bank, thus the nondiscretionary and unexpected components in
cash flow changes play a less important role. Non-discretionary and
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unexpected changes can derive only from loans repayments and opera-
tional expenses. Nevertheless, these changes do not seriously affect liq-
uidity. The rate of default on loans is usually lower than the rate
experienced by commercial banks. Moreover, repayments on loans are
not assigned to cover operational expenses, which are generally
financed by a specific percentage of the funds that set up the pro-
gramme. Thus, changes in loan repayments affect only the loan portfo-
lio: less liquidity is equal to a lower number of new loans. In the same
way, an unexpected growth of operational expenses would be covered
by the donation obtained. This will not result in a shortage of cash but
it will reduce the amount of money available for new loans. Unexpected
changes in loan repayments and in operational expenses, therefore, will
have a greater impact on the sustainability and outreach of the project
than on its liquidity.

Expected and discretionary changes derive from funding sources,
loans and operational expenses. On the funding side, a single project is
usually supported by subsidies or soft loans, whose amount is agreed
and usually available at the start of the project. Therefore, expected
changes in funding are usually easily predictable. With reference to the
outflow, the amount of loans and financial services to be supplied, as
well as the amount of operational expenses, is established during the
planning phase of the project. Moreover, the granting of new loans,
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during the life of the project, is strictly correlated to the size of the
revolving fund which depends on the performance of the project: if no
money is reimbursed by the first loan portfolio then no new loan will be
granted and no liquidity needs will arise. In the same way, if expected
changes in operational expenses arise, they will be funded by donations.
Therefore, liquidity risk can arise only when donations are not available
at the start of the programme or if the provisions for future expected
exchanges on operational expenses are insufficient.

Cash flow budgeting for a project is considerably less complicated
than it is for a bank and can be focused mainly on the first part (and in
particular the EDC component) of equation 5.1. 

In the case of an MFI, liquidity management becomes more complex
and more similar to a bank’s liquidity management, as we move from a
semiformal to a formal institution (Figure 5.4). Different sources of funds,
on the liability side, loan portfolios and other financial investments, on
the asset side, lead to a more complex structure of the balance sheet
and determine a more complex cash flow budget. Moreover, operational
expenses give a higher contribution to outflows. Here, non-discretionary
and unexpected changes play a significant role in liquidity risk.
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Managing liquidity risk is, then, a different task when dealing with
the budget of a single project or a balance sheet of an institution.
The key variable to focus on when managing liquidity risk for a micro-
finance project is the relationship between the funds attracted, on one
side, and the loan portfolio and the operational expenses on the other.
In this case the aim is to strike a balance, in terms of amount and tim-
ing, between the inflow generated by the donors’ funds, and the outflow
related to operational expenses and the financial products offered to
beneficiaries. Since, when the programme starts, there is no uncertainty
regarding the amount of subsidies obtained and the amount of money
to be granted, liquidity management must focus mainly on the timing
in which the funds may be effectively available, and on the evaluation
of the expected changes in operational expenses. Thus, it is important to
adopt a prudential approach and not to underestimate the time needed
to get the money from donors and of the provision for operational
expenses. This solution represents an alternative to liquidity reserves
provision funded within the project or with funds coming from other
projects (cross-subsidization). In this case, liquidity management
becomes, principally, the practice of storing primary reserves (cash) or
secondary reserves (mainly short-term treasury bills) to avoid cash
shortages, which is the idea supported by the traditional doctrine
known as the ‘pool of funds approach’, which suggests allocating funds
into different levels of reserves.

Liquidity management for MFIs is different. Here, we must distinguish
between semi-formal institutions and formal ones. Both have one thing
in common: liquidity management is not only a matter or reserves but
becomes part of the asset and liability management of the institution.
This means that cash budgeting must be implemented considering
inflows and outflows deriving from discretionary and non-discretionary
changes in assets (conversion of funds approach) and liabilities (liability
management approach), like in a bank. The correspondence, in terms of
amount and timing, refers to inflow and outflow generated from the
most relevant balance sheet items. The aim is not only to store liquid-
ity but to structure the balance sheet in order to minimize mismatch-
ing between inflows and outflows. According to asset and liability
management, a change in nondiscretionary items (a deposit drain or
an increase in loan demand, for example) could be offset by reducing
discretionary assets, increasing discretionary liabilities, or choosing a
combination of the two alternatives. Moreover, the theory suggests that
it is possible to better synchronize sources and uses of funds by using
flows of non-discretionary payments deriving from non-discretionary
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assets, such as interest and payment stream from loans and long-term
securities.

Naturally, formal institutions have a more complex balance sheet
structure compared with semi-formal ones. They can take deposits and,
usually, they do not have investment restrictions. Therefore, for formal
MFIs cash flow determinants are the same as for banks. Cash flow budg-
eting becomes more complex but, at the same time, the institution has
more alternatives to avoid cash flow mismatching. Like banks, formal
MFIs generate inflows both from self-liquidating assets and from discre-
tionary conversion of funds, as well as from the opening of new deposit
accounts. This approach leads to a cost–opportunity analysis of the dif-
ferent solutions available to avoid cash shortages. Thus, the main differ-
ences between semi-formal and formal institutions are twofold. First,
semi-formal institutions cannot offer deposit services and are subject to
investment restrictions. Therefore, liability management is focused on
funding mix strategies oriented mainly to subsidies, and soft loans,
whereas asset management is focused on loan portfolios and primary
and secondary reserves. Secondly, semi-formal institutions are not
always required by a supervisory authority to respect liquidity require-
ments and, if so, these requirements consist in liquidity ratios that indicate
the level of cash reserves. Conversely, liquidity requirements are more
stringent for formal MFIs. When under banking regulation, formal MFIs
in most developed countries are subject to rules that ensure a correspon-
dence between the maturity of the assets and the maturity of liabilities
stored in the balance sheet, not only to liquidity ratios.

Yet, in most developing countries, microfinance regulators require
semi-formal and formal MFIs to respect only the traditional reserve ratios
calculated as a specific percentage of total deposits. This approach does not
differ very much from the basic approach outlined for the management of
a single project, with the sole difference that, in this case, reserve require-
ments are compulsory. The balance sheet structure of many semi-formal
and formal MFIs would require a banking supervision approach. In these
cases, the responsibility for liquidity management rests principally on a vol-
untary internal regulation rather then external supervision imposed by
authorities. MFIs, semi-formal and formal, should adopt an asset and
liability approach to managing liquidity risk. In this case, equation 5.1
would lead not simply to a standard liquidity ratio but to an equation
ensuring the match between assets and liabilities (equations 5.2 and 5.3):

LTA � LTL � % MTL � % STL (5.2)
MTA � D � (1�% MLT) � (1�% SLT) (5.3)
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where:

LTA � long-term assets
LTL � long-term liabilities
MTL � medium-term liabilities
STL � short-term liabilities
MTA � medium-term assets
D � LTA � (LTL � % MTL � % STL)

5.4.2 Credit risk

Credit risk is usually defined as the risk that the borrower will not pay
back interest and/or principal. In fact, credit risk has a much broader
meaning. It is the risk of an unexpected change in the creditworthiness of the
borrower that may lead to a lower value of the loan or to a loss. Credit risk
is, then, not only the risk of a loss referred to a specific exposure but
refers also to the downgrading of the borrower. As such, credit risk can-
not be represented by a binomial distribution of two possible events
(insolvency or solvency of the borrower), but is better represented by a
discreet distribution in which the insolvency is the extreme outcome of
a different number of downgrading stages. Thus, the determinant of
credit risk is the unexpected change in the creditworthiness of the bor-
rower. The effect of credit risk may be a lower return caused by a down-
grading of the borrower, not compensated by higher spreads than the
market would require (opportunity cost effect), or a loss determined both
by the insolvency of the borrower (insolvency loss effect) or by the trans-
fer of the loan at discount (sale loss effect). Among these effects, acade-
mia and managers have focused mainly on the insolvency loss effect,
which is the most common and most evident consequence of credit
risk. Thus, since borrowers never pay back more than they get, credit
risk is defined as an asymmetric risk, meaning that it reflects an asym-
metric distribution of expected returns. In microfinance, the insol-
vency loss effect is the most relevant element of credit risk for two
principal reasons: microcredits do not have secondary markets that
could give rise to sale loss effect, and, usually, the pricing of microcredit
it is not strictly correlated to market rates, making opportunity cost
effect irrelevant.

The last point leads us to one of the main features of microfinance
credit policy, which plays a crucial role in credit risk: the non-rationing
approach. Banks and financial intermediaries do not lend at any
price; beyond a certain point, in fact, higher interest rates create adverse
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selection: when interest rates are relatively high, best-quality borrowers
are not willing to borrow money and banks are subjected to the risk of
lending to worst-quality customers. Conversely, MFIs have the specific
task of lending money to borrowers whose perceived creditworthiness is
relatively weak. Therefore, they actually behave in the opposite way to
banks. This may lead to two different approaches: opting for a lower
expected return or, alternatively, applying very high interest rates. This
recalls the issue of the ethical approach for microfinance discussed in
Chapter 1. Microfinance literature and practitioners seem to justify a
flexible interest rate policy, not subject to interest rate caps, arguing that
microfinance is not charity and that microfinance lending must foster
an attitude of financial responsibility among borrowers, together with a
goal of sustainability of the microfinance programme. Nevertheless,
loan pricing policy in microfinance has been inspired mainly by an
ex ante perceived creditworthiness of the borrower more than by a valua-
tion of the effective credit risk related to the loan. This paragraph aims to
analyse the main components of credit risk, as explained by the literature
and by prudential regulation implemented by banks and financial
intermediaries. This could help managers and practitioners in developing
credit risk models for microfinance which could facilitate the evaluation of
customer creditworthiness, and would finally foster a more accurate pricing
of microcredits. We believe that this would not necessarily lead to high
interest rates and commission, and would partially help in minimizing the
dichotomy between outreach and sustainability.

Credit risk is determined by two components (Figure 5.5): the
expected loss (EL) and the unexpected loss (UL). The EL is represented
by the mean value of loss distribution for a certain category of loans;
the UL is the variability around that mean. Since rational managers
incorporate expected changes in their decision making and, more
specifically, in loan pricing, risk arises mainly from unexpected losses,
that is to say, that the variability is the financial management measure
of the risk. While banks and financial intermediaries adopt different
statistical models to calculate the EL and the UL, and banking supervi-
sion rules use these statistical variables to define bank capital require-
ments against credit risk, MFIs do not normally approach credit risk
management from this perspective. Nevertheless, EL and UL are signif-
icant variables to estimate the potential credit loss. Estimating future
values of EL and UL is useful for forecasting the possible value of future
losses.

The estimate of EL related to credit exposure requires the evaluation of
three variables (equation 5.4): the adjusted exposure (AE), the probability of
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default (PD) and the loss given default rate (LGDR):

EL � AE � PD � LGDR (5.4)

where the AE is the effective exposure at default, the PD is the mean
value of loss distribution for a specific loan category, and LGDR is the
expected loss rate calculated in percentage of the recovery rate
(1�recovery rate). In microfinance lending, these three variables take on
different meanings with respect to traditional lending.

AE is much more predictable for MFIs than for banks. This is because
AE depends essentially on the specific loan product and, in particular,
on the flexibility that the borrower has in drawing money from the
credit facility granted. The bigger this flexibility is, the higher the risk
exposure of the lender, and the more difficult it is to predict the AE. In
this case, in fact, the lender must estimate the undrawn portion of the
loan that will be drawn at the moment of default (equation 5.5):

AE � DP � UP � UGD (5.5)

where:

DP � drawn portion
UP � undrawn portion
UGD � usage given default
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Microfinance, generally, designs loan products with one single with-
drawal at the concession of the loan and does not allow borrowers for
ongoing discharges. Therefore, microfinance lending runs no exposure
risk, and there is no UP and UGD to consider in the computation of AE.

PD expresses the credit rating of the borrower; the probability of
default is a proxy for the creditworthiness of the borrower which
depends primarily on his character, his economic and financial profile,
and his business profile. PD is, then, calculated using historical statistics
on default rate for homogeneous categories of borrowers. In that case,
the mean default rate is taken as a proxy of the PD of future borrowers.
In microfinance, the estimate of PD is complicated by the lack of reliable
statistics and by the difficulty of structuring homogeneous sets of data
diversified by borrower categories and by geographical criteria.
Theoretically speaking, if compared to traditional lending, microcredit
should be associated with higher PD. This is mainly because of the par-
ticular nature of microfinance beneficiaries and the country risk compo-
nent. The country risk accounts for all the factors that may determine a
default event not directly dependent on the borrower himself but
mainly on the economical, social and political situation of the country
in which the borrower’s activity is based. This risk component plays a
significant role in microfinance credit risk, especially for those loans sit-
uated in developing countries. Nevertheless, many programmes and
many MFIs around the world have shown very low ex post default rates.
This evidence is in stark contrast with the interest rates and the com-
missions applied to borrowers. The implementation of statistical
methodology to estimate PD for microfinance borrowers would proba-
bly facilitate a more accurate pricing of microcredits.

LGDR indicates the loss rate that the lender effectively bears after the
default event has occurred. This is the most critical component of EL,
when talking about microcredit. LGDR depends mostly on the ability
of the lender to recover as much as possible from the borrower after
his default. This ability depends on different factors: the guarantees
that assist the loan, the nature of the business financed, the legal and
administrative environment that influences the recovery process.
Furthermore, the recovery rate relies on two variables: the recovery rate
on the loan itself (mostly dependent on collateral), and the opportunity
cost, expressed by the administrative costs associated to the recovery
procedure and the time needed to complete the whole process.
Microfinance lending is characterized by the lack of traditional guaran-
tees and, moreover, generally takes place in geographical contexts that
do not ensure a legal environment that allows for transparent and rapid
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recovery procedures. For these reasons, microfinance lending is associated
with a higher rate of LGDR compared with traditional lending.

The UL is the variance on the mean of the EL. Therefore, it is dependent
on the variance of AE, PD and LGDR. The estimate of UL is rather com-
plicated and requires sophisticated statistical models. The underlying
idea behind these models is to forecast a worst case scenario for the vari-
ance of each of the three variables and fix a correspondent confidence
interval. In this way, it is possible to estimate the maximum loss, for a
certain probability, that may occur in the worst scenario. What is relevant,
for microfinance, is that the most significant component of UL is again
the LGDR, which is presumed to show the highest variance around the
mean. Conversely, AE does not imply variance, according to the traditional
microfinance lending products, while PD is supposed to show different
values of its variance in relation to different programmes or loan portfolios.

Thus, microfinance credit risk management implies the management
of EL and UL, as in traditional lending. This can be achieved under a single
loan approach or considering a loan portfolio (Figure 5.6). 

With regard to a single loan, the management of credit risk requires
essentially two steps. First, a review analysis of the customer creditwor-
thiness and the market in which it operates, before credit is granted; sec-
ondly, a continuous monitoring and servicing process, once the loan
has been granted.1 Creditworthiness analysis is the key variable for EL; it
indicates the level of PD associated with the borrower, it gives indica-
tions on the amount to grant, in order to fix a measure of AE coherent
with the level of PD, and on the guarantees needed to minimize LGDR.
With regard to banking lending, in microfinance creditworthiness
analysis is much more dependent on qualitative variables, both when
considering the borrower’s creditworthiness or the collateral that support
the loan. This makes it more difficult to estimate PD and LGDR but, at
the same time, suggests a method for future consideration: the developing
of qualitative credit score models. The monitoring process, on the con-
trary, assumes great importance with reference to LGDR and UL. When
conveniently structured, it helps to minimize the size of unexpected
losses and to maximize the recovery rate.

When considering a loan portfolio, EL and UL can be managed also
through portfolio policy. On the one side, EL cannot be eliminated but
only stabilized through increasing the loan portfolio. This policy can be
easily pursued by a formal MFI, while it is a hard task for NGOs or
institutions working under a single project financing approach. On the
other hand, UL can be significantly minimized through a diversification
policy that allows the reduction of the mean variance of all the EL
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components. This aspect is critical also for MFIs.; for their nature and
dimension, while they do not bear as great an exposure risk as banks do,
they generally tend to concentrate the credit risk on their portfolio,
either by geographic area, business segment or beneficiaries category. In
other words, they tend to concentrate their activity in those segments in
which they have developed greater experience and skill. This element of
concentration leads to an undiversified portfolio. In such circumstances,
the likelihood that credit losses may have significant consequences on
the institutions stability is very high.

Large loan portfolios and portfolio diversification are, then, complex
tasks for MFIs and make credit risk management more difficult than it is
for banks. This is one of the reasons that has encouraged many MFIs to
take the form of a traditional bank. Of course, this is a reasonable alter-
native, but only for a few institutions. For the majority of MFIs, credit
risk management can be pursued mainly through creditworthiness
analysis or financial innovation. Future energy, in this field, must be
focused on the developing of qualitative credit score models and the
structuring of risk-transferring financial products. In consequence, it is
possible to imagine a more widespread use of guarantee funds offered by
governmental bodies or municipalities, wider access to insurance
products offered by insurance companies, especially tailored for country
risk, or recourse to credit derivatives and asset-backed securitization
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strategies to be adopted with the help of banks and financial
intermediaries.

5.4.3 Market risks

Market risks are those risks arising from a change in market variables,
typically interest rates and exchange rates, that may negatively or posi-
tively affect the net profitability of a project or an institution. In micro-
finance, we must distinguish between a single project approach and the
case of an MFI (Figure 5.7).

In the case of a single project promoted by an informal or semi-formal
institution, interest rate risk is linked to interest rates to be received from
microcredits (asset sensitivity). Generally, a single project is funded by
donors and, therefore, does not present the financial expenses incurred
from borrowed funds. Currency risk arises when the project is funded in
foreign currency (liability sensitivity), while microcredits and other
financial products are denominated in local currency. In this case, risk
management should follow a micro-hedging approach, which aims to
manage the single financial exposure (related to the loan portfolio and
to the donations) for interest rate risk and for currency risk respectively.
The simplicity of microfinance programmes, and the limited/small
amount of money usually invested, leads to a choice of two alternatives
in a cost–opportunity evaluation: either, to bear the risk, simply making
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provisions for future losses, or to go for very simple and non-costly
micro-hedging.

It is worth pointing out, anyway, that in the case of single projects,
interest risk impacts only on the loan portfolio. Interest rates on loans are
not used to cover either financial expenses (there are no borrowed funds)
or operational expenses (which are covered by a specific percentage of
donations) but are used for funding future loans: therefore, a lower
amount of interest received, because of a change in interest rates, means a
lower amount of future credits granted. Moreover, in practice, when a
project is funded by donors, changes in market interest rates usually do
not imply changes in interest rates applied to borrowers. Thus, there is no
unexpected change in the flow of interest received because of a change in
market rates and, therefore, no interest rate risk. With reference to cur-
rency risk, it is worth remembering that local currency is usually weaker
than the donor’s; therefore, an exchange rate appreciation would impact
positively both on operational expenses expressed in local currency and
on the amount of money originally assigned to the loan portfolio.

MFIs, in particular formal ones, have a more complex structure. They
usually have large loan portfolios and other investments on the assets
side of their balance sheet; borrowed funds and equity on the liability
side. In this case, market risks can be better managed following both a
micro-hedging and a macro-hedging approach, which looks at the expo-
sure of the whole balance sheet. These institutions do not differ very
much from a bank and, therefore, should adopt the same models devel-
oped by banks to measure and control market risk.

5.5 Process risks

Process risk will be analysed in more detail in Chapter 6. Here, a theo-
retical framework is offered which is useful for understanding the ways
in which it can affect the performance of a microfinance programme or
of a MFI. The literature offers different taxonomies of process risks, each
of which are acceptable and comprehensive. We decided to adopt the
classification closest to banking regulation provisions, and in particular
the one proposed by the Basel 2 Accord. This choice has the advantage
of opting for a standardization of management risk approach between
MFIs and other financial intermediaries.

Process risks can be distinguished into two main categories: operational
risks and other residual risks (Figure 5.8). The Basel Committee on
Banking Supervision defines operational risks as ‘the risk of loss resulting
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from inadequate or failed internal processes, people and systems or for
external events’ (Basel Committee on Banking Supervision, 2001b). This
definition, tailored for banks, can be adopted for MFIs and microfinance
projects, as well. This specific perspective distinguishes two main
components of operational risks: the risk arising from internal factors
and the risk arising from external determinants. Internal events can be
associated with the production process (under an efficiency and efficacy
perspective), to people and their behaviour (workers, contractors,
customers), to systems and their running (technological infrastructures).
External determinants refers to all the events (mainly legal risks) that
cannot be directly associated with the process or the institution. The
category of other residual risks explains all the risks that do not fit in the
Basel definitions of operational risks. They refer mostly to all the external
events not included in operational risks, such as catastrophic risk, terrorist
risks and reputational risk.

The common feature of operational and residual risk is that they are
negative unintentional risks. MFIs, or an institution promoting a single
microfinance project, cannot avoid these risks: to avoid them the only
option is not to carry out the activity. Moreover, the effect of process
risks can be only a loss since process risks are not speculative risks:
therefore, a higher level of process risks does not mean, ex ante, a higher
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level of return. Thus, the management of process risk becomes even
more significant. In microfinance this evidence is still more critical for
at least three reasons. First, MFIs and microfinance projects are charac-
terized by a great flexibility in their organizational and operational
structure. This element is generally associated with weak controls on
production process, which is an area of potential operational risks.
Secondly, the great involvement of non-profit organization corre-
sponds, generally, to weak controls on human behaviour, leaving great
space for fraud risk, which is another significant determinant of opera-
tional and reputational risks. Finally, MFIs and microfinance projects are
often based in geographic areas that bear a high level of catastrophic and
terrorist risks and, therefore, are naturally exposed to residual risks.

There are two main ways of managing process risks: the implementation
of internal auditing procedures and the transfer of the risk to an exter-
nal entity. The first option faces the difficulty of structuring procedures
for control that do not meet with the flexibility needed by microfinance
practitioners. The second solution can be pursued only if, and when,
financial markets offer products specifically tailored for microfinance
process risks and when a cost–opportunity analysis suggests this course
of action.

5.6 Conclusion

The reasons above explain why risk management is becoming a key
issue in modern microfinance. The need to reach new categories of ben-
eficiaries has stimulated MFIs to work for a more structured organization
and for a more strict interaction with traditional financial intermediaries.
On the one hand, a diversified supply of financial services has led to
more sophisticated microfinance programmes; on the other hand, the
presence of profit-oriented intermediaries has stressed the relevance of
self-sustainable projects. Thus, risk management becomes a key variable
for a successful microfinance, both with reference to single projects or to
the efficiency and stability of MFIs and the market itself. The measure
and the management of business risk, as financial and process risks, is
the way to minimize negative effects on performance; it also allows for
a more correct pricing of the services offered. As such, it is also possible
to state that MFIs, with respect to traditional banks, have a moral obli-
gation to implement modern risk management systems. Being aware of
their overall risk exposure, they can apply interest rates and commissions
referring them to a more accurate risk estimate and not only to a
perceived ex ante and subjective evaluation of customer creditworthiness.
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An accurate pricing policy, together with risk management measures,
could allow, in some cases, for less restrictive financial conditions
applied to beneficiaries, without compromising self-financial sustain-
ability. Risk management is a way to verify under which circumstances
sustainability does not come into conflict with outreach. In other
words, it is a way to verify under which circumstances microfinance can
be ethical and sustainable at the same time.
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6
Monitoring the Microfinance 
Processes
Monica Ortolani

6.1 Introduction

The distinguishing elements of microfinance compared with traditional
finance, as pointed out in the previous chapters, are the target clients and
the typology of the offered products. The satisfaction of the various needs
of the clients, located in different geographic locations, has led to the
development of many typologies of microfinance institutions character-
ized by more or less structured products – sometimes including non-
financial products – which also follow socio-ethical exigencies. Therefore,
the operational processes that are finalized to the achievement of the
strategic objectives – both economic and social – of the different institu-
tions have specific levels of standardization and complexity, and, conse-
quently, the arrangement of the performed activities changes. The ‘micro’
features of the offered products and the simplicity of the methodologies
used for their structuring and distribution is, indeed, the result of a num-
ber of activities that are carefully planned, organized and controlled. The
operational processes’ effectiveness and efficiency, despite the complexity
of the supplying institution, widely depends on the existence and on the
implementation of continuous monitoring and control systems for the
activities as well as for the human resources and tangible assets that
are used. Such systems must be correctly planned, implemented and
shared at all organization levels, in order to guarantee that all activities are
carried out correctly.

The aim of this chapter is to identify the typologies of control that
allow a correct monitoring of activities and of human resources used
during the production activities of microfinance, and also the monitoring
of the related information system. In order to achieve this, at first the
typical processes of microfinance are identified, focusing the attention

93



on microcredit, which is the most widespread process/product among
microfinance institutions. Afterwards, the risks concerning effectiveness
and efficiency are identified, focusing mainly on operational risks, since
financial risks have been already analysed in Chapter 5. Finally, the key
variables for a correct control and reporting system are chosen. This is to
achieve, at various levels, the correct monitoring of the activities and
the human resources to limit risks, while achieving the institutional
objectives efficiently and effectively, focusing on the structural elements
as well as on process elements. In such perspective, these issues will be
explained without making distinctions between formal and semi-formal
institutions, but keeping a process point of view. Such distinctions do
not influence the need to adopt a control system and an information
management system. Again, referring to the efficiency and the effective-
ness of the processes and to the risks related to human resources, the
incentive system is analysed; this is used very often as a functional
instrument for the achievement of the performance objectives, but
sometimes it can imply a relevant risk. In consideration of the above, we
will try to answer the following questions: why is the incentive system
so important in microfinance activities? Can the incentive system lead
to adverse selection behaviours and increase the risk of fraud?

6.2 Reasons for a process approach

Although microfinance institutions have their typical objectives, clients
and products, they operate according to the same effectiveness and
efficiency criteria as traditional financial institutions. In order to achieve
their objectives and to control the risks deriving from their operations,
MFIs need to adopt an internal control system that allows the monitoring
of the activities that are carried out and the related operating units. 

Internal control system planning depends on the typologies of the
activities that are implemented and, therefore, on the number of prod-
ucts and services they offer and on the human resources that are used; for
each product/service there is generally a process that involves operating
units to which are assigned tasks and responsibilities. Therefore, in order
to define the best control system, it is necessary to identify the structural
and process components and the existing relationship between them,
especially in terms of information and reporting management system.

The control system is actually an instrument of active monitoring of
operations and management and, consequently, it is not only configured as
a control instrument, but also as a governance instrument. The internal control
system also systematizes the complexity of the institution by controlling
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risks, by monitoring the trends of the most important variables, and by
creating an infrastructure that achieves an integrated management of all
processes and of human resources involved in a common scheme.

The definition of the institution’s structure consists in the identification
of the single operating units involved in the institution’s processes and
in the assignment of tasks and responsibilities that derive from the
organization of operations. The definition of the institution’s processes
concerns the organization of the necessary flow of activities and the iden-
tification of the related phases. 

The link between organizational structure and processes is determined
when the tasks and the responsibilities related to the single activities are
assigned to the operating units. By doing so, it is easier to identify the
risks that derive from the above-mentioned components, and, therefore,
to plan the internal control system structure in order to be functional to
the specific typology of institution, to its objectives and to the control of
the specific risks. In light of the above, control activities apply to each
flow of activity and to each operating unit involved, following the prin-
ciple of tight relationship between structure and process components.

An effective and efficient internal control system is obviously supported
by an information and reporting system that allows the circulation of the
information deriving from the monitoring of activities and of operating
units. Information and monitoring reports must circulate from the top
to the bottom of the organizational structure and vice versa; in fact, by
doing so, the control system enhances its governance function, finalized
to optimize the management decision process in order to solve the prob-
lems promptly, before the achievement of the objectives is jeopardized.
The system needs to be simple, transparent and appropriately scheduled
in order to improve the actual operations of the institution at every
organizational level.

6.3 Microfinance processes

MFIs’ operations are characterized by the possibility of coexistence of
financial activities as well as socio-ethical ones; for each one of these
activities certain processes are structured up, in order to allow the pro-
duction of the service and its distribution to the beneficiaries. This section
only analyses the financial activities.

The processes of microfinance institutions are not different from those
used by traditional banking intermediaries and are grouped according to
the typical management areas in Governance processes, Production activity
processes, Support processes and Control processes (Figure 6.1). The set of
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Figure 6.1 MFIs’ processes

Source: adapted from Pesic (2005)
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these four macro-categories of processes represents the map of the activ-
ities that are carried out inside the MFI; such macro-categories are
always present, yet the number of processes may vary depending on the
complexity of the specific institution, and is more structured for formal
MFIs compared to semiformal and informal ones. We mainly refer to
operations-related processes that depend on the products/services offered.

The identification of the above-mentioned processes also reveals the
responsibilities of the operating units inside the organizational structure
and, therefore, allows the identification of the control points, the tasks
and the roles of the single units within the internal control system itself. 

The Governance processes area includes all those activities, organized in
processes, that are finalized to define the guidelines of the institution;
therefore, these activities represent the decisional process of the top
management. In particular, such processes define:

● the strategic planning, with the institution’s medium- to long-term
objectives, the risk–return profile for each production activity, the
development plans, the target markets;
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● the operational planning, with the specific objectives for each business
unit, the risk–return objectives, the yearly budget, the investments
and the expenses;

● the commercial policies, that is, the procedures through which the
agreed objectives are achieved;

● the risk management policies which, depending on what has been
agreed during the strategic planning, outline the procedures and the
instruments used for the risk management, following the return
objectives (see Chapter 5);

● the definition of the organizational structure, to adjust the structure of
the institution to the needs that derive from the chosen objectives
(i.e., the use of travelling loan officers in rural areas or suburbs);

● the definition of the internal control system, depending on the
organizational structure and on the operational activities that are
carried out.

The Production activity processes depend, as previously mentioned, on
the quantity and typology of the services/products offered; to each
product corresponds a process; the products that characterize MFIs’
operations are credit management, saving management, collections and
payments management. With regards to the process concerning the trading
on financial markets management, we refer, in particular, to banks that
operate in the microfinance sector. The credit management process
surely represents the traditional and original process of microfinance, since
microcredit is the main product offered by these institutions (see 
section 6.4). The saving management process identifies the typology of
saving products that meet the needs of the target clients; the demand for
these products is constantly increasing and has transformed many semi-
formal institutions into formal ones. The collections and payments
management process is aimed at meeting the needs regarding the transfer
of clients’ funds; in such context, the remittance issue is very important
for those MFIs that operate with immigrant clients.

The Support processes include all the activities that allow the institution
to carry out its work; they consist in cross-activities with the other
processes. The human resources management activities are particularly
important because they are a strategic element of microfinance; an
important matter in such context is the incentives issue, which is handled
in this process. The budgeting and management control process concerns
the planning of activities and the monitoring of the management
performance, using final period data and budget forecasting through
which the monitoring on the level of achievement of the objectives is

Monitoring the Microfinance Processes 97



performed. The top management reporting applies to the creation and
management of information reports regarding the operations and man-
agement of single areas. Such system should include at least three levels.
The first, regarding operations, should highlight the activities that are
carried out and their compliance with the operational planning of
reference; such activities are carried out by each single operational unit
(i.e., loan officers). The second level derives from the mergence of many
operative reports and it concerns the related management area (such
reports are written by the managers of each single area). The third level
synthesizes the flow of information of the other levels and provides the
achievement of the strategic objectives; it is forwarded to the bank’s
management and, depending on the information it contains, it allows
taking the appropriate decisions in order to improve the activities and to
perform the necessary corrections to achieve the objectives. For formal
institutions there are also disclosure requirements which are addressed
to the supervisors.

The Control processes concern the first, second and third level controls.
The typology of the controls will be deepened further on. For this
process we simply have to point out that also control activities are
organized in processes and the responsibilities have to be clearly defined
and assigned to specific bodies. Such processes provide information and
reports that support operational decision-making and the management
of the institution. The monitoring activity concerns both the activities
and the involved operating units.

Each process should be documented by a procedure, by a manual or
by operating instructions that details the specific responsibilities.

6.4 The process of microcredit

Microcredit constitutes, without doubt, the most distributed product of
all MFIs, whether they are formal, semi-formal or informal. The typology
of institution involved, as well as the participation in development coop-
eration programmes, influences the complexity and the organization of
the single activities, the product distribution and planning, but the
process as such remains the same. The distinctive element of microcredit,
regardless of the typology of supplying institution, is in the sought objec-
tive, that is, to satisfy the particular financial needs of the client through
the planning and distribution of a product that has the characteristics
suited to the satisfaction of this specific need (see Chapter 2), in an objec-
tive of effectiveness and efficiency, satisfying at the same time socio-
ethical objectives not present in traditional lending, first and foremost
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the credit access to financially excluded individuals. Despite the exis-
tence of various typologies of MFIs, more or less formalized and struc-
tured, in its essence the microcredit process corresponds to traditional
credit process. The characteristics of the sought objectives require the
implementation of two further phases compared with the traditional
process, one at the beginning and one at the end (Figure 6.2), which
characterize the socio-ethical aims of microfinance and the ultimate
objective of the effective and lasting development of the beneficiary.

Some operational and management characteristics depend on the
supplying institution and on the type of programme being considered.
MFIs, which fund their activities mainly through deposits and are based
on balance principles between saving and lending activities, direct the
management and the operations towards aspects such as the quality of
the lending portfolio and the level of risk exposure. They also balance
risks and returns, by achieving through an adequate level of operating
efficiency.

On the other hand, MFIs operating with public grants and soft loans
prefer the outreach objectives rather than financial performance goals,
which represent compulsory restrictions. Below Figure 6.2 shows the dif-
ferences between the traditional credit process and the microcredit
process. The two processes differ in the initial and the final phases. The
other phases are identical even if they are characterized by differing oper-
ating methods and by the use of specific instruments. Such difference is
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more evident in the sub-phases relative to credit granting, especially for
the evaluation.

Supporting and training activities: this phase is one of the features of
microcredit processes, which points out the focus on socio-ethical and
beneficiaries’ development objectives. Generally, especially regarding
microfinance included in development cooperation programmes, MFIs
are assisted by other partners that supply training services, social serv-
ices and other activities implying a specific knowledge of the territory
and the target beneficiary. Socio-ethical goals imply that the involved
MFIs take particular care of the phase preceding the microcredit supply;
in fact, the study of the local context, of its particular needs and of the
economical situation in which the institutions will operate, require pre-
liminary training activities. These activities are finalized to root a credit
culture among the future beneficiaries and local operators, in order to
favour the success of the programme; such particular activities are unfa-
miliar to the traditional credit. The traditional financial intermediaries
that take part in microcredit programmes generally entrust to MFIs all
the activities, as the one described above, that require a good territorial
knowledge.

Planning and management control: in this phase, which belongs to the
traditional credit process, all the activities related to the organization of
the credit production and distribution is performed. These activities
have to be coherent with the pursued objectives, with the development
policies and with risk–return goals agreed by the top management. Since
the microcredit programmes often use grants and soft loans, this phase,
compared with traditional credit, is affected not only by the objectives
and the operational requirements of the supplying institution, but also
by the strategies defined by the development policies of the large
national and international donors. Another distinction regards the dis-
tribution phase. The nature of microcredit, especially when offered to
populations living in rural areas, often requires the implementation of a
travelling distribution network that needs a careful planning and organ-
ization. Finally, during the planning and management control, the
accounting software system and the monitoring system are established.

Granting: this phase refers to the acquisition and the evaluation of the
credit requests. The approval/rejection resolution is provided by a special
body that, in microcredit programmes, is identified in the credit com-
mittee. The granting phase includes four sub-phases, as in traditional
credit process. The evaluation is the combination of the activities finalized
to verify the creditworthiness of the beneficiary. The qualitative and
quantitative features of the borrower are evaluated in both historical
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and prospective terms, by the gathering of the client’s relevant informa-
tion. In microcredit programmes this activity is generally carried out by
loan officers by means of interviews and visits to the potential beneficiary.
The loan officers assist the future beneficiary in filling in the credit appli-
cation; then, the loan officers formulate a personal opinion which will
influence the credit committee in the credit resolution. Resolution, out-
payment and re-evaluation follow the same principles of traditional finance.
In development cooperation programmes, the credit out-payment can be
entrusted to a third party, most of the times a local partner.

Monitoring: this phase includes all the activities necessary to the con-
trol of the credit cash flow concerning the on-time repayments, and the
prompt management of default positions. Such management depends
on the ability to anticipate the occurrence of the default, by means of
adequate accounting and daily monitoring. It is, therefore, necessary to
have a reporting and management information system among all orga-
nizational levels. In microcredit, particular attention is dedicated to the
positions regarding solidarity groups, since the multiplier effect of any
possible default could represent a high risk. Hence, the information
regarding these ‘groups’ should be constantly updated. When the credit
is assisted by physical collateral – usually the property of the beneficiary
and his family (television, fridge, etc.) – the loan officer will have to
check on their condition during his visits.

Recovery management: this phase concerns certified default positions that
cannot be recovered. In this case, the local legislation of the target territory
plays an essential role: the chances of recovery are, in fact, tied to the pres-
ence and the intervention of external bodies, such as tribunal jurisdictions.

Exit strategy is the other distinctive phase of microcredit programmes,
in particular those included in development cooperation programmes.
It refers to the exit strategy at the end of the programme. In fact, in the
exit phase, the supplying institution must ensure that the funds dedicated
to microcredit have generated enough returns to guarantee the continu-
ity of the supported activities after the conclusion of the microcredit
programme and the exit of the MFI. In this phase, the socio-ethical
objective becomes significantly important. The microcredit must trigger
a virtuous mechanism and promote sustainable economical cycles over
time and not only during the programme. For this phase, for example,
the destination and the function of the residual rotation fund must be
programmed; the opening of a working ‘service point’ with specific
operating staff can be planned; alternative funding must be provided.
This new scenario represents the final objective of the programme in
terms of future sustainability.
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6.5 Process-related risks

Chapter 5 analyses the typologies of risk that can occur in the typical
activities of microfinance. In this section, the operational risks regarding
MFIs are analysed in greater detail. In order to do so, we will consider
operational risks without making a distinction between the different
typologies of institutions. In fact, the MFI’s complexity, its dimensions,
its particular equipment of human and material resources, can vary the
incidence of risks but not their occurrence.

The occurrence of operational risks regards the whole universe of
MFIs; the effects are inevitably negative for all institutions. As the risk
management concerns the complexity of the intermediary, either oper-
ational risks or financial risks must have an appropriate consideration in
the MFIs’ policies. The aim of an integrated management is to quantify
the overall risks in order to maximize the returns and the value of the
institution. Therefore, from a risk management point of view, it becomes
necessary for all MFIs to consider the operational risk management an
essential phase.

Operational risk is defined as the risk of loss resulting from inadequate
or failed internal processes, people and systems or from external events
(see Chapter 5). The occurrence of these risks depends on the circum-
stance that the processes related to the production activities (section 6.3)
have not been clearly defined and, as a consequence, are not managed
correctly by the responsible functions. This inevitably affects the
achievement of the objectives and, therefore, the satisfaction of the
client’s needs. Furthermore, in taking these risks MFIs could undergo
losses, fraud or abuses that have manifested themselves frequently in
the MFIs’ operations.

The risk management process comprises three main phases: iden-
tification, measurement and monitoring, quantification and manage-
ment of the risks linked to the single processes. This process of
identification, measuring and control must be implemented for each
MFI’s process; consequently, the internal control system must be
enabled on each one of those processes. In this sense the task of man-
agement is, first of all, to identify the key variables for the monitoring
of risks; the second step concerns fixing early warning or alert limits for
those risks thought to be strategic in relation to the monitored activi-
ties. Obviously this process will differ, according to the nature of the
institution and to the considered type of microcredit programme, in
relation to how important the risks are in order to achieve the MFIs’
objectives.
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The risk management process is linked to the control process and is
incorporated into it. The trend regarding the financial intermediaries’
policies tends to consider the risk management process as a part of the
internal control system to enhance the institutional governance. Risk
management and control process have deep connections; the control
must be a part of the daily operations of the MFI in order to manage the
risks. At least one risk management function is suitable for more structured
MFIs, semi-formal and formal; this function must continuously guaran-
tee the identification, measurement and quantification of the risk. The
identification of processes and risks is essential for a good control system.
The operational risks that mainly affect MFIs are:

● compliance risk;
● interest conflict risk;
● risk resulting from inadequate or failed internal processes;
● risk resulting from people;
● risk resulting from the fraud of the top or middle management;
● risk of theft and internal fraud or unauthorized activities;
● reputational risk;
● risk of compensation, benefit and termination issue;
● risk of losses arising from disruption of business or system failures;
● risk of key performance indicators;
● risk of losses arising from errors in the budgeting process;
● risk of losses arising from errors in the strategic process.

The compliance risk consists in the possibility that the processes imple-
mented are not compliant to the procedures of the MFI; this risk can arise
from a mistaken definition of the process, from a poor functioning of
operating units or from human error. The interest conflict risk is repre-
sented by the possibility, in the operations, of a co-mingling of individual,
MFI’s and clients’ interests. The risk resulting from inadequate or failed inter-
nal process is represented by the possibility that the MFI’s internal processes
do not guarantee the achievement of the objectives for which they were
drawn up and/or require costs that are greater than budgeted and sus-
tainable costs. The risk resulting from people is the possibility that human
resources engaged in the management and/or control of a process do
not have the skills, experience or the professional requirements needed
to ensure the achievement of the expected objectives or to reduce the
main related risks to acceptable levels. Within the sphere of risks con-
cerning human resources, the risk resulting from the fraud of top or middle
management assumes particular relevance. It consists in the possibility
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that the management staff can change documents (i.e.; budgets, reports,
statements) with the intention of deceiving the recipients of the
information, for example, the donors. Moreover, the risk of theft and
internal fraud is the possibility that the employees, whether alone or in
collusion with third parties, perpetrate fraud, theft or carry out unau-
thorized activities against the MFI or the beneficiaries; it could happen,
for example, in terms of unauthorized utilization of financial and non-
financial assets. Loan officers’ frauds are the highest operational risk
for MFIs.

The reputational risk is the possibility that the MFI damages its rela-
tionship with clients, suppliers, donors and can lose professional employees,
harming its image in the marketplace. This risk is associated with the
stakeholders’ perception on the respectability and professional integrity
of the MFI and its employees, on the technical and professional skills of
all the resources in managing its business and on the quality and level of
the products and services offered. Within reputational risk, for MFIs
particular importance is assumed by the risk related to the customer satis-
faction that is linked to outreach goals and occurs when the processes are
not drawn up in such a way as to meet the expectations of the benefici-
aries; for example when the evaluation process is too articulated, or
when the MFI is unable to offer the client responsive product and serv-
ices. The risk related to communication is another kind of reputational risk
represented by the possibility that the communication system – vertical
(top-down and bottom-up) or horizontal – is ineffective. For example,
the employees are not fully aware of the mission, the objectives and the
strategies of the MFI; the management does not receive adequate infor-
mation on the organizational staff, especially local operating units and
loan officers, and, therefore, it cannot intervene to rectify any eventual
inefficiencies; the employees do not have the necessary support to fulfil
their obligations or to act in the presence of technical and operational
problems.

The risk of compensation, benefit and termination issue is represented by
the possibility that the employees do not agree with the performance
indicators used by the MFI. This may imply that the employees, in order
to reach the performance level and attain the incentive, are tempted to
act in a manner that does not conform to business objectives or to
strategies and ethical standards of the MFI. The incentive system is still
an unresolved problem for many MFIs and it is the major cause of fraud
and theft, especially by loan officers. The risk of losses arising from
disruption of business or system concerns the possibility that the used
information system may be inadequate for the operational processes
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and does not satisfy the operating needs, compromising the reliability of
data and information. The risk of key performance indicators concerns the
possibility that the used indicators are inadequate for representing the
true financial and economical situation of the MFI. It can happen
when the performance indicators are not correctly balanced (for example,
between financial indicators and sustainability and outreach indicators);
or performance indicators do not consider the relationship between the
long-term returns and the objectives and strategies of the project.

Related to the financial management is the risk of losses arising from
errors in budgeting process, that is, the possibility that the defined objec-
tives are not attainable and not agreed upon. Finally, it is necessary to
mention the risk arising from errors in the strategic process. In this context,
the risk emerges when the MFI does not point out and analyse the infor-
mation concerning the target group, or when it disregards the regulatory
framework and the real possibilities of development that the environ-
ment actually offers.

6.6 Control typologies

In order to draw up an efficient internal control system it is necessary to
consider both the organizational structure and the process elements.
MFIs have different organizational structures depending on the institu-
tional typology; consequently the typology, the bodies and the processes
of control must suit the structural and organizational characteristics of
the concerned institution. In fact, the control components depend on the
activities and processes that are carried out, as well as on the objectives
pursued, and on the human and financial resources available.

Control activities are functional to the operations, to the related risks
and to the environment in which the MFI operates. The internal control
system aims to guarantee and monitor the effectiveness and efficiency of
the operational processes. This requires the reliability and integrity of the
accounting and management information, both for the MFI’s internal use –
such as operations and management needs – and for external requirements –
such as the compliance to local law and supervision regulation.

An effective control system requires dedicated human and financial
resources. The simple structure of some MFIs is combined with the need
to implement an effective system that defines the control activity and
attributes the relative responsibility to the appropriate bodies. Then, all
MFIs must implement an internal control system that respects the general
principles – functional to the system effectiveness – of separation between
management and control activities to avoid interest conflict risks. Once
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the MFIs’ processes, the responsible functions and the related risk
typologies have been identified, the internal control system is planned
and the methodologies to manage the identified risks are defined. In
this planning phase, the strategic objectives are taken into consideration
and, therefore, it is decided what level of risk protection is necessary and
which control typology must be implemented.

The control structure often does not correspond to the optimum
model, but simply to the most suitable one for the specific situation, for
the frame of reference and for the risk-return objectives that characterize
the MFI. The control system allows the management to handle all kinds of
risk, reducing their consequent negative impact as well as preventing them
from arising, in order to allow the achievement of risk and performance.
In this way, the internal control system is a governance instrument of
the institution, since it allows to promptly correct any malfunctions and
to achieve effectively and efficiently the MFI’s objectives.

The information management system, on the other hand, provides a
decision-making support to the various bodies of the organizational
structure, allowing the correct management of the processes. The need
to monitor and control the MFI’s operations implies the coordination
between control and executive bodies and the implementation of an
adequate reporting system to the top management. This system allows
to constantly monitor the level of risks and the staff members involved
in the operating functions. The control typologies on the activities and
on the human resources depend on the specific MFI; the control activity
requires the use of different control instruments (Table 6.1).
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Table 6.1 Control typology – control instruments

Control typology Control instruments

Operational control ● Manuals
● Instructions
● Procedures
● Financial delegation of powers

Inspection control ● On-site inspection reports

Management control ● Strategic planning
● Annual budgeting
● Portfolio situation
● Accounting and financial reporting

Quality control ● Mission
● Ethical code

Reporting control ● Internal controls: check lists and reports
● External controls: balance statement and

documents for disclosure requirements



Operational controls are carried out by operating units (for example by
loan officer) during their activities; included in this typology are the
controls deriving from the implementation of operating instructions
contained in the operating manuals (for example, the credit manual)
and in the operating procedures. Also included in this typology are the
automatic software controls; it happens, for example, in the evaluation
and in the granting of credit, when the staff member exceeds the agreed
limits.

Inspection controls on the operating units, both front and back office,
are aimed at verifying the compliance of operations with internal and
external regulations. Inspection controls are advisable even for the
simplest MFIs, in order to prevent the fraud risk, the compliance risk
and the risk resulting from inadequate or failed internal processes (see
section 6.5).

Management controls on accounting documents such as budgets, state-
ments, credit portfolios, etc., aim to verify the MFI’s situation in its
capital, economical and financial components.

Quality controls on socio-ethical activities are implemented to verify
the quality of the offered services.

Reporting controls refer to internal communication of the MFIs and to
disclosure requirements.

The control procedures must be described in appropriate documents
(procedures, manuals, operating instructions), containing clear and
defined rules on control activities and responsibilities. These documents
must contain the description of the instruments to be used and the infor-
mation flow that must be provided to manage all the risk typologies, in
order to guarantee continuously a correct operations and a flow of
reports on the obtained results and on the risks.

An MFI’s internal control system could be structured as are the ones
used by other financial intermediaries, according to the following three
levels:

● First level These controls ensure that activities are compliant to pro-
cedures and manuals; they are carried out by the same operating
units (for example, hierarchical controls), or incorporated into the
software procedures, or performed by the back-office functions.

● Second level These consist in risk management controls, which aim
to concur in the definition of the risk measurement system, to verify
that the limits assigned to the operative functions are respected and
to control the coherence of the operations of the single production
areas with the assigned risk–return objectives. These controls require
a specific risk management function.
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● Third level These controls consist in the internal auditing process
and aim to identify anomalies, violations of procedures and internal
rules; they also evaluate that the overall internal control system
works correctly.

This monitoring activity can be carried out continuously, periodically or
exceptionally, also by means of on-site inspections. The control bodies
must be independent from the operating units.

6.7 The incentive system

The incentive systems used by MFIs can provide a positive contribution in
order to achieve the productivity goals. These are also indirect instruments
for the achievement of outreach and sustainability goals. On the other
hand, if used in an improper way, the incentive system represents a source
of operational risk for MFIs, and, as such, it has to be controlled.

MFIs’ experiences in using these systems suggest that, at present, there
is not an ideal model of incentive scheme. In some cases, the negative
side effects are higher than the benefits and the system has led to an
increase of the risk of theft and internal fraud or unauthorized activities.
Hence, it is necessary to perform a careful monitoring that focuses on
the human resources which, inside the MFI, can be interested in the
incentive system, and also analyses all the levels of the organizational
pyramid that can represent a source of risk.

Why is the incentive system so important in microfinance activities?
Because MFIs are characterized by high-intensity human labour activities
that imply higher responsibilities than the traditional banking system
does. In microfinance, incentives are used at all levels of the institutional
pyramid, including clients, staff members, management, up to the board
of directors (Table 6.2). The achieved results by the incentive system for
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Table 6.2 Matrix incentives/beneficiaries

Tangible Tangible 
Institutional Intangible non-monetary monetary
pyramid levels incentives incentives incentives

Board of directors X X X
Management X X X
Loan officer X X X
Clients X X



clients are mainly positive; in many successful microcredit projects,
many mechanisms have been used to induce on-time repayment by the
borrowers. For example, among the most used ones, there are graduation
principles through which the so-called excellent debtors are offered
larger loan amounts and longer loan terms; another interesting instru-
ment is the interest rebate, which consists in reducing the interest rate.
The aim of these instruments is to encourage the clients to adopt correct
behaviour with the MFI (a timely repayment activity allows the MFI to be
sustainable in the long term), but also to gain their loyalty.

At the second level of the institutional pyramid there is the operat-
ing staff. Staff expenses are undoubtedly the most important category
of costs, considering also the remote areas in which they operate. The
staff has a wider discretion compared with a bank’s personnel. The
compensation and the performance measurement systems assume a
strategic importance, with a great impact on MFIs. Incentives are rele-
vant in any activity, but the best application has been found with loan
officers and lending operations staff involved in microcredit projects.
This typology of operators plays a crucial role: they generate and safe-
guard the majority of the assets, determining most of the income of
microfinance organizations. Therefore, incentives have to be adapted
to performance. In the case of loan officers, the incentive system some-
times may result in contrast to sustainability and outreach goals. For
example, an incentive system that rewards the loan officer in proportion
to the number of stipulated contracts may compromise the programme’s
sustainability inducing the loan officer to stipulate microcredit
contracts also with beneficiaries without the necessary reliability
requirements.

Another important use of incentives is finalized to make the MFI’s
human resources loyal; the costs of searching, selecting and training
new resources would be, in most occasions, significantly higher than the
incentive itself. In such context, the incentive system can really help to
provide higher personnel stability which, because of the nature and the
location of the programmes, is obviously low.

The higher levels of the institutional pyramid are also included in the
incentive systems. If, on one hand, the board of directors aims to be
rewarded in terms of image, which is well in line with the pursued objec-
tives, on the other hand, the monetary incentives remain important.
Monetary incentives surely have a great impact on the rewarded
resources, but, at a second stage, other types of incentive, such as personal
ones, arise (Holtmann et al., 2002), (Table 6.3).
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6.8 Conclusion

Is it possible to define a standard internal control system that suits all
MFIs? The answer to this question is surely no. The main reasons are
essentially two. The first concerns the vast typology of microfinance
institutions; the second concerns the diversity of the specific objectives
of each considered project or programme.

The microcredit projects included in development cooperation
programmes, as well as other microfinance programmes, need effective
information systems that allow for controlling the execution of opera-
tional activities at all organization levels. However, for microcredit
programmes included in development cooperation programmes, the
socio-ethical elements and the typology of funding (usually donations)
imply that the process elements normally monitored by traditional finan-
cial intermediaries become relatively less important than the outreach
objective. Anyhow, also in these circumstances it is important that the
typical financial process contains the minimum elements of operational
and management control, as well as an adequate reporting, especially for
donors. In this perspective, MFIs and donors have to work in order to
improve the quality of the internal control systems adopted so far. 

In the other microfinance projects the situation is different. MFIs,
without being traditional financial intermediaries, carry out activities
very similar to those performed by commercial banks, but include spe-
cific features that depend on the specific target typology and on the
offered product. For these MFIs it is necessary to have a structured inter-
nal control system that considers the specific risks and allows a constant
monitoring. Such system will be different for the specific MFI and will
depend on the typology of the supplied products, because the variables
that are considered strategic for control will change.
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Table 6.3 Typologies of incentives

Intangible incentives ● Sense of mission
● Job satisfaction
● Possibilities for promotion

Tangible non-monetary ● Non-monetary benefits
incentives

Tangible monetary ● Monetary bonus systems
incentives ● Profit sharing

● Stock ownership



Finally, the incentive system can be a useful instrument to achieve the
performance, sustainability and outreach objectives only if adequately
structured. In fact, the incentive system can imply phenomena such as
adverse selection and the risk of theft and internal fraud or unautho-
rized activities. For such reasons, these mechanisms must be used in an
accurate way and under an effective and efficient internal control
system.
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7
Microfinance Performance
Marco Tutino

7.1 Introduction

This chapter proposes a model of performance analysis for microfinance
programmes and institutions in order to evaluate actual or expected
results. In particular, performance evaluation approach should be
considered from two distinct perspectives:

1) the first approach is related to the performance of a single project
managed adopting a perspective like that of project financing, as
could occur in the case of a non-formal institution, mainly an NGO
of reduced dimensions;

2) the other performance evaluation relates to an MFI that handles sig-
nificant operative volumes, and reasons from the vantage point of a
portfolio of projects.

The theoretical framework, consisting of the traditional literature on
performance, is contextualized according to the specific rationale that
characterizes the microfinance operation. Performance evaluation, more-
over, is not a new subject matter in microfinance. On the international
level, different models of evaluation have been developed over the
course of the last few years. This chapter presents a brief reconstruction
of the methodologies currently used in microfinance for performance
analysis, identifying the main characteristics of each, the areas of analysis
considered by their measure, and the principal limitations on informa-
tion that can occur.

Aside from these, the chapter proposes an alternative performance
measure for microfinance. The innovative force is inspired with respect
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to three specific requirements: the first is the strict derivation of the
classical doctrine on performance analysis – that assures the rigorousness
and reliability; its adaptability to formal and informal institutions,
including non-profit organizations that are less formal and complex; and
the need to find a correct balance between the two dichotomous objec-
tives that characterize microfinance, that is, sustainability and outreach.

7.2 Performance analysis

7.2.1 Performance features

Performance analysis is the process of evaluating the actual results pro-
duced by a project, or by an institution, in relation to the results that
were expected. Because the processes and activities that make up the
project or the institution are diverse, they should be analysed in relation
to the distinct areas of management to which they belong. Therefore, the
foundation of performance evaluation is the availability of data relative
to each area of management and to the individual operations of each
area, which form a system of indicators that offers adequate information
on the whole. Performance evaluation is a process based on comple-
mentary, yet diverse, information related to the operation of singular
aspects of management, and it is conditioned by the necessity to arrange
the information so that, even if it is a synopsis, it permits us to satisfy
three main objectives:

● to formulate ex ante realistic expectations of the available resources;
● to monitor over time the management’s operational ability to achieve

the objectives;
● to evaluate ex post the results achieved.

Performance sustainability over time and the achievement of objectives
are based also on a process of data collection, classification, selection and
organization of data. This analysis, and presentation of the information
used, allows for the real time correction of eventual distortions, which
cause deviation from the fixed objectives.1

The data collection, classification and selection process must consider
information relevant for the ongoing monitoring of the processes and
activities of each area of the operation that influences the evaluation of
the performance as a whole: the act of data collection, classification and
selection of data are, thus, conditions necessary for their elaboration
and successive presentation as relevant information. The presentation of
the information collected acquires an immediate, indicative/signpost
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value when it is reorganized in quantitative or qualitative indicators.
A performance evaluation model, therefore, can be defined as a coordinated
system of processing information, which allows to evaluate each operations of
the entity – be it a project or an institution – by the use of indicators.

In order to understand the diverse perspectives and methodologies of
analysing performance, as well as the complexity of management of a
project or of an institution, the indicators of the evaluation system
adopted for each area of analysis should be considered individually. This
individual consideration responds to the need to analyse each operational
area in relation to the different weight, or importance, assigned to the
task in respect to the overall performance.

An efficient system of evaluation must have the requisite characteristics
for achieving the following objectives:

● the comparability of performance in time;
● the comparability of performance in space;
● the comparability of performance with respect to a benchmark.

The comparability of performance over time identifies how well internal
management can monitor the operations of the entity by accessing a
constant flow of relevant information: continued monitoring allows inter-
vention and timely decision-making in order to avoid negative results that
would influence the overall performance. The comparability of perform-
ance in space, however, is a necessary condition for informing, those
other than internal management, even those who intend to compare
periodic results of a project/institution with results of other projects or
other institutions: the different degree of success with respect to a com-
parable initiative allows the evaluation of the efficacy and efficiency in
terms of resources employed. In this respect, performance analysis is an
important instrument for investors in decision-making. As for the
comparability of results with respect to an industry benchmark, the possi-
bility of comparing the results produced and measured with an integrated
system of indicators recognized as an industry standard of performance
allows a qualitative–quantitative comparison of results achieved (actual
performance) with respect to the desired result to satisfy sustainability over
time (benchmark performance). From this perspective, performance analysis
is also a useful instrument for policy makers.

7.2.2 Microfinance performance

From an economic-business perspective, the concept of performance
is strictly tied to the earnings of the business (net profit), which is
understood to be the difference – positive or negative – derived from the
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netting of the proceeds produced by activities and the costs sustained
for those activities computed on an accrual basis. The perspective of
profit generation has, thus, focused the analysis of the performance in
terms of profitability and in terms of technical, operational and strategic
efficiency of the business.

Differently from a profit-oriented business, the parameter of profit
maximization, widely accepted in competitive market-analysis, faces an
obstacle in the world of microfinance: outreach. If, on one hand, the
conditions for achieving economic-financial balance in the initiative
must be respected in order to guarantee its sustainability in the long
term, then, on the other hand, owing to the complex dichotomy of the
fundamental goals involved, the fundamental objectives of microfi-
nance cannot be achieved adopting the same performance indicators
system currently used in capital markets. While in capital markets the
degree of success of an initiative is accurately measured with indicators
that signal whether the earnings expectations have been met, from a
microfinance perspective the system of indicators must be integrated,
and at times corrected, in order to take into consideration that:

● specific objectives of a microfinance activity (like outreach) and the
degree of success is measured considering parameters different from
that of earnings alone (for example, ethical-solidarity guidelines);

● the benchmark can always differ depending on the specific outreach
goals of the financed project.2

Thus, in accordance with the type of intervention required as per devel-
opment politics and social and humanitarian objectives, and once the
sphere of influence of the project is defined, it is also necessary to have
a viable calculation that can evaluate results on the basis of a double
binomial interpretation:

● the economic-financial sustainability of the projects and institutions in
order to guarantee the regeneration of resources at the base of the
microfinance process;

● the satisfaction of institutional objectives, reviving the concept of
outreach.

With respect to the above-mentioned parameters, it is necessary to define
a system of performance indicators that satisfy at least two objectives:

● offering efficient information to the stakeholders in the microfinance
sector (donors, investors, MFIs and customers);
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● considering the characteristics of a cycle of financing that is different,
if not alternative, from the traditional cycle.

In synthesis, from a microfinance perspective, compared with that of a
purely performance based analysis of the business, the main characteris-
tics of performance analysis should consider that:

● there is a trade-off between the satisfaction of the development goals in
the particular area of the intervention (with regard to the number
and quality of the beneficiaries of microfinance – or outreach) and
with the goals of economic-financial sustainability of the project/MFI;

● there is a different quality of benchmark for measuring the degree of
fulfilment of the goals of the financed projects/MFIs using a method-
ology tailored to the informational needs of microfinance, not only
in terms of profit produced but also in ethical-solidarity objectives
achieved.

Thus, because of the different meaning of performance with regard to
microfinance, it becomes necessary to adapt the traditional model of
performance evaluation – partially redefining or adapting, using correc-
tive mechanisms and all the associated instruments used in traditional
analysis – in order to account for different objectives in respect to
maximization of profit.

7.3 Performance evaluation model for 
microfinance project

Despite a lot of attention being given to the evolutionary dynamics of
microfinance business, not much consideration has been dedicated to
an analysis of microfinance in terms of monitoring and evaluating
single projects. This is particularly relevant in the case of informal and
semi-formal MFIs promoting a few microfinance programmes a year,
thanks to public and private donations.

Adjusting the focus of performance analysis to a project financing
approach (and not to the overall performance of an MFI), the following
objectives should be achieved:

● a valuation approach adapted from the traditional performance
analysis model consistent with the accounting practices followed by
non-formal and semi-formal MFIs;

● a set of project indicators specifically tailored to the non-formal and
semi-formal MFIs’ financial statement.
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A performance analysis of a single project should at least consider the
following areas:

● management analysis;
● cash flow analysis;
● earnings analysis;
● portfolio quality analysis;
● outreach analysis;
● subsidies dependence analysis.

Management analysis

The indicators for the analysis and monitoring of the management area
should analyse at least:

● the cost composition;
● the productivity of the personnel employed.

Productivity and efficiency ratios can be restricted to cost composition
and productivity of the personnel. The analysis of the project’s productiv-
ity is geared towards an evaluation of the composition of the main costs
of the project, mainly personnel, consulting and training costs (Box 7.1).
The analysis of the productivity of the personnel should focus on the
productivity of the loan officers ‘because they are the primary genera-
tors of revenue’ and on all of the personnel.3 The recourse to external
auditing must be evaluated in light of the number of personnel
employed in the project (Box 7.2).
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Box 7.1 Cost composition indicators

7.1.1 Cost of personnel/Total current cost
7.1.2 Consulting costs/Total current cost
7.1.3 Cost of training/Total current cost

Box 7.2 Personnel productivity indicators

7.2.1 Personnel productivity

a. Consulting costs/Number of personnel
b. Number of active borrowers/Number of personnel

7.2.2 Loan officer productivity

Number of active borrowers/Number of loan officers

7.2.3 Personnel allocation

Number of loan officers/Number of personnel



Cash flow analysis

Performance indicators of financial analysis should be computed in
relation to different areas. However, in order to avoid a large number of
indicators, it is possible to limit the analysis to two specific dimensions:

● net cash flow generated by the whole project;
● net cash flow generated by the outstanding portfolio connected with

the microcredit activity.

These ratios are suggested in order to measure the capability of the
project to generate positive net financial flows (Box 7.3). With regard to
project evaluation, it could be useful to focus on the microcredit
activity, especially in those cases where microcredit represents the main
component of the initiative.

Earnings analysis

The earnings analysis is limited to reviewing revenues and costs connected
to microcredit that are relative to the disbursement and reimbursement
of funds, and other microfinance activities, such as financial services
provided to the beneficiaries, producing interest income and active fees
for the project (Box 7.4).

Portfolio quality analysis

Portfolio quality analysis is relevant because microcredit activity is the
main profit-generating area in a microfinance programme. The set of indi-
cators should provide information on the percentage of non-performing
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Box 7.3 Cash flow indicators

7.3.1 Net cash flow generated by the whole project

Cash inflow of the project in the period – Cash outflow of the project in the
period

7.3.2 Net cash flow generated by the outstanding portfolio

Cash inflow of the microcredit activity in the period – Cash outflow of the
microcredit activity in the period

Box 7.4 Portfolio profitability indicators

7.4.1 Interest income/Average portfolio
7.4.2 Interest income � fees/Average portfolio



loans, on the guarantees and loan loss reserves available, on the effective
losses to be written off (Box 7.5).
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Box 7.5 Portfolio quality indicators

7.5.1 Arrears rate

Amount in arrears/Portfolio outstanding (including amounts past due)4

7.5.2 Portfolio at risk

Outstanding balance of loans with payments past due/Portfolio outstanding
(including amounts past due)

7.5.3 Delinquent borrower

Number of delinquent borrowers/Total number of active borrowers

7.5.4 Repayment rate

Amount received (including prepayments and past due amounts)/Amount
due (excluding past due amounts)

7.5.5 Loan loss ratio

Amount written off in the period/Average portfolio outstanding for the period

7.5.6 Loan collateral ratio

Collaterals/Portfolio outstanding

7.5.7 Loan loss reserve ratio

Loan loss reserve for the period/Portfolio outstanding for the period

Box 7.6 Outreach indicators

7.6.1 Number of beneficiaries/Total portfolio outstanding
7.6.2 Number of women/Number of beneficiaries
7.6.3 Average loan amount/GNP per capita
7.6.4 Number of beneficiaries under poverty line/Number of beneficiaries

Outreach analysis

We have seen in Chapter 4 that the aim of microfinance programmes,
which is linked to the fight against financial exclusion and extreme
poverty, is easily classified as ethical, and it is strictly related to outreach
goals. Thus, it could be useful for donors and microfinance practitioners
to consider outreach indicators while evaluating the overall performance
(Box 7.6). In this case, outreach indicators should consider both dimen-
sions of breadth and depth.



Subsidies dependence analysis

The capacity to operate independently from subsidies can be taken as a
proxy for the sustainability of the project. In particular, it is worth con-
sidering both the dependence ratio on in-kind subsidies and on financial
subsidies (Box 7.7). In fact, subsidies of this type are usually supplied in
two distinct ways: in-money subsidies, in the form of financial participation
in the project and by in-kind subsidies, in term of technical services and
infrastructures provided.5 In summary, even if the traditional approach to
MFI evaluation is the dominant viewpoint of performance analysis, the
performance evaluation of individual projects allows one to deepen the
analysis to microfinance programmes carried out by informal and semi-
formal MFIs, and which are the basis of the success of the microfinance
market as a whole.
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Box 7.7 Subsidies dependence indicators

7.7.1 In-kind subsidies/Total current costs
7.7.2 Financial subsidies received/Total funds of the project

7.4 Performance evaluation models for MFIs

The management features of microfinance institutions, in particular
with regard to the characteristics of the beneficiaries served and the
products requested, as well as the process for distribution of credit, create
two requirements related to the selection of a system of performance
indicators:

● the need for monitoring traditional aspects of management typical of
all financial institutions;

● the need to consider the influence of certain instruments and forms of
financing which sustain microfinance activities in order to compare
different types of institutions.

The adequacy of the system of indicators is a necessary condition for the
performance analysis that can be conducted with a different width and
depth according to the aspects observed and the analytical level and com-
pleteness of the requested information. In order to be considered ade-
quate, the system of indicators must possess certain specific characteristics:

● simplicity: the indicators should be as easy to measure and implement
as possible;



● relevance: the indicators should measure aspects of projects that are of
particular interest and importance;

● uniqueness: within the set of indicators, another indicator must add
significant additional information that is noteworthy or of value;

● completeness: to the extent possible, the set of indicators should
collectively measure all the major aspects of projects.6

During the 1990s, there was a growing interest on the part of financial
institutions in microfinance. As a result, several performance evaluation
indicators emerged in relation to different areas of management consid-
ered as the most important in evaluating performance for MFIs. The
results achieved were diverse. In actuality, some models of evaluation
were generally accepted and have been currently adopted by institutions
to monitor and evaluate the business. Each of these models focused on
specific profiles of analysis (Box 7.8). These models contribute to raising
the level of informative transparency with regard to the processes of credit
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Box 7.8 Most common models of performance evaluation for MFIs

PEARLS Model (1990) from the World Council of Credit Unions. Protection
acronym, Effective financial structure, Asset quality, Rates of return and costs,
Liquidity and Signs of growth, it is a system of 39 indicators used for monitor-
ing performance of a specific type of microfinance institution: credit unions.

CAMEL Model (1993) from Accion International. Capital adequacy acronym,
Asset quality, Management, Earnings and Liquidity management, it is a system
of 21 indicators currently utilized by North American banks to evaluate per-
formance, focusing principally on the financial aspects of management.

GIRAFE Model (1999) from Planet Rating. Governance and decision-making
processes acronym. Information and management tools, Risk analysis and con-
trol, Activities and loan portfolio, Funding: equity and liabilities, Efficiency
and liability. It is an instrument of quantitative and qualitative evaluation of
performance and of the risks borne by the MFI. The qualitative analysis focuses
on the success of the strategy verifying the quality of the management
processes and the efficiency of the information system with the objective of
guaranteeing the internal control functions.

CGAP Model from the Consultative Group to Assist the Poorest and the Inter-
American Development Bank measures performance utilizing qualitative and
quantitative indicators. The performance indicators are concentrated on the
four areas of analysis: institutional factors, services/markets/clients, objective
strategies and financial performance.

�www.mip.org/pubs/mbp/camel.htm; http://www.accion.org/�
�http://www.calmeadow.com/metrofund.htm; http://www.cgap.org/�
�http://www.mixmarket.org/�.



management of MFIs. They have solved the questions about terminology
and composition of the accounting items in order to better monitoring
and evaluating performance of microfinance institutions.7 Nevertheless,
these models are not completely in agreement in terms of areas analysed,
and on which to concentrate the evaluation of performance.

The logic of construction of a performance evaluation system is in part
undermined by the numerous indicators identified in the more popular
models for performance evaluation in the field of microfinance. This has
in turn caused a loss of significance of the classification criteria of the
same indicators formerly adopted for the distinct profiles of analysis of the
MFIs. Our model, adopting a traditional approach to performance evalua-
tion for financial intermediaries, requires the organization of selected indi-
cators according to the following characteristic areas of analysis:

● Management area, including indicators of productivity, operational
efficiency and of the portfolio quality;

● Profitability area, including indicators of portfolio, total assets and
equity profitability;

● Sustainability area, including indicators of operational self-sufficiency
and fully-financial self-sufficiency;

● Leverage and financial structure area, including ratios to indicate quali-
tative-quantitative structure on the sources of funds.

The model also provides accounting adjustments to financial statement
of MFIs according to:

● comparability of the performance in time and in space;
● the influence of subsidies on the MFIs balance sheet, which can modify

the informational values of the indicators.

7.4.1 Performance indicators of management area

The management area of an MFI can be analysed considering three dis-
tinct profiles:

● the productivity of the personnel employed;
● the efficiency of the operating structure in relation to the loan portfolio;
● the quality of the loan portfolio (outstanding loans).

The productivity of the personnel employed

The productivity of the personnel can be measured by comparing specific
variables: the number of employees; the number of loan officers; the
number of outstanding deposits; the number of active borrowers and
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the number of the active depositors (Box 7.9). The productivity of the
personnel employed is traditionally measured with the indicator 7.9.1.8

Comparing the number of active borrowers with the total number of
personnel employed will offer a summary measure of the overall pro-
ductivity. However, because only a small part of the overall personnel is
working directly in the credit activity (generally as loan officers), it is
usually a good idea to provide further information such as that offered
by indicator 7.9.2. Because the indicators presented do not allow for a
valuation of the composition of the personnel, and in particular the
resources directly dedicated to the credit process, indicator 7.9.3 can
result as a useful measure.

The efficiency of the operating structure

In financial intermediaries, operating efficiency is measured by compar-
ing the costs in relation to the loan portfolio. In particular, the indica-
tors currently utilized are comparing accounting configurations of cost
with the average gross loan portfolio. The reason for using the average
gross loan portfolio, rather than the gross loan portfolio, lies in the fact
that within a set period the value of the loan portfolio changes in relation
to the amount of loans disbursed and those that have been repaid. Thus,
one should use the average value of outstanding loans, which should
allow for efficiency indicators to not be influenced by the normal peaks
and valleys of that activity.

The accounting items that summarily express the most often used cost
configuration are:

● operating expenses, which indicate the total operating costs;
● personnel expenses, that is, the part of the operating costs absorbed

by the personnel employed;
● administrative expenses, that is, the part of the operating costs

absorbed by administrative expenses.
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Box 7.9 Personnel productivity indicators

7.9.1 Personnel productivity

Number of active borrowers / Number of personnel

7.9.2 Loan officer productivity

Number of active borrowers / Number of loan officers

7.9.3 Personnel allocation ratio

Number of loan officers / Number of personnel



In order to construct the efficiency indicators, nonetheless, it is
necessary to consider the presence of subsidies provided to the MFIs as
in-kind donations. The reason is that the MFI would not be able to cover
operating costs, in the long term, without the support of in-kind dona-
tions. That is, it could be that the MFI is in reality operating at a loss.
Thus, considering in-kind donations, the performance indicators for
measuring operating efficiency are as shown in Box 7.10. It is also possi-
ble to evaluate the operating efficiency in terms of costs per borrower,
that is, operating costs per number of clients. The performance indicator
used, which is also accurate for use where there are in-kind donations, is
the ‘Cost per borrower’ (7.10.4). This ratio, in contrast with the previ-
ously mentioned indicators of operating efficiency, is not calculated in
terms of percentages.

The quality of the loan portfolio

Portfolio quality analysis allows for the monitoring of credit risk of the
outstanding portfolio of an MFI. The reasons at the base of the portfolio
quality analysis are as follows:

● to monitor credit risk in order to avoid unexpected losses;
● to increase possibility of funding from external investors by present-

ing a minimal amount of risk;
● to allow donors and NGOs to better understand the performance and

sustainability in time of their MFI partners.
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Box 7.10 Operating efficiency indicators

7.10.1 Adjusted operating expenses/Loan portfolio

(Operating expenses � in-kind donations)/Average gross loan portfolio

7.10.2 Adjusted personnel expenses/Loan portfolio

(Personnel expense � in-kind donations for personnel)/Average gross loan
portfolio

7.10.3 Adjusted administrative expenses/Loan portfolio

(Administrative expenses � in-kind donations)/Average gross loan portfolio

7.10.4 Cost per borrower

(Operating expenses � in-kind donations)/Average number of active
borrowers



The indicators are differentiated by:

● portfolio quality ratios, used for monitoring and the evaluation of
portfolio credit;

● loan loss ratios, used to estimate the ability to cover eventual credit
losses.

The principal indicators of portfolio quality are (Box 7.11): repayment
rate indicators; arrears rate; portfolio at risk; delinquent borrowers. The
repayment rate indicators, which indicate how much the MFI has
received from beneficiaries, can be calculated either by comparing the
sums received including interest and capital with:

● how much is owed at up until that moment (7.11.1);
● how much of the totality of the debt remains outstanding (7.11.2).

In the first instance, the value indicates the repayment percentage with
respect to the total amount due at that particular moment; the second
indicator, combined with the first, illustrates the percentage of funds in
use that are in good-standing with respect to the totality of funds out-
standing. This indicator can be a signal of the future repayment capacity
of the debtor. The portfolio risk indicator offers a measure of the credit
risk of the portfolio which compares the total value of loans outstanding
with repayments overdue with the total amount of loans disbursed. An
alternative measure of credit risk is the number of insolvent debtors
with respect to the total number of debtors (7.11.4).
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Box 7.11 Portfolio quality indicators

7.11.1 Repayment rate

Amount received (including prepayments and past due amounts)/Amount
due (including past due amount)9

7.11.2 Arrears rate

Amount in arrears/Portfolio outstanding (including amounts past due)

7.11.3 Portfolio at risk

Outstanding balance of loans with payments past due/Portfolio outstanding
(including amounts past due)

7.11.4 Delinquent borrower

Number of delinquent borrowers/Total number of active borrowers



The second class of quality indicators measures risk in terms of loss
from the total credit disbursed and of the reserves set aside in case of loss
(Box 7.12).

7.4.2 Performance indicators of profitability area

The required indicators for measuring profitability performance of MFIs
are shown in Box 7.13. The indicators 7.13.1 and 7.13.2 respectively pro-
vide a measure of profitability of assets and of equity. They are crucial
indicators for managers and investors, especially when the MFI is seeking
private equity. Adjustments to net operating income after taxes are nec-
essary when the inflation rate and currency risk are relatively high and
when in-kind subsidies occur on the balance sheet of the MFI.10 In-kinds
may take the form of paid in capital for financial and non-financial serv-
ices provided to the MFI.
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Table 7.1 Portfolio at risk (2004)

Number of PAR � 30
Country clients days

K Rep Kenya 55 400 8.20%
Grameen bank Bangladesh 3 700 000 7.98%
Kafo Mali 93 800 6.40%
Mi Banco Peru 113 500 3.40%
Banco sol Bolivia 71 600 3.00%
Asa Bangladesh 2 773 000 1.70%
Tspi Phillippines 93 000 1.20%
Prizma Bosnia Herz. 12 600 1.20%
Besa Albania 5 500 1.00%
Aba Egypt 40 000 0.70%
Compartamos Mexico 310 000 0.60%
Al Amana Morocco 161 000 0.12%

Source: adapted from �http://www.mixmarket.org/�

Box 7.12 Loan loss indicators

7.12.1 Loan loss reserve indicator

Loan loss reserve for the period/Portfolio outstanding for the period

7.12.2 Loan loss indicator

Amount written off in the period/Average portfolio outstanding for the period



The use of average values for the assets and the equity items empha-
sizes the necessity of considering the fluctuation in the two account-
ing aggregates. In order to focus on the core business of MFIs
(portfolio management), indicators 7.13.3, 7.13.4 and 7.13.5 can be
used. The difference between the former two ratios lies in the fact that
while the first is a measure of earnings by way of returns produced
from the average gross loan portfolio, the second indicator offers the
same measure accounting for the presence of inflation, which is a
noteworthy factor in the context of microfinance. Ratio 7.13.5 is an
average measure of the profitability of each financial product/service
provided.

7.4.3 Performance indicators of sustainability area

The sustainability indicators can be classified in respect of the
taxonomy proposed in Chapter 4 (Box 7.14). The operational self-
sufficiency ratio indicates whether or not enough revenue has been
earned to cover operational costs (these also include inflation costs,
loan loss provisions and currency risk loss provisions). It is important to
verify if the MFI can be defined as sustainable without considering the
support of financial subsidies (grants and soft debts). In this case, ratio
7.14.2, including the cost of debt and the cost of equity, should be con-
sidered. Both indicators should calculate the operating revenue
adjusted for the inflation rate.
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Box 7.13 Profitability indicators

7.13.1 Adjusted return on assets (AROA)

Adjusted net operating income after taxes/Average total assets

7.13.2 Adjusted return on equity (AROE)

Adjusted net operating income after taxes/Average total equity

7.13.3 Yield on gross portfolio

Cash financial revenue from gross loan portfolio/Average gross loan portfolio

7.13.4 Yield on gross portfolio (real)

(Yield on gross portfolio (nominal) – (Inflation rate)/(1� Inflation rate)

7.13.5 Adjusted profit margin

Adjusted net operating income/Adjusted operating revenue



7.4.4 Performance indicators of leverage and 
financial structure area

The leverage and financial structure indicators measure the composition
of liabilities in order to provide information on the adequacy of the
MFI’s financial structure (Box 7.15). MFIs have different sources of funds.
Equity can be distinguished in invested capital (member shares and
investments by outsiders), institutional capital (retained earnings and
reserves), debt capital (subordinated debt). MFIs can also borrow funds
from institutional and private investors (market loans and client
deposits) and may receive grants from private and public donors.
Capital is a stable source of funds and it is a buffer against risks but it
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Box 7.14 Self-sufficiency indicators

7.14.1 Operational self-sufficiency (OSS)

Adjusted Operating revenues/(Operational costs � inflation costs � loan loss
provisions � currency risk loss provisions)

7.14.2 Fully financial self-sufficiency (FFSS)

Adjusted Operating revenues/(Operational costs � inflation costs � loan loss
provisions � currency risk loss provisions � financial costs)

Box 7.15 Leverage and financial structure indicators

7.15.1 Leverage ratio

Average equity/Average debentures

7.15.2 Equity ratio

Average equity/Total liabilities

7.15.3 Financial debt ratio

Average financial debts/Total liabilities

7.15.4 Soft loan ratio

Average soft loans/Total liabilities

7.15.5 Grant ratio

Average grants/Total liabilities

7.15.6 Subsidy ratio

Average (soft loans � grants)/Total liabilities



is costly; debt can be more volatile, but also less costly than equity
(in particular, soft loans); grants are the less stable source of funds but
they are, by definition, free. Thus, a different composition of funding
may impact on the MFI’s overall performance and can be taken as a
measure of how financially viable it is in the medium and long term.
Moreover, the funding structure affects the capability of the MFI by tak-
ing advantage of the business opportunities.

7.4.5 Accounting adjustments for performance evaluation

The accounting adjustments for performance measurement can be
classified in four categories: subsidy adjustments, inflation adjustments,
adjustments for non-performing loans, adjustments for currency
gains/losses (Box 7.16). The required accounting adjustments for the
analysis of subsidies received must perform the following two tasks:

● to make comparable the performance of MFIs receiving subsidies
with those that do not receive subsidies;

● to analyse the degree of dependence of the MFI’s economic-financial
balance on subsidies.

The adjustments for inflation are performed because the accounting values
reported in the financial statements of the MFIs can be significantly
affected by the increase in operating expenses when the macroeconomic
context in which the institutions operate is characterized by inflation.
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Box 7.16 Accounting adjustments

7.16.1 Subsidy adjustments

● subsidized cost of funds adjustment;
● in-kind subsidy adjustments;
● donations.

7.16.2 Inflation adjustments

7.16.3 Adjustments for non-performing loans
● adjustment of loan loss reserves;
● provisional expenditures;
● adjustments for write offs;
● reversal of interest accrued on non-performing loans.

7.16.4 Adjustments for currency gains/losses



The corrections, thus, allow for comparability of the financial statements
and the performance indicators in time and in space. The adjustments
for non-performing loans are necessary in order to offer relevant
economic and financial information to the stakeholders in line with the
effective earnings potential of the institution. In fact, the adjustments
are justified by the fact that they illustrate the results effectively realized
and those that can reasonably be expected according to prudential
accounting standards. The adjustments for the currency gains/losses
take into account the different currencies in which the values of the
operation are expressed. In time, the fluctuation of the exchange rate
can produce significant variations in the financial accounting related to
the activity on the balance sheet, thus the loans disbursed and the credits
recovered, and to the liabilities structure, in particular, related to the
financial debts of the institution.

7.5 Conclusion

In the field of microfinance, performance evaluation can be in reference
to individual projects as well as to the microfinance institutions overall.
Thus, this chapter proposes two performance evaluation models: the
first model is for the analysis of a single project, the second model is to
evaluate MFIs. The single project approach focuses on six main topics:
management, cash flow, earnings, portfolio quality, outreach and subsi-
dies dependence. These topics have been chosen in strict derivation
from the main problematic aspects of a project: its equilibrium is a func-
tion directly related to the ability of people working on it (management
analysis), on the possibility of recovering the equilibrium of cash
dynamics (cash flow analysis), which depends on the ability to monitor
the risk–return profile of the project (earning and portfolio quality analy-
sis) and, finally, on the opportunity to have subsidies both in-kind and
money (subsidies dependence analysis). Only if these conditions are satis-
fied will the microfinance project achieve its outreach goals (outreach
analysis).

The model evaluation proposed for MFIs identifies four different
areas: management, profitability, sustainability, leverage and financial
structure. From this perspective, a new set of indicators has been sug-
gested. Because of the distinctive features of microfinance, in order to
reach goals of sustainability and outreach, the proposed model uses
accounting adjustments, necessary to better realize the comparability of
performance in space and over time, and utilizes adjustments for
subsidy, inflation, non-performing loans, currency gains/losses.
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In summary, performance analysis models should be significant tools
for the evaluation of microfinance projects and MFIs from a risk
management perspective; they allow for an ongoing monitoring of the
activities and to the eventual intervention to correct and improve final
performance.
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8
The Role of Regulation
Gianfranco Vento

8.1 Introduction

Modern microfinance presents some features that imply a revision of
regulation and supervision features adopted so far. First of all, it has
extensively been pointed out how the range of products and services
offered by MFIs has significantly grown throughout the years, including
services that are not strictly financial – such as ‘social intermediation’
services – as well as financial services, which imply a greater management
complexity for MFIs and more risks for the overall financial system.
Moreover, the number of intermediaries that offer microfinance services
has widely increased, and a larger variety of typology of institutions that
offer small-amount financial services to financially excluded customers
has also developed. Finally, following the Goals of the Millennium, the
number of clients that have been reached by microfinance institutions
has significantly increased.

Such phenomena – along with the opportunity for microfinance
institutions to improve deposit services, also in order to increase their
self-sufficiency – have contributed to raising credit, and financial and
operating risks that apply to the microfinance field. However, concern-
ing risk typologies, MFIs are significantly different from other regulated
financial intermediaries, since regulatory approaches usually applied by
supervision authorities do not fully apply to the microfinance sector.
Because of the higher variety and wideness of the services, and to the
differences among issuing institutions, from a theoretical and practical
point of view there is a wide spectrum of different approaches regarding
regulation and supervision on MFIs. Such differences vary significantly:
according to one approach, microfinance should not be regulated or
does not require a specific regulation anyhow; on the other hand, some
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think that MFIs need a specific normative body and an appropriate
supervision authority.

Since MFIs, in respect of governance structures and of products and
services that they provide, significantly differ from country to country,
it is not possible to identify an adequate regulation model that can apply
for every single regional area in which microfinance institutions operate.
Therefore, this chapter focuses on the main variables that should be
considered when deciding if MFIs’ regulation is suitable and provides
some indications on which regulation and supervision instruments should
be preferred. In order to do so – by following the essential guidelines of
traditional supervision on financial intermediaries – the main determi-
nants of regulation and also the key variables that can significantly
influence MFIs’ risks are investigated, so that it is possible to draw up a
flexible logical scheme of regulation and supervision that can be applied
to different operational contexts.

8.2 Regulation, supervision and microfinance

Regulation is defined as the complex of principles and norms that discipline
the structure and the operations of financial markets’ intermediaries.
Supervision derives directly from regulation and consists in the punctual
verification of the observance of the provisions that have been drawn up
within the regulation. The motivation for which a certain industrial
sector is regulated derives from the possibility of a market failure. As to
the financial system, public authorities use different instruments to
promote stability, efficiency and competitiveness in markets and interme-
diaries. Along with these principles, which are almost unanimously
agreed, most of the authorities that monitor the correct functioning of
financial systems focus particularly on the transparency of markets and of
financial intermediaries and on their correct behaviour, in order to protect
the less-informed subjects operating in financial systems. The provisions
that regulate operations of financial intermediaries derive from the above
points, focusing in particular on the intermediaries’ assumption of risks
and on the monitoring activities of supervising authorities on the obser-
vance of such regulations and of the following principles.

The definition phase of the most suitable scheme of regulation and
supervision for MFIs implies certain choices to be made on:

● the goals to be achieved while regulating the sector;
● the different typologies of regulation that are available, concerning

structural principles that define the morphology of the specific financial
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system, prudential principles to limit risk assumption for each interme-
diary, protective principles that safeguard the interest of less-informed
customers and principles of transparency of operations;

● the available instruments for supervision authorities, based on the
above typologies of regulation;

● the intensity of the required corrective interventions.

The final goals of regulation described above – stability, efficiency, compet-
itiveness, conduct of business and transparency – present a significant level
of idiosyncrasy; therefore they cannot all be pursued at the same time
and with the same intensity by authorities. Instead, in modern financial
systems, the different forms of regulation listed above tend to be com-
plementary rather than alternative. Such approaches are based on a wide
variety of instruments, of which only some can apply to microfinance.

8.3 Determinants for regulating microfinance

There are many questions to address when regulating microfinance. The
first question concerns whether MFIs should follow the same regulating
criteria used for other typologies of formal financial intermediaries
(banks primarily) or if they need a specific regulating and supervising
system. The answer to this question is significantly influenced by the
adopted definition of microfinance and, consequently, by the border-
line between microfinance and traditional finance. Those who are
inclined towards specific regulation search for the main principles that
may inspire such a set of rules. The questions regarding the suitability of
only applying existing regulation to MFIs and the ones concerning the
extent of regulation and supervision of MFIs have ambiguous solutions
due to the existence of significant trade-offs. Therefore, it is necessary to
analyse the regulation goals mentioned above, which are submitted to
the motivations that promote the regulation of financial systems, in
order to ascertain if the same exigencies also exist in the microfinance
sector.

The goals of regulation

As regards stability profiles, one theory claims that MFIs don’t need a
specific supervision, since the funded amounts tend to be modest, there-
fore without implying systemic risks in case one or more MFIs were to
face a situation of bankruptcy (Table 8.1). Moreover, the lack of systemic
risk – and, therefore, the inopportuneness of a specific regulation – is
pointed out in relation to the fact that a significant percentage of MFIs
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only supply microcredit without carrying out a real monetary function
and without being closely linked to other financial intermediaries,
which could imply risks of contagion.

Concerning the opportunity of regulating microfinance in order to
enhance the sector’s efficiency – especially the allocative efficiency – one
of the distinctive features of microfinance is that MFIs, by definition, are
predominantly addressed to financially excluded customers who,
nonetheless, have a recovery rate equal or higher than that of clients
receiving credits from the formal financial system. Therefore, from an
operational point view, MFIs show a level of screening and monitoring
of their customers that is not lower than the standards of formal finan-
cial intermediaries, which are subject to supervision. Such elements do
not necessarily suggest that MFIs’ regulation is recommended in order to
increase their efficiency. On the other hand, some improvements seem
to be necessary in order to strengthen the MFIs’ operational efficiency;
however, such stricter regulation may reduce the strongest features of
microfinance institutions so far, which consist in high flexibility and
innovation capabilities.
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Table 8.1 The goals of supervision in traditional financing and in microfinance

Typology of financial intermediaries

Traditional
intermediaries Microfinance institutions

Goals of supervision:

Stability ● Systemic risk ● Limited monetary
monitoring, especially function
for banks ● Low systemic risk

Efficiency ● Monitoring of allocation ● Allocation efficiency not
and operative efficiency lower than traditional
in order to protect long- financial intermediaries
term stability ● Improvable operative

efficiency

Competitiveness ● Competitiveness ● Regulatory restrictions
monitored in order to may even reduce
enhance long-term competitiveness of some
stability MFIs

Conduct of ● Correctness and ● Correctness and
business and transparency in transparency in
transparency customers’ relationships customers’ relationships

● Information transparency ● Information transparency
for stakeholders for stakeholders



The links between regulation and competitiveness also do not seem to
unanimously provide elements that suggest a major competitiveness of
regulated MFIs rather than non-regulated ones, except the fact that the
institutions that undergo a prudential regulation, due to higher manage-
ment and report tie-ups with the supervising authorities, may result –
under the same conditions – having higher burdens compared to 
non-regulated MFIs.

The most valid arguments suggesting that regulation and, conse-
quently, supervision are necessary for microfinance institutions are based
on the aim to achieve – as for traditional intermediaries – an adequate
standard in the conduct of businesses and in the transparency of MFIs, in
order to safeguard the interest of the depositors as well as the less-
informed customers in general. Such need derives from a principal–agent
problem, where the microfinance institution (the agent) may undertake
activities that involve higher risks than those of which the depositors
(the principals) are aware, although the negative effects of such activities
would fall back on the depositors themselves. The possible excessive risk
assumption by MFIs, in a context in which the depositors would not be
fully aware of the actual risks of the intermediary, due to asymmetric
information, could lead to the insolvency of the MFI, which would con-
sequently affect the depositors rate of return. The relevance of an agent-
related problem would have considerably heavier consequences if the
customers were very poor subjects with limited capabilities of assessing
the risks related to MFIs.

Typologies of supervision

As regards the possible supervision typologies to be adopted, there are dif-
ferent options concerning the use of structural, prudential, transparency
and conduct of business controls for MFIs.

Structural supervision operates within the morphology of the sector.
Certain structural supervision bodies, which verify the minimum require-
ments to access the market and limit certain categories of operations,
seem necessary also for those scenarios in which microfinance activities
are very modest. On the other hand, prudential controls act on the effi-
ciency and the sustainability of intermediaries and are based on capital
and organizational adequacy criteria, in relation to the assumed risks.
These seem to be appropriate in more advanced and complex operative
contexts, yet they require higher skills by the supervising authorities.
Finally, transparency and conduct of business controls are intended to guar-
antee the transparency of the negotiations between the MFI and the
clients in order to protect the clients who, typically, are less informed
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subjects. Moreover, such controls concern the circulation of accounting
and non-accounting information that MFIs must provide to the stake-
holders. These do seem necessary in the different sectors of microfinance,
although it is difficult to imagine their verification for smaller institutions
operating in remote contexts.

The available instruments to supervise MFIs are specifically covered in
section 8.5. Hence, it is advisable briefly to concentrate on the depth of
the due interventions. Alongside considerations on the different interests
that should be protected – which depend on the demand of regulation
and determine the choice of using or not using regulation and its
typologies of approach – there are other peculiar evaluations in micro-
finance which should direct the supervising authorities in choosing
whether to adopt regulation and the instruments that should be used.
First of all, it is widely agreed that excessive regulation would suffocate
the sector by limiting its development and innovation capabilities. In
many developing countries microfinance institutions are still fairly small
and they predominantly offer credit products; therefore, an excessively
strict prudential regulation would compromise the suitability of many
institutions to operate in microfinance, consequently leading to a market
failure. Likewise, an excessively strict regulation that determines the
operational boundaries of MFIs could limit the institutions’ flexibility –
commonly considered one of the key features of the microfinance
market – and their capacity to identify innovative solutions. The net
effect of regulation could be a reduction in microfinance supply, which
is the result that those who support regulation want to avoid. Therefore,
policy-makers deciding which regulation to implement must consider
the overall soundness of the financial system, but also innovation. Indeed,
such considerations also apply to more developed countries, in which
MFIs are rarely regulated in a specific way, where these institutions end
up having the same regulations of traditional financial intermediaries –
which are totally inappropriate owing to complexity and structure – or are
subject to common law principles that do not identify any supervisory
instrument on MFIs.

Other variables

Another aspect regarding MFIs’ regulation widely analysed focuses on
the comparison between the costs of regulation and supervision and the
benefits that derive from their adoption. In fact, in many developing
countries it is undeniable that public authorities have more urgent
interventions that require the low public funds available, rather than
performing supervision on microfinance institutions. Moreover, the
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lack of adequately trained personnel in the supervision bodies and the
absence of an adequate accountancy in MFIs, that should systematically
follow principles of truth and fairness, make the supervision activities in
developing countries even more difficult. On the other hand, among
the reasons that suggest the need to regulate and supervise MFIs, it is
often recalled how higher stability of such institutions, by means of spe-
cific controls, could improve their capacity to collect private and donors’
funds, therefore contributing to the sector’s development.

Another variable, regarding the decision of regulating MFIs, that must
be considered, concerns the link between the institution and the pursuit
of a financial inclusion objective. The ideal regulatory approach should
take into consideration the wider objective of contributing to creating a
more advanced and inclusive financial system.

Finally, as pointed out in Chapter 5, MFIs are exposed to many of the
risks that concern traditional financial intermediaries, yet with different
features. For example, the credit-only institutions that operate in a lim-
ited geographical area inevitably end up having a low diversification of
their loans portfolio; therefore, the prudential requirements of banks –
based on concepts of loans portfolio diversification that MFIs do not
have – are not in line with the operations of many microfinance institu-
tions. Such consideration also supports an independent regulatory
framework for microfinance.

The disquisition regarding the different instruments that should
be used in order to protect the various interests of those operating in
microfinance – donors, MFIs, beneficiaries, supervision authorities –
must also consider some contextual elements that influence the drawing
up of the regulations and the actual possibility of applying them. The
first consideration regards the types of institutions that have to supervise
MFIs. Although the majority of regulations state that the same authorities
that supervise banks should also control MFIs (typically, central banks or
specialized divisions of the Ministry of Finance), in some cases hybrid
solutions are applied, which include non-governmental bodies’ activities,
self-regulation of groups of MFIs, or the involvement of international
rating agencies, which operate under the assignment of the national
supervision authorities.

8.4 Key variables for microfinance regulation

In consideration of the elements mentioned above, the analysis of the
most suitable regulation and supervision to be implemented for micro-
finance should be developed considering four main criteria (Table 8.2).
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Table 8.2 Key variables for regulation of MFIs

I II III IV
Nature of MFIs Typology of activity Origin of funds Systemic risk

Relevant Distinction among: Nature of activity carried Distinction among: – Development and age of the
elements informal institutions out: – donor funds industry

– semiformal A. credit-only – members’ funds – Relative intermediated volume
institutions B. collecting deposits – public funds

– formal institutions C. other financial
services

Potential – Semiformal A. Institutions that – Institutions that collect A. Young expanding microfinance
scenarios institutions (NGOs) offer credits to their donor’s funds usually market, in which a low percentage

are usually credit- members or to the public offer microcredits only of overall funds are intermediated
only institutions; B. Institutions that – MFIs that collect B. Mature microfinance market,
as far as offer credits and collect members’ funds usually where MFIs intermediate a
they collect deposits, deposits (time deposits use them to finance significant percentage of funds
they are required to or demand depostits) other members
be registered and to C. Institutions that – MFIs that offer deposits to
assume a different offer microinsurance, the public use them for
legal and payments and other financial intermediation
organizational financial services
structure

– The other MFIs can
collect deposits too

Continued
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I II III IV
Nature of MFIs Typology of activity Origin of funds Systemic risk

Suggested – Credit-only NGOs – For A institutions, – Public registration and – Under A scenario, soft regulation
approach to need a very limited transparency periodic reporting for all based on self-regulation 
regulation attention form requirements are MFIs, also for increasing schemes and two-tier entities

regulators suggested but not their capability to attract – Under B scenario, tailored
– Credit unions and always compulsory funds regulation on microfinance

microfinance banks – B institutions should – MFIs that collect public concerning entry and structural
should be registered be regulated from a funds should be com- requirements, prudential ratios,
and meet less specific agency or by pliant with a set of tailor- organization, reporting and 
onerous capital the central bank, made rules concerning deposit insurance
requirement and according to the market structure
organizational nature of MFIs and prudential rations
architecture – C institutions should (market entry, minimum 

– Downscaling be regulated by a capital requirements, 
commercial banks specific authority, by organization, reporting 
should be treated using structural, and deposit insurance)
according to the prudential and
‘Banking Law’ transparency approaches

Source: Adapted from Vento (2004)



The first aspect to consider is the nature of the MFIs somehow to be reg-
ulated, by analysing institutions that have different legal structures,
governance procedures, target clients and goals (distinguished, for
descriptive reasons, in informal, semi-formal and formal institutions),
which must be considered according to the various approaches. The
second crucial factor which suggests if and how to regulate MFIs is the
typology of activity carried out by MFIs; particularly, the most sensitive
distinction is among credit-only institutions, entities that collect sav-
ings and intermediaries that provide other financial services not
included in intermediation in a strict sense, such as payments, micro-
insurance or micro-venture-capital. The third criterion to take into
account is the origin of funds used in order to provide microfinance
services. Under this profile there are different interests to be preserved in
case the MFIs utilize public sums, donor funds or members’ savings. The
last aspect to analyse is the assessment of systemic risk deriving from
microfinance. This depends mainly on the development of the industry
in the country, on the industry’s age and on the volumes intermediated
by MFIs in the financial system.

Nature of MFIs

The first criterion addressed here concerns the nature of MFIs, where the
distinction usually performed regards informal, semi-formal and formal
institutions.1 Having said that informal institutions are not part of this
analysis, since at present there are no forms of regulation and supervision
dedicated to such intermediaries, the elements that are considered refer
to formal institutions (downscaling commercial banks and the various
typologies of microfinance banks) and to semi-formal institutions
(mainly financial non-governmental organizations and other mutual
credit entities).

The most significant aspects to deepen regarding the nature of MFIs
and their regulation are legal structures, the borders of their activities
and their internal organization. As mentioned before, as far as semi-
formal entities operate as credit-only institutions, they usually receive
very limited attention from regulators; in all the cases where these begin
to offer savings facilities they are required to assume a different legal sta-
tus, to be registered, with a well-defined capital in order to be compliant
to prudential ratios and to implement internal control functions. These
institutions, therefore, should then be regulated coherently with their
new nature. Formal institutions, on the other hand, considering their
deposit-taking nature, as well as their difficulties in raising capital and
their goal of sustainability, have to be regulated by a specific set of
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structural and prudential rules, which, however, should prescribe less
stringent capital requirements and an easier organizational structure than
banks. Last, downgrading commercial banks, which by definition are fully
regulated banks according to the national ‘Banking Law’, do not seem to
need particular requirements if compared with other banks, because they
continue to perform not only microfinance services; therefore, in most
countries they continue to be supervised and regulated as usual banks.

Typology of activity

According to the second criterion, the choices regarding regulation and
supervision are based on the nature of the activities that are performed
by microfinance entities. All the institutions that provide credits as a
unique financial service are characterized by a very low contribution to
the overall systemic risk and, by definition, they do not imply problems
for the safety of the depositors. Therefore, they are often not regulated,
even if some countries require from them transparency standards and
the control of unfair practices (the so-called ‘conduct of business’ report-
ing). Of course, whenever a MFI does not limit its activity to credit sup-
ply, yet collects savings and sometimes offers payment instruments, the
institution is almost everywhere forced to be converted to a regulated
entity (commonly a bank), or assumes the status of ‘microfinance bank’
where a specific regulation exists. Such conversion, as obvious, implies
the respect of all entry requirements, of minimum capital requirements
and prudential ratios, as well as of periodical reporting. Last, for those
institutions offering other financial services, it seems opportune to
adopt a regulatory approach similar to credit-only institutions, if the
only peculiarity is represented by the lending methodology; on the
other hand, for those MFIs that intend to provide more complex finan-
cial service, such as payments, micro-insurance or micro-venture-capital,
a specific regulation is strongly recommended.

Origin of funds

The third relevant criterion in order to determine regulatory policy is
the provenance of funds used by MFIs. Whenever this money is donated
by third-party organizations, these usually are supposed to have the
appropriate instruments in order to assess the MFI they intend to
finance; furthermore, in absence of specific regulations, donors can pre-
vent unfair practices by monitoring the selected institutions and requir-
ing them specific reporting on the use of funds. The policy
considerations are significantly different when funds are provided by
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the public or by members of mutual credit entities or savings banks. In
this case, the presence of asymmetric information between depositors
and MFIs is often adduced as the main reason for which regulation and
supervision are required. In fact, depositors are exposed to moral hazard
due to the risk of savings absorption in the event of MFIs’ crises. As
regards the third criterion, in light of the above, the most suitable
approach of the ideal regulation to be adopted must be diversified
according to the source of funds. All MFIs, whatever their source of
funding, in order to improve their capability to attract money should be
required to be registered publicly and produce periodic reporting
(including at least credit methodologies, portfolio concentration, credit
provisioning and write-offs) to be addressed to a specific regulatory body –
where microfinance market is a significant portion of the financial
system – or to the authority in charge of supervising the financial system
in case of absence of a specific regulatory institution. Those entities that
collect public funds should be compliant with a set of tailor-made rules
concerning market entry, minimum capital ratios, organization and
deposit insurance. These regulations on one hand should impose milder
capital requirements than banks and on the other hand they should
delimitate the potential activity, and therefore the risk, that these
entities could run.

Systemic risk

As far as the last criterion is concerned, when microfinance used to be a
marginal phenomenon that involved a few credit-only NGOs and a
small number of beneficiaries, there was no need to think about the
opportunity to regulate, because regulation and supervision are expen-
sive public goods. Moreover, in some developing countries, it is more
likely that these goods are involved in a host of principal–agent failure
such as corruption, which often makes unsuccessful any effort to super-
vise microfinance institutions. Given their nature of expensive public
goods, regulation and supervision should be used in the areas with the
highest payoffs in terms of systemic risk mitigation.

According to the literature and to the experiences of the past years, in
the vast majority of countries microfinance does not create systemic
risk, given the small amount of loans and the very limited access to the
payment system of MFIs, where it exists. Therefore, in all the countries
where the systemic relevance of microfinance is limited, a vast number
of authors agree on a soft regulation, essentially based on public regis-
tration (licensing), or suggest the implementation of self-regulation
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schemes and second-tier regulation (delegated regulation), performed
by other actors such as rating agencies.

Also the development of the industry in the country and the volumes
intermediated by MFIs in the financial system affect the decision about
how to regulate and the instruments to adopt. Particularly, the need to
design a specific regulatory framework for microfinance institutions is
especially felt in the countries where those institutions are significant
actors in the financial market; otherwise, the most common solution
that is adopted is to regulate under Banking Law those entities that col-
lect deposits and offer loans, whereas credit-only organizations are often
in a shadow area, without any explicit regulation or supervision.

The combination of all the above criteria creates a peculiar picture
that varies according to the country, and therefore it is not possible to
imagine a single regulatory approach suitable for microfinance industries
world-wide.

8.5 Which instruments to adopt

In order to achieve the above-mentioned goals of stability, efficiency,
competitiveness and transparency, the instruments available for the
authorities that regulate and supervise microfinance institutions are
sometimes drastically different compared with the traditional instru-
ments and procedures adopted for traditional financial intermediaries.
Such instruments can be split in two macro categories that refer to struc-
tural, protective and transparency supervision instruments, as well as to
prudential supervision.

The main variables that can be used to organize a framework that fol-
lows the said goals in the microfinance market include:

● structural supervision: rules to access the market and operational
restrictions for MFIs;

● protective supervision: insurance schemes for depositors;
● transparency supervision: compulsory transparency on the condi-

tions applied to clients and compulsory information for stakeholders.

As regards prudential supervision, the regulating instruments that can be
used for the microfinance sector are essentially based on minimum cap-
ital requirements, capital adequacy coefficients, compulsory scheduled
reporting, minimum liquidity ratios and on certain rules on governance
and organizational structures of the institutions under supervision, as
for traditional financial intermediaries.
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At present, these instruments are used only in some countries in
which MFIs operate and they are highly diversified depending on the
operational contexts. The different regulation and supervision
approaches significantly depend on the specific features of the institu-
tions that regulate and supervise MFIs, which include solutions that can
range from a supervision performed by the same authority that super-
vises traditional financial intermediaries – typically, the central bank –
to self-regulation schemes, which consist in rules of conduct agreed by a
group of collaborating MFIs and, sometimes, define a centralized internal
structure in charge of monitoring the compliance with such principles.
An example of specific regulatory rules for MFIs is represented by the
Peruvian case (Box 8.1). Therefore, a possible analysis could focus on
how different regulation and supervision instruments can be combined
with the criteria that determine the choice of regulating microfinance,
as described in the previous section. Table 8.3 describes the results of
such analysis.

If the MFIs operating in the market are basically NGOs – which offer
low-amount credit products and manage lower volumes than the bank-
ing system without collecting public savings – the inappropriateness of
applying strict regulation is widely agreed. In such cases, in fact, sys-
temic risk is low and the costs of supervision would not be compensated
by the possible benefits that such supervision would provide. Since
NGOs don’t have a minimum capital required, prudential supervision is
inappropriate in such contexts. In this case, regulation must be mini-
mized, provided that MFIs must be registered with the supervision
authority of the financial system and that a scheduled report of the
granted micro-credits is compulsory, in order to monitor the overall per-
formance of the microfinance sector and, therefore, to prevent potential
problems that may jeopardize the stability of the financial system.

As MFIs offer a wider range of products and services, collect public
deposits and operate with significant volumes of financial resources,
authorities need to increase their attention. This implies a specific regu-
lation that provides the organizational minimum requirements in order
to access the market. Moreover, control units inside the MFIs must be
created in order to control risks, the minimum capital requirements and
the capital adequacy coefficients. Regarding the capital, the majority of
existing regulations agree to have lower requirements for MFIs than for
banks, yet to have higher solvency coefficients, in order to partially
compensate for the low diversification of the loans portfolio.

In addition, the rules of microfinance, in order to encourage the
development of the sector and fight financial exclusion, should consider
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Box 8.1 Regulated MFIs: a taxonomy of Peruvian institutions

In Peru formal MFIs are regulated by a public agency, the ‘Superintendencia de
Banca y Seguros’ (SBS). Microfinance institutions and the activities they
perform undergo the same regulations that are applied to banks and other
Peruvian financial intermediaries, except some differences in the minimum
capital requirements and in the range of permitted operations.

Peruvian MFIs that are subject to regulation are divided as follows:

1. Municipal Saving and Loan Institutions (MSLI), also known as CMAC (Caja
Municipal de Ahorro y Credito);

2. Rural Saving and Loan Institutions (RSLI), also known as CRAC (Caja Rural
de Ahorro y Credito);

3. Entities for Development of the Small and Microenterprise (EDPYME).

The financial services that the microfinance institutions can offer vary accord-
ing to the nature of the different MFIs. CMACs began their activities around
1980 and were created in collaboration with the German government; they
are owned by local authorities and operate in the provinces by supporting
economic activities carried out by low-income subjects. They are allowed to
offer deposits, pension schemes, current accounts, personal and small corpo-
rate loans and also to carry out operations abroad. They cannot collect savings
and provide collateral loans during their first year of activities and they can-
not provide microfirms with loans for the first three years.

On the other hand, CRACs were created in the early 1990s, after the Banco
Agrario was closed because of financial reform. These are owned by local private
firms and mainly operate in rural areas. They cannot offer savings passbooks,
time deposits and current accounts.

EDPYME were created in the mid 1990s in order to formalize the NGOs that
were offering loans to microfirms. Such formalization became increasingly
important after the approval, at the end of the decade, of a law that required
NGOs pay a tax on the interests gained from the loans they granted. Because
NGOs had little experience in collecting public funds, EDPYMEs became
credit-only institutions. In particular, EDPYMEs can only offer credit and can
obtain the necessary resources from banks, from the capital market, and can
also be financed by COFIDE (a second-tier bank established in 1992 to finance
medium- and long-term private activities and micro and small enterprises).
With the authorization of SBS and with a minimum capital of 1.4 million
USD, EDPYME can also collect public deposits.

Microfinance banks, instead, can offer all financial services. The minimum
capital to establish a microfinance bank is US$5.3 million. Vice versa, for
EDPYMEs, CMACs and CRACs the minimum capital is US$241 000. All MFIs
have to be authorized by SBS to open their branches. At the end of 2004 there
were 40 MFIs, with total assets of US$1.2 billion, representing 5.8 per cent of
the total assets of the entire financial system.
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Table 8.3 Key variables and instruments for regulating MFIs

Nature of MFIs Semi-formal Formal

Microfinance
Typology of MFIs NGOs Credit unions banks Commercial banks

Typology of ● microcredits ● microcredits ● microcredits ● microcredits
activities ● deposits ● deposits ● deposits

● other services ● other services

Source of funds ● donors ● members ● public ● public

Systemic risk ● low ● low ● medium ● high

Principles of ● operational ● market access rules ● market access rules ● market access rules
structural restrictions ● operational ● operational ● operational restrictions
supervision restrictions restrictions

Principles of ● compulsory ● depositors’ ● insurance of deposits ● insurance of deposits as 
protective registration to insurance, also by as in the banking in the banking system
supervision reduce the risk of means of deposits in system

frauds supervised banks

Principles of ● transparency rules ● transparency rules on ● transparency rules on ● transparency rules on
transparency on applied applied conditions applied conditions applied conditions

conditions and ● minimum compulsory ● minimum compulsory ● minimum compulsory
on processes disclosure of disclosure of disclosure of accountancy

accountancy accountancy information
information information

Continued
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Nature of MFIs Semi-formal Formal

Microfinance
Typology of MFIs NGOs Credit unions banks Commercial banks

Principles of ● minimum capital ● minimum capital ● minimum capital
prudential requirements requirements requirements
supervision ● minimum liquidity ● capital adequacy ● capital adequacy coefficients

coefficients ● minimum liquidity
● organizational and ● minimum liquidity coefficients

governance coefficients ● organizational and
requirements ● organizational and governance requirements

governance
requirements

Supervisors ● executive power ● supervision authority ● supervision authority ● supervision authority on
● supervision on banks on banks banks

authority on banks ● self-regulating
● self-regulating institutions

institutions ● rating agencies
● rating agencies



three other aspects, regardless of which institutions provide the services:
depositors’ insurance, the offer of credit information services and the
interest rate caps. As for the first, those who deposit their savings in a reg-
ulated microfinance institution must receive the same guarantees that
the depositors of formal intermediaries receive on the reimbursement of
their deposits, or of part of them, in case the MFI struggles to repay.

The offer of credit information databases, which collect information
on marginal and unregistered clients, is an objective that MFIs will nec-
essarily have to aim for, in order to reduce the information unbalances
which physiologically belong to microfinance. Such systematic collec-
tion of information can also be performed by local associations of MFIs,
yet it definitely has to be supported in its initial stages by an institutional
intervention, in order to define the criteria of the collection and the use
of such data.

Finally, in order to support microfinance, there is the need to take into
account the interest rate caps, where they exist. In this matter it is
important to point out how, in order to guarantee the sustainability
through time and to avoid distortions in the financial market, MFIs usually
supply credit services at higher interest rates than market rates. Hence,
this element has to be adequately considered when conceiving a regula-
tion for microfinance, with a possible exemption of microfinance
institutions from these caps if they appear to be too strict, or requiring
MFIs to disclose the method of calculation of the interest rates they fix.
The combination of supervision instruments also has to take into account
the lack of economic and human resources that can be used for such
activities in many developing countries, which are stricken by poverty
and weakness in the public control systems and in the judicial system.
Moreover, it is necessary to remember that even the best conceived regu-
lation and the more sophisticated supervision approaches turn out to be
ineffective in contexts where the supervised institutions present signifi-
cant deficiencies in the performance of internal control systems and have
a governance that neglects the principles of sustainability.

8.6 Conclusion

The growth of the microfinance sector allows the expansion of the offer
of financial services to customers that, so far, were not bankable, therefore
reducing the rate of financial exclusion. Such a trend, however, could not
be considered satisfactory if such an expansion process beyond the tradi-
tional borders should cause a higher fragility in the financial system itself
and higher risks for those who deposit their savings in MFIs. In the light
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of above, there is the need to regulate those institutions that offer more
complex services and that operate with third-party funds. With the intent
of avoiding the perversion of MFIs and limiting their flexibility and capa-
bility in finding innovative solutions in risk management, in distribution
techniques and in many more aspects, regulation has to be designed for
microfinance institutions, avoiding certain aspects of traditional regula-
tion. Despite the existing structural and operational differences between
MFIs around the world, it is possible to identify some common
approaches that should suggest how to regulate and supervise MFIs.

In the same way it is possible to identify a number of instruments,
provided by the supervision of banks, which, by resorting to some sim-
ple tricks, can be used by MFIs. In particular, structural supervision
instruments become important – so that authorities are constantly
aware of the size and the trends of the market – as well as protective and
transparency supervision rules, for the safety of less informed clients,
and the principles of prudential supervision, which allow MFIs to main-
tain the typical operational flexibility with an increased awareness of
the assumed risks.
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9
The Road Ahead: A Platform for
Microfinance
Mario La Torre

9.1 Introduction

Microfinance has changed dramatically over the last few decades. These
changes have affected beneficiaries, products and practitioners. The shift
from microcredit, intended for the ‘poorest of the poor’, to microfinance,
allocated to all victims of financial exclusion, has created a different micro-
finance pattern. New customers have introduced new needs, and new
needs have brought about new financial products offered not only by
NGOs, or non-profit institutions, but also by banks and other financial
intermediaries. This new scenario highlights different issues which
come together within modern microfinance. These concern the setting
for microfinance, policy and strategies for microfinance programmes
and institutions, microfinance management objectives and tools, and,
finally, microfinance financial structures. These four aspects represent the
key variables for modelling a microfinance platform in which markets,
authorities, institutions, intermediaries, practitioners and customers
could work together to better achieve the final goal.

9.2 The features of modern microfinance

In the light of the changing trend, modern microfinance will be charac-
terized by different features.

Modern microfinance must be transverse (crosswise oriented)

Microfinance is not only microcredit but consists of different financial
and technical services offered to respond to the needs of beneficiaries,
and to manage the financial and operational risks involved in each
transaction. Working towards transverse microfinance means, first of
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all, working towards a legal, fiscal and regulatory framework that makes
it possible. The recourse to new financial products must be easy, cheap
and transparent. Furthermore, operational boundaries of MFIs must be
regulated ensuring flexibility, efficiency and stability of each intermediary
and of the market as a whole. Financial innovation, both at a product
and at a process level, must be feasible and sustainable at the same time.
Modern microfinance needs a new regulatory environment, both in developing
countries and in industrialized ones.

Modern microfinance must be programmatic

This means that every single programme sponsored by international
donors, public or private, as well as the composition criteria behind each
single MFI portfolio, must be inspired by a planned strategy imple-
mented at an international, national and local level. As such, the role of
governmental local bodies is particularly relevant, as they know the ter-
ritory and the social customs. Thus, they are best able to establish the
effective opportunity cost of each single initiative. Modern microfinance
needs to be programmatic in nature in order to maximize the efficacy of projects
carried out in specific areas.

Modern microfinance must be ethical

In Chapter 1, we outlined the main features for an ethically compliant
microfinance. As explained, ethicality is not an exclusive goal of the non-
profit sectors. Ethical behaviour, the depth of ethicality and the level of
intermediation costs require a strong collaboration between the non-
profit and profit sectors. To increase the depth of ethicality in terms of
extension, transversality and consolidation, the non-profit and profit
sectors must work together to implement a transparent operational
process, consistent across shareholdings and strategies. To reduce the
intermediation cost, the non-profit and profit sectors, together with
local governmental bodies, must implement risk management models
to ensure a higher degree of efficiency and more accurate pricing poli-
cies in order to achieve positive performances that respect the goal of
ethicality.

Modern microfinance must be sustainable

Sustainability has been the main goal of modern microfinance over the
last decade. Nevertheless, there is still a long way to go. In Chapter 4, we
have seen that sustainability in microfinance is a complicated task for at
least two reasons. First, the definition of sustainability in microfinance
differs from the traditional one. Moreover, microfinance programmes
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and institutions may adopt different levels of sustainability. Secondly,
sustainability must be reached without compromising outreach. The
shift from operational sustainability to financial self-sustainability has
been determined mainly by the growing percentage of private investors
financing microfinance and by the need for public donors to be more
selective in the initiatives they support: financial self-sustainability means
good performance; operational sustainability means more attention to
outreach. Modern microfinance needs to strike a balance between these
two goals. This calls for a big effort from both the non-profit sector and
private investors. The non-profit sector must operate primarily to reduce
operational costs, in order to achieve greater efficiency. Private investors
must collaborate to measure and manage microfinance risks more accu-
rately and to reduce financial costs, while being aware that a higher level
of outreach calls for a rate of return lower than the market rate. Higher
levels of efficiency, sophisticated risk management and positive rates of
return lower than the market rate, facilitate self-sustainable outreach. A
combination of efficiency and ethicality is the recipe for a balance between
sustainability and outreach. Obviously, this recipe needs a great number of
chefs to prepare and serve. Semi-formal and formal MFIs, banks and other
financial intermediaries, local and national governmental bodies, together
with public donors, are all invited to take up this challenge.

Modern microfinance must be integrated (networked)

The feature of transversality and the need for programmatic, sustainable
and ethical initiatives are the variables that characterize modern microfi-
nance and which call for new actors to come into the microfinance mar-
ket. The offering of new products and services, the need for conscious
strategies, the growing attention to sustainability and the difficult task of
combining sustainability with ethical goals and outreach requires the
effort of different players, each with his own role to play. Microfinance net-
works must be established considering the non-profit sector (donors, infor-
mal and semi-formal MFIs), the traditional financial sector (formal MFIs
and other financial intermediaries) and governmental bodies (at an
international, national and local level). Each one of these parties can
contribute to the achievement of the key features of modern microfinance.

9.3 The microfinance platform: actors and functions

The microfinance network must be implemented considering the different
attitudes of the different players, each one of which can play a role in
shaping the different features of modern microfinance (Figure 9.1).
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The role of national/international donors and 
local governments

Within the microfinance platform, national/international donors, and
municipalities and local governmental bodies, have a fundamental role
that can be broken down into three main functions. First, as already
explained, they can work towards achieving programmatic microfinance
by planning microfinance initiatives that meet world-wide and local
needs and by selecting those feasible initiatives that present the lowest
opportunity costs for the community. Secondly, they can offer technical
services, within the programmes sponsored, directly or in collaboration
with informal and semiformal institutions.

Donors also offer funds and financial services. In the case of munici-
palities, this function should be restricted to the coverage of operative
expenses or to non-monetary financial services, such as guarantee
funds. Through the offer of technical and financial products, donors
and local bodies contribute to lowering the intermediation cost of the
programme, while avoiding direct involvement in the credit process by
financing microcredit funds. This function furthers both the ethicality
and sustainability of the initiatives. Finally, donors and municipalities
can play the role of network-manager, creating, organizing, managing
and monitoring the microfinance network for each single initiative.
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As such, donors and local governmental bodies are in the position, once
a microfinance project has been selected, to involve different actors of
the non-profit and profit sectors in order to implement the most effective
operational and financial structure.

The role of banks

Banks and other financial intermediaries are gaining more space in
modern microfinance programmes. We saw in Chapter 1 that a greater
involvement of profit-oriented institutions in the microfinance market
may have positive effects, in terms of efficiency and sustainability, and
negative effects, in terms of ethicality and outreach. Thus, the role of
banks and financial intermediaries in modern microfinance must tie in
with the aim of maximizing the positive effects, while minimizing the
negative ones. The network must operate to increase sustainability and
outreach at the same time.

In this scenario banks can play different roles in a microfinance
network. First, they can ensure private funds to microfinance programmes,
sponsoring single projects, investing in share capital of MFIs or creating
microfinance special purpose vehicles within the banking group.
Secondly, they can carry out the credit decision-making process, and in
particular the evaluation of the beneficiaries’ creditworthiness. Their
expertise in this field would help to achieve a higher economy of scale,
especially for those programmes that aim to benefit a large number of
customers. Thirdly, banks can contribute to implement risk management
models specifically tailored to microfinance projects, increasing the effi-
ciency of the initiatives. Finally, the presence of a bank in microfinance
projects facilitates the provisioning of other financial services, in addi-
tion to microcredit, such as microleasing, deposits, payments services,
thus improving the efficacy and the outreach of the initiatives. Through
banks, financial innovation can be made available to microfinance.
Microcredit portfolio securitization can be taken as an example of finan-
cial innovation enhancing the degree of liquidity stored in the balance
sheet of MFIs and facilitating the credit risk management of microcredit
portfolios.

Banks’ financial and technical services have a cost. Such costs must be
covered by revenues, in order to implement a sustainable project, but
they should also match the degree of ethicality and the outreach of each
single initiative. As a result, banks have two options: financing only
those initiatives that ensure a market rate of return or forgoing market
return when considering their involvement in microfinance. The first
option will restrict the number of microfinance projects to support, in
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particular those programmes which penalize outreach over sustainability.
The second option will impact negatively on the bank balance sheet
because of a lower profit. Nevertheless, bank managers must consider at
least two factors: first, that there are ways to reduce the negative impact
on profit; secondly, that the value of a bank is also influenced by qualita-
tive aspects, such as ethical behaviour and transparency, which markets
and customers are beginning to take into consideration. 

With regard to the first point, banks may encourage new ethical prac-
tices in order to distribute the opportunity cost implicit in microfinance
projects. Some banks, for example, have lowered the intermediation
cost asking their employers to devote a certain amount of working hours
for free to the microfinance initiatives promoted. Others have devoted
stock options revenues to microfinance programmes. Still other banks set
aside a certain percentage of customer credit card payments (ethical
credit cards) for microfinance initiatives.

With regard to the second point outlined, it is worth remembering
that corporate social responsibility is becoming a key variable in banking
strategies and microfinance can represent a valid alternative to improve
banks’ reputations and, through this, banking value.

The role of other financial intermediaries

The goal of lowering the intermediation costs and the need to manage
the risks associated with microfinance programmes can be best achieved
through the entry of non-bank financial intermediaries in the micro-
finance market. Therefore, Ethical Investment Funds, Pension Funds
and Insurance Companies can play a major role. EIFs and EPFs represent
an important source of low-cost funding for microfinance, which
remains, as yet, unexploited. Savings collected from ethical investors
could find market investment alternatives in microfinance that meet the
ethical features required. Moreover, ethical savings do not incorporate a
risk–return paradigm similar to traditional savings and, therefore, can be
devoted to investments that ensure rate of returns lower than the mar-
ket. Microfinance networks, then, should operate in order to enforce the
role of EIFs and EPFs in microfinance projects.

The role of insurance companies is more related to the managing of
financial and non-financial risks and to monitoring. Microfinance needs
insurance products specifically tailored for microfinance programmes.
This is true not only for financial risk, such as credit risk and market risks,
but also for business and process risks. As seen in Chapter 5, the transfer of
non-financial risk to third counter-parties is often the only alternative to
managing them. Chapter 6 outlined the need for monitoring procedures,
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in particular for business and process risks. Nevertheless, insurance
products and services raise the cost of microfinance projects. For this
reason, the role of local governmental bodies and other public institu-
tions offering guarantee funds, particularly structured with regard to
business and process risks, can help in lowering these kinds of costs.

The role of the non-profit sector

The non-profit sector will still play a fundamental role in microfinance.
Informal and semi-formal institutions have the important task of pre-
serving the original features of microfinance, notably the ethicality of
the business, the flexibility of the organizations/process, and the prox-
imity to the beneficiaries. They must interact with donors and local
governments in order to propose projects that tie in with national and
local development policies. They are in the position of selecting those
beneficiaries who may be more appropriate for the programme. They
have the human resources to offer technical assistance to the selected
beneficiaries from the first step of the project right up to the exit strategy.
They must collaborate with financial intermediaries to implement an
efficient credit process that minimizes agency costs, arising from different
incentives and asymmetric information, and risk management models
that do not jeopardize the flexibility of the procedures. During the
project they are in the best position to channel the funds and to act as
delegate monitors for public and private investors in order to reach the
exit strategy goal.

9.4 Conclusion

Modern microfinance needs a market policy to be successful. This policy
can take the form of a microfinance platform which establishes goals,
actors and functions and which lays the fundamentals for local, national
and international microfinance networks, interacting with each other.
The platform must reflect the features of modern microfinance, which
aims to be transversal, programmatic, ethical and sustainable. These features
can be achieved only with the collaboration of different actors, each
playing his own role within the network: the non-profit and profit sec-
tors must work together. Local, national and international governmental
institutions can act as network managers, devising the platform, pro-
moting the network and monitoring that it is working efficiently, trans-
parently and in compliance with antitrust laws.

The Road Ahead: A Platform for Microfinance 157



Notes

1 A New Conception of Microfinance

1. For further details see Calderon (2002), pp. 73 onwards.
2. For more information on the role of commercial banks in microfinance see

Baydas et al. (1997).

2 Products and Services in Modern Microfinance

1. For detail on the categories of beneficiaries and the characteristics of the range
of products and services of modern microfinance, see sections 1.3 and 1.4 of
Chapter 1.

2. For greater detail on the screening of beneficiaries, see chapter 3, section 3.2.
3. For greater detail, see chapter 3, section 3.5.
4. The Bulgarian Ministry of Employment and Welfare and the United Nations

Development Programme (UNDP) have launched a successful project of
microleasing. For more information, see: �www.jobs-bg.org�.

5. In India NABARD began to offer credit cards (Kisan Credit Cards – KCC) in
1999. At the end of 2003 the total number of KCC issued was 31.6 million. For
more information, see: �www.microsave.it�.

6. For more details see Chapter 5.
7. See section 2.3.
8. For more detail see: �www.mixmarket.org�.

3 The Main Features of Microcredit

1. For further details on microcredit process see also Chapter 6.
2. To deepen the criteria of loan portfolio diversification see Chapter 5.
3. CAMEL is a standardized checklist adopted by banks in order to assess credit

risk of the borrowers (see Chapter 7 for details).
4. See Chapters 1 and 5.
5. On sustainability and interest rate policy see Chapter 4.

4 Sustainability and Outreach: the Goals of Microfinance

1. The analytical notation is simplified and adapted from Armendariz de Aghion
and Morduch (2005).

2. For deepening the above-mentioned trade-off between sustainability and
outreach see, among others, Zeller and Meyer (2002).

3. See Chapter 5.
4. See Chapter 6.
5. See Chapter 9.
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5 Risk Management in Microfinance

1. This aspect will be analysed in more detail in Chapter 6.

7 Microfinance Performance

1. Foster, G., ‘Financial statement analysis’, Prentice Hall, NY, 1986.
2. Different outreach goals include but are not limited to: financing only poor

women; financing the ‘poorest of the poor’; and financing the urban and/or
rural poor. For more details see Chapter 4.

3. Ledgerwood, J., Microfinance Handbook: An Institutional and Financial
Perspective, International Bank for Reconstruction and Development,
Washington, 1998, p. 212.

4. ‘Past due amounts’ should be defined as those amounts in arrears not paid at
the time of calculation of the ratio.

5. For more details see Chapter 4.
6. Westley, G.D., ‘Guidelines for monitoring and evaluating projects of the social

entrepreneurship program’, Washington D.C., 2002. Available at �www.
iadb.org/sds/doc/guidelinesmonitoring.pdf�.

7. For the terminology and methodology of calculation of performance indica-
tor see Von Stauffenberg, D., ‘Definitions of Selected Financial terms, Ratios
and Adjustments for Microfinance’, Microbanking Bulletin, November 2002.

8. The following indicators can be computed substituting the number of
loans and of the active borrowers with the number of deposits and of active
depositors.

9. ‘Prepayments’ should be defined as payments of interest made in advance by
beneficiaries for the reimbursement of the funds used. The practice to pay in
advance only the interest component and not also the capital component of
the amount received is particularly indicated to beneficiaries who need
longer time to give back money received.

10. For more details, see section 7.4.5.

8 The Role of Regulation

1. For an overview on the different categories of MFIs see Chapter 1.
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