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Abstract

The effect of subsidies on the performance and sustainability of microfinance
ingitutionsin sub-Saharan Africa

By: Menzie S Dlamini
Degree: MSc Agric (Agricultural Ecomics)
Department: Agricultural Economics, Extension dRdral Development

Thesis Supervisor: Professor G.K. Coetzee

Microfinance Institutions (MFIs) in sub-Saharaniéér (SSA) and the developing world have
over the years attracted and received billions &f dbllars (valued at over US$4 billion

annually worldwide) in subsidies and concessiorfands. These subsidies are used to
capitalize, promote growth, and help improve edfi@y, operations and performance of
newly established MFIs. At face value these ireations seem positive, yet studies have
shown that they can be counterproductive in terrhsheir effect on the performance,

efficiency and self-sustainability of the MFIs. iShresearch addresses this issue by
identifying four determinants of MFI's performanaed analysing the effect that subsidies

have on them.

A quantitative approach was used in the analysighich the financial data of 92 MFIs were
estimated using panel data estimation. The metliocardable selection was based on the
procedure used by Nawaz (2010). This method ofrohténg the relationship between
selected performance and sustainability indicaaoid subsidy was modelled on the Subsidy
Dependant Index (SDI) method of analysis develdpgd’aron (1992a) and the Return on
Asset (ROA), Operational Self-Sufficiency (OSS) aRthancial Self-Sufficiency (FSS)
methods of analysis developed by the SEEP Netw&i85).

The summary results of the analysis showed thatrthprity of MFIs (90.22%) were not

sustainable nor were they found to be profitableweler, the results show that all the
institutions were operationally self-sufficient atisht, on average, MFIs in SSA charged
higher interest rates than MFIs in other partshefworld. The average OSS was 136.01%

showing that MFIs are operationally self-sufficiertlowever, the average FSS value was
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74.32% reflecting that the MFIs are not able teea@nough revenue to cover their capital

and indirect costs which would ultimately resulttem running out of equity funds.

The inclusion of subsidies in the sustainabilitgressions resulted in a decline in the ability
of the MFIs to attain operational and financialf-seifficiency, thus showing the negative
effect subsidies have on the sustainability of MMf$lation and interest rates charged on
loans also had a negative effect on sustainalaiitthey resulted in an increase in costs and a

decline in the number of low income clients.

MFIs located in wealthier countries were found ® rhore efficient because of the lower
costs associated with having wealthier clients vaove larger loan sizes. MFIs in lower
income countries have to overcome limitations ofakvenfrastructures, low population

densities and rural markets which increase operatists.

Older institutions were found to more likely be tairsable than new and young MFIs as
expected because of their improved efficiency amdiyctivity and also because they have
more experience and are therefore better equippealvércome challenges. However, by
adding subsidy in the analysis the results showttiealevel of efficiency of MFIs is reduced.
The results also show that with increased matwiBis are found to be more productive,
however, when subsidies are included in the finaice levels of productivity will decline as

costs increase.

NBFIs are the most suitable business model to ipeaadt MFIs in Africa according to the
findings which reflect that NBFIs are more profialand efficient than any of the other
business models in the sample. However, coopesaivege found to be the most productive
business model as they have a stronger borrowstafb ratio than the other institutional
types. Furthermore, cooperatives and NBFIs tenthaee clients who are better off and
therefore can afford to take larger sized loandikerclients of NGOs who are poor who

struggle to have a stable income.



Chapter 1. Introduction

Microfinance refers to all types of retail finanicgervices aimed at development of the poor
(Ledgerwood, 1999). In the three decades since dili@nce Institutions (MFIs) came to

prominence, the majority of institutions continwerely on subsidies to ensure they meet
their operational and social obligations of makiimgince accessible to all (Dannroth, 2009).
As with most projects that receive substantial am®wf donated capital funding, there are
social impact and accountability considerationst theaed to be raised such as “Is
microfinance still a viable development initiatigs it has shown with its tremendous growth
and success over the years?” The recent globabedorand financial meltdown has brought
to the fore the uncertainties surrounding the curstatus of the majority of MFIs, especially

with the reduction in donor funding (Dannroth, 2D09

Microfinance Institutions in sub-Saharan Africa £§&nd the developing world have over
the years attracted and received billions of USad®l(valued at over US$4 billion annually
worldwide) in subsidies and concessionary fundsasftiémi et al, 2005; CGAP, 2009b).
CGAP (2010) research reveals that the stock ofidorecapital investment in the
microfinance sector has more than tripled since42@fuch of it drawn by the sectors’
seemingly strong growth and reputation for doingdy¢CGAP, 2010). MFIs in low income
countries seem to rely a lot on subsidies and diens of discounted financial support
(Hudon and Tréa, 2008).

The performance of MFIs is measured based on tbldevelfare) approach in which the
donor chooses an institution that best serves thusst in need (Nawaz, 2010). However
over time competition for donor funding has beenttmn increase forcing MFIs to fight for
their share of funds, which resulted in a gradiwit way from the traditional approach
towards a more commercially oriented one. The cersial approach however tends to lead
to a diversion away from serving the real poor tdarend where financial services are

provided to clients that are ‘better off’ (Nawad1D).

There are four core activities in microfinance uttthg savings, credit, funds transfer and
insurance, which are provided to low-income houkkhand enterprises in both urban and
rural areas, including employees in the public @ndate sectors and the self-employed

1



(Robinson, 2001). Schreiner (1997) defines micenfoe as the provision of affordable and
accessible financial services to the poor and sreedlle entrepreneurs while meeting
outreach, depth (measure of level of client's pogeand breadth (measure of loan portfolio)

objectives. Balancing these objectives is the key challemged by these institutions.

Interventions by donors are important for MFIs, exsplly in the early stages of
development, as they help speed up and effect elsatgt would otherwise have taken too
long to happen (Hudon and TEea 2008). Private and public donations to microfoea
projects are therefore done to speed up the gramdhoutreach of financial services to those
without access. These donations are used to suppditular initiatives which are usually
run by Non-Governmental Organisations (NGOs) or $/Rlareas where there is the greatest
need (Ledgerwood, 1999; Hartarska, 2005; HudonTaaéh, 2008). It is for this reason that
these institutions have continued to attract supthoough subsidies and donations, which in
most cases come as soft loans and represent astriterd into society. Donors, in return,
like to see that the institutions they support abde to impact on poverty while being
profitable and sustainable. Subsidies are alsd teseapitalize, improve efficiency, promote
growth of newly established MFIs, and to help imgrooperations and performance.
However, subsidies can also be a limitation for MFdductivity as the institutions struggle

to balance their outreach and sustainability objest(Balkenhol, 2007).

While donors continue to fund MFIs, the volatilily the financial markets has made it
necessary to reassess their funding strategiedieSthave been done that show that there are
very few MFIs that have been established withobsglies, and that the majority, especially
those from SSA, have struggled to balance theireach and sustainability objectives (Cull
et al, 2006; Balkenhol, 2007; Dannroth, 2009). [tesghe relative failures of some of the
MFIs, funding for these institutions has continedl has generally grown rapidly over the
years (Hsu, 2007). Arguably, this is because miganice is seen as the tool that can best
deliver financial services to those outside therentrfinancial sectors and its initial success

has led to the rapid development of the microfiesector (Dannroth, 2009).

! Breadth of outreach is defined as the number ahgavor credit clients served by an MFI while deistdefined as the
level of poverty usually measured as the numberashen reached (Mersland and Strom, 2008).
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Although MFIs have proved the importance in makimgncial services accessible to those
that are excluded, questions have been raised #imutelevance and adaptability under the

highly dynamic financial environment as donor furglplays a crucial role in MFI growth.

11  Background

The outlook on microfinance is positive for sub-&am Africa, boosted by the sectors’
ability to ride out the economic downturn relativélee of any catastrophic losses (CGAP,
2009b). This is not to say there aren’t challertpas microfinance in SSA is facing. Changes
in the world’s economies and shortages in donodduare proving to be a major concern.
Donors, some of whom were caught up in the glolalrnicial crisis, are now paying even
more attention to the activities of the institusothey are supporting. They now require
improved management, transparency and better byerdbrmance from these institutions.
Furthermore competition for donor funds has beewwigrg consistently over the years,
thereby raising the pressure on MFIs to be sudiéna

This concern has culminated in a gradual increasetudies investigating the role of
subsidies on the performances of MFIs worldwidedéty 2006; Cull et al, 2006; Crabb,
2007; Hartarska and Nadolnyak, 2007; Hudon andal[r2008; 2010 and Nawaz, 2010). The
challenges in microfinance have led to a seriestatlies on the relationship between
subsidies, performance and sustainability of MRisoss the continent. Hudon and daa
(2010) showed the value of subsidies which serve dmiffer allowing MFIs to sustain
operations and increase their risk profile in thdyestages of development, giving them time
to develop without pressures of competitors andespcHowever, the study also found that
excessive subsidisation can be counterproductiverebly reducing efficiency, staff
productivity and ethical behaviour (financial susédility is negatively correlated to the
levels of subsidies received by a MFI) (Crabb, 208ddon and Tré&a, 2008; 2010). Other
studies have intuitively tried to reduce the hugpeetation on MFIs by showing that, even
though microfinance has an important role to piayust not be viewed as the only answer

to the poor's unmet demand for financial serviégslér and Meyer, 2002).

Cull et al (2006) also conducted a study of 49 Mktsldwide to determine which factors
influence their financial performances and outreddte study revealed that subsidies formed

over 20% of the MFIs’ average share of funding mgkihem important contributors as
3



capital injections. However an important consideratan be found in Nawaz (2010) where
efficiency and productivity were found to be bettamtributors to self-sustainability than

subsidies.

The goal for MFIs has to be to ensure a correcriza between the level of subsidy (subsidy
intensity) and the revenue streams that cover tipagd costs (administrative costs per dollar
loaned). As investors take a closer look at thésments of MFIs’ operations and finances,
the picture that emerges is not as discouragirtgeaglobal financial market would suggest.
While the loan portfolio quality of formal instiions has generally deteriorated across
regions, MFIs are demonstrating an ability to netto their operational strengths, even in
countries that have been hit hard by the finanmigls. The credit crunch and the economic
recession of 2007 and 2008 drove MFIs to slow ddveir growth. The most pressing need
for MFIs in SSA is capital, with 68% of respondengporting liquidity problems over this
period, the majority of these being non depositngknstitutions (MicroBanking Bulletin,
2009). On the other hand, 44% of savings based Néfelsd the same liquidity constraints,
however, these institutions were far from being ummen to the effects of the crisis and
reported higher levels of loan Portfolio at RislAE. Seventy six percent of the savings
based MFIs had an increase in the number of defaultersus 66% for non-deposit based
MFIs (MicroBanking Bulletin, 2009).

MFI administrators have proved to be prudent ag implemented measures that responded
to falling portfolio quality and uncertain futureirfding by tightening lending standards,
shrinking disbursed loan sizes, and holding mohoan hand. This may have led to a
decline in the average gross loan portfolio, everugh the average number of active clients
has continued to grow, albeit more slowly than befsignaling that MFIs in SSA on the
whole have not been drastically affected by thearimal crisis (MicroBanking Bulletin,
2009).

This thesis is structured to address the generatera that microfinance and MFIs,
particularly in SSA, are not profitable and arerbyweeliant on subsidies for their operational
and financial sustainability. With this in mind thresearch focuses on the key issues
impacting on the ability of these institutions iropiding financial services to the poor while
being self-sustainable. The thesis, thus, emplyidalestigates the determinants of MFI's

performances and sustainability and analyses thetsfof subsidies on them.
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1.2  Conceptual framework

To understand what factors influence the perforraamicMFIs, Nawaz (2010) conducted a
study on 179 MFIs worldwide in which indicators fafancial performance were identified
and assessed in order to better understand tre kfitability, productivity, efficiency and
interest rates were identified as key component®Bf's performance. Profitability is
determined by revenue streams into the MFIs; reseaim be in the form of capital injections
such as subsidies grants and donations, or it eamdome from services provided by the
MFIs in the form of interest rates on loans dispdrand also capital assets from other
services provided (Ledgerwood, 1999). Productidtd efficiency affect performance by
their respective costs and staff performances tiirdactors such as location, regulation and
service delivery. Interest rates charged are askeyce of revenue and thereby profitability
of an MFI. With this in mind the variables that @oebe investigated are based on the above

factors that influence a MFI's performance.

Sustainability is the ability of MFIs to raise emburevenue to cover all their costs. Yaron
(1992a) identified key sustainability indicatorsdagietermined ways to analyse them. The
Subsidy Dependence Index (SDI) is one such toolthia study the Operational Self-

Sufficiency (OSS) and Financial Self-SufficiencyS&) measures of sustainability are also

used.

1.3 Problem statement

Under the current financial and economic environnieis a matter for concern if MFIs in
SSA continue to rely on subsidies for their operal and financial stability. Comprehensive
information on the relationship between MFIs anel thle of subsidies on their performance
has been limited. In many instances studies ini® rilationship has been done as part of
broader worldwide studies. Subsidies are used tabksh, capitalise and operate MFIs, of
which only a few are created without them. At faedue these interventions seem positive,
however studies have shown that they can be cqurathrctive in terms of their effect on the
performance, efficiency and self-sustainability the MFIs (Hudon and Téa, 2010).

Ultimately institutions and society often end ujyipg the price in terms of the cost of public



funds. It is for this reason that this researchresisks the question of what effect, if any,
subsidies have on the performance and sustainabilitmicrofinance institutions in sub-

Saharan Africa.

14  Objectivesof the study

The main objective of the study is to analyse tfiece of subsidies on the performance of

microfinance institutions in sub-Saharan Africa.

The specific objectives of this study are:
(i) to study the effect of subsidies on the profiigtof MFIs;
(i) to study the effect of subsidies on the sustaiiglaf MFIs;
(iito analyse the effect of subsidies on MFIsa@éncy and productivity; and

(iv)to highlight the role of interest rate policiesg@nerating revenue for MFIs.

15  Purposeof the study

This study uses an approach developed to assepsrtfioeemance of MFIs with specific focus
on sub-Saharan Africa (SSA) as opposed to prestudies that have included MFIs in the
sub-continent as part of broader worldwide invedioms. Focussing of SSA ensures that
generalised statements made previously about themutinent’s status will become relevant
to the region. Furthermore the study was conduttetridge the information gap in the
measurement of performance of MFIs in this areas Tatk of information may be due to
shortage of good research in the sector as wethasfact that financial information is
considered propriety in most financial institutiofhfartarska, 2005), making it difficult to
find studies that contain reliable financial datanfi MFIs in the sub-continent. Another
challenge in Africa is that as the sector is higtliyerse in terms of organisational types,
environment and regulation, compiling comprehensiveparative reports for the continent

becomes difficult.



1.6  Research methodology

This paper is designed as a contribution to theigeap knowledge and research into the
effect of subsidies on MFIs in sub-Saharan AfriChe research methodology involved the
use of secondary data from the Microfinance InfdimmaExchange data base (The MiX)
the World Bank (WB) the International Monetary Fund (IMFnd Times Series Explorer
(TSEY. The literature review covers concepts of micrafice, microfinance institutions,
donor funds and the determination of the effectshefdonor funds on the performance of
these institutions. Financial data from 92 MFI8@hAfrican countries over three years (2006

to 2008) were sampled and econometric analysdeeoffinancials were done.

1.7  Limitationsof the study

The difficulties in doing this research were endeued when selecting and collecting the
sample and data. MFIs in Africa are diverse inrtfwiltures and methods of financial
reporting, therefore getting a consistent and bé&dizequence of financial data from a pool of
MFIs that would satisfy the analysis requiremeptseyed a constant challenge. Furthermore,
financial institutions do not freely divulge findat information to public spaces (as

mentioned in Section 1.5) making compiling a suédimancial data base difficult.

1.8  Structureof thereport

This thesis consists of five chapters. Chapter thasintroductory chapter which consists of
the background, problem statement, research meldmggdand structure of the study. Also
included are the research objectives, researchalkions and a conclusion to summarise the
chapter. The second chapter covers the literateveewed and contains the empirical
literature on microfinance in the region. This cleaialso focuses on the theoretical schools

of thought in microfinance and donor funding. Thard chapter explains how the

2 The MIX is a collaborative nonprofit organisatiand website established by international orgaminatincluding CGAP
and SEEP NETWORK which is a database for microfieamww.themix.org

3 The World Bank has a data base of domestic irdtion on all member countries worldwide

4 The IMF is the financial wing of the World Bankd®ip and also has a database of country speciicnittion

5 TSE is an academic level data base of countrycenimnindicators at the University of Pretoria.
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performance of MFIs is measured and the variabdesl un the analysis. The fourth chapter
presents the research methodology and the estimegahniques used. Chapter 5 presents
results and findings, and chapter 6 has the sumwiatlye findings, and conclusions with

remarks and recommendations.

19 Summary

This study was undertaken in order to bridge tif@ermation gap on the performance of MFlIs
in sub-Saharan Africa. The research looks at tloéofa that affect the performance and
sustainability of MFIs and influences their depemte on subsidies. Empirical studies
reviewed show that microfinance and MFIs receivéobs of dollars in funding annually
from donors and agencies which are used to cegmtadind establish the institutions,
particularly in the early stages of developmenterethough this is a social good, studies
have shown that prolonged subsidisation can leadth& institutions becoming less
sustainable. Furthermore MFIs have had to competdéuhds as donors went through the
credit crunch bringing more challenges for insittng and a need to wean themselves from

their reliance of external funds.

The pressure has been growing for MFIs in SSA tgrow their dependence on subsidies;
therefore this research is aimed at understantie@ffects of subsidies on these institutions

taking into consideration the economic challengesd.



Chapter 2: Literature Review

21 Introduction

Microfinanceis a broad concept defining the supply of loansings, money transfers and
insurance services to low-income earners. Micraitealnstitutions, which encompass a wide
range of financial service providers that varyegdl structure, mission, and methodology,
offer these services to clients who do not havessto mainstream banks or other formal
financial service providers. Microfinance has beekey strategy to assist the poor out of
poverty and microfinance institutions are seerhasvehicles that can drive this strategy. It is
for this reason that over the years a great de@lrafs has been made available to fund the
establishment, growth and maintenance of MFIs (Awuhdeiz et al, 2011). Furthermore,
studies have been done that have shown the imper@inMFIs in poverty alleviation and
economic development (Von Pischke et al, 1993; dase, 2008). However, there is
evidence that in some settings MFIs have not beanefffective in their roles (Hartarska and
Nadolnyak 2007; Dannroth, 2009; Hudon and¢ar&£010). While the importance of MFIs is
acknowledged, it is just as important to identiffdaunderstand the limitations that these
institutions face. This chapter therefore servea gside to the key concepts and knowledge
on the state of microfinance in SSA and the retetigp between MFIsS’ performance,

sustainability and subsidies.

22 Importance of microfinance to poor households

Africa still has a large percentage of the popafativing in poverty. According to the World
Bank as much as 50.9% of the population in SSAieirg on less than US$1.25 per day, as
compared to South Asia where 40.4% of the populai@ living on the same amount (The
World Bank, 2011). In these households daily livis a constant struggle, and yet somehow
they are able to take part in financial activitetssome point in their lives even without
consistent or reliable sources of income. Savimgsl@ans are used as a risk coping strategy
by these poor households to help them overcomiewifperiods. One way the poor benefit
from finance is to use credit to tide them overilunsubsequent income is received (Collins
et al, 2009).



Not only do poor households save but they areglto pay above market rates in order to
access reliable financial services (Collins et2409). When well managed the resources
enable the household to engage in income generathyities, to educate and to feed
themselves. For example poor households that engdgaming activities use the credit and
savings to purchase inputs, while those that amdléas use credit to assist the household
move from a high risk existence to being econoricaécure and active (Collins et al,
2009).

In most cases the poor take part in financial &@&s/through interaction in informal markets
where short term loans, borrowings and savingstte®@emain means of transacting. These
transactions are carried out when funds becomeelinsuch as in the case of seasonal
employment and farming, and even in the most remaoc¢@s there is always a market or
informal space where people are able to trade. eSstart as small market shelters but can
grow to become economic hubs where millions of asllin trading occurs daily. The
Rouque Santeiro in Luanda, Angola and Idumota igolsa Nigeria are such examples of
huge informal markets trading various commoditiest toring livelihood to the poor while

contributing significantly to the national econosi# the countries (Hashemi et al, 2005).

Poor households need finance to help them acqase& lgoods and services and to assist in
overcoming consumption risks. For the poor theeetaro types of risk coping strategies:
these are income smoothing and consumption smapfaimds (Zeller and Meyer, 2002).
Poor households’ smooth income by diversifying thecome generating activities or by
taking steps to protect themselves from income lehowhich is done through borrowing,
savings and by using insurance. Microfinance fatéds access to finance for the poor
households thereby raising their income levels,usgc and improving consumption
activities. This not only has a positive effecttbe household incomes but it also boosts the
market thereby promoting economic development. &k laf access to financial services
therefore has far extending repercussions, notfonlthe households, but for the economy as
well. For example, without financial support a fammhousehold fails to purchase productive
and consumption goods during the non-income geingrperiods which ultimately affect the
overall productiveness and output. Furthermore authfinancial support the nutritional,
educational and physical states of the househo&lsampromised (Von Pischke et al, 1993).
Studies have shown that Less-Developed CountriBE€) have lower literacy rates and are

less financially developed; thereby householdi@sé countries tend to face more challenges
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on a daily basis and the cycle of strife is peraetd (CGAP, 2009a). Households such as
those that face challenges of nutrition and litgrate therefore less productive than those

with better nutrition and education.

2.3 Status of microfinancein sub-Saharan Africa

The microfinance sector in sub-Saharan Africa @ymamic sector with thousands of MFIs
and other financial service providers. Key featunédvIFIs in Africa are high transaction
costs brought about by weak infrastructure, lowyaion density, rural markets and high
labour (administrative) costs (MicroBanking Bulfeti2006; Armendériz et al, 2011).
Worldwide empirical studies show that microfinanbas a positive impact on poverty
reduction and in empowering poor households (Dev2®@8; Hudon and Téa, 2010).
Furthermore microfinance in Africa is characteri#gda lack of reliable and comprehensive

information about the sector.

CGAP and its partners have, over the years, pudaisitmportant research work on
microfinance that is making huge contributions e tsector in Africa. In a 2007/2008
economic survey of the region, it was found thagrothese years, sub-Saharan Africa has
experienced steady economic growth and accelerptedress in human development,
improved infrastructure and has strengthened iisypenvironment. This is evidenced by the
fact that in 2007 the regicexperienced economic growth of 6.7% (up from jusroi% the
previous year) allowing the sector to capitalisetioa strong growth and positive economic
developments (CGAP, 2009a). To add to that, donstfor MFIs in Africa improved with
support from the private sector, domestic and magonal investors, and development

agencies when compared to their counterparts gr @tntinents.

Ghosh and van Tassel (2008) did a study that redetlat 95% of MFIs surveyed in SSA
were surviving on subsidies in 2006, with only 5étny self-sustainable. However given the
diversity and delivery challenges within SSA ieiscouraging when survey results show that
in 2007 there was a 25% growth in borrowers in afioance reaching 4.7 million in the
sub-continent. This figure reflects that finanaativities for reported MFIs in Africa grew
more than in the rest of the world which had anraye growth in borrowers of 20%
(MicroBanking Bulletin, 2008). There was also anrease in the number of savers (31%)

reaching 7.2 million in 2007; the client loan politis grew by 69%, which was an increase
11



of nearly one billion US$ in dispersed loans; aladirsgs also experienced a significant
growth of 60%, reaching 1.8 million borrowers. Td&hievement of the majority of the MFIs
was as a result of assistance from governmentdi¢huNon-Governmental Organisations
(NGO) and private firms (MicroBanking Bulletin, 290

Table2.1: Benchmark indicatorsfor MFlsin SSA, 2008

I ndicator Value (2008) Trend
Borrowers (Millions) 6.5 T
Loan Portfolio (Mil. USD) 3.1 1T
Depositors (Millions) 16.6 1T
Deposits (Mil. USD) 2.8 T
Average Loan Balance (USD) 311 T
Average Deposit Size (USD) 96 a
Debt/Equity 2.3 &
Real Yield on Portfolio (%) 23 a
Operating Expenses/Assets (%) 18 T
Cost per Borrower (USD) 134 T
Portfolio at risk > 30 days (%) 4.7 a

Source: CGAP, 2009b

Table 1.1 shows the benchmark indicators for migesice in sub-Saharan Africa in 2008
where the trend shows growth in the industry. Adoag to CGAP (2009b), these MFIs fared
better than traditional formal banking institutiodsring the financial crisis although the
impact of the macroeconomic crisis was evidenthm drop in average yield portfolio and
average deposit sizes. Ultimately this has led oono be more cautious in spending by
closely monitoring the MFIs’ activities, includimprtfolio quality, liquidity risk, and internal
controls (CGAP, 2009b).

24  Theroleof donor interventionsin economic development

Private and public donations are done through rfil@aoce projects with the belief that MFIs
can speed up the growth and outreach of finanellices to those without access (Hudon
and Tr&a, 2008). Governments therefore intervene to hedpetonomy and specific sectors

within the economy overcome the limitations to emmit growth.

Public funds are funds from taxpayers used by gowents and government agencies to

finance development programmes for rural farmecstaa poor. These funds come as grants
12



and loans at discounted rates (Schreiner, 200@nt&rcan be in the form of gifts while

discounted loans are received at below market bgtese MFI (Schreiner, 1997). Donors are
not only effective in providing MFIs with funds btitey also ensure more efficiency through
monitoring and evaluating the institutions to eeswransparency and good governance,

aimed at correct and ethical use of any donatedsfun

Direct interventions in rural financial markets a@@ne to stimulate economic growth and to
reduce poverty. These interventions, although gpoitant growth and development tool for
developing countries, have generally been unsuftdemsd have had a huge and sometimes
negative impact on the microeconomic environmentlifferent countries. Interventions in
MFIs have been institutional in that governmentaldsh and run development programmes
and projects whose role is to ensure that the poal farmers can access credit they would
otherwise not be able to access. The reason fablesting these initiatives is based on the
fact that commercial banks generally do not progeervices that are suitable or accessible to
farmers, and that agriculture, though vital for eleping countries, is undercapitalised (Von
Pischke et al, 1993). The establishment of devetninbanks was a way to ensure that
financial services and credit became accessibtartoers; unfortunately such initiatives are
extremely vulnerable to opportunistic behaviourniranfluential politicians, who take

advantage of the cheap credit that is readily alél (Schreiner, 2002).

Donors prefer to support established and alreadgessful MFIs as they have a proven track
record, further limiting growth of new institutiorad the private sector in the market. For
example one third of donor funding in the wholeioegof SSA was focussed on institutions
in 5 out of 48 countries during the period undedgtwith the largest share going to MFIs
located in Western and Eastern Africa and one thothg to countries such as Ethiopia,
Kenya, Ghana and Uganda. Donor funding to SouthathCentral Africa was the lowest,
although commitments to Central Africa were on iterease while in Southern African in
countries such as Namibia and Angola funding deemasignificantly (MicroBanking
Bulletin, 2008).

Not all donor interventions produce positive outesniior projects as has been shown with
most government funded development financial unstins. For example in South Africa the
Land Bank, a rural development financial institatewhose mandate is to assist farmers to

access credit, has been embroiled in political s financial mismanagement problems
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resulting in massive losses in public funds (Barrd@10). In Swaziland, the Swaziland
Development and Credit Savings Bank, also a fasupport facility was almost liquidated
because of political interference and corruptioonvéver it was rescued by the government
and has been undergoing restructuring (CBS, 20@8Malawi, the Malawi Development
Corporation (MDC) was liquidated after it collapsedder the burden of debt to the very
clients it was set up to serve (PCM, 2006).

25  MFI performance and sustainability

Woller and Schreiner (2002) define performanceudfilling the mission of microfinance.
There are six dimensions to a MFI's performancest,cdepth, breadth (outreach), length
(sustainability), scope and worth. Costs are thenetayy and transactional cost of the
institution and for the client; depth, as explainadhe first chapter, is a measure of the
clients’ poverty level; breadth is the number oéts reached and length is the time measure
of providing a service. Scope is the type of sewithat the MFI provides and worth

represents the emotional dimension reflected byngitess to pay for financial services.

Sustainability is the ability to repeat performarmeer a long period (Hudon, 2006 and
Nawaz, 2010). It is permanent but not constantetbee for a MFI to be sustainable its
organisation and structure must be flexible so thahagers can adapt and adjust to the
shifting economic environment (Von Pischke et &93; Schreiner, 1997). A sustainable
MFI should be able to meet its current goals withohibiting its ability to meet future goals
(Von Pischke et al, 1993).

Since microfinance is the provision of affordabfel accessible financial service to the poor
and small scale entrepreneurs, a performing MBInis that meets its outreach and growth
objectives while managing to cover all its costisaffmeans MFIs aim to minimise the costs
and maximise the outreach and growth while beinif-ssestainable (Schreiner, 2002;

Mersland and Stregm, 2008). This is however diftitalachieve because MFIs do not operate

in optimal markets as further explained in thedwiing section.

In a perfect market all funds are at their best which is Pareto optimal. It is however

unrealistic to expect to find such markets in tgadind therefore institutions face constant

14



environmental challenges in that prices faced bydvad their clients are usually distorted
because they are set through administration antbyotarket trends. In reality interest rates
on rural loans often do not depend on the markeir@mment but are determined through
political or socially based factors. Similarly gterand subsidies are free capital funds,
therefore the market for MFIs is not Pareto optirf@threiner, 1997), and because MFIs
operate under subsidies and grants they sometaulgs be efficient and this is a concern in

terms of opportunity cost for society.

These concerns were studied by Schreiner (2002)o#mers (Mersland and Strgm, 2008;
Hudon and Tréa, 2008; 2010) to understand and analyse the cagidiety and to analyse
the MFIs’ ability to fulfil their mandates. In thisegard it is observed that there are
opportunity costs attached to the use of publiddfum the capitalisation of microfinance
projects (Schreiner, 1997; 2000) in that MFIs aoevrobliged to compete for funds with
other social projects, and as the prices the MEtsage outside the market standard, it means
that the true performance of the institutions i$ reflected in the market trends. Donors
therefore choose recipients of funding by choosiregproject that has the highest benefit-
cost returns (Schreiner, 1997). The opportunityt émsdonors is therefore the interest rate

charged on subsidised funds against the real meateebf the same loan.

26  Theroleof subsidieson MFIsperformance

Understanding the role of subsidies on the perfoo@af MFIs is a subject that has become
more prominent over the years. Subsidies are behanket rate prices for loans, obtained
from public or private donors and entrusted toNtiEs to use in empowering the poor, and
to capitalise microfinance projects and institusiolmhey are also used to support MFIs after
they have been established and for maintaining tiygerational status. Subsidies can be in
the form of equity grants, profit grants, revenuangs and discounted payments (Schreiner,
1997). Equity grants are subsidised funds or c#dthtpat increase the worth of the MFI but
do not influence the profit; these include diregstt injections from public or private donors.
Profit grants are subsidised funds that are coussagvenue, and have a direct effect on, and
increase the net worth of a MFI. Revenue grargscash gifts similar to equity gifts. The
fourth form of subsidy is the discounted paymenksctv are costs that are not recorded as

expenses as they are paid for by the donors ($ehnrei997). Subsidies have an important
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bearing on performance as they can enhance theeeffy of MFIs, which, as defined by
Balkenhol (2007), addresses how well MFIs allogaprits so as to maximise output; these
inputs include assets and staff to mention a fealkk@hhol, 2007). Unfortunately subsidies
can also have a negative effect on MFIs by leatbngorruption within the institutions and
can induce market distortions (Balkenhol, 2007 avoid the negative aspects of subsidies
MFIs and donors should clearly define the conddifor the subsidy agreement which should
include definitions on the level of intensity, thme period for subsidisation, transparency

and accountability requirements.

Over the years studies have gradually focused derstanding the effect of subsidies on the
performances of MFIs (Cull et al, 2006; Hudon and¢&, 2008; Hudon and Té¢a, 2010;
Nawaz, 2010). Hudon and T&a (2008), analysed the impact of subsidy intensitythe
efficiency of MFIs, and found that increased intgnsf subsidies contributed to financial
efficiency. However, protracted increases in feiahaid or support were found to reduce

the ability to become self-sustainable.

Subsidies distort the performance of MFIs and ntarked yet they are necessary for early
development of the institutions. They also lowemadstrative cost and the cost of funds,
thus increasing the capacity to help the poor whald be least likely to be able to access
credit. As stated in Zeller and Meyer (2002) “Ussupsidies to assist MFIs located in the
remote areas helps in the provision of financialises to a large number of the poor” (Zeller
and Meyer, 2002). Hudon and Tea(2008) also noted that subsidies are a critiadt ip the

way a MFI fulfils its role in alleviating povertgspecially in developing countries where the

growth of the financial sector is very slow andremmic development is stagnant.

Not all aspects of subsidies are positive, as ey lead to competitive advantage at the
expense of market development. The financial secaor be exposed to a “crowding out”
effect which is a major concern in the developmehtfinancial markets especially for
developing countries. “Crowding out” is a concepatt describes how intervention with
finance packages for financial institutions canegitem an advantage in terms of serving as
deterrents of fair competition in the market (Naw2210). The competitive advantage that
subsidies afford MFIs can lead to the emergencaariopolies in the market. Furthermore
these institutions operate in markets that are ®leloped or even nonexistent in some

countries.
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2.7  Evidenceof link between institutional design and M Fls success

The institutional design refers to the operaticsiehtegy and structure each MFI chooses to
follow in undertaking its mandate and achievinggtsls (Cull et al, 2006), and can have an
effect on the behaviour of the institution and rodéitely on the management strategies
effected. Cull et al (2006) showed that institnéib design also has an effect on the
profitability of the institutions, which is also iagreement with the study by Woller and

Schreiner (2002). However, in a subsequent studsslsied and Strgm (2008) found that the
types of ownership (shareholder owned and non-gowent owned MFIs) have little effect

on a MFIs’ performance.

Using a data set from 124 MFIs in 49 countries dwitle, Cull et al (2006) explored
profitability patterns, loan repayments and codurtions and found that reduction of cost is
a key ingredient to attaining profitability. Howeverofits can also be increased by having a

suitably structured client portfolio, better cligrtention and improved products and services.

Interest rates are also a key component to priafitdVMFIs, especially those that are more
commercially oriented in structure (Woller and $cher, 2002). According to CGAP (2009),
SSA may have the second lowest financial cost diipbmaainly due to high dominance of
voluntary savings portfolios, but it also has extedy high operational costs. Development of
a performing MFI is not only dependant on a sirfgletor but on a balanced approach of

institutional development and economic stability.

2.8 Do MFIsfulfil their mandates?

The growth of microfinance has not always yieldedifive results. As the sector has grown
it has, at times, gradually moved away from helpimg poor to helping the less poor, with
some MFIs seeking to take advantage of the moriaiste commercial side of the industry
(Armendéariz et al, 2011). These institutions hen@ved away from their traditional areas of
strength, such as micro group lending, into lessilfar but profitable products such as Small
and Medium Enterprises (SME) lending in an effartattract more clients, and to cover
rising financial and operational costs (Hudon ameéd, 2008). With this move into new

businesses an element of mission drift is notieeablkome institutions. A Women’s World
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Banking study by CGAP (2009) discovered that as sviffansformed from NGOs into
commercial entities, their average loan sizes gdiyegrew, and the numbers of women
served declined. Armendariz et al (2011) found thasion drift is not only as a result of

poor operational strategy, but of uncertainty dfifa subsidies.

Political interference is another factor that hed to MFIs not fulfilling their mandates,

although, when institutions are not performing,itiza! decisions can be taken that will help
in improving the system. Governments have intergenedinancial institutions outside their

control by introducing regulations, however in mastses this is with minimal success
(Yaron, 1992b; Schreiner, 1997).

29  Why measuresubsidy?

There are three important reasons why donors neadetisure subsidies. Firstly it helps in
determining the various stages of development @ifrititutions they are funding. Secondly
because there are many institutions all competorgtlie same limited funds, measuring
subsidy allows the donors to allocate these fundkie most effective and successful MFIs.
Thirdly, donations are measured so that societyncanitor the effect of the projects on the
welfare of the poor thus enabling donors to judge éffective and efficient use of funds
donated (Schreiner, 1997).

210 Summary

In this chapter, literature that has looked atrtile of subsidies and microfinance in general
was reviewed. According to the findings and conttar public perception the poor do save.
They use savings as a coping strategy to overcoaneds when income resources are
limited. Microfinance is therefore important in gty because it helps poor households
access financial resources, which in turn assistset households overcome challenges in

periods when there is no income to rely on.

The need for financial access has resulted in #pedrgrowth and development of the
microfinance sector through MFIs. However, estdliig MFIs and making finance
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accessible to the poor is costly, ultimately doraesenticed to finance the establishment and
development of these institutions. Subsidies aeeform of financial assistance that donors
use to establish and capitalise MFIs, but contiradzsidisation can result in failure to attain

self-sustainability and ultimately lead to poorfpemance.

Theoretically, delivering financial services thréulgFIs should reduce transaction cost and
information obstacles, thereby ensuring increaseckssibility for those excluded from
financial activities. As Hudon and Taa (2008) put it “donors and their donations shdaed
used to build more inclusive financial serviceswiit creating dependence on incentives that

weaken the MFI’s ability to work toward being susstdle”.

The literature reveals that transaction costs gie for MFIs in SSA and especially for those
that serve women borrowers. The literature alsowvshthat intervention can help MFIs
overcome the early establishment limitations, asgisa them through development until they
are fully established and have grown their profitksis being beneficial to the stakeholders.
However political pressures and managerial infleehave led to inefficiencies within the
MFIs.

The chapter concludes by looking at the factors itifuence and limit MFIs from fulfilling
their mandates. The section further highlightsithportance and role subsidies play in the
development of MFlIs.
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Chapter 3: Measurement of MFI Performance

3.1 Introduction

Over the years new methods of analysing MFI's perémce have been developed.
Academics such as Yaron (1992a) and Schreiner [1@&eloped tools for analysing and
determining financial performance and self-sustalitg (Okumu, 2007). The older system
of measuring MFI outreach was basic in compariswhiavolved the use of variables such
as the number of loans, tons of inputs and land, sizhich are sometimes not readily
available (Adam and Von Pischke, 1992); furtherma@eme of these variables did not
capture the objectives of the institutions. Over years the measures of sustainability and
performance have been enhanced, broadened, grangethtegorised into variables that are

better suited for ease of analysis.

Variable selection and determination has implicaio the analysis of MFI's performance.
Selecting the key variables to use is a major ehgk especially because important
determinants can be overlooked, and by explaingmpible selection and all the variables

used the method of analysis can be clarified.

3.2  Framework to determine MFI performance

The literature that has been reviewed thus farpnasented a picture of the relationship of
microfinance and its stakeholders including thergmuseholds, donors and governments. In
this section of the chapter a framework for thelymisiis established which will specify the
indicators of the four key variables identifiedlssng indicators of MFI performance in the
objectives.

The performance indicators (dependent variables) ase:

% Sustainability
+ Profitability
+ Efficiency
+ Productivity

++ Real Interest Rate

20



Table 3.1: Indicatorsof MFI performanceand sustainability

Performance Sustainability
y=¢+ab y =¢+ab
where:
y is the dependent variable
¢ is a constant
b is the explanatory variable

o is the magnitude of the coefficit
Indicators Variable of Measure Measures of sustainability
Profitability Return on Assets (ROA) Subsidy Dependence Index (SDI)
Sustainability | OSS, FSS and SDI Operational self-sufficiency (OSS)
Efficiency Administrative cost per borrowgr Financial self-sufficiency (FSS)
Productivity | Borrowers per staff

3.2.1 Measuresof financial viability

For any institution to be regarded as financialgble it must be able to cover its cost using
its revenue. There are two levels of financial iah namely, operational self-sufficiency
and financial self-sufficiency. When an MFI is fimancially self-sufficient then the SDI can
be calculated to determine how revenue streamsbeammproved using interest rates
(Ledgerwood, 1999). In this study the Subsidy Dejeeace Index (SDI) will be used as the
proxy for long term sustainability of a MFI (Naw&010). The SDI measures the inverse of
sustainability and is included in the analysis loseaof its relevance as an indicator of
adjustments that MFIs need to make in order to imecsubsidy free. Also the SDI's close
link to interest rate, which is a revenue source Ni-Is, makes it a key contributor to
performance and easier to use to measure and tespaf the required percentage increases
in lending interest rates (Yaron, 1992a). Converidinancial data has limited use when
trying to determine self-sustainability and theeetfof subsidies on an MFI's performance.
For example a SDI value of 0.265 means that the MiSIto raise interest rates charged on
loans by 26.5% in order for it to become free disidies; alternatively a SDI value of -0.265
means that the MFI is subsidy free and can eviemdafo reduce its interest rates on loan by
26.5% (Nawaz, 2010). It is important that when gsialg the SDI and financial reports that
the analyst is aware that MFIs in different regiams the continent differ in their equity

(capital) to debt (expenditure) relationships @ittlyearing ratios.

Profitability is determined using two key ratioshieh are the Return on Assets (ROANd
Return on Equity (ROE)

® ROA is a ratio that measures the net income eavnebsets of an MFI using total assets
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The two levels of self-sufficiency are Operatiorsalf-Sufficiency (0SS)and Financial
Self-Sufficiency (FSS) Operational self-sufficiency is when an MFI islealo generate
revenue and cover all its direct costs (operati@oats, financing costs and provisions for
loan loss). Financial self-sufficiency indicateM&l’s ability to cover its direct costs as well
as its indirect costs (cost of capital) (Ledgerwod@99). When interpreting results of OSS
and FSS, a MFI with values of 100 or more mearisth@ainstitution is self-sufficient.

3.2.2 Efficiency and productivity

Efficiency ratios measure the cost of providingvems to generate income. The costs are
also known as operating costs and can be showfii@srey ratios. The efficiency measures
include average portfolio outstanding which can aasministrative costs, the average of
performing assets or the total of assets (Ledgedw®899). Productivity is the amount of
output generated using given inputs, while efficienefers to the cost per unit output, and
both these ratios can be used to determine levglerformance. Various variables can be
used to measure productivity and efficiency, whietlude number of borrowers per staff
member and administrative cost per borrower (Leslged, 1999). Institutions incur various
costs as they operate that have a bearing on élfffesiency and productivity, which are
positively and negatively influenced by the fundistgucture of the institution as those that
are subsidised tend to have a negative effectfanezicy (Nawaz, 2010). The reason for this
is that poorly performing, subsidised MFIs can cure operations with little regard for
operational costs and subsidies, therefore allowin to overlook any inefficiency in
operations. This includes poor performances by eysgls and/or clients, making the MFIs
inefficient, and it is for this reason that the adistrative cost per borrower variable is
identified in the framework as a proxy for a MFfaency and number of borrowers per
staff used as a proxy for productivity. In theohge tcosts are determined by the number of
borrowers or clients that an MFI has, as well aswhlue of the loans and the number of

loans or clients (Nawaz, 2010).

" ROE is a ratio that indicates an MFls rate ofmrean equity (Ledgerwood, 1999)
8 Operational self-sufficiency index indicates théigy of an MFI to cover all its direct costs.
° Financial self-sufficiency index indicates theliabbf an MFI to cover both its direct and inditemsts
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3.2.3 Real interest rate

Interest rates determine the levels of accesseitciprofitability of MFIs, and can mobilise
the levels of deposits in an economy (CGAP, 200%kj)o schools of thought contribute to
the debate on the relevance of interest rates gop#rformance of MFIs, these are the
classical and neo-classical (Von Pischke et al319Bhe classical view is that interest rates
are determined through market forces, and in deténmthese no interference must occur.
The neo-classical view is to use interest ratestitoulate investment without consideration
of the effect on household consumption and decsstonsave. When a market economy is
slow to develop, governments intervene by contigllinterest rate levels and providing
funds at concessionary rates. This in turn credistortions in the economy, leads to
dependence on donor and government funding, artthefurenders MFIs vulnerable to
political influence (Von Pischke et al, 1993). Jhiew has led to the perception that poor
people have negligible savings capacity becausg llaee little or no incentive to save.
Therefore we find that savings programmes are piiynaimed at the formal sector and less

so for the informal sector.

In this study the real interest rate will be inaddin the framework because of its role in
MFI's strategy in terms of earnings and managenpaticies which has a bearing on the
MFI’s profitability and on interest rate policids the model used the real interest rate equals

actual interest rate minus the rate of inflation.

3.24 Environment specific indicators

Microfinance institutions generally operate in depéng countries under differing economic,
social and political environments to achieve thygial of providing financial services to the
poor. In every country, MFIs experience differetalbenges in terms of infrastructure,
politics, economic development and human developrfeators. It is for this reason that
variables that can account for these factors apdoeed, identified and included in the
framework of analysis. To fully investigate thelirgnce of subsidies on performance and
sustainability of MFIs in SSA, the country speciiidormation variables will be included in
the analysis together with the MFIs’ specific d&ategorical variables are used to represent

the indirect and environmental effects that MFIperience in their operations.
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3.3  Explanation of variablesused

Table 3.2 and 3.3 present the categorical and igéser variables used in the study. The
analysis uses data from the Microfinance Informmatiexchange website (the MIX). To
enable the comparison of the MFIs the MIX usesriom records from thousands of MFIs
across the world which are grouped into differeategorical classifications. Categorical
variables are used to identify a category to whachobservation belongs. These variable
groups are: region, lending methodology, statubgerotservices, regulation and savings
portfolio (MicroBanking Bulletin, 2010). In the regssions the categorical variables are used
as dummy variables which take a specific value déipg on whether a certain condition is
fulfilled or not (Vijayakuma et al, 2010). Theirai$n two category cases is standard in an
analysis. However in a case when there are morettha categories, one dummy should be
excluded to serve as a reference category. Thgaatéhat is excluded from the regression
is called the comparison group because the estnwdténe included group are interpreted
with reference to the comparison group. The choicéhe comparison group is left to the
researcher. The categorical variables used aremessin Table 3.2. The selection of the
variables is based on previously done studies lwddg2010). The selection methodology is
based on definitions presented by the MIX and CGBBAP, 2005).

Table 3.2: Categorical variables

Variables Description

Region Geographic location of the MFI;
Eastern Africa (EA)

Southern Africa(SA)
West Africa (WA)
Central Africa (CA)

Lending Methodology Classified into 3 categories:
Individual lending (1)
Individual and Group (IG)
Group Lending (G)

Status MFI classified in to 4 categories:
Non-Governmental Organisation (NGO)

Non-Bank Financial Intermediaries (NBFI)
Rural bank (RB)
Cooperative (Coop)

Savings MFI classified into 3 categories:
No deposit required

Voluntary saving accounts
Compulsory deposit accounts

Other services MFI is classified as offers additional service @esd not offer|
additional services
Regulated MFI is classified as regulated by some authoritpatrregulated
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The variableregion is used to specify the geographical location & MFIs which are

Eastern Africa, Western Africa, Central and South&irica.

The second categorisation classifies the instistiaccording to théending methodology
which includes individual lending, group lendingdathose that combine individual and

group lending methodologies.

The MIX also classifies the MFIs [gjatus, which refers to the incorporation classificatn
the MFIs. Legally the MFIs are classified into Ngovernment Organisations (NGOs), Non-

Bank Financial Intermediaries (NBFIs), Rural BafiR8) and Cooperatives (Coop).

Other servicesis the categorisation used by the MIX to speitisn MFI provides additional

services to saving and credit provision, such esrieal and training programmes.

The MIX further includes the classificatioegulation to identify if a MFI is regulated or not.
The final categorisation specifies the MFIs acaogdio whether they have savings
portfolio or not. The MFI clients may either be requiredstve, or not save, or the

institution may not provide savings products.

Within the categorical variables comparison grongsd to be chosen (see Section 3.3.1). In
the first categoryregion, Southern Africa is selected as comparison vagidblthe category,
lending methodology, individual lending is selected as the compariganable, while NBFI

is selected as the comparison variable inshwis category. In the categonther services,

the selection can be either a yes or no optionimtide categoryegulation, those MFIs that
are regulated are selected as the comparison lemiabBinally in the categorgavings

portfolio, MFIs that offer savings was selected as the coisgarariable.

3.3.1 Description of variables

There are a number of approaches to measuring MEf®rmance and sustainability. In this
research the selected variables are based orrdteein the MFI's finances and as outlined in
literature. In Table 3.3 the descriptive variabl® presented. Nawaz (2010) uses an

approach in which he investigates the determinainkdFI's performance basing his analysis

25



on Yaron's SDI measure of sustainability, and tHeEB Network’'s OSS and ROA as
measures of self-sufficiency and profitability. Téteidy further highlights key variables and

relationships in the analysis of microfinance perfance and sustainability.

Table 3.3: Description of variables used

Variables used Unit | Description

Subsidy Dependence Indexos Subsidy (S)/Revenue from lending

(SDI)

Operational Self- % Financial revenue (Total)/ (Financial Expenseoar.

Sufficiency (OSS) Loss Provision Expense + Operating Expense)

Financial Self-Sufficiency % Financial revenue (Total)/ Adjusted (Finangial

(0SS) Expense + Loan Loss Provision Expense + Operating
Expense)

Return on Assets (ROA) % (Net operating Incomes(lesces))/ Period average
assets

Inflation % Consumer Price Index

Real Interest rate % Nominal Interest Rate —fiiwita

Yield/interest rate on loan| % Revenues from loagrage of loans

MFI age No. Years since MFI has started operations

Loans / asset US$| Gross Loan Portfolio/ averagesséts

GNI per capita current US$| Gross national Incomeéddd by the population
(Current US$)

GNI per capita (ppp) US$| Gross national income ddigi by the population
calculated by Parity purchasing power (ppp)

Financial cost % Interest rate paid on borrowingeit

Financial cost/asset US$ Interest paid on borrolkingrage of assets

Admin cost/ asset US$| Administrative cost/ averagget

Average Loan Size US$| Gross loan Portfolio/numlberctive borrowers

Loan size per GNI(ppp) Average loan size/GNIqapita (ppp)

Loan size per GNI(current Average loan size/ @bl capita

Borrowers / staff No. Borrowers per staff member

Women borrowers % Percentage of women borrowers

Admin cost per staff UD$| Administrative cost peafbt

Admin cost per borrower US$| Administrative cost perrower

M easures of sustainability

The Subsidy Dependence Index (SDI) is a measuk#ds sustainability that was proposed
by Yaron (1992a), and is the inverse of self-sastaility and has become a commonly used
method of measuring MFI sustainability (SEEP Nekyad2005). SDI is best suited for
measuring the relationship between external sudssiaid operating income of a MFI. In this

study SDI is also used as a proxy for subsidyenr#gression analysis.
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SDI is expressed as:
SDI = S
(LP#)
= (A(m-c) + ((E*m) — P) + k)

LP#
Where;

S = Total annual Subsidy

A = the average annual outstanding concessionanslaccessed by the MFI
m = market interest rate

c = rate at which the concessionary loans have hdeegssed

E = equity

P = reported annual before tax profit (adjusted)

k = the sum of other grants received annually Isyitution

LP = the average annual outstanding loan portfufiithe institution

i = rate of interest at which the institution lendst$aclients.

The Operational Self-Sufficiency (OSS) ratio is easure of how well an MFI can cover its
operational costs with its revenues (Ledgerwoo@91$EEP Network, 2005). OSS and FSS
are measures of self-sufficiency that have beernveterirom a need to understand the
difference between incomes received that coveratiperal costs and incomes from donors.
Over time the methods evolved from being definetbur levels of self-sufficiency to being
defined at three levels and now OSS and FSS haee tedined into two levels used to
differentiate them from the measurement of selfisehcy and sustainability (Adam and
Von Pischke, 1992; Ledgerwood, 1999; Okumu, 200He calculation of OSS varies
depending on the institution, with some institusiqoreferring to exclude financial costs in
the calculation because of the differences in thg they incur the costs. For example some
institutions fund all their loans with subsidisethdls and therefore have low financial costs
while others don’t. This would mean there wouldabeeed for numerous ways to determine
each MFIs level of sustainability which can leacctmfusion (Ledgerwood, 1999). However
since all MFIs incur operational costs, which needbe measured and monitored, it is
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important to establish a standardised method dadrdening sustainability. The OSS ratio
below is the method of determining a MFI's abilibycontain operational costs. This ratio is
relevant in this analysis as it is the basic measirself-sufficiency for MFls, as well as
being an important index for managers of youngtinsbns who wish to monitor the path to
sustainability, as it may take several years t@lbreven. When they do break even, they
should never return to an OSS less than 100%. ©3Bo suitable in that it does not tend to
fluctuate as much as other ratios and a positieedtrcan be achieved through growth and
increased efficiency. As a result, OSS is the or#itpbility measurement that is worth

monitoring on a monthly basis and is used in tegearch (SEEP Network, 2005).

The numerical measure of OSS is:

0SS = Operating Income

(Operating expense + financial costs + provismmdan losses)

(where at least one of the variables in the fornmoleequal to zero).

The Financial Self-Sufficiency (FSS) ratio is cdited as an adjustment to the OSS as a
result of the equity and inflationary changes (SEBRwork, 2005). FSS indicates whether
enough revenue has been generated that will coxér direct and indirect costs including
financial costs, provisions for loan loss, opemtiexpenses and cost of capital. The
calculation of FSS includes all financial costsp\asion for losses, operating costs and cost
of capital. All these variables are adjusted far ¢ffect of inflation on the equity of the MFIs
(especially in those institutions that operate viathirowed funds and subsidies). The cost of
funds must be included in order to theoreticallgcel the MFIs on par regardless of the
different funding structures (Ledgerwood, 1999)heTFSS is calculated using the formula

below.

FSS = Adjusted Financial Revenue (Total)

(Adjusted Financial Expense + Adjusted Loan Loss/Rion Expense

+ Adjusted Operating Expense)
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FSS is affected by external factors such as ioftatand market rates and therefore it
fluctuates. It is important for managers to mamtan FSS of greater than 100% or else the

sustainability of the institution is jeopardisedEf3® Network, 2005).

M easures of profitability

The Return on Assets (ROA) is an index that shoows Wwell a MFI is managing its assets
while attempting to maximise profits (SEEP Netwd2R05). ROA is affected by variations
in loan terms, interest rate and fees. For tlasor the ROA which includes total performing
assets and not only operational assets is congid€hes ratio is relevant in determining the
performance of a MFI because it includes the returthe loans values. The ROA equation

is:

ROA = (Net operating Income (less taxes))

Period average assets

Inflation is defined as the change in the costagjuéring a basket of goods and services by an
average consumer which is relevant in the anabsi represents the change in the cost of
goods and services in the various countries, anasing the Consumer Price Index (CPI) the

effect of inflationary fluctuations is then accoeahtfor (Ledgerwood, 1999).

The Real Interest Rate is the rate of interest tM&ls charge for loanable funds.
Microfinance institutions need to ensure that tse of funds generates more revenue than
the cost of funds and the interest rate is an itapbrcomponent in income generation and
ultimately profit. Being a key determinant of gtability in MFIs the real interest rate is an
important component for the analysis, and is cateal as the nominal interest rate less the
inflation rate (Table 3.3) (Ledgerwood, 1999).

Real Interest rate = Nominal Interest rate - |iflat

Yield on interest rate or the effective yield isfid for MFIs to compare yield on the loans
portfolio. Interest rate yield on loan measuresah®unt received in cash interest payments

on fees and commissions from its clients. Thioratithe initial indicator of an MFI's ability
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to generate cash for operations from the Gross IRmatfolio. Interest rate yield should be
analysed in the context of the local market andsgohieg interest rates. Yields should not
fluctuate significantly unless the MFI frequentlyamges its loan terms and conditions (SEEP
Network, 2005). As a determinant of revenue, theerest rate yield is included in the

analysis (Ledgerwood, 1999).

The yield is determined through the following edorat

Yield = Revenues from loan

Average of loans

Gross National Income (GNI) is defined by the WoBdnk as the value of products
produced by citizens living within or outside theuatry, and in this study it is used as a
proxy to measure country specific purchasing powfeconsumers, in other words it is a
measure of the wealth of the country or region.is Theasure of income may not be ideal
because of the high inequalities in incomes in Slk#wever it is the only measure that is

found in all the countries.

MFI age is a good indicator of the institution’silip to be self-sustainable. Empirical
evidence shows that older MFIs are more likely ¢éosklf-sustainable and ultimately better
performers than newly formed ones. The MIX uses pleer grouping characteristic to
classify a MFI's age. An MFI that is 1 to 4 yeald i3 classified as new, those between 5 and
8 years are young, and the ones over 8 years dwear®dlicroBanking Bulletin, 2009). It is

expected that MFIs should be self-sustainable dmegreach maturity.

The Loan to asset ratio is a ratio of the gross jpartfolio over the average value of assets,
and is an important indicator of performance antepial to earn revenue from its loan
portfolio in the future (SEEP Network, 2005).

The Average loan size (GNI) per capita is a measfigepth of outreach. This method is
used widely with variations when measuring outreatérnationally when GNI per capita is
used. This method poses a challenge in terms efdggneity within the loan products in
terms of length of loan periods which should alwdpgs taken into consideration in the
analysis (Okumu, 2007).
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The variable women borrowers is a percentage antkasure of the number of women
clients a MFI has in its portfolio. The variable atso used as a proxy for poverty in the

analysis.

M easures of efficiency and productivity

Efficiency and productivity ratios provide inforn@t about the rate at which MFIs generate
revenue to cover expenses (Ledgerwood, 1999). Byleéing and comparing efficiency and
productivity ratios MFIs can determine if they aneximising their use of resources, and the
ratios can be used to compare performances of rhgtutions by tracking MFI staff,
operating units and productivity (Ledgerwood, 199%)fficiency ratios measure the cost of
providing services to generate income, and arekalewn as operating costs. The efficiency
measures include average portfolio outstanding hwigan be administrative costs, the
average of performing assets or the total of agtetdgerwood, 1999). In this research the
administrative costs per borrower ratio is used gsoxy for efficiency (Cull et al, 2006;
Nawaz, 2010; Hudon and T 2010).

Productivity refers to the quantities (volumes) lmfsiness that an institution is able to

generate using available resources (Ledgerwoo®)199

Productivity ratios include:
* number of active borrowers per staff (loan offjcer
» portfolio outstanding per credit officer
» total loan portfolio per staff
* number of active savers per staff

* number of deposits outstanding per staff

In this research the number of active borrowers gaff ratio is used as a proxy for
productivity. This variable is chosen because ©tdse of determination considering that not
all the MFls in the study are similar in portfobtatus. Some MFIs in the sample are deposit

taking while some are strictly credit issuing ingidns.
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34 The state of the microfinance sector in sub-Saharan Africa

The categorical variables are important as theyessmt the economic externalities that have
an impact on the regression of the descriptivealsdes. Figure 3.1 below depicts the status

of the categorical variables used in the studyaedoresented graphically in pie charts.

Region Lending M ethodology
Central Eastern Group
Africa Africa endi
18% 29%
Indivdual
Sou'thern G?ggp
‘ 35%
Status Other Services

No other

8%

services
Rural
Bank Other
9% services
provided
66%
Regulation
Not
o =
24%
Required Regulated
Saving 76%

Figure 3.1: Descriptive analysis of categorical variablesin SSA

Source: Data is taken from the MIX Market website basedttom sample of 92 MFIs in sub-Saharan Africa

(2010)
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The descriptive statistics show that West Africa hbe highest representation of MFIs
(33%); with East Africa having the second highds2@% and Southern and Central Africa

have the least number with 20% and 18% respectively

Individual lending in MFIs constitutes the most ion@ant form of lending with 59% of the
sample. Those that combine both individual and gréending have the next highest
representation (35%), while those providing groepding services onlyare the least

represented and constitute 6% of MFIs in the centin

NBFIs constitute the highest number of MFIs (37#@joived by NGOs (31%) according to
the sample results. Cooperatives constitute 23%ewhral banks are the least represented

with only 9%.

Figure 3.1 also shows that 76% of the MFIs are le¢gd, 68% have voluntary savings
products, and 66% provide additional services &ir ttlients, such as insurance and training

products.

35 Summary

In this chapter the determination and selectionasfables that have implications for MFI’s

performance measurements has been highlightec:tidgl¢he variables to use in an analysis
is a major challenge and should be done carefedigecially because important determinants
can be overlooked. By explaining variable selecaod all the variables used the method of

analysis can be verified.

Literature reviewed thus far has shown that ther@ ielationship between microfinance and
poverty alleviation. In the objectives a framewdok analysis was established which was
used to specify four key variables that were ideati as being indicators of MFI
performance. The indicators identified were susitaiity, profitability, efficiency and

productivity.

The Subsidy Dependence Index (SDI) is a measukds sustainability that was proposed

by Yaron (1992a) and has become a commonly usechoehebf measuring MFI

sustainability. SDI is best suited for measuring thlationship between external subsidies
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and operating income of a MFI. In this study SDIl e used as a proxy for subsidy in the

regression analysis.

Successful institutions are those that are findiyora@able, that is, those that are able to cover
their costs using revenue. There are two level§inaincial viability, namely, Operational
Self-Sufficiency (OSS) and Financial Self-SuffiamgnFSS). OSS ratio is a measure of how
well an MFI can cover its operational costs withrigvenues. FSS indicates whether enough
revenue has been generated to cover both direcindivéct costs including financial costs,
provisions for loan loss, operating expenses aadctst of capital. When interpreting results
of OSS and FSS, a MFI with values of 100 or moreamsethat the institution is self-

sufficient.

Efficiency ratios are used to measure the costaviging services to generate income. The
costs, also known as operating costs, can be shemg efficiency ratios. The efficiency

measures include average portfolio outstanding hwigan be administrative costs, the
average of performing assets or the total of asgetsductivity is the measure of the amount
of output generated using given inputs. Both threses can be used to determine levels of

performance of MFIs.

The Return on Assets (ROA) is an index that showws Wwell a MFI is managing its assets
while attempting to maximise profits. It is for shreason the ROA which includes total
performing assets and not only operational assetomsidered as a good proxy of MFI

profitability.

To enable the comparison of the MFIs in differimgdtions the MIX groups them into
different categorical classifications. Categorigatiables are used to identify a category to
which an observation belongs. The categorical bégiagroups are; region, lending
methodology, status, other services, regulation sawings portfolio. In the regressions the
categorical variables are used as dummy variableshwiake a specific value depending on

whether a certain condition is fulfilled or not.

The descriptive statistics analysis showed thatntfagority of MFIs are located in West
Africa, with East Africa having the second highas29% and Southern and Central Africa

having the least.
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Further statistics revealed that individual lendimgethodology was dominant in MFIs
compared to those that combine both individual grelp lending and those that provide

group lending services only.

NBFIs were found to constitute the highest numideMbls with NGOs being the second

highest institutional form according to the samelsults.
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Chapter 4: Resear ch Methodology

41 Introduction

Having looked at the status of microfinance in tégion and discussed the various benefits
and challenges of the sector, the focus is nowetlitn the research methodology. Chapters
two and three are chapters of the literature reeand were used to highlight some of the
key indicators of performance in MFIs. Empiricaktature is limited in highlighting the
functional relationship between performance anddégerminants, profitability, efficiency,
productivity and interest rates (Hudon and ¢&a2008, 2010; Dannroth, 2009; Nawaz,
2010).

In this chapter a quantitative approach is used tt¢ main objective being to determine the
models for analysing the effects of subsidies om performance and sustainability of
microfinance institutions in sub-Saharan AfricaheTmethods of data collection and analysis

are explained below.

4.2 Data

This study was based on financial and macroeconaaia of MFIs in SSA which was
sourced from the Microfinance Information eXchafe MIX) website (Appendix 1, Table
1). It contains audited financial records of 92 Blfdcated in 30 countries in sub-Saharan
Africa, for the years 2006 to 2008. The macroecanandicators were obtained from the
World Bank (WB), the International Monetary Fund1ff) and Times Series Explorer (the
academic level economic data base offered by adadestitutions).Econometric analysis

methodology was used in the study.

There were 195 MFIs in sub-Saharan Africa that stibchtheir records to the MIX website
for analysis in 2008. This figure was an improvetrieam 159 MFIs in 2007 and 143 in
2006 (CGAP, 2009a). The data sample constitutdgemlifinancial statements and reports

from 92 MFIs representing 47% of the populatiorveyed. The sample in the study includes
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institutions such as Equity Bank of Kenya, Pro-gradd FINCA in Ghana and Uganda and
LAPO and WAGES in Nigeria and Togo respectively ethat the time of the study were

performing well.

The MFIs were selected, based on a rating systea lng the MIX, in which institutions are
rated according to the availability and claritytbéir financial statements. The highest rating
of five stars reflects good financial records wthitse lowest rating of one star reflects very
poor financial records (MicroBanking Bulletin, 2009n this study, the majority of MFIs
used were those with four and five stars. Howeteegnsure all the regions in the continent
were adequately represented, MFIs with ratingéiiee were also selected for the analysis, as

some countries within the sample did not have M¥tk higher ratings.

Table4.1: Summary of response of dependant variablesof MFI in SSA

Performance indicator Theoretical economic Expected direction in model Expected d|rect|o_n in
response model after subsidy

ROA +

0SS > 100 > 100 <100
FSS > 10(C <10C <10C
- + +

Table 4.1 is a summary of the expected responsieeoéxplanatory variables in the model.
The second column shows the response as statedaincial theory where ROA and the
sustainability variables in a performing MFI argegted to be positive and greater than 100
while the SDI is expected to be as low as possilie. next two columns show the expected
direction before and after inclusion of subsidyhe analysis, where the ROA is expected to
change from positive to negative and the FSS anda®®expected to show that MFIs in

SSA are not sustainable.

43  Mode specification

In this study, the method of analysis follows arga:ds on a procedure selected by Nawaz
(2010). The expansion is in the introduction of Sdles as a contributing factor to MFI's

sustainability and performance. The panel dataacandffects model was selected for use
after testing for specification bias using the Haas test. The rationale of this estimator is

that it allows for the inclusion of explanatory Mdnles that have equal values for all
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observations within a group - making the inclusmintime invariant variables possible.

Variations across observations are assumed to hdoma and uncorrelated with the

independent variables in the model; therefore Htr@lom effects method accounts for the
possibility of correlation within the model due iafluences on the dependant varidble

(Vijayakuma et al, 2010).

The number of observations in this study is 276 enagl of the number of observations in a
panel data being equal to the number of pametaifltiplied by the number of time input3.(
The model for the study is therefore;

Yij =a+BXj +nit g

Where:
Y represents the dependant variable i at time |
X represents the independent variable i at time |
a; (i=1....n) represents the intercept or each entiserved
ni represents the unobservable time invariant effect

gj represents the within entity errors

44  Theregressions

The regressions that follow bring about possiblelogeneity of an MFI's subsidy

dependence. To account for this endogeneity proliemwo stage least squares regression
(2SLS) is done. This is a Lagrange multiplier telvariable independence associated with
time series used to test and control potential gaedeity that is found in panel regressions.
The first stage regressions produce orthogonahlles that are unaffected by endogeneity of

the sustainability and profitability variables. Whithe second stage produces the variable

10 All the estimations were done using STATA, anrexuetric analysis package
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estimates. To get the second stage estimatesrshesttige regressions are solved using the
orthogonal estimates.

The estimates in the first stage of the regressien

SDI = 3.994 — 0.78240SS

Adj R? = 0.1269; n= 276;

In this study the method of analysis follows a paure selected by Nawaz (2010) who based
his approach on Jacob Yaron’s SDI measure of sisidity, and the SEEP Network's OSS,
FSS and ROA as measures of self-sufficiency anditabdity. This study augments the
work mentioned in the previous sentence by doirecified regression analysis in which
subsidy is gradually included in the regressionagigas to see its effect on the dependent
variables. Each equation in the regression is tbereanalysed in four regressions. The first
analysis determines the direct effect of subsidytlmen dependant variable. The second
regression will reflect the response of the depehdariable when regressed on selected
independent variables (see Table 3.3). The thigdession will show the response of the
dependent variable when subsidy is included imtbdel. The fourth and final regression in
each case will reflect the response of the depéndeiable when subsidy is multiplied with
each of the categorical variables (dummy variabhdsrh represent the environmental effect

of the inclusion of subsidies on the performanchibfs.

44.1. Profitability regresson

Performance is a function of portfolio quality, guztivity and efficiency, financial viability,
profitability, leverage and capital adequacy andlescoutreach and growth (Ledgerwood,
1999). The focus for the regressions is on the wosévenue relationships in the MFIs and
includes yield, loan size per capita, gross natiol@me, administration cost per asset, and
the loans to assets ratios which are the indepénderables. The analysis in this case
controls for characteristics of the client basejuding women borrowers and the age of the
MFIs. The categorical variablesegion, lending methodology, status, other services,
regulation, and savings portfolio are included as dummy variables. The regressidorng by
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monitoring the changes in explanatory variablesragged with profitability measures
resulting from either including or excluding thebsidy on the right hand side of the

regression equations and viewing the resultingcefie the dependent variables.

The regression model to determine the profitabdityhe MFI is as follows;

ROA; = o + f1 Yield; + 2 loansize/GNIcapita; + 3 Admn. Cost/assetj + 4 loan/asset;; + f5Age; +
PeWomen; + f7Status + S8 LendingTypg + p9Region + f10Savings + p110therServices +
B12Regulated; +¢; 1)

ROA as discussed in chapter 3 is a profitabilityicator ratio (SEEP Network, 2005) which
indicates how well a MFI is able to generate an&imse profits while managing its total
assets. Since the ROA measures profitability, tdependent variables used in the regression
are selected so as to highlight the cost effedchénanalysis (Nawaz, 2010). MFIs in sub-
Saharan Africa have over the years performed powilli some statistics showing them
having negative ROA. In this analysis it is expddigat ROA will also be negative showing
that the MFIs are not profitable especially whehssdies are included in the analysis based
on CGAP’s benchmark report (2009a).

4.4.2 Sustainability regresson

In the analysis of sustainability a frequency dusttion is calculated using SDI values of the
MFIs in the sample. This is a descriptive analysisthe SDI values which shows the
distribution of the MFIs based on their levels o$tainability. A regression using OSS and
FSS is then done to determine the effect of suéssidn the self sufficiency of the MFIs.

In the determination of the effect of subsidy, thgression equations are determined using
the sustainability measures of a MFI's performancEhese are the SDI, OSS and FSS.
Equations [2], [3] and [4] are the sustainabiligression equations in which the revenue

variables yield interest on loans; loans per asset regressed with the cost variables

™ Only time variant variables have a subscript {fijjll the regressions
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administrative cost per asset and loans size petac&NI. The variables women and age are
included in the equation due to their role as tliemaracteristics of the MFI, while the

dummy variables are included as environmental chariatics. In regression equation [3] the
variables inflation and interest rates chargedirzzieided in the equation to account for their

effect on the MFI's performance over time.

The Subsidy Dependence Index (SDI), as statederptavious chapter, measures an MFI's
self-sustainability indicating a long term abilitpy sustain its operations. It identifies

measures that MFIs have to take in order for thenbécome free of subsidies (Yaron,
1992a). A negative SDI shows that the MFI is dnatale where a positive SDI shows it is

lacking in the ability to be sustainable. For thEIsto be performing well, the SDI should be
less than zero or as low as possible. In the aisatys expected that the SDI for the sampled
MFIs will be positive showing that MFIs in sub-Sednma Africa are not sustainable over time

as discussed in the literature review chapter @al).

The Operational Self-Sufficiency (OSS) ratio idéaes a MFI's ability to cover its immediate
operational costs. For the MFI to be operationa#¥f-sufficient the OSS has to be above
100%. It is expected that the average OSS foselexted MFIs will be greater than 100% in

the analysis.

The regression model for estimating operationdiséficiency is shown below;

OS5 = a + p1 Yield; + 2 loansize/ GNIcapita; + £3 Admn. Cost/asset;; + f4 loan/asset;; + f5Age;j +
PeWomen; + f7Status + S8 LendingTypg + p9Region + f10Savings + p110therServices +
B12Regulated; +¢; 2)

The Financial Self-Sufficiency (FSS) ratio shomrgether enough revenue has been generated by
a MFI to cover both direct and indirect costs idghg financial costs, provisions for loan loss,
operating expenses and cost of capitais affected by external factors such as infiatend
market rates and therefore it fluctuates. It isonspnt that a FSS is greater than 100% for the
MFI to be sustainable (SEEP Network, 2005). Ibgsexted that the average FSS will be less

than 100 in this analysis of the selected MFIs Wwimcin line with regional trends.
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The regression model for estimating financial seiffficiency is shown below;

FSS; = a + 1 Yield; + 52 loansize/GNIcapita;; + 3 Admn. Cost/asset;; + 4 loan/asset; + f5Age; +
PeWomen;; + g7Inflation; + 48 Interestrate charged;; + f9Region + £10Savings + £110ther Services;
+ f12Lending Type + f13Status +p14Regulated; +¢;; (3)

4.4.3. Efficiency regression

In the determination of the subsidy effect on edficy of MFIs, the administrative cost per
borrower variable is selected as a proxy for edficy. Considering that the analysis is based
on the cost effect of performance, the variablseisn to be a suitable proxy for efficiency.
Furthermore literature shows that the same varisbilesed by other authors in determining
MFI efficiency (Cull et al, 2007; Hudon and Eea 2008; Nawaz, 2010; and Armendariz et
al, 2011). The analysis involves regression ofitldeependent variables; loan size per capita
GNI, GNly, SDI, on administrative costs per borrower asdbpendant variable and the
different categorical variables. The results shdvanges in the regression outputs when the
independent variables and their dummies are kepstaot while changing the dependent

variables, thereby monitoring the effect on thelaxatory variables.

The model for estimating the effect of efficienaymerformance is as follows:

Admincost/borrowers; = o + fiLoansize/GNIpc; + £,SDlij + psWomen;; + S, GNIpc; + fsAge; +
PeStatus + prLendingtype + SsRegion; + fsSavings + SioOtherservices + S Regulated; + ¢
(4)

The expected effect of subsidies on the efficiemicsnicrofinance is that it can be positive in
the initial stages but with continued subsidisaiidmecomes negative (Nawaz, 2010). In this
analysis the expectation is that the inclusionutisgdies reduces the efficiency of MFls.
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4.4.4. Productivity regression

Subsidies affect costs and productivity of staéfinig investments and physical assets. In the
regression the same dependent variables are therefsed to measure the effect on

productivity as shown in the regression equatigr{N@awaz, 2010).

The model for estimating the effect of productiwaty performance is as follows:

Borrowers/staffij = o + fiLoansize/GNIpc; + fSDIi; + fzWomen;j + S4 GNIpcj + fsAge; + feStatus
+ p7Lendingtype + fsRegion; + feSavings + fioOtherservices + fiRegulated + &

©)
Based on the literature reviewed, an increasedmbalth of the clients leads to a decline in
the staff productivity (Nawaz, 2010). This is agesult of clients getting wealthier and
demanding better services. This makes it diffiatt the staff to manage and meet these
increased demands of their clients and thus statfyctivity declines. The expected effect of
the inclusion of subsidies on the productivity gs@ is that it will reduce MFI staff
productivity.

4.4.5. Real interest rateregression

The regression on interest rate involves usingehéinterest rates as the dependant variable,
which is the nominal rate adjusted for inflatiomeTvariables that are determinants of interest
rate policy are cost of capital, defined by finah@ost in the equation, administrative cost
reflected by administrative costs per borrowersk which is reflected by women, inflation
and profit which are defined by loan size, age @M per capita in the regression (Okumu,
2007). The analysis controls for characteristicthefclient base including number of women
borrowers, Gross National Income (GNI) per capma @average loan size. The dummy
variables region, lending methodology, status, other services, regulation, and savings

portfolio are also included.
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The specific model for determining the effect of ihterest rate on the performance of MFIs

is as follows;

Real InterestRatg; = a + f1 loansize/GNIcapita; + 2 Admn. Codts; + 3 Women; + p4Age; +
B5GNICapita; + 46 Inflation; + £7 FinancialCost;; + f83tatus + 49 LendingType + S10Region +
pl1Savings + p120ther Services + f13Regulated; +¢;; (6)

The interest rate role is twofold in the analyJike first role is a source of revenue for the
MFIs and contribution to the growth of the institu. The second role is as an inhibitor to
access for the poor as high interest rates temthtbit entry for the poor. In the analysis the
expected response is that the inclusion of sulsidik increase the interest rates charged on
clients. This is because it is expected that asstlizsidies take effect the cost variables,
financial costs and administrative costs will irage leading to an increase in interest rates

over time.

45 Summary

A quantitative approach was used in the resear¢hadelogy. There were 92 MFIs from 30
countries in SSA whose audited financial recordgewanalysed using the panel data
estimation technique. Four sets of regression nsodefe established as those that could best
explain the effects of subsidies on the MFI's perfance and sustainability. These were the
profitability regression, the efficiency, produdty regression and the real interest rate

regressions.

The method of analysis followed was a procedurecsetl by Nawaz (2010). The

methodology was expanded by introducing subsidges aontributing variable to MFI’s

sustainability and performance indicators. Regoessnodels were established so that
regressions on specific variables could be cawigd The profitability regression of the MFI

was determined using the ROA while the sustairtghiggressions were determined using
SDI, OSS and FSS which were identified as the bebtators of self-sustainability and

profitability.
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The administrative cost per borrower ratio wasctel as a proxy for efficiency. The number
of borrowers per staff ratio was selected as tloxypfor productivity. The interest rates
regression model was done because it has a beamitige MFI's profitability potential and

on interest rate policies.

The average loan size per GNI, per capita and nuwibeomen borrowers were selected as

proxies for measuring depth of outreach and poverty

The expectation from the findings in this paper #rat while MFIs are expected to be
operationally self-sufficient, as will be reflectddy the OSS, they on average neither
profitable nor are they expected to be self-suatdenand efficient as shown in the summary
Table 4.1. With the development of the right regi@ss the results will prove to be in line

with a priori expectations for the industry.
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Chapter 5: Analyssand Findings

51 Introduction

This study draws on previous studies whose focisstavhighlight the concerns around MFIs
being subsidy dependent. This research focuseseoaffect of subsidies on the performance
and sustainability of MFIs in sub-Saharan Africad amghlights the difficulties that the

African sub-continent faces in terms of efficienpyoductivity and balancing of outreach and

sustainability objectives.

The focus in this chapter is to carry out the asialgnd interpret the results. The regressions
were carried out by employing OLS panel analysislie 92 MFIs that were populated over
the years 2006 to 2008. This chapter is divided ihie following sections: introduction;
discussion of the summary findings focusing ondbelation output as shown in Appendix
1, Table 2; the discussion of the results of tlgregsions and the summary of the chapter.
Appendix 1 is a full list of the institutions uséd the study and their countries of origin.

Appendix 1, Table 3 is the complete table of sunynséatistics.

52  Summary findings

Table 5.1 shows the summary results of the varsabged in the study. These variables are
defined in Chapter 3 in line with the definitionsed by the MIX and CGAP (Hashemi et al,
2005). The summary results reveal that on avemragezpfinance institutions in sub-Saharan
Africa have a SDI that is 0.396 (39.6%) and a R&® i 74.32%. MFIs in Africa face higher
transaction costs and lower average revenue strd@ngheir counterparts in other parts of
the world which lends support to why these MFIsehdawer financial self-sufficiency
values. The positive sign of the coefficient of BBl shows that the MFIs need to raise
interest rate charges by 39.6% in order for theagee institution to become subsidy free.
However the minimum value of -2.53 shows that theme institutions, such as Capitec in

South Africa, SEAP in Nigeria, Equity Bank and KgRie Kenya, that are self-sustainable.
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Table5.1: Summary statisticsfor MFI in sub-Saharan Africa (2006-2008)

Variables used Unit Description Obs | Mean Std Dev | Min Max World mean?”
Subsidy Subsidy (S)/Loan Portfolio

Dependence Inde * interest (LP1) 276 | 39.6 1.16 -2.53 1.812 214

(SDI)

Operational Self- % Financial revenue (Total)/

Sufficiency (OSS) (Financial Expense + Loan| 276 | 136.01 504.84 4.50 847.30 | 123.0

Loss Provision Expense +
Operating Expense)

Financial Self- % Adj Financial revenue
Sufficiency (FSS) (Total)/ (Adj Financial 276 | 74.32 108.51 -419.33* | 153.79 | 105.1
Expense + Adj Loan Loss
Provision Expense + Adj
Operating Expense)

Return on Assets % (Net operating Income (les:
(ROA) taxes))/ Period average 276 | -1.48 13.58 -85.07 20.48 5.26
assets
Inflation % Consumer Price Index
27€ | 10.7¢ 8.47 -8.97* 44.3¢ 6.6
Real Interest rate % Nominal Interest Rate| —
inflation 276 | 16.74 9.38 -17.2 32.27 24.0
Yield/interest rate % Revenues from loan/average
on loan of loans 276 | 40.27 25.56 0.23 147.98 | 30.6
MFI age No. Years since MFI has started
operations 276 | 11.3 7.13 0.00* 40.0 14.15
Loans / asset US$ Gross Loan Portfolio/
average of assets 276 | 7.5 0.22 0.01 15.2 9.4
GNI per capita| US$ Gross national  Income
current divided by the population 276 | 713.51 920.69 110.00 5820.0 | 1358
(Current US$)
GNI per capita (ppp)| US$ Gross national income

divided by the population 276 | 1494.30 | 1446.22 | 278.76 9780.0 | 3476
calculated by Parity
purchasing power (pp

Financial cost % Interest rate paid on
borrowing or debt 276 | 16.83 8.98 0.02 47.0 7.30
Financial cost/asset uss Interest paid on
borrowing/Average of 276 | 0.18 1.06 0.00 10.10 0.028
assets
Admin cost/ asset US$ Administrative cost/
average asset 276 | 0.211 14.24 0.00 31.83 0.176
Average Loan Size uss Gross loan Portfolio/number
of active borrower 27€ 515.2: 736.4: 2.31 6381.t | 80¢
Loan size per Average loan size/GNI per|
GNI(ppp) capita (ppp 27¢ 0.51€ 48.87 0.0C 62.72% | 0.30¢
Borrowers / staff No. Borrowers per staff membjer
276 | 179.14 297.31 0.07 4036.0 | 143
Women borrowers % Percentage of women
borrowers 276 | 62.74 25.64 1.37 100.00 | 64.07
Admin cost per staff] UD$ Administrative cost peafét
27€ | 5672.2( | 4099.2! | 277.] 33972 | 1216¢
Admin cost per US$ Administrative cost per
borrower borrower 276 | 154.82 313.68 0.19 6081. 131.09

Sour ce: The table of variables used in the analysis &tan the authors own calculations (2010).
* Outlier variables are not considered.
"M values taken from analysis by MicroBanking Buili€2008) and Nawaz (2010).

The results also show that MFIs in the region grerationally self-sufficient, meaning that

the majority of MFIs in SSA are able to cover thairect costs with revenues received. The

average for OSS in SSA is 136.01% and when looatrtpe yield return on loans the figure

shows that on average these MFIs charge interest 04 40%. The findings however reflect

that on average MFIs in SSA have a negative ROA§)1land are therefore not profitable.

These results support the findings by CGAP (20@0yhich the average ROA for MFIs in
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SSA was -1.8 for the similar period, a trend thalyrhe caused by high transaction costs and

institutional inefficiencies.

The summary statistics also show that on averagks MIFSSA were found to be 11 years
and three months old making their average age ®y®ars younger than that of MFIs in the
rest of the world. However, in considering the digifon of the stages of institutional growth

as explained in chapter 3, it can then be concldid#dMFIs in SSA are on average mature.

Countries in sub-Saharan Africa have on averagernomcomes than those in the rest of the
world. This can be seen in the lower average peitac&NI values where African MFIs have
a mean of US$ 1 494.3, compared to the world aeesdd)S$ 3 476.00. This information is
unsurprising added to the fact that the average &ze is lower for MFIs in Africa (US$
515.23) than for those in the rest of the worldakiis US$ 808.00.

The average number of borrowers per staff is 1i€htd to a staff member according to the
summary findings, which is much higher than the ld/@verage of 143, implying that MFIs
in SSA are less productive than those in the reteoworld.

Similarly, MFIs in SSA were found to be on aver#eges efficient than MFIs in the rest of the
world shown by the mean values of the administeatiosts per borrower, which proves that

generally costs are higher when serving borrowe#siica than in other continents.

MFIs in SSA charge borrowers an average interésta40.27% yet it costs them 16.83% to
acquire loanable funds, whereas on average MRl®inest of the world charge interest rates
of 30.6% and pay 7.3% to acquire loanable fundghlighting the fact that funding of loans

is costly on the African continent.

Financial costs (loanable funds) are high in MRISSBA with the average at 16.83%. This
has resulted in more and more MFIs focusing on hsaly deposit accounts to fund their

equity base.

The administrative costs for staff are lower in S8Anpared to MFIs in other parts of the
world because of the lower average wage rates feishh Africa (MicroBanking Bulletin,
2008).
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Administrative costs per borrower are higher in S&%ause MFIs in this part of the world
operate in rural markets serving clients in spgrpebulated countries. The average value of
administrative costs per borrower is US$ 153.82 mamed to the world average of US$
131.09.

5.2.1 Measuring MFI performance and sustainability

The correlation matrix as presented in Table 2han Appendix shows the strengths of the
relationships between selected variables of impoda The SDI has a negative and
significant relationship with ROA, Age of the MFha inflation, implying that subsidies
reduce a MFI's profitability and older MFIs are ragustainable. The SDI is also significant
and positively related to the average loan sizemmber of women borrowers and
administrative costs per borrower implying that iaorease in costs, directly or through
increased outreach and poor clients, reduces thesMEstainability. The correlation also

shows that older MFIs have lower interest ratesctspay.

OSS is positive and significantly related to FS#v&ng a strong relationship between the
MFI's ability to cover their operational and inditecosts. This correlation implies that

financial self-sufficiency can be attained oncerafienal self-sufficiency is reached.

FSS is significant and negatively related to indlatshowing that inflation reduces an
institution’s ability to cover its indirect finarali costs, highlighting how environmental
factors can affect a MFI's sustainability. MFIsdauntries with high inflation will therefore

struggle to attain financial self-sufficiency.

The profitability indicator, ROA is significant antegatively related to the real interest rate
and financial costs, showing that an increase eniiterest rate cost and the cost of loanable
funds reduces profitability, while the continuounsriease in interest rate charges ultimately

leads to a fall in profitability as clients defadlie to the high cost of funds.

The interest rate charged is significant and negbtirelated with the average loan size per
GNIpc (outreach). It has a positive relationshighw&GNI per capita (wealth), women

(poverty), administrative costs per staff (effiagh and financial costs (cost of loanable
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funds). The positive relationship shows that irgerate charges are higher in countries with
higher income levels where it is expected that adtrative costs and clients’ incomes are

higher.

The correlation also shows that MFIs with strongetreach programs tend to have higher
costs in Africa, as well as the fact that high fio@l costs tend to reduce the number of poor

clients, who in most cases are women.

53 Regression results

In analysing the results four specified regressimalyses are done for each regression
equation as shown in the Tables 5.2 to 5.8. Tt &inalysis determines the direct effect of
subsidy on the dependant variable. The second sggre will reflect the response of the
dependent variable when regressed on selecteddandept variables. The third regression
will show the response of the dependent variablenndubsidy is included in the model. The
fourth and final regression in each case will wfithe response of the dependent variable
when subsidy is multiplied with each of the catéggdrvariables (dummy variables) which
represent the effect in assessing any possible ioechbeffects of these variables on

performance indicators.

5.3.1 Profitability regresson

In the first regression, the effects of subsidieshe profitability model, is done using Return
on Assets (ROA) as a dependent variable. ROA &ia used to indicate how well a MFI is
using its assets to generate revenue to be prefitibe benefit of using the ROA is that it
includes revenues earned through all channels dimdu operations, investments and
portfolio. According to the SEEP Network (2005)thie ROA is constant it can be used to
forecast future earnings as well. It is also faable because it measures profitability
regardless of the institutions funding structumejtithrough equity or other forms of funding,
making it a good ratio to compare institutions. TR@A which is used as the proxy for
profitability should be positive and high for MRls maintain a large percentage of assets in

the gross loan portfolio. The independent variabdscted in the regression equation include
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those that generate revenue for the MFIs inclugiialyl on interest on loans and loan size per

GNily.. The cost variables are administrative costs psetaand percentage women while the

performance and asset growth variables are loanagset and the age of the MFI. The

regression model for determining the effect of gilfp®n the profitability of a MFI is

specified in chapter 4 as regression equation [1].

Tableb5.2: Profitability regressions

Variables

Dependent variable
DIRECT EFFECT
ROA/Subsidy
[1

ROA / Dependent variable
Without subsidy

ROA/Dependent
variable with subsidy

ROA multiplied with
dummies multiplied
by subsidy

[2]

[3]

4

ROA

Coefficient | Std Erro

Coefficien

Std Erro

Coefficien

Std Erro

Coefficien

Std Erro

SDI

-0.055 0.443

0.341

0.630

Yield interes on loan:

0.028

0. 03¢

0.03(

0.03¢

0.02¢€

0.03¢

Loan size/GNIpg,

-0.086

0.689

-0.143

0.699

7

0.666

Admin Cost/Asse

-4.219 ©*

0.79:

-4.211%

0.79¢

-4.155™

0.75€

Loan/Asset

1.238

1.293

1.934

1.829

1.881

804.

Women Borrower

0.04(

0.037

0.03:

0.03¢

0.00%

0.03¢

MFI age

Young

2.603

2.585

2.64:

2.591

1.45¢

2.52¢

Mature

5.672*

2.772

5.740**

2.781

4.631*

2.676

Region

-1.009

1.533

East Africa

-2.71

3.916

-2.663

3.934

West Africa

-2.968

4.295

-3.084

4.317

Central Africa

5.654*

3.443

5.600

3.459

Lending methodology

Individual & Group

-1.279

5.276

-1.278

5.297

Groug

-1.936

5.272

-1.832

5.297

Status

4.452**

NGO

-10.614***

4.28¢

-10.719*

4.30¢

Cooperative

6.396

5.245

6.277

5.270

Rural Banl

-0.448

3.695

-0.621

3.722

Savings Portfolio

Required Savin

-5.192*

3.184

-5.14%

3.19¢

No Saving

-1.934

5.403

-2.042

5.428

Other services provid

-1.492

2.63¢

-1.51<

2.64¢

3.69¢

3.28¢

Regulated

-4.823

3.459

-4.742

3.477

-12.0559

**3.775

R Square
Wald chi2 (1)
Prob >

0.2989
56.67
0.0000

0.2996

56.63

0.0000

0.2347
56.63
0.0000

Source: Authors calculations based on data talkan fudit reports of the Mix Market website. * reggnts the level of

significance. *significant at 10%; ** significant &%; *** significant at 1%.

The results of the regressions are presented dsuhestimations of specification shown in

Table 5.2.

The Rshows that 30% of the variations in profitability regression

specifications [2] and [3] are explained by varébincluded in the model. However in the

case where subsidy is multiplied by the dummies, rttodel shows that only 23% of the

variations in profitability are explained by theriles used, showing that the variables are

not strong indicators of profitability among thdkat were available for analysis.
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Subsidy determined through the proxy SDI has neatlieffect on MFI's profitability as seen
in regression specifications [1] and [3], howevas administrative costs to assets variable
has a negative and significant relationship witbfipability. This shows that a 1% increase in
administrative costs results in a 4.2% chancedgdine in profitability. The negative effect
is as expected as the average ROA for these MHsfoumd to be -1.48% in the summary
statistics (Table 5.1). The results are also supddoy literature that shows that in the period
of study the means of ROA in the sub-continent wergative (MBB, 2009; CGAP, 2010).

The variable age of the MFIs is significant and &gsitive relationship with ROA showing
that the older the institution the more likelystto be profitable. Regression specification [2]
shows that a 1% increase in the age of an MFI| as&e the profitability of the institution by
5.7%. However, the inclusion of subsidy in the esgion results in older MFIs becoming

less profitable than before they were subsidised.

The variablestatus is significant when analyzing its effect on a MEprofitability. The
results show that when a MFI is a NGO the chandesemg profitable are significantly
reduced. Therefore one can conclude that NGOslem likely to be profitable when

compared with NBFIs.

The finding on the variable regulation shows tiet inclusion of subsidies in the finance of
regulated MFIs leads to a decline in the profitelsy This can be seen in the regression
results which show that every percent increaseuinsisly to regulated MFI leads to a
negative 12.05% decline in profitability. This is enportant finding as it shows a clear link
between increases in subsidies and the reductiqraditability levels of institutions. The
cause for such huge variations could lie in theule@gns themselves. Empirical studies
found that costs associated with regulated MFIsvaweh lower than costs incurred by those
that are unregulated (MicroBanking Bulletin, 200Byrthermore the findings raise important
guestions pertaining to the need for increasedladgn which benefits institutions through
increased investor confidence and improved clieténtion brought about by the security of

regulations.
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5.3.2 Analysisof sustainability

Sustainability, just like profitability, is an inchtor of MFI performance. Sustainability is
measured with three key ratios: SDI, OSS and F$8d analysis a frequency distribution is
determined to establish the distribution accordmg@evels of sustainability of the MFIs in the

sample.

Table 5.3: Frequency digtribution of sustainable MFIsin SSA

MFI sustainability
MFI that are not sustainabl

MFI that are sustainable
Total

Table 5.3 shows the frequency distribution of snatde MFIs in SSA. The findings show
that of the 276 MFIs in the sample, 90.22% aresnstainable while only 9.78% were found
to be sustainable. This is a significant findingitasupports the expected outcome that the
majority of MFIs in the Africansub-continent aretrsustainable (Ghosh and Van Tassel,
2008).

5.3.2.1 Operational sdf-sufficiency (OSS) regression

The OSS in essence shows the ability of MFIs teecdlveir operational costs, excluding the
cost of capital, even after they have stopped vewgisubsidies. This can be done by
increasing revenue, growing the gross loan podifotiby mobilising deposits to finance their
loans instead of relying on financing from invest@nd subsidies. The majority of MFIs
have strong deposits (68% voluntary savings peejfas shown in Figure 3.1. Table 5.4

shows the results of regression equation [3].
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Table5.4: Operational self-sufficiency regressions

Variables

Dependent variable
DIRECT EFFECT
0OSS/Subsidy

[5]

OSSto Dependent
variables without

OSS to Dependent
variable with subsidy

[

OSS multiplied with
Dummies and subsidy

[8

0SS

Coefficient

Std Error

Coefficient | Std Error

Coefficient | Std Error

Coefficient | Std Error

SDI

-0.148%*

0.023

-0.029 0028

Yield interest on loans

006*** 0.001

0.006*** 0.001

0.006*** 0.001

Loan size/GNIppy;

-0.000: 0.02¢

0.00z 0.02¢

0.00¢ 0.024

Admin Cost/Asset

-0.171%* 0024

-0.172%+* 0.025

-0.168*** 0.024

Loan/Asse

0.491*+* 0.05¢€

0.437*** 0.07¢€

0.421*** 0.077

Women Borrowers

®o2 0.001

0.002 0.001

0.001 0.001

Interest rate charg

0.001 0.00¢

0.001 0.004

0.001 0.004

MFI age

Young

0.363*** 0.09¢

0.360*** 0.09¢

0.366*** 0.09%

Mature

0.481*** 0.091

0.473% 0.091

0.477*** 0.089

Regior

0.021 0.05¢

East Africa

Q063 0.103

0059 0.103

West Africe

0.04¢ 0.11¢

0.05¢ 0.11¢

Central Africa

Q110 0.091

0.115 0.091

Lending methodoloc

Individual & Group

0088 0.139

0.086 0.139

Groug

0.052 0.13¢

0.04% 0.13¢

Status

NGO

-0.430*+* 0.116

-0.424*+* 0117

Cooperative

-0.092 39

-0.083 0139

Rural Bank

-0.246*+* Q099

-0.233*+* 0.099

Savings Portfolio

Required Saving

MO6 0.085

0.001 0.085

No Saving

Q008 0.143

0.016 0.143

Other services provid:

-0.10i 0.07¢

-0.102 0.07C

Regulated

-0.056 092

-0.061 0092

R Square
Wald chi2 (1)
Prob >

0.5110
211.10
0.0000

0.5141
212.19
0.0000

Source: Authors calculations based on data talan fudit reports of the Mix Market website. * reggnts the level of
significance. *significant at 10%; ** significant &%; *** significant at 1%.

The R, in the regression specifications [6] and [7], whdhat 51% of variation in OSS is
explained by the variables used in the model. Rsgpa specification [8] however shows
that only 47% of the variation in OSS is explaineg the variables used in the model.
Regression specification [5] presents the direfgiceiof subsidies on the dependant variable
OSS. The findings show that subsidy is signifiq@tthe 1% level) and negatively related to
OSS with a magnitude of -0.148. This result indisahat a 1% increase in subsidy leads to a
0.15% decline in the MFI's operational self-sutiecy implying that subsidised MFIs are
less likely to be operationally self-sufficient atigerefore unlikely to be self-sustainable as

well.

The variable yield interest on loan, administratests per asset, loan per asset, MFI age and
MFI status are significant in the regressions [6],and [8]. The results reflect that the yield
interest on loans is significant (at the 1% lewsl} positively related to OSS showing that an

increase in revenue also increases the abilityttier MFI to cover its operational costs,
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thereby improving its performance. The inclusiorsalbsidies in the regression has a positive
and significant effect on OSS as seen in the regres [7] and [8]. The magnitudes of the
coefficients are however very small indicating tisabsidy has very small effect on the

revenue streams of MFIs.

The variable administrative cost per asset is megjgitrelated to OSS reducing the potential
for MFIs in SSA to be operationally self-sufficienfThis is because increases in
administrative costs lead to a reduction in therapenal self-sufficiency measures. The

inclusion of subsidy in the administrative costresgion [8] has no noticeable effect on OSS.

Subsidies however have an effect on the magnitfidieedoan to assets ratio as an increase
in the ratio leads to an increase in the OSS, stgwhat MFIs in SSA are able to generate
enough revenue from their loan portfolios to coteir operational costs. The inclusion of
subsidy however reduces the magnitude of the O®®ish the negative effect subsidies

have on sustainability.

The regression on age of the MFI shows that botingoand mature MFIs have a positive
and significant relation with OSS. Self-sufficien@nd ultimately sustainability is improved
with increased age, as seen in the positive coeflis, implying that older institutions are
more likely to be operationally self-sufficient thahose that are in the nascent phase of
development. The inclusion of subsidies in thesdyses yields no significant change in the

results as shown in the regressions [7] and [8].

Non-Bank Financial Institutions (NBFIs) are mordf-sestainable than other forms of
institutions. The findings show that NGOs and RuBainks are less likely to be self-

sufficient when compared to NBFIs.

5.3.2.2 Financial self-sufficiency (FSS) regression

Financial self-sufficiency measures the performanéeMFIs taking into consideration
inflation, cost of loan provision, and subsidy amoother expenses (Yaron and Manos,
2007). It is a ratio developed to evaluate thelle¥esubsidy dependence and to monitor the

ability of MFIs to cover operational and indireaists, including financial costs, provision for
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losses, operating costs and cost of capital, owae tin their progress toward self-

sustainability.

Table5.5: Financial sdf-sufficiency regressions

Variables

Dependent variable
DIRECT EFFECT
FSS/Subsidy

FSS to Dependent
variables without
subsidy

FSSto Dependent
variable with subsidy

FSS multiplied with
dummies and subsidy

[9 [10] [11] [12]
Std Erro Coefficien | Std Erro Coefficient | Std Erro Coefficien
0.048 -0.02( 0.052
0.003 0.002
0.0#4 0.041
-0.137%* 0.039
0.330** 0.137

FSS Coefficien
SDI -0.092%*
Yield interest on loans
Loan size/GNIpyy;
Admin Cost/Asset
Loan/Asset

Std Erro

0.003 .002
0.03: 0.041
-0.136*** 0039
0363*+* 0.104

0.003
0.042
-0.137*+*
0.273**

0.002
0.03¢

0.038
0.136

Women Borrower
Inflation

0.00&+* 0.00z
-0.068*** 0.007

0.005** 0.00z
-0.067*** 0.007

0.004
-0.073*+*

0.00z
0.006

Interest rate Charg
MFI age

-0.011 0.0C7 -0.01c¢ 0.007 -0.01¢ 0.007

0.417*
0.567***

Young
Mature

0.163
0.145

0.414+*
0.561***

0.162
0.146

0.422+**
0.594***

0.16C
0.140

Regior 0.042 0.091

East Africa -0.256 QL63 -0.259 0163

West Africe -0.20% 0.179 -0.19¢ 0.18(

Central Africa -0.071 QL35 -0.067 0135

Lending methodoloc

Individual & Group 0.107 ®08 0.108 0.209

Group 0.177 0.206 0.172 0.207

Status

NGO -0.453*+* 0.179 -0.449* 0.180

Cooperative -0.140 211 -0.136 0212

Rural Bank -0.285* 0155 -0.277* Q157

Savings Portfolio

Required Saving 0.042 .026 0.039 0127

No Saving 0033 0.212 0.040 0.213

Other services provid: -0.14¢ 0.10€ -0.14: 0.107

0032 0.137
0.4903

0.029

Regulated

R Square
Wald chi2 (1)
Prob >

0.137

0.4906
237.70 236.37
0.0000 0.00000

Source: Authors calculations based on data talkan fudit reports of the Mix Market website. * reggnts the level of
significance. *significant at 10%; ** significant &%; *** significant at 1%.

Table 5.5 presents the regression results for ®8 which reveal the Fas 0.49, which
means that 49% of the variation in FSS is explaimgthe variables in the model. Regression
specification [9] shows a negative and significgh®o) relationship between FSS and
subsidy, indicating that an increase in subsidéssilts in a decrease in the FSS showing the

negative effect subsidies have on the financidseéficiency of MFIs.

The results of regression [10] show that admirtisieacost per asset, loans per asset,
inflation, age, andstatus have a significant relation with the FSS. Admirative cost per

asset is negative and significant showing that aub®oincrease in administrative cost results
in a 0.14% decline in financial self-sufficiency¥he inclusion of subsidies in the regressions

yields no significant changes to the magnitudessigs of the coefficients.
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The loan to assets variable has a positive andfis@nt relationship with FSS. In this case
the findings show that a 1% increase in the loarassets ratio results in a 0.36% increase in
the FSS, implying that by sufficiently growing thdoans portfolios, MFIs can generate
enough revenue to make them financially self-sigfit The inclusion of subsidies in
regression specifications [11] and [12] result marges in the coefficients as there is a
decline in the magnitudes to 0.33% and 0.27% cts@dy, revealing that the inclusion of
subsidies can lead to marginal reductions in t@n Iportfolios, which in turn leads to a

decline in the MFI's ability to be financial seliHicient.

The regression of the variable percentage womemowers shows that increasing the
number of women clients can enable the MFIs to $8.FThe magnitudes are however very
small at 0.004% and once again the inclusion ofsiigs yields no significant effect on the
regression as seen in equations [11] and [12].0Lieut is expected because as discussed in
the regression results above an increase in théparshould result in a better FSS. This
finding can further be supported by the observatia women borrowers and poorer clients
are more reliable in repaying loans thus ensurirvgg financial stability of the institutions
(Hudon and Tré&a, 2008; Collins et al, 2009).

Inflation is significant and shows a negative relatto FSS reflecting that a unit change in
the inflation results in a 0.067% decline in theSEShis change is small but relevant in that
the signs show that increases in costs due toarseteprices (inflation) leads to a decline in
the MFI's ability to be financially self-sufficientThe inclusion of the subsidy variable in the
regressions does not yield significant changekerrésults; however, regression specification
[12] shows that inflation had a slightly bigger andgative impact on the financial self-

sufficiency of subsidised MFIs than in those that ot subsidised.

The variable age of the MFI is significant and puesly related to FSS. The regression
results show that an increase in the age of MEglt®in a 0.42% increase in their financial
self-sufficiency thus verifying that older institoms are more likely to be financially self-
sufficient than younger institutions. In regressjadh] and [12] the subsidy is included in the
regression and the results show a small variatiothe magnitude of the MFI's coefficient
for age. This variation although small shows thdtssdies have a positive impact on MFIs as

they mature.
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The results also show that NGOs are less likelyed-SS than NBFIs and to a lesser extent

Rural Banks fall into the same category. In ouranthe majority of MFIs are NBFIs (37%)

which shows that this business model is already pteferred institutional form on the

continent. It can therefore be said that the diffiees in institutional forms and strategies

have an impact on the performances of MFIs as eéggec

5.3.2.3 Efficiency regression

Efficiency is a key performance indicator and idfgirig the levels of efficiency is important

in the monitoring of performances of MFIs. The ahite administrative cost per borrower is

used as the proxy for efficiency in the regressibime R is 0.43 and increases to 0.51 with

the inclusion of subsidy, showing that 43% of tlaeiation in efficiency is explained by the

model.

Tableb5.6: Efficiency regressions

Variables

Dependent variable
DIRECT EFFECT
Admin cost per
borrowers /Subsidy
[13]

Administrative costs
per borrower/ without
subsidy

[14]

Administrative costs
per
borrower/ with subsidy

[15]

Administrative costs per
bor rower/ Dummies
multiplied by subsidy

[16]

Admini strative costs per
Borrower

Coefficient | Std Error

Coefficient | Std Error

Coefficient | Std Error

Coefficient | Std Error

SDI

0.265*** 0.025

0.260*** 0.025

Loan size/GNIpyy;

0.27C* 0.051

0.192++* 0.04:

0.217*

Women Borrowers

DO6** 0.003

0.001 0.002

-0.001

GNIpcypp

0.34% 0.187

0.46*+* 0.17:

0.70€**

MFI age

Young

-0.357* 0192

-0.291* 0.161

-0.315*

Mature

-0.25¢ 0.216

-0.142 0.185

-0.216

Region

-0.135

East Africe

-0.898+** 0.338

-0.835x+* 0.22C

West Africa

0171 0.356

0.101 0.336

Central Africe

-0.26¢ 0.299

-0.267 0.2€3

Lending methodology

Individual & Groug

-0.42¢ 0.47C

-0.4%1 0.445

Group

-0.285 0459

-0.245 0.435

Statu

NGO

0.961*+* 0.367

0.963*** 0.345

Cooperativi

0.462 0.448

0.4¢4 0.42¢

Rural Bank

0.365 (B13

0.412 0.296

Savings Portfoli

Required Saving

-0.258 .p74

-0.293 0.259

No Saving

-0.099 0164

-0.258 0.439

Other services provided

B77* 0.229

0.317 0.216

Regulated

-0.542 298

-0.519* 0.283

R Square
Wald chi2
Prob >

0.4309
87.23
0.0000

0.5075
210.17
0.0000

Source: Authors calculations based on data talkan fudit reports of the Mix Market website. * reggnts the level of

significance. *significant at 10%; ** significant &%; *** significant at 1%.
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The R in regression [13] which reflects the direct effe subsidy on a MFI’s efficiency
shows that 12.97% of the variation in the efficieng as a result of subsidy. The results
further reflect that subsidy is significant and iguesly related to administrative costs per
borrower as a 1% increase in the subsidy leads @d®2@% increase in the administrative
costs. This is supported by literature which shakat administrative costs of subsidised
MFIs in SSA are higher than for those that are sudtsidised because of the added cost of
capital (MicroBanking Bulletin, 2006).

Regression specification [14] shows the resulthefrelationship between a MFI's efficiency
measures and the loan size per GNI, which is aypfok outreach. The coefficients are
positive and significantly related to administratieosts showing that increasing the levels of
outreach significantly increases MFI's costs. Tésason for this is that outreach increases the
volumes of transactions in the MFIs through thedased number of loans disbursed to
poorer clients. The inclusion of subsidies, as shawregressions [15] and [16], shows that
the coefficients for subsidised MFIs increase asée magnitudes of 0.19 and 0.22 than for
those that are not subsidized. This finding shdves gseudo efficiency effect of subsidies
causing it to appear as if the subsidised MFIs hawer costs and therefore are performing

more efficiently than they actually are.

The national wealth, as represented by the vari@N¢ per capita, has a positive and
significant relationship to administrative costheTmagnitudes of the coefficients increase
when subsidies are included in the regressiond@srsin [15] and [16], reflecting MFIs

located in wealthier countries are more efficieatduse of the lower costs associated with

issuing loans to wealthier clients who have lasieed loans.

With increases in age and experience, MFIs becomre mifficient than when in the early
stages of development as seen in the results afetjression [14] in Table 5.6 where the
administrative costs are low for institutions whiahe not subsidised. The results further
show that subsidising MFIs reduces their ability tecome more efficient over time

confirming the negative effect of subsidies on MFHfficiencies.

NGOs have higher administrative costs because fheirs is generally on very poor clients
and women’'s groups making them less efficient theBFIs whose focus is on earning

sufficient levels of revenues to be profitable.
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5.3.2.4 Productivity regression

As with efficiency the productivity of MFIs is a gd indicator of performance. The variable

number of borrowers per staff is used as a proxkgtaif productivity in the regression.

Table5.7: Productivity regressions

Variables

Dependent variable
DIRECT EFFECT
Borrowers per Staff
/Subsidy
[17]

Borrowers per staff /
without subsidy
regression

[18]

Borrowers per Staff /
with subsidy regression

[19]

Borrowers per Staff
/Dummies multiplied
with subsidy regression

[20

Borrowers per staff

Coefficient | Std Error

Coefficient | Std Error

Coefficient Std Error

Coefficient Std Error

Subsid)

-0.28¢+** 0.01¢

-0.282** 0.01¢

Loan size/GNIpg.

-0.189** 0.045

-0.112%+* 0.033

-0.116%* 0.032

Women Borrower

-0.005** 0.00z

0.001 0.002

0.0C2 0.00z

GNIpcypp

-0.011 0158

-0.092 0.141

-0.111 .032

MFI age

Young

0.21¢ 0.168

0.15¢ 0.124

0.17¢ 0.12%

Mature

0.322* 0.187

0.194 0.143

0.230* Q42

Regior

-0.05¢ 0.05C

East Africa

Q309 0.283

0.249 0.263

West Africe

-0.317 0.29¢

-0.25¢ 0.27¢€

Central Africa

Q088 0.250

0088 0.232

Lending methodoloc

Individual & Group

-0.283 B93

-0.255 0365

Groug

-0.1C7 0.384

-0.133 0.357

Status

NGO

0.2%4 0.3C9

0.279 0.282

Cooperative

0.865** B75

0.919*** 0.349

Rural Banl

0.04% 0.262

0.1C1 0.24%

Savings Portfolio

Required Savin

-0.14C 0.22¢

-0.10¢ 0.212

No Saving

-0.317 (B88

-0.145 0.360

Other services provided

-0.061 A®2

-0.003 0178

Regulated

0025 0.249

0013 0.232

R Square
Wald chi2 (1)
Prob >

0.2117
41.69
0.000°

0.3770
286.10
0.000(

Source: Authors calculations based on data talen fudit reports of the Mix Market website. * repents the level of
significance. *significant at 10%; ** significant &%; *** significant at 1%.

Regressions [17] and [19] show the direct effectsabsidies on the productivity. The

coefficients are negative and significant at the [E#el indicating that subsidies have a

negative effect on the productivity of a MFI's dtaince a 1% increase in subsidy leads to a

0.28% decline in the number of borrowers per staff.

An increase in the loan size per GNI reduces tmebar of borrowers per staff implying that

a decline in the outreach, shown by an increasthenloan size, will decrease the staff

productivity in the institutions. This decreasepiroductivity is as expected since literature

indicates that a decline in outreach caused by rfehents being able to afford the larger
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sized loans, results in lower productivity and leigliransaction costs as clients demand

improved services (Hudon and Tea 2008).

The variable age of the MFI is significant at tif®d level showing that older institutions are
more productive than the younger ones as wouldxpeated. Furthermore the results show
that productivity improves with age. However thegmitudes in the regressions show that
subsidized MFlIs are less productive than MFIs #énatnot subsidised.

Cooperatives are more productive than NBFIs as shbw the positive and significant
relation with borrowers per staff. This findingimportant as it highlights the differences in
the productive structures of the institutions. Thesiness structure of cooperatives makes
them more productive because they have companativgher revenues and lower costs and
in most cases their clients are limited and emmoged can therefore afford the associated

costs (MicroBanking Bulletin, 2006).

5.3.25 Real interest rateregression

The interest rate charged on loans is a key soofaevenue for MFIs especially those
without savings/deposit accounts. There are maapia that influence the rate of interest
rates charged, some of which are not within thditui®n’'s control. These include
environmental factors such as the wealth of thentyu levels of inflation and political

influence.
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Table5.8: Real interest rateregressons

Variables

Dependent variable
DIRECT EFFECT
OSS/Subsidy
[21]

I nterest rates charged
on loan without subsidy

[22]

Interest rates charged
on loan with subsidy

[23]

Interest rates charged on
loan multiplied with
subsidy
[24]

Interest rate charged on loans

Coefficient | Std Error

Coefficient | Std Error

Coefficient | Std Error

Coefficient | Std Error

Subsidy

0.658*** 0.097

0.053 0.074

Loan size/GNIpyy;

-0.137 0.38¢

-0.141 0.38¢

Admin Costs/ Borrower

0.767* 0.441

0.783* 0.441

Women Borrowers

0.006 0.019

0.005 0.019

GNIpc

-3.527*+* 1.150

-3.637*** 1.122

Financial Costs

5.170%* 0.785

5.059*** 0.767

Inflation

-0.473%* 0.038

-0.476*** 0.039

MFI age

Young

0.048 1.360

-0.045 1.357

Mature

0.443 1.484

0.432 1.470

Region

East Africe

-3.815* 2.04:

-3.586*** 2.001

West Africa

1.706 2.149

1.836 2.091

Central Africe

-0.371 1.77¢

-0.291 1.72¢

Lending methodology

Individual & Group

-1.620 2.781

-1.427 2.717

Group

-0.068 2.715

0.036 2.642

Status

NGO

3.125 2.227

3.318 2.178

Cooperative

2.260 2.638

2.086 2.575

Rural Bank

1.405 1.879

1.563 1.834

Savings Portfolio

Required Savin

0.34¢ 1.61¢

0.50z 1.58¢

No Saving

0.582 2.719

0.629 2.642

Othel services provide

-0.564 1.36¢

-0.68¢ 1.33¢

Regulated

-0.338 1.799

-0.293 1.749

R Square
Wald chi2 (1)
Prob >

0.6217
291.82
0.000(

0.6295
296.89
0.000(

Source: Authors calculations based on data talkan frudit reports of the Mix Market website. * reggnts the level of
significance. *significant at 10%; ** significant &%; *** significant at 1%.

Table 5.7 shows the regression results for interatts charged on loans. Thé R
regressions [22] and [23] show that 62% of theatam in the interest rates charged on loans
is explained by variables in the model. Regres§#} shows that 58% of the variation is
explained by the variables selected. Regressiohg@dws the direct effect of subsidies on
interest rates charges. The results show thatestteates have a positive and significant
relationship to subsidies, implying that 1% inceeasthe subsidies leads to a 0.66% increase
in the interest rates charged on loans by MFIsrtéeua percent of the variation in the interest

rates charged is determined by the subsidy variable

Regressions [22] and [23] show that administratests per borrower, GNI per capita,
financial costs and inflation are the significardrigbles. The regressions show that the
variable administrative cost per borrower has aitipesand significant relationship with

interest rates charged on loans at the 10% leveshdéws that a 1% increase in the
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administrative costs per borrower will lead to @83 increase in the interest rates charged
on loans. By including the subsidy in the modelrisgnitudes increase to 0.78% and 1.05%.
This shows that over time subsidies can lead tmerease in administrative costs and the

interest rates charged by the MFIs.

GNI per capita represents the wealth of a county s significant at the 1% level and

negatively related to the interest rates chargedwig that a 1% increase in wealth reduces
the interest rates charged by 3.5% and 3.6%. rERislt is not surprising as literature states
MFIs located in wealthier countries have lower sa a result of issuing loans to wealthier

clients.

Financial costs represent the cost of loanable Sundthe MFIs in the form of loans and
concessions. The coefficients are positive andifiggnt at the 1% level in regressions [22]
and [23]. Inregression [24] the results show tha®b increase in the financial costs leads to
a 5.2% increase in the interest rate. The inclusiosubsidy in regression [23] shows only a
marginal change in the magnitude, however, regras§?4] produces significant and
surprising results, in that the relationship betweke financial costs and interest rates
becomes negative with a magnitude of -0.49. THisats that as the financial costs increase
for highly subsidised MFIs, the rate of increaseth® interest rates charged will grow at a
negative rate further showing the pseudo intei@st effect of subsidies as subsidised MFIs

appear to charge lower interest rates on loansttizae that are not subsidised.

The results show that inflation is significant la¢ tL% level and negatively related to interest
rates. The inclusion of the subsidy to the regoessihas a very small effect on the
relationship, however, the inclusion of subsidieshe environmental variables has a large
and significant effect. The coefficient becomesifiee and has a large magnitude (5.59),
indicating that as inflation increases in highlypsulised MFIs, the rate of increase on the
interest rates charged grows. This is because arase in the inflation leads to a, in this
case significant, increase in costs which ultimatebds to an increase in the interest rate

charges.
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54  Summary

The summary findings show that the majority of MHISSSA are neither profitable nor
sustainable. Even though they are operationallyssglicient as shown by the OSS average
of 136.01, 90.22% of the MFIs that were in the skemypere not self-sustainable. This result
is significant in that it indicates the depth ok tbustainability problem for MFIs on the
African continent. The MFI's in the sample are moofitable on average however their
performances show that there is potential for ghoag can be seen in the efficiency and the
productivity results. Other findings show that average the majority of MFIs in SSA are
mature which is important in determining the leeélprogress toward being sustainable
(MicroBanking Bulletin, 2006).

54.1 Theregressionsresults

A quantitative approach was used in the analysishich the financial data of the 92 selected
MFIs were estimated using panel data estimatior.mathod of variable selection was based
on the procedure used by Nawaz (2010). This metblodietermining the relationship
between selected performance and sustainabiliticators and subsidy was modelled on
methods of analysis developed by Yaron (1992a)tlaa@&EEP Network (2005).

The results of the regression analysis show thalsMFSSA are not profitable in line with
the known trends about the region where the aveR@A was found to be -1.48%. This
finding is supported in literature by CGAP (201()igh found that in 2008 the average ROA
for MFIs in SSA was -1.8% (MicroBanking Bulletinp@9). The reason given for the poor

ROA was as a result of inefficiencies and highgeaion costs.

The findings in this study indicate that the admstirative costs for MFIs in SSA were found
to be higher than the average in the rest of thedywoaused by weak infrastructure, sparsely
located clients and the high numbers of small lo@heroBanking Bulletin, 2006; 2008).
These factors contribute to the high transactiostcoand ultimately lead to lower

productivity and inefficiencies.

The findings also show that older institutions arere likely to be profitable once they reach

maturity (8 years or older). However the inclusadrsubsidies leads to a decline in the levels
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of profitability, thereby supporting the view thabntinuous subsidy injections have a
reducing effect on the profitability of institutisnThis lends support to the view that MFIs

need to be weaned from subsidies as early as ®ssibllow them to develop on their own.

The status variable indicates the best business practice mbdeegression [2] and [3] NGOs
were found to be less profitable than NBFIs, shgwimt NGOs are not a suitable business
practice model when MFI profitability is the go&lot only are NGOs not profitable but they
are also less likely to be sustainable without &lies, possibly due to their higher
inefficiencies and lower productivity levels, bréiigabout by higher numbers of poorer
clients and the fact that in most cases the gbAl@GOs is to increase outreach rather than

being profitable.

The inclusion of subsidies in the finances of rated MFIs is likely to lead to lower profit

levels, highlighting the inhibiting effect subsidibave on the performance of MFIs.

Measures of sustainability are SDI, OSS and FSshawn in Table 3.1. In general subsidies
were found to have a negative effect on sustaitabihcluding subsidies in the regressions
reduced the OSS, FSS and increased SDI, showinghbause of subsidies reduces the
likelihood of a MFI being operationally and finaalty self-sufficient. However, increases in

revenue were found to enhance the MFI's abilityb® self-sustainable as shown in the

positive relationship between yield interest omgaOSS and FSS.

Increases in administrative costs reduce OSS a&ldf8 increase SDI showing that costs

decrease the potential for MFIs to be sustainable.

Older MFIs are more likely to be operationally anthncially self-sufficient than new or
young MFIs as expected since institutions thath@aaturity have more experience and are

therefore more likely to be sustainable (CGAP, 2005

NBFIs are a more sustainable business model inofimance in SSA than any of the other
models according to the findings. This could belaited to the NBFIs business model being
based on a commercial approach to financial sesvizevision. This approach is based on

the MFIs focusing on strong loan portfolios, revesiand lowering administrative costs.

65



In conclusion the results show that MFIs in SSAyemeral have higher administrative costs
than their counterparts in other continents assalr®f high transaction costs brought about
by weak infrastructures, sparsely distributed ¢ieand the high cost of loanable funds. The
interest rate is positively related to costs andiffected by subsidies, showing that the
administrative costs in subsidised MFIs tend tohigher. Furthermore, MFIs in higher
income countries charge significantly lower inténeges on loans as expected. The findings
also show that poor clients pay higher interegs#han wealthier clients because of the high
transaction costs associated with providing theth ¥imancial services (Crabb, 2007; Hudon
and Tr&a, 2008).
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Chapter 6: Summary Conclusion and Recommendations

6.1 Summary

This study was motivated by the concern that MRIsub-Saharan Africa are overly reliant
on subsidies. Microfinance is an important contigiuo the financial, economic and social
development of the poor and as such the impactredaction in donor funding may result in

serious economic and financial decline for the @edks a result this research undertook to
identify, highlight and analyse variables that cstiow the effect of subsidies on the
performance and sustainability of MFIs. This reskais relevant at this time in light of

concerns about the challenges faced by the sewttuding a decline in donor funds and the

world financial crisis as well as the real conttibus of MFIs to poverty reduction.

A quantitative approach was used in which financiata of 92 MFIs from sub-Saharan
Africa, affiliated to the MIX, were selected anda#sed using panel data estimation

techniques.

The method of analysis followed was based on aguwe used by Nawaz (2010). This
method of determining the relationship between isiigs and selected performance and
sustainability indicators uses Yaron’s SDI measamd the SEEP Network's measures of
operational self-sufficiency and financial selffstiéncy. Administrative costs per borrower
and the number of borrowers per staff were seleasggroxies for efficiency and productivity
respectively. Nawaz (2010) further included thelgsia of interest rates in his study because

of its impact on MFI's revenue and cost structures.

Six regression models were established so thatessgms on specific profitability,
sustainability, efficiency, productivity and theatenterest rate variables could be carried out.
Each regression equation was run in four specifiegressions to which subsidy was
gradually included in the model. The responsedefdependent variables to these changes

were then monitored.

The summary results of the analysis showed thatrthprity of MFIs (90.22%) were not

sustainable nor were they found to be profitableweler, the results show that all the
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institutions were operationally self-sufficient amitht on average MFIs in SSA charged
higher interest rates than similar MFIs in othertpaf the world. This finding, combined

with the fact that MFIs in the continent have highedministrative costs serves to highlight
how these institutions end up having higher cdss their counterparts in other parts of the

world.

The regression results support the summary findenys empirical literature in general,
showing that increasing costs tend to reduce #wdihbod of profitability. However as
MFIs mature (get older), they perform better inrterof turnover and cost which leads to

them attaining levels of profitability.

The findings of the sustainability regressions slioat MFIs are operationally self-sufficient,
meaning that they are able to cover their operatifdirect) costs with the revenue from their
operations, however they were found not to be firaly self-sufficient. The OSS average
was 136.01%, however the average FSS value wa2%dirRlicating that MFIs are not able
to raise enough revenue to cover their capitaliatidect costs which will ultimately result in
them running out of equity funds. This finding isnemon in MFIs operating in countries
with low income levels (MicroBanking Bulletin, 20p6Furthermore, the results of the
frequency distribution in Table 5.3 show that 081¥8% of MFIs in the sample were found
to be self-sustainable which is an extremely low sxpected, as literature shows that over
the years the FSS of MFIs in low income countriedfoica have been below the breakeven
point of 100% (MicroBanking Bulletin, 2006; 2008)he inclusion of subsidies in the model
shows a decline in the ability of the MFIs to attaperational and financial self-sufficiency.

NBFIs are the most suitable business model praéticeViFIs in Africa according to the
findings which reflect that NBFIs are more susthlaaprofitable and efficient than any of
the other business models in the sample. Howewapearatives were found to be the most
productive business model as they have a highemower to staff ratio than the other
institutional types. This is because the legalcitme of cooperatives limits the number of
clients, meaning that they can focus on growingr tequity base without having to divert
resources to other profit generating activitiesirtitiermore cooperatives have clients who are
employed and therefore can afford to take largagdsloans unlike other institutions such as

NGOs whose focus is in helping the very poor.

68



Regulation is an inhibiting factor in the profitaty when MFIs are subsidised, as the results
show that when MFIs are subsidised there is aleigllecrease in the profit levels. This is
supported by literature that shows that increasingsidisation in MFIs has a significant and

negative effect on profitability and ultimately parformance (Hudon and Ta 2008).

Older institutions were found to be more likelylde sustainable than new and young MFIs
because of their improved efficiency and produttignd because they have more experience
and are therefore better equipped to overcomeeasigds. They are also generally better
supported showing that donors have not been suate@sselecting and disbursing subsidies
to deserving institutions (such as those in théyestages of development). However, based
on the literature, it can be assumed that over tihmeeffect of subsidies can lead to a decline
in MFI's sustainability (Crabb, 2007).

The results also show that growing the loan padfbas a significant and positive effect on
MFI’s sustainability indicating that they can exgatheir revenues by improving the scale of
their operations through the loan portfolio. Thiading is supported by Crabb (2007),
showing that MFIs are better served by improvingrthevenues through the growth of their

loan portfolios and outreach.

It can also be seen that inflation and interesesrabhave a negative effect on MFIs
sustainability as they increase costs through priceeases which ultimately leads to the
MFIs having lower numbers of low income clientdldtion leads to increases in costs for the
MFIs. To recover the costs MFIs raise their interege charges making credit more

expensive especially for their poor clients.

One of the key activities of MFIs is to improve itheutreach, as this will increase the
number of clients and the volumes of deposits avehd disbursed to poorer clients.
However, including subsidy in the analysis leadsataeduction in the efficiency and
productivity of the MFIs further revealing the néga effect of subsidies on the efficiency

and productivity of the institutions.

Further results show that MFIs located in wealtli®untries are more efficient as a result of
lower costs associated with issuing loans to weslttlients with larger loan sizes. MFIs in

lower income countries have to overcome limitatiasfsweak infrastructure and, low
69



population densities and rural markets. The figdialso indicate that once subsidised, MFIs
become less efficient than those that are not didesl leading to an eventual lower outreach

and increased cost per unit loan.

Cooperatives were found to be more productive tHBfls as shown by the positive and
significant relation with borrowers per staff. Thésult highlighted how the institutional type
and business structure have an impact on the ptigtiyof MFIs. In this case the business
model of cooperatives made them more productive admparatively higher revenues and

lower costs than any of the other MFI types ingample.

Interest rate charges can be both beneficial omhibitor to portfolio growth. They can
enhance the revenue streams through interest chargl®ans but can also prevent entry into
the institutions for potential clients when the esatare unaffordable. Increasing
administrative costs in many instances leads toirtbgtution’s increasing the interest rate
charges as these are used to cover the operatinddinancial costs. The determination of
interest rates to charge is however dependenteprévailing regulation and politics of the
different countries. This makes interest rate deiesmtion challenging to monitor and

compare.

6.2 Conclusion

There were very few surprises in the findings wiie majority of outcomes showing results
that are typical of the microfinance sector in SSAe results reflected that the majority of
microfinance institutions struggled to attain ptaifile levels of operation during the period
under study. The findings show that these instingirecorded low ROA figures, which in
most cases were the lowest amongst all the institsitworldwide. This trend can be
explained by the fact that MFIs in SSA earned lawoants of revenues and have high
operational costs when compared to other MFIs atabe world during the period of study.
The low revenue earnings can be attributed to highbers of poorly performing institutions
(both small and large MFIs) (MicroBanking Bullet2008).

Furthermore MFIs in SSA are also not financialllf-sestainable and charge higher interest

rates than those in other parts of the world. fdasons for this are that these institutions
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operate in countries which face challenges of wa#kstructure, high operational costs and
low population density. The MFIs also allocategé&ar amounts for loan loss provisions
which reduce the operating revenues. Howeverethesitutions are in fact able to generate

enough revenue to be operationally self-sufficient.

Efficient MFIs are those that keep costs of sertirar clients low. The findings in the study
show that MFIs in SSA struggle to attain consistem¢ls of efficiency, mainly because most
of them operate in rural markets and in countriéth weak infrastructure that have poor
communication channels and negative impact on céhtsfindings also show that NGOs are
not profitable and are also less likely to be snatale without subsidies. The reason for this
is likely due to their business model strategiesctwrare focused not only on increased
outreach and women’s groups but also are lessiezffithan similar institutions on other

continents.

Productive MFIs are those that maximise their ses/iwhile using the minimum levels of

resources. In the analysis it was found that cadpes have the more productive business
model when compared to NBFIs, highlighting the etiinces in the productive structures of
the institutions but also showing that the busirstsscture of cooperatives makes them more
productive because they have high revenues anddste and in most cases their clients are

employed and can therefore afford the associatst$.co

6.3 Recommendations

Subsidies are an important buffer for the develagnoé newly established MFIs, especially
in developing economies that face economic growthitdtions. By using subsidies

institutions can be protected at the nascent stdggowth allowing them to develop and

become established. Furthermore, subsidies helpdspp the growth of the financial sector
in these economies. Subsidies should however b& sis#ringly among MFIs in the early
stages of development. The research findings stpisrassertion as they show that with
increased maturity the MFIs were found to be maw@pctive with less subsidisation as
opposed to when they are fully subsidised. Furtbeemthese institutions should be
monitored overtime to ensure that they are wedroed the subsidies before they are overly

dependent, while those institutions that are un#bleesach operational and financial self-
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sufficiency should either have their status changgdovernments or should cease to exist

without further jeopardising public resources.

In light of the findings in this study the followgrmrecommendations are further suggested:

1. MFIs should continue to promote quality loan pditf, increased outreach, growing
deposit accounts and keeping costs as low as pessib

2. The microfinance sector should select business modat are suited to their
immediate surroundings. Cooperatives and NBFIs htnee most efficient and
productive business models for MFIs in SSA whengbal is profitability, however,
NGOs are still the most relevant business modehvehgreach is the goal.

3. MFlIs are increasingly facing competition from conmoi@ banks and therefore need
to be innovative on ways to retain and grow thként base. This is not only done by
increasing loan portfolios and outreach, but by gsomoting the use of new
products such as cell phone and remote bankingatioms.

4. Transparency, especially in finance is importantl anFIs must understand the
necessity of supplying quality data which can beduis analysis and which will help
identify develop and strengthen the sector.

5. Finally all stakeholders involved in the developtehthe sector must be committed
in order to mitigate risks associated with costs$ @entify weaknesses and strengths,

SO as to attract investors and to make informattoout the sector readily available.
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APPENDIX

Tablel: MFIsin sub-Saharan Africa, 2006 - 2008 used in theanalysis

REGION COUNTRY MFI
(Total # of MFIs) 92
Southern Africa Angola KixiCredito
(18) Malawi FINCA, CUMO, OIBM, TIAVO
Madagascar MicroCredit, TIAVO, Otiv-Diana
Mozambique NovoBanco, Khuvuku, Bom, Tchuma
Namibia KOSHI YOMUTI
South Africa SEF, Capitec
Swaziland FINCORP
Zambia FINCA, CETZAM
Eastern Africa Ethiopia ACSI, BG, SFPI, GASHA, DESCI, ESHET, WASASNISDOM
(27) Kenya Metemanen, PEACE, BIMAS, EQUITY BANK, KADERWFT,
K-REP, FAULU, SMEP
Tanzania SEDA, Pride, FINCA, BRAC
Uganda Opportunity, Centenary, BRAC, Finance TriaiCA, MEDNET
Western Africa Benin PAPME, Alide, FECECAM, Vital Finance
(39) Burkina Faso RCPB
The Gambia GAFWA, Reliance
Guinea RCG, CPECG
Ghana APED, CRAN, SAT, OISL, FASL, KSF, ProCreditaata-N-Tudu
Mali Kofo Jiginew, Kondo Jigima, Nyesigiso, Misdliisoro Yiriwaso
Niger MECREF
Nigeria SEAP, LAPO-NGR, DEC, Alliance
Senegal ACEP, CMS, PAMECAS, MEC-FEPRODES, Caurie Micro

Finance

Sierra Leone

ARD

Togo WAGES, FUCEC
Central Africa Burundi Turame Community Finance
12) CAR CMCA

Cameroon CamCCUL, CCA, CDS

Chad UCEC-MK

Congo REP CAPPED

DRC PAIDEK, FINCA

Rwanda RML, UOB, COOPEDU

Source: The MIX, 2010
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Table2: Correlations matrix

sdi oss fss roa Real int GNI ppp Avg loan size Women Borrowers Admin adm. Financial Age of MFI Inflation
rate borrowers per staff cost/ staff cost/borrower cost
SDI 1
0ss -0.0022 1
FSS -0.0130 0.4358%** 1
ROA -0.0953* 0.006 0.056 1
Real interest rate 0.0795 0.1536%* 0.0067 -0.1218** 1
Gnipc ppp -0.0129 0.0029 -0.005 -0.0835 0.2106*** 1
Avg loan size 0.4005%** -0.0303 0.0487 00774 -0.179*** 0.0984* 1
W
omen 0.1438** 00275 0.0981* -0.1073 0.1721%* 0.0606 -0.2935%** 1
borrowers
Borrower/staff -0.0336 -0.0043 -0.0287 0.0885 -0.0845 -0.0013 -0.0651 0.0384 1
Admin. Cost/staff -0.0033 -0.0163 -0.0008 -0.0240 0.2206*** 0.3714%*** 0.4530*** -0.2551%** 0.0558 1
Admin.
cost/borrower 0.9245%** -0.0162 -0.0121 -0.0451 -0.0915 -0.0263 0.4887*** 0.0801 -0.0406 -0.0151 1
Financial cost
0.1861** -0.0039 -0.0652 -0.2400%** 0.3891*** -0.1370** -0.0006 0.1098* -0.0648 0.0403 0.0923 1
Age of MFI
-0.1618** -0.0287 -0.0193 0.1450%* -0.200*** 0.0400 0.0632 -01940** 0.1751%* 0.0568 -0.0995* -0.1996*** 1
Inflation -0.1115* 0.0135 -0.139%* 0.0729 -0.0142 -0.1529** -0.1762** -0.0400 0.1392** -0.2118** -0.0657 -0.0246 -0.01213** 1

Source: Authors calculations based on data taken &udit reports directly and from the Mix Markethgite. * represents the level of significancegficant at 10%; ** significant at 5%;
*** significant at 1%.
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Table 3: Summary statistics

Variable M ean Std. Dev Min M ax
overall 46.500 26.605 1.00p 92.000
id between 26.703 1.00p 92.000
within 0.000 46.500 46.50
overall 2.007 0.814 2004 2008
y between 0.00( 2.007 2007
within 0.818 2006 2004
overall 0.396 1.16(Q -2.358 18.146
SDil between 0.714 -0.830 6.128
within 0.916 -5.626 12.415
overall 136.012 504.841 4.500 8473.000
0ss between 292.157 36.578 2891.587
within 412.467 -2664.284 5717.426
overall 74.32376 108.5163 -419.3346 1537.9
FSS between 85.82441 -118.2863 774.973
within 80.53491 -738.6031 787.2508
overall -1.486 13.581 -85.07p 20.480
ROA between 12.402 -63.36[7 12,583
within 5.636 -33.590 27.484
overall 10.783 8.474 -8.976 44.391
Inflation between 6.313 3.120 24.646
within 5.679 -1.554 30.527
overall 16.746 9.3717 -17.200 32.271
Real Interest Rate between 8.534 -9.861 26.8§1
within 3.920 -4.765 16.14
overall 1494.302 1446.218 278.758 9780.400
GNIpC ppp between 1448.170 287.910 9400.000
within 97.998 867.636 2117.636
overall 713.513 920.698 110.04o 5820.000
GNIpC cur between 919.06 123.333 5656.6p7
within 95.663 -26.487 1513.518
overall 11.370 7.127 0.00p 40.000
Age of MFIs between 7.106 1.000 39.0Q0
within 0.818 10.370 12.37
overall 7.47 0.217 0.007 15.24
Loan/Asset between 0.179 0.218 1.222
within 0.124 0.131] 1.231
overall 16.832 8.977 0.019¢ 47.0Q0
Financial Cost between 8.841 0.03] 45533
within 1.729 6.499 21.999
overall 0.183 1.062 0.00 10.1do0
Financial cost/Asset | petween 1.054 0.00p 9.797
within 0.161 -1.287 1.14(
overall 0.2106 14.24( 0.008 31.837
Admin. cost/Asset between 14.184 0.005 122.283
within 1.743 -19.055 13.025
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736.408 2.37]

overall 515.228 6 6381.5[5
) between 651.987 37.254 3903.710
Average Loan Size
within 346.846 -2478.51§ 2993.093
overall 0.5161 48.864 0.00[L 62.732
Loan size/GNIpGpp between 45.624 0.01p 437.990
within 17.931 -221.134 194.408
overall 1.2826 138.514 0.00p 217.3099
Loan size/GNIpGur | petween 113.381 0.03L 1088.428
within 80.152 -558.806 1097.496
overall 40.274 25.56( 0.23% 147.977
Yield interest onloan | petween 24.093 5.066 121.359
within 8.778 -2.844 82.06
overall 179.145 297.312 0.06(7 4036.000
Borrowers/Staff between 273.71 9.02p 2616.000
within 118.397 -1042.855 1599.145
overall 62.738 25.641 1.37D 100.000
Women Borrower between 24.184 18.13p 100.000
within 8.753 29,571 99.18%
overall 5672.201 4099.2583 277.136 33972.400
Admin. cost/Staff between 3836.874 411.792 25176.260
within 1479.642 -1627.871 14468.750
overall 154.819 313.68] 0.1922 6081.5p0
Admin. cost/Borrower| petween 2120.519 1.607 20392.070
within 2931.687 -19797.63 39974.150
overall 1.5 1.007 0 3
Region between 1.011 q k
within 0 15 15
Lending overall 0.478 0.619 a 2
Methodology. between 0.62( q y
within 0 0.4782609 0.478261
overall 1.174 1.159 0.00 3.000
Status between 1.164 0.00p 3.040
within 0.000 1.174 1.174
overall 0.663 0.474 0.00 1.000
Other Services between 0.475 0.00p 1.000
within 0.000 0.663 0.663
overall 0.554 0.853 0.00 2.000
Saving between 0.854 0.00p 2.000
within 0.000 0.554] 0.554
overall 0.761 0.421 0.00 1.000
Regulated between 0.424 0.000 1.0do
within 0.000 0.761 0.761
N=276 n=92 T=3

Source: Authors calculations based on data taken &udit reports directly and from the Mix Marketbgite. * represents
the level of significance. *significant at 10%; &fgnificant at 5%; *** significant at 1%.
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