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MICRO-FINANCE INSTITUTIONS IN ETHIOPIA:
ISSUES OF PORTFOLIO RISK, INSTITUTIONAL
ARRANGEMENTS AND GOVERNANCE"

Gebrehiwor Ageba™

ABSTRACT

The paper looks at the portfalio risk and resource allocation implications of
the region-hased natura of MFls, implications of some regulalory resiAcHions
in place on the expansion and viability of MFIs, and on availabilily of small
erreronse finance, and some govemance Jssues, While there are good
roasans for establishing reqional MFls, the ragional nature limits thelr ability
i raduce cradit and fiquidity nsks by diversifying away idiosyncratic msks i
connection with their loan portfalio and sources of finance There is unduly
mah dependence on interes incomse; MFls heed {or dreersify fo non-fending
serwces, Although MFis were hoped o fill the financing gap to micro and
small borrowers, the requiatory imits on foan size and term to maturily and
MFI's preforence for amall, shorl-term lcans tend fo prasempl this. The
system of govemance in place in most MFIs is weak: Indivichual camenitment
and dedication aside. neither shareholders nor hoard  members nor
management seem to have appropnale ncenlives. The composition
fqualification mix, business expenence. eic} of MF/ hoards also needs o be
reconsidered,

i. INTRODUCTION

Paverty alleviation efforts involve enabling measures that increase the capacity of the
active poor to engage In gainful activities (farming, pefty trade, micre and small
enterprises, etc. ) 0 as to enhance their earnings andfor reduce vanability of earnings
i1 smoothing) Given their locational flexibility, low requirements of capital, training
and technology, and labour intensive nature, micra and small‘enterprises (MSEs) are
increasingly recognised as effective (nstruments not anly of poverty allewiation, broad-
based development and job creation (nence mare equilable income distribution) bt
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alsa of rapid economic growth and structural transformation. Some also wew them as
incubators of indigenous entrepreneurship”

Eauaily recogniseda s that the poor are hinderea from being engaged m such activities
by onter aba, finance constraints, from the farmal financial sector in panicuiar So ars
ricra and small business operators® The main reasons cied in the literature are high
transactions cost of small loans. information probiems (hence adverse sefection and
naral hazard effects). lack of appropriate caollaterat and the informal nature of theair
businesses. The problem is mare pronounced | rural areas due to limited presences of
formal lerding institutions and the prablem of covariant risk The absence of formal
financial institutions in rural Ethiopia also means that g substantial section of the
population lacks access to aiternative financial assets ard financial services in
general, and that mebilisation of rural savings is, at best wesk Hence, the need for
hinancial institutions that speciaiise in the provision of small loans (micro finance®) and
mehilise small savings

Cognisant of these, governments, NGOs as well as pilateral and multilateral danors
have guen mgh emphasis ta Micre Finance Insttutions: (MFIs). (The Econommist
[Movember 1999) remarked: “Micro-finance 15 ane of the frendiest areas of
niernatonal development™). Ethiopia is no esception. This s evidenced by the
intraduction of micro inance programs (&g, at the Deveiopment Bagk of Ethiopa
(DBE}) and the proliferation of both NGO-based and government-supported MFIs 0
recent years

It was found necessary that micro finance services be business-like (rather than aid)
and bnng these activities "within Ethiopia s manetary and financal polices henge the
egnaciment of the Licensing and Supervision of Micrg Financing  Institutions
Froclamaton Mo 40019586 which requires MFIs'to be esiablished a5 share companies
The. proclamation enhanced the status of MFis as it allowed them fo, among other
things legally accept depasits from the general pubhc, draw and accept drafts. and
manage funds for micro: financing business (Article 2 (2a o 1)) However ther
engagemeant in such functions also makes it necessary that their activities be brought
under the purview of the financial regulatory framework®™ The emergence of a number
of MFis smoe then & encouraging. However the width and depth of poverty in the
ccuntry requires pravision of financial services to the poor on susfamnable basis For
an institution in 8 deposit taking-lending business such as MFIs to do this, 1t has to be
financially viable as it cannot count on cheap subsidised funds

Trie hmited previous studies on MFIs focused on assessment of theirimpact, andior
loan recovery rates and their implication on sustamability Thiz paper looks at the
viahility issue by examining aspects of their current organisational structure  the
legisiztion and National Bank of Ethioma (NBE) directives that govern them and their
governance It 1s based on data obtained fram MFls extensive discussion held with
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their managers and examination of relevant decuments. The rest of the paper s
crganised as follows, Section 2 gives brief huistory of MFis Section 3 examines the
imalication of the structure of MFls on their portfolia structure and the potential risks
tharein Section 4 deals with some regulatory restrictons in place and their
imphcations on the expansion and viability of MFis. and on avallability of small
enterprise finance The issue of MFI governance 1s tiscussed In section 5. Section €
cancludes with a summary

2. BRIEF MFI HISTORY

Microfinance evaived in the 1980s as a cevelopment approach that intends to benefit
the (active) poor largely as response to the falure of targeted subsidised cheap credif
pragrammes In such programmes, benefits mainly went to these with connections
and influence rather than the target beneficiaries. large loan lesses accumulated. and
fraquent re-capitalisation were reguired to continue cperating. suggesting the need for
a new approach The new approach considers microfinance as an integral patt of the
financial system, emphasises sustainable mstitutions operating on market principles to
serve the poor (a5 opposed fo subsidised loans to target populations). and recognises
the importance of both credit and savings services (Ledgerwood 1989) On the other
hand a piot project led by professcr Yunus in the late 1870s had demonstrated that
‘he poor can be bankable and that high loan recovery rale can bggachieved under
non-callateral lending leading to the establishment of the Grameen Bank (in 1583)
Grameen Bank became a highly publicised success story.

Governmients. donors, NGOs, etc. found both the new approach to finance and MFis
appealing This fed to efforts to establish Grameen-Bank-type institutions, resulting in
the proliferation of MFls. Generally, MFls focus on the aclive poor. give emphasis (o
women. provide group-based lending, ang use compulsory savings, joint hakility and
social sanctions

MEls in Ethiopia are rather new. The early formal microfinance activity is the DBE
Piot Credit Scheme, intiated in 1990 under the Market Towns Development Project
mplemented n 1954 While many NGOs had credit schemes for years, MGO
programmes. that emphasises both cred! and savings began in eartly 1990s. For
example, the REST Credit Scheme of Tigray (RGST) {now Dedebit Credd and
Savings Institution, DECSI) was launched |n 1893, Sidama Saving and Credt scheme
(now Sidama Microfinance Institution] was established in 1994, Cromia Credil and
Saving Scheme (now Oremia Credit and Saving 5 G} started in 1995 Currently,
there amre more than 18 MFls, regstered and operating in atcordance with
Froclamation Mo 401986
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3. INSTITUTIONAL/ORGANISATIONAL ARRANGEMENT,
PORTFOLIO STRUCTURE AND RISK

Financial viability (alsc called financial self-sufficiency) refers to the ability to cover
both direct costs (L.e. financing costs, loan loss provisions, operating expenses) and
indirect costs (1Le. adjusted cost of capital) with operating revenue (j.e. revenue from
credit and savings operations and investment)®, Financial viability is eszential for MFls
o expand outreach and provide services on sustainable basis. An important
determinant of financial viability is risk as it affects both the cost and the revenue side
The major types of risks deposit taking-lending institutions such as MFls face are
credit risk, liquidity risk, reputational risk, operational risk, market risk, interest rate
risk, and legal risk. |n this paper, we lock at aspects of portfolio structure, institutional
arrangement and governance of MFIs that have implications on the first four types of
risks and their likely conseguences.

Portfolio structure and risk:

Some of the existing MFIs are region based” both in terms of their lending activities
and sources of funds (while others depend on donor funds™); of the 18 registered
MFis that are currently cperational, 7 are regional. There is also an almost complete
dependence on the lending business, hence nterest income is the only source of
INCome. %

For a deposit taking-lending institution such as MFIs financial viability is crucial for at
least two reasons: (a) Qutreach expansion and provision of services on sustained
basis is possible only if they are viable {b) Failure of such an institution has significant
negative externalities {more on this latter).

Although regienal MFIs are established for a good reason, this, in my view, has two
negative consequences with implications on their financial viability. First, it segments
the rural credit market in ways not based on nsk capaciy and transaction cost
considerations. Second, it effectively limits the scope for diversification of their loan
portfalios as well as sources of locanable funds, expasing them to risks that are
idinsyncratic to their respective arealregion'', hence are diversifiable. |f. for instance
some natural disaster such as severe drought cccurs In an arealregion. (a) their loan
portfolio could be wiped cut due to widespread default (i e credit risk), and (b} source
of leanable funds (i e. savings to be mobilised in the arealregion) could dry up, Such a
squeeze from both directions impairs liquidity ?, which in turn affects ability to obtain
sufficient funds - through deposit taking or converting assets promptly - at reasonable
cost, hence profitability. The risk Is real, particularly for MFls with large operations in
rural areas and in drought-prone regions. Neither groupicentre guarantee nor sccial
sanction nor physical collateral will be of much help since such events simuitanecusly
affect many groups and erode the value of asset collateral
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Faidure Involves costs. other than the loss of owners’ capital and jobs, each of which
has senous conseguences. These include disruption of gredit services, loss of
deposits, erosion of public confidence, and loss of information ‘capital of the MF|

Disruption of credit services of failing MFIs affects the activities of their ¢clients since
getting slternative lenders to switch o may not be gasy (or. at least, will be costly™)
The problem will be mare pronounced if the faled MFI was the only one in the
arealreqion (which is the case in many regians). hence an argument for having more
than one MF| cperate in a given area Given the agro-climatic diversity of Ethiopia,
thiz risk s diversifiable Maoreover, intangible assets such as the information capital
the failed nstitution possessed about its clents, borrowers in particular, are lost as
they are not easily transferable:

Bad reputation |s parcularly damaging for a deposit taking-lending institution since it
erodes confidence of depositors, creditors and the general market place The major
sources of reputational risk are operational fajlures and failure to comply with relevant
laws and regulations Failure of 3 deposit-taking MF| affects depositors which, white
probably neghgible at the aggregate. may be huge locally as well as for individual
deposifors  Its depositars, likely to be mostly low-income individuals and micro-
anterprises. lose hard-earned savings, savings which may constitute a significant
oropartion of ther wealth (That the potential losers are poor and less informed about
the risks involved argue for Infreducing same protection against such’losses such as
depost insurance. which can be justified on both economic and meoral grounds), It
alsn imposes negative externality effect on other MFls, and deposit-taking institutions
in general by eroding confidence among the affected groups and the public at large.

These argue for (a) giving due emphasis to the issue of MFI financial viability early on
thraugh, infer alia, diversification; (b) proper regulation and supervision of MFls, (c)
putting good MFI governance in place; and (d) having some insurance mechanism o
partizlly compensate small depositars.in the event of failure.

Diversification of both sources of funds and loan portfolias is one important
consieration. There are several (not necessarily mutually exclusive) potential
alternatives allowing MFls operate cross-reglonally. linking MFIs; and linking MFIs
with banks.

Allowing MFls:to mobilise savings from and underiake lending actvities in both rural
and urban areas without restriction. This has the addittonal advantages of eliminating
the: manopoly and market segmentation problems. as well as inducing efficiency
improvement in MFls by introducing competition between them. One major limitation
of this is that it will be costly for individual MFIs to establish a farge network of
branches covernng various regions (hence not feasible even in the medium term},
Moreover, It may be argued that being the “first mover” in the rural areas of their
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respective regions. MFIs have little or no pror information about the proditasility of
inelr 'eatchment areas’. they need to explore, hence incur gxpioration cests. Expesing
therm to competibion toe early (i e: before they recoup these costs through abnormal
orefits] may make sustainabity afficult. uniess subsimes i the form of tecnnical
assistance and other insttutional deveiopment support are provided. |n the absencs
ol support drantng them temporary exclusive nghlts (18 an opoortunity o enjoy
abnormal profits} as 'compensation’ for the explorabion costs may be socially
beneficial (Hellman et al, 1998} Bul, one aiso needs (o ensure that they have
ngantives ta improve their eficiency. The length of the exclusive right can be used a8
Zm Insirument to achieve this, |t can be fixed in such a way that it mduces efficent
Zniry

Thz otner alternatve 1= 1o ink the MFis s that funds flow from surglus 1o deficlt MFIs
andiar (iitoduce an inter-MFL fund market™ where those with surplus funds can tend
to those facing shortage. Most of the MFis are facing shorage of icanable funds
Jespite the fact that they extend only short-term (with maxmum matunty of 1-year)
small |[oans, while some acoarently nave excess funds. There are &t (2ast three main
reasons 1o hink MEIS o mprove ther iguiaity. share information, and imgrove
resource ailoeatien eficiensy and increase |nvesiment both at regianal ana: national

BN RS

Mt restriclng e [enging and savings mobilisation activites of the reMonal MFis 10
thesr respective regons and creating links are important not anly fram the paint of view
uf nisk screading bul also diversification of sources of furids and flow of funds Such 2
o aliows (&) invesimeant 1 be undertaken in areasireglons, which athsnwise walid

= e postponed dus to lack of sufficient funds within, and (b} better ulilisation =t
resources which atherwse waoulg have either remained dle ar beer investsd in low
guality local projects. Of caurse, In the event thar a ceran MF| s in trouble. due (o
whagynoratic Tisk or otherwiss, existing depesitors will rush 1o withdraw thair maney
whie savers will be reluctant to halg aeposits with it especially If there are altermatlve
depeat aking nsthutions: {To some extent other financial institutions may alsa suffer
tnrowah contagion effects-ang ergsion of confidence |

The cirer reason for networiking MFIs (and creating a link with banks) 15 1o facilitate
irformation exchange'® Unlke other transactons. coredit ransaction involves &
prifmise oy the borrower topay in the future, hence there' s uncertainty as to-whether
Ibwill e deivered, it depends on borrowers adility and unwillingress 10 pay. Ability
pay & influenced by, among other things, the barrowers level of Indebtedness |l e
accumuliated debt) Infarmaticn an whether a lean apolicant has unpaid past sans
fram ather lenders (s thus useful More so when one considers the fact that, accarding
to the 1950 Commercial Code of Ethicpia, repayment claims on new loans are "|unior”
relatve to prior comrmitments. While secured creditors have preferred rights over
unsecured ones, between secured creditors™ rights ‘rank in accordance with the date
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an which such rights have been registered” while mortgages registered on the same
day rank concurrently (Negarit Gazeta, 1980, art, 182 Althcugh MFis do not narmally
secure their loans against borrowers assets, they will still be affected because the
avaiabllity of assets to be realised affecis a borrower's general ability to pay The old
lzan may have been secured against the borrower s assels: In fact, that MF|s do not
secure their loans aganst assets and have it registered means that their claims will be
Jumor even compared IG new loans which are secured as the law gwes preferred right
toy secured creditors

Cne potental problem with this alternative. however, is that areas with reiatively low
profitable investment opportunities due to, say. pacr imfrastructure, may face credd
starvation as the MFls will now consider lending cpportunities at a national level This
downside should thus be weighted against the benefits

A third alternative is to link MFls with formal banks However, in this case one ngeds
1a ensure that MFIs do not simply become mechanisms for siphoning out rural savings
far use in urban areas or for channelling pank funds to rural borrowers. One option 1S
to reguire MF1s undertake active savings mabilisation and to plough back part of the
:unds so mohilised o rural areas/localities The [atter, to some extent, conflicts with
tne ohiective of allocating funds to their most efficient uses at a national level On Ihe
ather nand, not allowing MFis to make their excess funds available for use by cthers
will be costly both to them and to society since it results n under-ulilisation ar
nefficient utihsation of funds and may encourage MFls 1o lend to less creditworthy
barrowers. So. one needs 1o strike a balance.

it should also be noted that the benefits of reduced gsset portfolio and liguidity nsks
resulting from diversification af loan portfolios and source of funds across reglons
comes at a grice in that the aavanfage of being local (12 maore informatien, and
relatively easy monitonng and state verification) 15 lost.

Anather area of concern is the concentration of MFls on the lending business, having
mterest as their anly income source. They need to diversify their Income sources by
widening thé rangs of their sarviess'' 1o include, among others, transfers, safe-
keeping rural insurance, eslo Regarding agneultural (o7 rural) insurance, the
nsurance premium involved may be 1co hign for most rural agents given the hiah
natural risk and covariance of risks in rain-fed agriculture making expansion of
coverage difficult Small membership in turn limits the rnsk-spreading (sharing)
henefits of nsurance. Besides, 1 may be risky for regional MFis to get into the
agricultural {or rural) insurance husiness, i the drought-prone areasiregions n
particular, due to limited scope for diversification  The occurrence of an insured-
against-event on a large scale will squeeze their lguidity (rising pon-parforming loans
and drying-up of deposits, and a rise in payout of insurance claims and decline in
issue of new insurance policies resulting from reduced ability to pay premiums on the
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part of those affected) There are also the zsues of adverse selection, unless
coverage 15 fully comprehensive (e covers all rather than specific risks—e.qg all
crops—and buying nsurance s compulsary), and moral hazard

The effact on depasitors of fallure:of an MFI and that bail ocut is unlikely indigate the
need for introgucing some nsurance mechanism Partly because failure of an MF1 is
inlikely to have systemic effect and parlly due tc the maoral hazard problems
depositor-compensation and pail out create among depostors and MFls respectively,
Jail mut may be unlikely |n additian to the implications an.government expenditure, it
1= difficuit to ustify the use of tax-payers’ money in cases of faildres unlkely to have
sestemnic effects

institutional/organisational arrangements

Many of the MFls require Group/Centre'® formatian and grior savings with them by
potential barrowers (up ta 2.58% of the ameount to be borrowed), which is supposed to
contnue, even after borrowing, in parallel with the loan repayment, as a precondifion
for membership and access te credit They disburse loans to group members either
simiultaneously of in turns. They alse require regular weeskly repayments of loans
during group meetings

L
Group/centre formation reguiremernnt

The rationaie behind the group (and centre) formation reguirement is their screening
role ex-ante and monitonng, enforcement and guarantor roles ex-pos! Apoplicants with
unsetiled regayment abligations or perceived as dishanest or lacking the ability to
make good use of funds, hence less likely to repay, will be screened cut In the
process of self-selecton-based groupicentre formation. The assumptions are first,
snce group members know each other weall, they are likely to know if an applicant has
prior commitments or 15 dishonest or lacks the.ability to put borrowed funds into good
use: Second. cgiven that group members are jointly and severally liable for the
repayment in the avent of default and that the entire group will Be excluded from future
lgans f it fals lo repay, would-be members have an incentive o reveal the
informaton || provides 2 monitering and enfercement mechanism as groupicentre
members put pressdre on borrowing members o repay, and have incentives (in the
form of repayment obligations of unpaid loans and loss of future access to the credit
faciity) to do =0 In the event that a member defaults, the groupicentre pays the ioan
on pehalf of a defaulting member'™ Termination {actual or treat) of credit in areas of
high default (if made public and credibiie) may provide an enforcement mechanism by
creating incentives for the local community in general to put pressure on borrowers to
repay {assuming that continuation of the service is in the interest of the cammunity)
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However. the screening out of indebted potential borrowers may not work if maost or all
mambers of a group have prior commitments as they may agree nat to reveal it say,
on reciprocity considerations {not an impossible outcome). More impaortantly, althcugh
making credit access conditional on setling previous loan obligations creates
ncentive to repay, autocmatic exclusion of those indebted may not be consistent with
the paverly alleviation objective of MFls - it may well be that they are indebted
precisely because they are poor Forming centres which requires several groups
agresing, among other things, to share risk (l.e undertake to repay a loan by a
defaulting group member(s)) is likely to create access proolem There 5 some
avidence that the ‘poorast of the poar find it difficult to form & group (hence tend o get
excluded) because others do not want them in their groug Theoretically the paar can
tarm a group among themselves (NB: MFIs do not accept a group composes of close
-alatives) Shill, they may face a problem since others are reluctant to have such a
group as 2 member (seyeral groups are supposed 1o farm a Centre) Moreover, given
that failure to repay results in loss of future access to credt, these groups are the
mora likely victims due to their low ability to repay™ This defeats the nable {and, in
view of the participatory approach to development, economically sensible) objective of
reaching the poer. with implications on thelr capaciy 1o participate in the development
effart Besides. excluding an entire group from future loans (irrespective of their record
a5 individual borrowers) for the default of one member does not seem fully consistent
with the long-term interest of MFls: It erodes their potential borrower base by making
minre and more of individually good borrowers inehgible for credit (Voh Pischke &t al
1L56)

MFls are expected to use a social sanction mechanism to enforce repayment (L.e.
social collateral). The gueston then is, in the eveni that a borrower has two icans. a
bank loan which |s secured (hence accorded priority by the law), and a loan from an
MFI (backed by social collateral) but lacks resources to repay both, which loan would
the lender give prionty to. In other words, which of the two enforcement mechanisms
(social sanction or legal) 15 likely to prevail? Even banks cannot always count an the
prianty of claims accorded to secured loans either as all their loans are not hkaly ta be
secured It shoud thus be in the best interest of both MFIs and banks to exchange
nformation regarding barrowers on timely casis (hence 1o creats & mechanism 1o
nandie this) A lendger cannot afford to make lending decisions under the assumption
that it Is the first lender

Prior saving reguirement

The main reason given for the prigr saving requirement is that it helps e “inculcate the
habit of saving and impose financial discipling’ among their target populations While
the intention is good, it is not clear whether this is the best way to go about it T
same extent, It may also conflict with their stated objective of providing credit services
to the poar as it excludes those unable to meet this requirement (e.g. the poarest
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section of society). Besides some MFIs (e.g. SFPI) do not allow withdrawal from the
compulsory savings until the group {or centre) has fully repaid s lcans since they use
the amount saved as partial coliateral, Its collateral function thus provides another
Lrstated) rationale for requiring savings prior to barraowing (a fact not fully censistent
with the cammaon claim that MFis provige non-collateral based loans) Maoreover, such
savings ars essentially 'blocked accounts', hence Involve significant loss of liquidity to
the deposit holders — yet they are regarded as savings (rather than time] deposits for
the purpose of interest rates. Besides, such prior saving requirements are most likely
to exclude the ‘bottom pocr who are most bkely to fall to meet the requirement
Emnhasis should be given to provision of savings services on terms that promote
valuntary savings (e g open-access, ndividual accounts), DECSI and ACSI are the
sxceptions i this respect: as of Mareh 2000, they had mobilised voluntary savings of
Er 78 million and 41 2 million from 202,000 and 151,842 depesit helders respectively
Thase amount 1o 52% and 1% of their respective outstanding loans (Wolday 2000).

Uniform repayment and timeliness of disbursement

Nnie the regular weekly repayment reguirement may have advantages, its rgid
-apl=ation under all circumstances may be inappropriate since ability to pay may not
ca uniform overtime. For example, for borrowers earning a large proportion of their
ncome from agriculture, repayment capacity typically varies across seasons
sipaestng the need for flexibality .

There may be secunty arguments for extending leans 1o members of a group (1 s
in that making repayment perfermance of those borrowing first and maintenance aof

graup distiplne conditions for access by Ine remaining group members ensures good
cehaviour The practice. however, negatvely affects economic activity 0 at least o
ways Firgt that one has to wail until group members have repaid in full involves
missed opportunity (i.e. one cannot exploit profitable opportunities as and when they
arse Second, lack of continual access to credit for working capital by @ member
¥ects existing activities |t should bé nated that timeliness of ican disbursement is

mpariant

4. REGULATORY ISSUES

Currently. MFis in Ethiopia are subjected to restrictions on the size and term of therr
lDans to Birr 5000 and 1 year respectvely (Directve No. MFI/O5/88) A single
Barrower limit is & standard regulatory measure fo quard against imprudent tehaviour
by lending financial instituticns in general to ensure some degree of diversification in
their lgan partfolio It iz meant to limit excesswve risk taking through excessive
exposure to limited number of borrowers {asset portfolio concentration), Micro finance
schemes also use small loan size (together with frequent regular compulsory
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meetings for savings and repayment™) as means to induce the batter-off to exclude
themselves (i & encourage self-selection by non-target individuals), who, otharwise,
may compete for funds with the poor, especially If the interest rate is low. According o
one survey, the average loan size ranged between Br 223 and 2650 (zee, Wolday
2000

There are at least three reasons to raise this limit First, there exists a financing gap
for micro and small enterpnses as banks find them unattractive. Second, prudent
lending requires maintaining good client base by retaining borrowers with good track
record, Third, providing larger loans to good borrowers has singalling advantage

The MWational Micro and Small Enterprises Development Strategy (which uses a
capitai-based definition of size™ rather than employment size and use of automation
(Ministry of Trade and Industry 1997) envisages MFIs to be the source of finance
However under such loan size limits, MFls are unlikely to fully cater for the financial
requirements of Micro and Small Enterprises as the loan requirements of many small
enterprises are likely to exceed this limit. Some of the MFls are of the opinion that,
given their poverty alleviation objective, the Br 5000 limit is reasonable as those
requiring a larger amount are not ‘peor, hence outside their target population™. They
are reluctant to expand to Small Enterprise (SE) financing the reason being that, in
trying to address the credit needs of SEs, they risk losing their focus on poverty
reduction, %

This view, however, fails to look at the issue from a dynamic parspective, The Br
5000 limit is restnctive and rigid {constrains economic achivity} faor at least two
reasans. First since project costs generally increase over time. the number of
business activities the ‘poor’ can potentially engage in with such low capital declines.
Second, as the formerly ‘poor clients of MFIs grow, partly thanks to the credit
sarvices. their credit needs in terms of size and terms of loan changes {1.e. reguire
Izans of larger magnitude and longer maturity) but stil remain too small for banks 1o
lend to |n other words, a financing gap will be created with implications on growth,
those requiring more than Br 5,000 will be regarded by the MFls as graduates, bt
are not yet attractive to banks. If the objective of MFls 1s not only poverty alleviation
but alse promotion of small enterprises development then it s necessary that MFls
see their clients through until they grow to a size where they become of business
interest to banks. One sclution, some suggest, is to introduce a credit guarantee
scheme to enable borrowers "graduating” from MF| loans get access to bank loans
However care should be exercised since credit guarantee schemes are notoriously
famous for breeding moral hazard among lenders. especially if coverage Is full and
free (maral hazard will be lower if the guarantee is only partial by ensunng that the
lender shares the loss), Besides, the reluctance of banks to serve small borrowers
emanates not only from their nskiness but also frem the high transaction costs of
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extending small loans (and mohbilising small deposits) Credit guarantee schemeas may
reduce the first problem but not necessarily the second

It makes good business and econemic sense for MFIs to provide larger loans to
chents that proved themseives reliable borrowers [1e with good repayment record), It
allows MFIs to retain @ client base of good guality. Mantaining good client base is
consistent with their poverty alleviation effort since it contributes to their viability,
‘Heraby allowing them to provide credit services on sustainable basis. Mot doing this
lzads o adverse selection in the sense that those who are good as borrowers and
sycoassiul in ther business 'graduate’ from MFIs while others remain behind,

Femaoving the mit (or raising it to a level beyond which banks can take over) has an
incentive element in that it credibly sigrals that dood repayment performance (s
rewarded throuah access to larger future lgans, This may reduce the probability of
default

The: 1-year term hmit (imposed by Article 4 of Directive No. MFI/D5/EE) on MFI Inans
ensures the absence of mediwm- and long-term credit market in the areas and for the
borrowers supposed to be served by MFIs. For example, among the common
ourpeses of borrowing by farmers are purchase of ox-and cattle (for breeding). In this
case the 1-year term limit becomes too restrictive since. given the amoypt involved, it
may be dgifficult to pay back fully in a year. In fact, according to Information from some
NiFls borrowers are beng forced to resell the ox bought with the loan (sometimes at
orices lower than the amount borrowad™) in order to repay, which defeats the purpose
(poverty alleviation) as there is no asset building. Worse. they may have to take other
lzans (fram other scurces) in order o repay previous loans (1.e engage In Fomezl
finance)

The absence of medium- and lang-term micro-enterprise credit facilities and the Br
5000 limit together may also have other undesirable economic effects. (a) Borrowers
in a given area are restncted o consider only business opportunities that are small
and have short gestation periods™ resulting in engagement in similar activities which
n turn leads to guick saturation of the markel (with implications on their viability and
repayment abilty). Cpportunities are-already limited even without such restrictions. (b}
Profitable opportunities with larger capdal requirements and/or longer matunty remain
unexploiied

While extendmg the 1-yaar imit may seam to be the obvious sclution, it has other
Implications First there will be a jump 0 the loanable funds needs of the MFls,
Extending fcans of ienger matunty would mean that funds will be tied-up for a long
tme, thereby aggravating their fund problems. More so when one considers the
areas y=i o recewwe credit services and the need for continued access to credit by
those already covered” This however is nat an argument for not extending the term
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of lpans but rather for raising their lending capacity through aggressive savings
mobilisation and other means.

Second. it increases credit risk. In fact, a number of MFis, not surprisingly, find the 1-
year limit acceptable. This is quite consistent with the preference for short maturity,
which is typical of lenders, due to safety considerations; i.&. the shorter the term o
maturity the less the risk. Third, it changes the maturity structure of their loan pertfolio
probably creating a mismatch Detween liabilities and assets. Of course, a mismatch
per se will not be a problem sa long as MFis attract increasing deposits®,

It is desirable to relax the restrictive loan size (Br 5 000) and term to matunty {1-year)
limits on MFI loans at least to clients with proven repayment records whose financing
needs {both for investment and working capital) has Increased due to growth of their
husinesses. It should also be recognised that with experience in lending, monitoring,
collection of loans, ete. MFI's ability to handle larger and longer maturing loans
increases. If this cannot be done, an alternative mechanism of elosing the financing
gap identified above should be scught Promoting some of the MFIs to specalrural
nanks whose objective is not only poverty alleviation but alse promotion of small
enterprise development may be one option.

The legislation gaoverning MFIs has no provisions regarding prudential liguadity
reguirements and access to last resort lending facility of the NBEst is not clear
whether not subjecting them to liguidity requirements from the start is deliberate {i.e
due to consideration of the costs involved) As deposit taking-lending nstitutions,
MFls need to keep liquid assets enough to meet normal withdrawal requirements of
depeositors. Like any depost taking-lending institution, they are likely. from time 1o
hme to face temporary short-term liquidity constrants, hence need to be provided
sccess to the last resort credit facility of the central bank. Although the NBE has
recently introduced a discount/rediscount Window facility, that MFis do not, currently,
buy T-bills and government bonds means that they cannol access the facility unless
some other arrangements are made

5. GOVERNANCE

Governance, according to the World Bank (19534) refers {0 “the manner in which
power is exercised in the management of a country's economic and social resources’
Sreakdown in corporate governance®™ is an important element of operational risk
Such breakdown can cause losses to the nstitution through fraud or failure to perfarm
in a timely manner or cause its interest to be compromised by its dealers, or its staff
conducting business in an unethical or nsky manner. |ssues like whether MFls have
appropriate governance structure including an effective Independent board, whether
board members and management have the appropriate mix of professional
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gualification and relevant experience, and face appropriate incentives are thus
impaortant It is often argued that those in the boards and management of MFIs have
commitment However, commitment, while undoubtedly important, cannot be a
substitute for qualification or experience

The ‘individual' shareholders {mostly by wirtue of being employees of the respective
‘mother’ NGOs™) are nominal shareholders. The legislative requirement that MFis
should be registered private share companies” (Proc. No. 40/1986) and the
prohibition of unlicensed MFis (Public Notice No. 2/1598) restncts NGOs from directly
engaging themselves in microfinance activities. Our discussion with some of the
NEO-based MFls revesled that they had o establish MFIs using noronal
shareholders while they provided the required capital. That the shareholders do not
really own the shares, hence have no personal sigkes, raises the |ssue of whether
they have sufficient incentives to monitor both the board and management. The
absence of remuneration to board members in some MFIs complicates the
governance problem. To the extent that serving in a board is free contribution, even if
shareholders nave effective monitoring, there is net much that could be done to poorly
performing beard members other than changing them which dees not solve the basic
mcentve problerm, While non-profit erganisations -such as chanties may have non-
remunerated boards, MFls are businesses, not charities; It may also be difficult to
hold them legally respensible for damage caused by their falure to properly discharge
their duties, The Commercial Code of Ethiopia states that directors “ehall be jontly
and severally liable to the company for damage caused by failure to carry out their
duties” (Art 364(2)) and "when they fail to take all steps within ther power 1o prevent
or te mitigate acts prejudicial ta the company which are within their knowlecge” (Art.
Z84(4)) However it s not clear whether the provisions apply to non-remunerated
boards. One may hope that the desire on the pan of board members and managers to
orotect their reoutation {or commitment ta establish one) to provide the incentive to
perform This may. however work only If the market for managers and direciors |s
sompetitive, reputation is impertant and information flows well, which is not the case in
Ethiopia

Although we have no detalled information on the composition of board members
here 5 some evidence that many are from parent NGOs or have NGO background
This rases the gueston whether a board dominated by people of NGO mentaiity is
the appropriate body 1o set strategies and guidelines for the MFls which are private
share companies supposed to be run like businesses with focus en the poor
Although MFis have hybrid objectives in that they combine social rmission with
profitability (and it is not clear to what extent the two are caonsistent), being profitable
(hence sustainable) appears to be & necessary condition for the fulfiment of their
social mission. hence the need to run them like businesses.
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Some MFIs are fully or largely ‘owned’ by individual nominal shareholders, some of
which are insiders to the MFls, The Commercial Code of 1980 requires a share
company to be formed by publc memorandum which shall contain, among other
things, “the manner of distributing profits” (Article 313). Accordinaly, many MFls have
included, in their memorandum or articles of association, articles which prohibit
distribution of dividends or . irrevocably and unconditionally waiver[d] any claim to
the shares and proceeds thereof or their right to transfer same to third parties
(discussion with MFIs). However, there is nothing that prevents them from removing
these restrictions by exercising their right to amend the articles in accordance with the
Commercial Code™, although it can be argued that the amounts involved are not large
enaugh to create strong incentives to tempt many Into such actions.

Table 1. Ownership Structure of MFIs (3% of Equity)

MFI % of Equity Owned
Reglonal Assoc/NGOs Indlviduals Total
gav't
ACSI S C 25 75 0 100
BECSI 5, C 23 | 75 [i 130
Orgrmid Gredit & Sawngs 5. C 25 TE [ 1 10
“Dimo Wborofinance Inst 5 G an 8.5 ] { 120
 Speciglised Frmancia: & Pramotional InsL 5.C. o a4 20 00|
Gasha Microfinancing Inst, 5, o 0 519 381 100
Wisdam Microhnancing Insl 5L o a Io_a 1 100
Sidama M “r-“l"-ar'rin-; Ing: 5 C. o ] g 10
[ Azser Microfinancing 5. C i a7 ] 3 108
| Airica Vilage Financial Sernvices 5.0 [ 0 | 1ol j0g
Buussa Gonls Micie.fnance 5. C 0 18 |  Aac4 [ o |
[ WAeket Miczo-finance Inst 3 . G _4 T [ 169
| PEACE Micoy-tmsands nr' InantLnGn G G g | 1040
| Addes Ceadd & Sawings institulion BE 7 A3 0 100
Mencit Micro-Financing Insliuban o g g 120

—5 hel Micra-f -ran-" ng Inshtution 1] | 0 | a0 ion

I ERasherene ldirs Telir t-dt Agal Mg knancing a 0 | 100 |0
':'.EII' shanpul-GEamu 'ﬂll."l'cl financing 5. 20 5 20 101
[ WASEASA Micro-inance Ir stituton 5. G L 20 B oo

Source: l.'-.-'L.IJ.gY (20010, and tihar unpubiished documants

6. CONCLUSION

MFIs are characiensed by geographic concentration of their pertfolic. For some, this
is the result of limited financial capacity to diversify while, for the region- -based MFls
the problem is maore than that That they are regional institutions puts an inherent limit
an their ability to diversify geographically both their loan portfolio and source of funds,
hence are exposed to idiosyncratic risks (risks which can be diversified away). There
15 also high concentration in terms of their source of income {(almost exclusively
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depending cn interest income). These need to be resolved as they have negative
imzlications on their financial viability, hence sustainability of their services.

Currently, MFls exclusively focus on shori-term loans. The expressed preference on
the part of MFls far short-term [oans, and the implication of providing longer term
loans on their lopanable fund needs and nsk means that removal of the 1-year term
regulatory limit by itself may not bring material change in this respect. Currently,
horrowers ‘graduate” from the credit services of MFls premalurely (i e before their
businesses can attract bank financing) while sustamability (and, arguably, poverty
alleviation) requires continued sccess o finance, U also makes good business and
economic sense for MFIs to retain clients with proven record of good repayment by
responding to thelr growing coredit requirements until they become attractive to banks.
foreover, the National Micro and Small Enterprises Development Strategy envisages
MFls to serve the financial requirements of Small and: Micro Enterprises. But, MFls
themseives are reluctant to move to small enterprise finance arguing that it diverts
their focus on poverty allewiation. The strategy, thus. has to be revisited to address
the financing gap MFls sheuld recognise that retaiming a good chient base contributes
to their financial viability, thereby allowing them to provide sustainable services

The group/centre formation requirement to access MFI credit creates a built-in
tendency 1o exclude 'the poorest members of the society as they find it difficult to
form a group/centre. There may also be self-selection by the poffest section,
convinced that others are unlikely to accept them in their group/centre.

MFls are supposed to be run (ke businesses Yet, for most MF|s, the compasition of
the boards as well as management does not reflect this in terms of their background,
aualificatien mix and business experience. Most have NGO background. Teo much
weight appears to have been given to commitment and dedication, which, while
important, 15 no substitute for qualification or expenience. In the case of MFls 'owned’
by nominal sharehoiders there is also the problem of lack of incentives to monitor the
board and managament

NOTES

" By oroviding cpporunities for antreprenews o utilise their tatents and skills In deveioping and running
business. MSE are thought to be better suited to exploit niche markets. enhance econormy-wide
productivity, and bring about rapid technical change (see, IFC. 1998)

“Sea, Survey on Urban Informal Sectar Activity Cperators and Small Scale Manufacturing Industries {CSA
May 1497, Agekba (1598).

" Migrafinance cefers to the process of lending small amounts of money, without collateral, te help poor
pecple 10 become entreprensurs
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* Modem technologies such as the |nternetl are being used to promote microfinance. According to the
Econamist (Movember 1993}, the number of microfinance institutions (MF1s) warldwide Bas reached about
10,000

* There are more than 18 MFls that have registered and are aperating in accordance with Proclamation
Mo, 4001968

® Allhough many NGOs that had micrefinance schemes complained that the preclamation cantained
aspects that are not consistent with their objectives as NGOs: For example, the legistation requires that an
institutien should register as a prvate sherg company and be wholly owned by Ethiopians, Saome feal that
the establishment of an MFI as an independent private share company that operates on prafitabifity criterla
togethar with tho restriction an foreign ownership, makes it difficult for foreign NGOs 9 continue thair
credit services o ther target population or to support the MFIs themsalves.

T The Marke! Towns Development Project is an |DA-financed national level project aiming to develop
infrastructure in 16 towns identified as marke! and service centres and to alleviate poverty thraugh job
creation and Income enhancement

* The adjusted cost of capital is the cost of maintaiming the value of the eauily ralative to inflation {market
rate of equity) and the cost of accessing commercial rate Vabilities rather than concassional loans.
iLedgerwood 1989},

" Some of them have registered as nalional MFls and are trying to expand by opening branches (e g the
Specialised Financial and Promotional Institution 5.0,

" Mast of the MF|s that have their origins in the credit activities of foreign NGOs are heavily dependant an
funds' donated from their “molher” NGOs rather than deposit mobilisation. This constrains expansion of
their outreach since donars are reluctant to cantinue mjaching money into them partly due to the private
campany status of MFls Experience shows that credit schemes that heavily depend on external funds
[rather than savings mobilisation of domestic savings) am unlikaly ta succesd

" An anonymous referes pointed cut that this may not be a sedous problem since fhe reqions are very
iarge, some of them bigger than seme African countries Whal matters, however, is nal the phivsical size of
a region per s2 bul the opportunity for diversification (i diversity of polential actvities gen-climatic
condiion; elc:). There 15 no necessary cafmelaticn betwean the two Besides, the small countries cited are
constrained by national, a5 cppasead ta regianal, baundanes

' Liguidity risk arises fram inatilily to meet lability obligations or additional inan requests

" Unlike in the gaods market, in the credit market switching is difficult or costly both te the lender and the
borrower becauss of the Informatian-intensive nature af the market In this markel seliers (L& landers)
caonsider not only the pricelfinterest rate the borrower is willing to pay but also hisher quality (e he
prabability that sihe will regay)

" The Inter-bank money market is alsc a potential source of lnanable funds far MFIs for their shor-term
lending in particular. Still another source iz foreign borrawing, While this may allow rapid expansion of
autreach of lending servicas it has several potential problems: it is unreliable, may create a disincentive
an MFis to mobdise domestic savings (mare so if it is a grant or invalves iow (nterest cost). and invalves
fareign exchange risk.

* The MFls themselves have smphasised expenence sharing and other rationale on the basis of which
the Association of Etippran Micro-finance Institutions (AEMFT) was established,

" Al unsecured creditors are required by law to enter the universality of creditors 1o share the remaining
proceeds after secured creditors fully recovered ther claims

" ACSI and DECSI have made & goad start in this respect in that they are acting as agents for the Sncial
Security Authanty (S5A) inpaying pension benefits to pensioners.

' A Centre is farmed by a number of Groups

'* Although MFIs seem to draw much comfart fram the presence of 'group guarantee’, it should be Asted
that group guarantes does not help in the event that a risk affecting the group/eentre a5 s whole ocours
which is vary Iikaly. for example, in rural areas

A group compased of iomogenous membars has the advantage of reduced infarmation problem (due to
easier access 1o the information and interpreting its implications for persens wha are simitar), facilitabing
screaning and peer monitoring. But, it also invelves & disadvantage in that the similarity in preferences and
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covananga in income flows (sources and levels) of members; hence the nisk of delinguency/default by the
group as & whole, tends to be high.

" DECS! = Dedebit Credit and Savings |nstitution, ACS| = Amhara Credit-and Savings Institution

= Repayment 5 made inopubhe inthe presence of the Group members with conseguent loss of face if
repayment is not made — the assumption is that the homiiation such disclosure of wrong doing brngs will
restrain defaull As Goodhart (1587) noted, rogues (scamp, cheatl, outlaw) may not be humitiated by
dizclosure  Howsver, in the case of group lending, it can be argued that rogues must have been excludad
i the seif-selection-based GroupiCantre farmation process

2 The strategy defines Micro Enterprises as those with paid-up capital of up to Birr 20,000, and Small
Enteranses az those with paid-up capital of Birr 20,000 - 500,000

“In fact most of them do not (and doe not want to} gve loans in excaess of Birr 2000 (source” author's
discussion with MFI managers)

“ In determining whether a borrower forced inta such & situation actually incurs a loss, ane should take
it @ccount not only the selling price relative to the purchase price of the ox {or asset In general) bought
with the borrowed funds bul aisc the sendce if rendared befare the sale.

= The shor-term nature of MFI finance creatas a bias towards activities with short gestation period.
typically trade and against praductive activities

T An empirical study in Tigray (Fiona Meehan 1899} has found that while DECSI's credit had significant
posdive impact on income. “the positive impact ... was dependent on continued access to cradit, on a
regular basis. and where this was interrupted, the imgrovement in heusehold inceme rapidly decreased”
(pp 13-14) This has implications on the ivanabie fund neads of DECSI

* 0t shouwl be neted that one of the key economic functions of financial Intermediaries is malurity
transformation. They accepl deposits from-a large number of savers on short- 1o medium-term maturity
basis and provide loans on long-lérm basis, without bacorning iliquid since, under normai circumstances
the protatiity that all depositaors would want ta withdraw their deposits at the same time is. low

 The other slements are breakdown 0 intemnal control, failure of Information technu:uingi systems, events
like fires or:other disasters

“ Nomiral shareholders who are employees of the resgective mothor NGOs “own' up ta 97 5% af the
shares

"UA shars campany, sccording o The Cammersial Code of 1860, 15 "a company whose capital is fixed in
advance and divided Into shares and whosa liabilities are met only by the assets of the company” and
where members are liable anly to the extent of their share holding {Article 304). & share campany could be
formed erher between founders ar by puble subscriphion Almost zll of the MFIs have been formed
betwsen founders which are regional govemments and NGOs (or individuals) (see, Tabie 1)

2 The Code (Articles 423, 425, and 482} stipulates that sharehaldars can amend therr memorandum ar
amicles of association noan exraordinary meeting with fwo-terds majority  attendance (exciuding
abstentians and blank Gallols) and with, af least, hall of the shareholders having veoting rights represented
(173" grd 144" in gase of a second and third extracrdinany meetings).
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