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EXECUTIVE SUMMARY

Since about a decade ago, microfinance has receaivimtused attention from the United
Nations, including the declaration of the year dtnofinance (in 2005), and the associated
studies and publications, the strengthening ofatiévities of its specialized fund for small-
scale investment (UNCDF) and, more recently, tr&giation of the UN Secretary General’s
Special Advocate for Inclusive Finance. The UNtirse interest reflects the fact that, despite
the challenges of microfinance, it has emergedrnasmgortant tool for poverty reduction in
African. Notwithstanding the recent financial arabeomic crises that adversely affected many
African economies, microfinance grew on the conttreg a remarkable pace even at the height
of the crisis in 2008. At the end of 2008, Micrafice Institutions (MFIs) in SSA reported
reaching 16.5 million depositors and 6.5 millionrdoavers. Moreover, even when the region
witnessed a slowed growth in borrowers in 2008reh@as a continued and strengthened
uptake for depositors, as their growth rate ine@ddsy 10 percent to reach 40 percent, which is

more than for any other region.

Microfinance in Africa is developing at all threevels of the financial system (micro, meso,
and macro). At the micro level (financial serviggsviders), there are many stakeholders and
growing interest from banks and private investdviscrofinance institutions (MFIs) play a
predominant role, with the credit unions still doaunt in terms of membership, although the
bulk of savings is mobilized through the banksii#g¢ meso level (support services suppliers),
services such as training or auditing are availaild some associations are playing an
important role of coordinating MFIs’ activities. Athe macro level (policy, regulatory
framework, and supervision), countries are increglgi shifting to a conducive paradigm of

market based policies, while also putting in pleegulatory and supervisory frameworks.

However, microfinance in Africa still lacks capactb match the huge needs of the poor. This
is because of certain challenges, which conceaktiengths and opportunities at the various
levels. At the micro level, African MFIs have sttu@l weaknesses at several levels:
governance, portfolio management, internal contnolman resources, and lack of financial
sustainability. At the meso level, microfinance soi services are rare and of unequal quality.
Also, although CGAP/MIX compiles information on dincial performance, the data is still
limited, reflecting reporting gaps. At the macredg the supervisory and coordinating bodies
have limited resources, and the legal frameworik ia state of flux. Moreover, in many low-
income African countries, the legal system is toerstretched and not sufficiently reliable to

help further develop the financial sector.



In light of these weaknesses, governments and reatedevelopment partners have a
fundamental role to play in consolidating the depetent and guaranteeing the sustainability
of microfinance in African countries, in partneghwith the government and other domestic

stakeholders. The recommendations of the papesusnenarized in the Summary Table below.

» At the micro level, governments and donors shouddp hMFIs adopt appropriate
practices towards building retail capacity and p#ag transactions costs. In this regard,
as donors operate in various countries, they hameess to good practices in
microfinance across the globe and should promotéedp adapt them in African
countries. In particular, it is essential that dsnieelp well-performing MFIs tailor their
services better, while supporting the weaker oresléan up their portfolios by
introducing sound management practices. The stisty racommends that, generally,
governments and donors should help MFIs improveegance, while promoting the

diversification of institutions and approaches icnofinance.

At the meso level, governments and donors couldp@iipcapacity building by
promoting the availability of local training thas clear, accessible, and sustainable.
Governments and donors should also support the lamwent of financial
infrastructure, including the strengthening of pasfional associations, which can be
strategic in advancing microfinance at country eeglonal levels; the establishment of
sustainable systems for refinancing MFIs, which batp MFIs access resources and
expand their capacity; and deposit insurance, whiglps to protect clients and build
confidence in the systém

» At the macro level, governments should maintainirenments that are conducive to
micro-finance and clarify the role that various isines have to play in advancing
microfinance at national levels. In this regard gtudy supports and reflects the very
pertinent recommendations that the African Unions haade, including that

Governments should

» set policies that stimulate financial servicesgoor people at the same time as
protecting deposits;

* maintain macroeconomic stability;
» clamp down on corruption;

» improve the environment for micro-businesses, iticlg access to markets and

! Coordination among governments and donors is safuedtal aspect in the provision of technical
support (see Section IV on Partnership for Proyjress
Y



infrastructure;
* avoid interest rate caps; and

» refrain from distorting markets with subsidizedgldefault loan programs that

cannot be sustained

Donors should support the strengthening of cousytstems for establishing financial
sector soundness and appropriate policy, regulasuyervisory and legal frameworks
for microfinance. The report suggests, in line viadst practice, that donors should work
within country systems. In this regard, the studgports the CGAP recommendations

that donor grants, loans, and equity for microfceshould be temporary and used to:
» Build the capacity of microfinance providers
» Develop supporting infrastructure at the micro arebo levels
* Support experimentation
Donors should:
* Integrate microfinance with the rest of the finahsystem
» Use experts when designing and implementing preject
» Set clear performance targets tied to future fumpdin
» Set a realistic exit strategy from the beginning

The recommendations reflect the fact that advanciimgofinance should best be carried out as
a partnership: partnership among the governmeunlyiging the enabling environment; the
external development partners (or donors) providingncing and technical support; and the
MFIs and meso-level players, who should take marimadvantage of the enabling
environment and the support of development partn€he study recommends that such
partnership should be built on the principles & Baris Declaration and the Accra Agenda for

Action.
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SUMMARY TABLE OF
SWOT ANALYSIS AND RECOMMENDATIONS OF STUDY

MICRO SWOT

STRENGTHS WEAKNESSES

e Strong savings growth e Structural fragility of most MFIs: Governance

« Desire of coops and MFlIs to adapt structure to problems (volunteer led not ideal, some mgrs Ig
environment (for more efficiency) training and skills, favoritism in coops); Poor

« Increased ability to service rural areas (costs, portfolio management (high PAR in region); Lag
technology) of internal systems and controls (poor MIS,

«  Suitability for support to MEs and PS development ~ Misappropriation of funds); Scarcity of HR
(to enhance risk management, enterprise *  Supply of credit not meeting demand (lack of
development, money management) guarantees, treasury bills more attractive, no

are mostly short term)
» Limited ability to meet demand from enterprises
(only 15% of SMEs in Africa have access)

access fin products)

e Unfavorable environment and situation of MFIs
(high costs; poor and uneven quality of
management; poor quality of corporate
governance; poor quality of staff)

MICRO RECOMMENDATIONS
1. Strengthen institutional capacity to deliver rang# financial services at a reasonable cost to thegth
limited or no access to financial services

MFIs: clarify vision/goals/action to enhance sustaingbénd expand capacity through

* Improve operational management and portfolio gyt improving MIS and adopting international stards
in portfolio management

* Improving financial management , and structure trebinterest rates appropriately

* Improve internal governance, including clarifyirae of board members and technical staff and imgrov
transparency and accountability

» Strengthen HR capacity

Development Partners:Support MFIs to improve governance, operationatagament and portfolio quality

(MIS, client due diligence, credit risk analysisgdit scoring)

institutional capacity and set standards to entharethey do

2. Promote development of range of services to meetdseof those with little or no access
MFls: learn from experiences elsewhere, conduct demigiecdfacused market research, invest in product
innovation, reduce costs, scale distribution.
Development Partners:disseminate knowledge from elsewhere, supporarekeand innovation.
Government develop policies and regulations that supportdpetd diversification and sustainable delivery.

3. Facilitate participation of diverse institutionalyppes to enhance competition, improve range and gyal

of services, and reduce costs.

MFIs: reduce costs by investing in technology; buil@irihstitutional linkages to enhance access tofiea
forge ties with other stakeholders.
Development Partners:finance fora; disseminate good practices; subsiekpansion of providers into hard-to-
reach areas.
Government: remove policy barriers to profitable provisionfiofancial services.

Vii

incentive for med/long term loans since deposits

regions; informal enterprises without right docs fto

Governments: set policies at macro level and support develograemeso level that enable MFIs to strengthen

OPPPORTUNITIES THREATS
« Large number of points of service » Unfavorable environment and situation of clients
* Increased linkages among the banking sector, (biz environment costly and corrupt; limited legal
private sector and microfinance rights especially for women; vulnerable clients
« Technological advances with limited knowledge of rights and financial
» Development of innovative financial products management; more prone to disease than in other



MESO SWOT

STRENGTHS WEAKNESSES
»  Start of microfinance refinancing by banking » Fragility of services provided to MFIs (limited
sector. number of skilled services providers; problems
« Existence of professional associations with accessing trainings; risk of unfair
« Initial supply of specialized training. competition in training and other technical
 Interest shown in microfinance by audit firms and support areas; limited transfer of skills; local
consultants. rating capacity and costs; uneven quality of au
and other service providers and perception of
high costs)

» Low capacity of national microfinance
associations

* Unavailability and unreliability of information in
a few countries (lack of comprehensive,
standardized, and regular statistics; lack of
national identification systems and client

financing; wrong perception that MFI
profitability is low; negative stereotypes of
foreign investors re investment climate; high cg
of accessing capital markets)

MESO RECOMMENDATIONS
Government: encourage involvement of private sector and domobsiilding capacity of MFIs (by encouraging
use of existing training facilities); advance MFrsparency (by fostering adoption of standardsdisedosure
and build capacity to implement); support developtwe industry infrastructure collaboratively (egah
payment infrastructure; sustainable refinancindesyss; helping to establish guarantee funds; engowgaMFlIs to
submit to ratings and audits; deposit insurancermes; private credit bureaus; ensure adequatedigation and
analysis on supply and demand side); accompangresgrof new players and develop enabling regulation
appropriately.

dit

information)
OPPPORTUNITIES THREATS
e Growing interest in mobile phone industry » Unfavorable environment and situation of service
e Several ongoing and upcoming capacity building providers
initiatives » Funding challenge (high cost/short-term tenor of

MFIs: strengthen national and regional associationkelp establish and uphold standards in performance,
responsible finance, client protection, etc.; pdevinembers with training and support services; ealteowith
government and policymakers); participate in crbdittaus and utilize rating and audit servicesegee and
submit quality data.

Development Partners:support institutional capacity building (subsidfaeance quality trainings; make skill
transfer sustainable through ToTs); promote MRigparency (standards, disclosure, client protectiofinancing
of ratings and audits—including these in financeeagents); support development of industry infraste (incl.
guarantee funds, rating agencies, deposit insuranedit bureaus, associations); promote engageafigmivate
sector players to develop and deploy low-costithistion channels (through use of agent bankingtaodnology

amongst other strategies).
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MACRO SWOT

STRENGTHS WEAKNESSES
» Positive change in general environment (adoption ef Fragilities of the general economic environment
national mf policies consistent with good practicess  Supervision remains weak
proper assignment of mf within overall financial | «  Questions about involvement and role of other
system and clarification of supervisory ministries
responsibilities) + Ineffective legal system (no fast track or small
claims)
* Low levels of financial literacy
OPPPORTUNITIES THREATS
« Expanded range of institutions » Risk of paoliticization in policymaking
» Agreement on key performance indicators and | ¢ Risk of market distortions from subsidies
standards * Risk of rigid legal and regulatory frameworks
* Increased interest of donors (interest rate controls; overly restrictive
«  Opportunity for establishing national identificatio regulations)
through voter registration
» More interest from standard setting bodies

MACRO RECOMMENDATIONS

1. Formulate national visions and action plans and cigy roles of various stakeholders
Governmentsclarify national vision and strategy through stréasad and time-bound process; convene
stakeholders; adopt good practice; develop andémeht plan of action and assess progress.
Development Partners:enhance dialogue and collaborate with other devedop partners under leadership of
country government, share good practice experiesraggurage governments to have Min of Finance/@eBank
take lead; involve other ministries in planning aodrdination; include MF in development projects.

2. Strengthen country systems for managing financi&cor soundness
Governmentsensure financial sector soundness (through apprtepmonetary and fiscal policies, sound
macroeconomic management and alignment betweemncfadssector policy and budget management)
Development Partners:BWIs and other donors to help design appropriatntial sector programs; BWIs to
undertake financial sector assessments—FSAPs argd @ith translating assessments into recommentatind
strategies; build capacity for data gathering amalysis.

3. Reform and implement financial sector regulationisat take into account range of financial services

(individuals and households, micro, small and meditenterprises, and so on) and range of providers
(bank, MFI, cooperative, NBFI, other non-tradition@x

Governments: formulate financial sector regulation that includasge of services and range of users and
communicate changes.
Development Partners:assist in formulating regulation and designingutatpry and supervisory structures; bu
capacity of central bank to regulate.

4. Build supervisory capacity
Governments: establish efficient supervisory systems to prosasings; develop supervisory structure focused
protecting the financial system and public resosirbeild capacity of central banks to adequatepesvise and
maintain integrity of financial system.
Development Partners:provide support to governments in drafting instiares on regulations; help build
capacity of supervisory agencies (TA and equipraedtlateral learning)

5. Increase efforts towards client protection

MFIs should adopt client protection principles and state them into practices throughout their ingtitut
Investors should consider client protection inthreiestment agreements with retail institutiond antheir own
practices.

Governments and Development Partnersshould promote transparency and disclosure, pr@ntetiress
mechanisms for complaints, and should considelitigang building client capabilities. Governmerstisould also
ensure that they adequately supervise the induStwyernments and development partners could aigpasuthe
development of industry infrastructure towards ewlirag client protection.

6. Reform the business environment
Governments: establish right investment climate; ensure appetiinstitutions established and functioning;
establish sound legal framework (collateral, ciaditghts, non-restrictive labor laws)
Development Partners:capacity building towards better business envirentnincluding modifying laws and
regulations; judiciary reform.

D
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PARTNERSHIP FOR PROGRESS

In summary, in the coming years, agenda for fir@rioclusion in Africa should include:

* Reducing industry fragility and building retail cagity in Microfinance

* Building domestic financial markets for microfinanc

» Utilizing technology to cut costs and expand ouwthea

e Building industry infrastructure to enhance deptd diversity of product offerings

» Formulate country strategies and reform countryaticies, regulatory and supervisory frameworks

RECOMMENDATION ON ROLE OF GOVERNMENTS (FROM CGAP)

* Maintain macroeconomic stability through approgriatonetary and fiscal policies

* Involve the private sector in formulating povergguction strategies

» Adjust regulatory frameworks as needed, to peramige of financial institutions and prudential redian
focused on savings

» |Invest in supervisory capacity.

GOVERNMENTS SHOULD AVOID (FROM CGAP)

* Interest rate ceilings

» Provision of credit at retail level

» Subsidized lending programs

» Political interference

ENSURING EFFECTIVENESS OF DONORS’ SUPPORT:
IMPLICATIONS OF THE PARIS DECLARATION PRINCIPLES AND THE ACCRA AGENDA FOR
ACTION

» African countries have the primary responsibility eading microfinance development to acceletae t
fight against poverty.

» Donors should strengthen country systems, ratfzer lypass them.

» Donor support to microfinance development will biédred to country circumstances.

» Donors consider weaknesses in microfinance devedopas symptoms of broader financial sector
challenges

» Donors should pursue strategies of constructivesgatemic engagement, including in high-risk
environments.

» Donors should strengthen transparency in their oparations and in the programs they support through
enhanced information disclosure.

« Each donor’s activities in support of microfinamast be focused on delivering results, demonsgatin
impact and adding value compared to other donors.

» Donors should build strategic partnerships withhesibier to achieve common objectives.




l. INTRODUCTION

Since early 1990s, African countries have beeny@mjopositive economic trends, with
higher economic growth becoming more widespread rande robust over time, as an
increasing number of countries share in the impakctimproved macroeconomic
management and governance, a more conducive emarnfor the private sector, more

open economies and higher commaodity export pricesustained periods.

Despite the positive momentum in economic perforrearthe incidence of poverty
remains a critical issue in most African countriemd many may fail to meet the
Millennium Development Goals towards reducing thedence of poverty and addressing
its consequences by the target date 2015. Furthiernie slowness of economic prosperity
to trickle down and lift the masses in povertyrisating a dangerous inequality divide that

could eventually fuel instability and threaten pexs on the economic front.

Moreover, small enterprises and most of the populption in African countries have limited
access to deposit and credit facilities and otimantial services provided by the formal
financial institutions. This lack of access to fidal services in the formal financial system is
quite striking considering that in many African nties the poor represent the largest share of

the population and that the informal sector isvgportant part of the economy.

In this context, there is renewed interest in agtedinancial services for the poor. In this
regard, while there may still be some skeptioacerning the ability of microfinance to
alleviate poverty, there is ample evidence to shiwat the benefits of microfinance outweigh
the costs. Many development experts now agreeni@bfinance careconomically empower
individuals and microenterprises and enable thencdotribute to and benefit from
economic development by helping them to acquireitalapo undertake investments,
integrate into the economic systems of their caestand increase their incomes; ensure
the creation or improvement of human capital thtoumptter education, nutrition and
health; and, through insurance and pensions, smibetih incomes, protect themselves
against economic shocks and better manage thedrpeises and financial situationis.
addition, microfinance can be combined with othecial programs resulting in mutual
enhancement of their cost-effectivene$bere is also evidence that microfinance is more
sustainable and has greater impact than other fyoedleviation interventions such as
targeted food intervention8&eyond the economic benefits, microfinance alsdrdmutes to
the poor’s involvement in economic developmentibgreasing political awareness and

social organization, increasing social empowernagat community participation, and reducing

1



gender biases in the empowering of the poor. In,dhen, while microfinance may not be a

miracle solution, and no single intervention cobkel, it can combine very well with other

economic and social programs, in a holistic apgrpae meet the diverse needs of the poor.

Therefore, microfinance merits attention by thosecerned with Africa’s development and

poverty situatiorfs

Box 1: Inclusive Finance

Inclusive Finance may be defined as “universal s€cat a reasonable cost, to a wide range of fiabservices,
provided by a variety of sound and sustainableituigins.” (UNSGAR, September 2010) This term ahd
definition reflect the evolution in this sector findhinking about “microcredit” to “microfinance” omething tha
is fully integrated into the financial system, vehitecognizing the additional challenges and oppdiés of
bringing in those who are currently excluded.

‘The shift from microcredit and microfinance to lasive finance begins with the recognition thatesscto credit
alone is insufficient for poverty eradication. A s useful, flexible services and reliable deliwenechanisms ar
required to meet a range of changing economic aoidlsneeds. Inclusive finance envisions increamgdeach to
unserved and underserved households as well asidm-msmall and medium-sized enterprises throug
continuum of financial institutions offering apprage products and services to all segments optpilation. It
takes account of the numerous causes of finangielugion, the diversity of demand for affordableafincial
services on the part of poor and low-income cliemtd the various types of financial service proddas well as
private, public and government sector consideratisnch as corporate governance and regulationusivel
finance is further characterized by sound instigi and financial and institutional sustainabilityN, August
2010)

Therefore, as explained in the Blue Book (UNCDFyN806), Inclusive Finance is characterized by:

a. access at reasonable cost of all households ardpeses to a range of financial services for whiudy are
‘bankable’, including savings, credit, leasing dactoring, mortgages, insurance, pension, paynamdocal
and international transfers;

b. sound institutions, guided by appropriate intenmalnagement systems, industry performance standad
performance monitoring by the market, as well asdwynd prudential regulation, where required;

c. financial and institutional sustainability as a meaf providing access to financial services oimet and

d. multiple providers of financial services so as tin@ cost effective and a wide variety of altermas to
customers. .

A number of important considerations need to beertalnto account to realize this vision of inclusi
financial sector development: the right of fairattraent of the individual in his or her society; tegree of
financial literacyof the customers; the recognition of the need fones civic or government intervention to op
access; the need for financial policy interventidgastake a long-run view on access, regardlesshoftsun
exigencies; and the recognition that the visiodyisamic and eclectic, allowing for the possibilitiynew forms of
service provision arising through social, poli@ghnological and financial innovation.

To realize the vision of financial inclusion, fir@al services for the poor and low income peopleust be
seen as an important and integral component ofiiaacial sector. This should include a continuuifimancial
institutions, each with its own comparative advgetaand each presenting the market with an emelgismess

4
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opportunity.

Not surprisingly, therefore, the United Nations hasreasingly focused attention on t

importance of microfinance in alleviating poverty.this regard, the UN designated 2005 as

he
the

International Year of Microcredit with the aim ofsessing and promoting the contributions of

microcredit and microfinance to the Millennium Demanent Goals (MDGS); increasing pub

2 Section I presents a more detailed review of thallenges and benefits of microfinance in povettgvaation
through household and enterprise financing.

lic



awareness and understanding of microcredit andofimance; promoting inclusive financial
systems; supporting sustainable access to finaseilices; and encouraging innovation and
partnership. The activities of the Year culminatethe organization of a Forum, which provided
the opportunity for leaders in international finarend development to discuss and deliberate on
how to increase access to financial services far people and to create an action plan for
building inclusive financial sectors and to helmbrthe world closer to achieving the MDGs. The
Action Plan also provided a basis and guidancevémious UN entities, including the UNCDF,
UNDP, UNDESA, UN-OSAA, IFAD, and the regional ecamo commissions (such as the
UNECA), to develop programs of action to supportnofinance development and strengthen
partnership with the private sector, the World Bardgional development banks (such as the
African Development Bank) and other donors and edtakders, multilateral and bilateral.
Meanwhile, the agenda for microfinance has evoteea broader platform of financial inclusion,
defined as “universal access, at a reasonableto@styide range of financial services, provided by
a variety of sound and sustainable institutionge(Box 1 above), which takes a broader sector-

wide approach to meeting the need of the pooirfiantial services.

The UN Secretary General has responded to theeaolgallof inclusive finance by appointing Her
Royal Highness Princess Maxima as the United Natf®ecretary General's Special Advocate
(UNSGSA) for Inclusive Finance for Development iap&mber 2009. Working in partnership
with governments, multilateral agencies, civil bgigroups and others, the UNSGSA helps to
advance financial inclusion. She advocates foringetappropriate policies and regulations,
exploring new delivery mechanisms and innovatiang] securing the data needed to make sound
decisions on policies or products. She calls atiertb key issues, advocates for sound policy and
practice, and connects practitioners to collabaratxchange ideas. The UNSGSA has focused on
issues and initiatives that offer the greatest mi@tk for broadening and deepening financial
inclusion, and on which her input could make theshdbfference. The key themes for her first
year have been:

» Access to a range of financial services, startiit savings;
e A continuum of inclusion, from individuals to SMESs;
* Responsible finance, with protected clients emped/é& make sound choices;

* The mutually reinforcing relationship between fio@h integrity and financial inclusion;

and
» The importance of data for decision-making

The need to address the challenge of inclusivedman Africa is urgent. While half of the world
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has no access to bank account, Sub-Sahara Afi®4) (S region with lowest share of banked
households at 12% overall. Despite some positiveldpments, in that SSA increased its deposit
account penetration over the last year—althougm fthe lowest level globally (163 deposit
accounts per 1,000 adults; 28 loan accounts p@0JAults), and has also registered significant
growth in retail networks (through bank branchestofnatic Teller Machines (ATMs), and Post
Office Savings (POS), (again from a low initialéév- 3 branches per 100,000 adults; 5 ATMs per
100,000 adults), the continent still has a long wago to expand access from the low 12% of
households to the majority of househdldBhere is also need to consider usage, whichbaill
affected by the range of services (the type ofisesvthat meet the needs of the clients) and the
quality of services (sufficient to be valued by thients). Happily, governments are taking note of
the importance of financial inclusion, with 81%Asdfrican countries having a strategy document

for financial industry and 56% having a designateitl within the regulatory agency.

This study is part of UN-OSAA’s programme of work the context of its broader mandate to
assist UN Member States’ debates on emerging issegarding Africa’s development,

particularly, in connection with NEPAD. Specifiogllit is about how the agenda of inclusive
finance can progress in Africa to help meet thedsesf the poor and help them move out of
poverty, reduce vulnerability and build assetsthis regard, the study strives to offer specific
policy recommendations that can be of great usthtodeliberations of all Member States (Africa
and its bilateral development partners) on how dip o effectively harness the development
potential of microfinance in Africa. The study willso inform other development partners
supporting Africa's development, including the Uyétem organizations, the private sector, the
academia and the NGOs. The current study will lmeptementary to those already undertaken by
UN-OSAA in 2004-2009 analyzing the developmentha private sector in Africa through the

following studies: “the Contribution of the Priveector to the Implementation of NEPAD”; “The

Private Sector’s Institutional Response to NEPATBmall Scale Enterprise Development and
FDI in Africa: Challenges and Opportunities”; artecbnomic Diversification in Africa: a review

of selected countries”. It also deals with oneled thost important challenges currently facing
African countries, namely the need for private @efthance in order to improve competitiveness,

economic performance and reduce poverty.

The report is, however, largely based on a deskysin the subject. In this regard, it has benefitte
from several cross-section and specific countrgistuon the subject undertaken in the past few
years, which have allowed drawing of conclusiomgrding microfinance in a broad spectrum of

countries, from the Fragile to the middle-incomergdes. In particular, the study has benefitted

% Source: CGAP: Financial Access 2010.



greatly from inputs and reference materials fromA®Gthe UNCDF, the United Nations
Organization, Women’s World Banking and the Afridaavelopment Bank. The desk survey is
complemented with field studies and face-to-facgerviews with stakeholders in two African
countries with relatively developed microfinancstsyns, namely Kenya and Senegal, but which

are advancing in different contexts — regional onetary union (Senegal) and national (Kenya).

The report is organized in five parts, includings timtroduction section. Section two reviews the
role of microfinance, especially as a tool in ptyweeduction through household and enterprise
financing. Section three presents the backgrountbotext of microfinance provision in Africa,
including a review of the financial sector in whitle microfinance institutions (MFIs) operate and
a presentation of the major stakeholders at th®uwsrevels of microfinance: the micro (or
institutional) level, meso (industry or sector) devand macro (national) level, including a
description of the significance of their activities contribution to the financial inclusion agenda.
Funders, whose activities are significant at atéhevels, are also treated in this section and so
a presentation of the regional dimensions. Sedtianmakes a stylized analysis of the strengths,
weaknesses, opportunities and threats (SWOT asplgsithe various levels (micro, meso and
macro) of the financial inclusion agenda, with sgeemphasis on the implications for financing
the private sector (enterprise and household feanwith appropriate recommendations for

enhancing progress. Section five makes suggesta@sds enhancing partnership for progress.



Il. THE ROLE OF MICROFINANCE: HOUSEHOLD AND ENTERPRISE
FINANCING

Poverty reduction strategies consist of a numbepiltdrs, including (i) creating economic
opportunities (through improved macroeconomic awmgiress environments and access to
larger regional and global markets); (ii) enhancihg options for the poor and empowering
them to be able to seize the opportunities (throangilability of finance, improved education
to enhance skills, better health and nutrition nbance the use of the poor's most valuable
asset, which is labour); and (iii) addressing tis&sr and vulnerabilities of the poor that can
wipe out their assets or affect their ability torwor run an enterprise. While African countries
are creating economic opportunities through esthbient of stable macroeconomic conditions
and conducive business environments and accessder vegional and global markets, this
section focuses on pillars two and three in theepgwreduction strategies, where microfinance
can be most effective and help many achieve theeflien(and escape the negative
consequences) of liberalized and competitive ecanasystems. It outlines the benefits,
challenges and opportunities regarding microfinangeoverty reduction through financing the

private sector (household and enterprise financing)

I1.1. Strengths of Microfinance in Poverty Alleviation

Recent research has highlighted the importance iofofinance to poverty alleviatin For

example, according to Littlefield et al (2003), id@s abundant support to demonstrate that
microfinance can lift families out of poverty arglalso able to contribute to the completion of
six of the eight millennium development gJal& large amount of research and practice have
shown that providing access to financial serviaeshe poor and microenterprises can help

alleviate poverty and its consequences in a numberay<:

4 See, for example, UN August 2010; CGAP: What Do Wieow about the Impact of Microfinance,
http://www.cgap.org/p/site/c/template.rc/1.26.1306donohan and Beck, 2007; N. Goldberg, 2005; , K.
Imboden,2005 and Littlefield et al, 2003

® The Millennium Development Goals are: (1) eradicai@reme poverty and hunger; (2) achieve universal
primary education; (3) promote gender equality angbower women; (4) reduce child mortality; (5) ion
maternal health; (6) combat HIV/AIDS, malaria, avttier diseases; (7) ensure environmental sustéiiyakind

88) develop a global partnership for development.

Littlefield et al (2003) admit, however, that creldi measurement of the impact of financial serviges
challenging. Correlation does not prove causalgr example, merely showing that clients in ondagi are
better off than those in another village does mov@ that the financial services caused them tbditer off: it is
possible, after all, that the financial servicelyaitracted or selected clients who were likelyo&better off in the
first place, even if they had not received the iservStudies that do not deal with biases have fitower to prove
causality. Few studies include fully rigorous cotdrfor selection biases, but the authors indichat all of the
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* Poor households are often plagued by fluctuationsncome and the need for
emergency resources, while microenterprises run Hmouseholds are often
vulnerable to draw on their capital to meet housghmnsumption expenditures
during seasonal lean periods or as a result of gemmies caused by human or
animal sickness, natural calamities or other exogsmnshocks. Access to financial
services, including credit, insurance and pensgam play a vital role in 'smoothing’
income flows of the poor, ensuring that the poomdo deplete their working capital,
thereby reducing their vulnerability to financialcheconomic shocks. In this regard,
according to a study by the Asian Development B4bR97) successful and
effective MFIs regard the provision of financialngees to the poor as a worthwhile
service in its own right. They show little conceifn part of the credit finances
consumption rather than production. If in doing @y are providing asset protection
rather than asset creation, this is preferable s®etaloss, even if that cannot be
observed. Borrowers may also use microfinance ldarsettle debts with higher cost
informal lenders, thus securing a reduction of rthaterest costs. In other cases,
microfinance loans may finance lumpy expenditures dducation, emigration, and
housing, which often offer comparable but longamtereturns than investment in
microenterpriseslLoans may also be used for informal on-lending, cvhicould
increase competition and lower informal lendingsatSuccessful MFIs recognize that
the household and business finances of most poar microenterprises are
intertwined, and that efforts to restrict their udefunds to specified business purposes
are not only operationally costly but also typigafutie and counterproductive, as
households and microenterprises can easily cotfuealtimate use of loans. Whatever the
case, microfinance can enhance risk managementitpenterprise development and
make for better money management. These factorsalace key in building viable
communities and contributing to the sustainableelihood strategies of poor
households.

» Poverty can also be reduced as access to finantiee form of savings and credit in the
hands of the poor, can enable them to run microgm$es and build assets. In
particular, access to flexible, convenient, andrafible financial services empowers
and equips the poor to make their own choices anmtitheir way out of poverty in a
sustained and self-determined way. In this regardis worth noting that the

methodology of successful MFIs, especially the $makquential loans (see

studies cited in their paper have addressed theeids/ trying to select control groups whose obsgrve
characteristics were comparable except for thatigigation in microfinance. The authors believattthe general
pattern of results sheds valid light on the quastibimpact.

7



Microfinance Methodology under Section 1IB), coniaatly meets the needs of poor
microentrepreneurs, most of whom are looking favaking capital loan to expand
an existing livelihood enterprise rather than spt ainew one. Even when the
intention is to start a new enterprise, it is oftersimple processing or trading
activity or service yielding a regular cash floverfr which repayments can be made,
and with little fixed capital requiring a largenriger term investment loan. Many of
these micro-enterprises may be existing enterptisas (i) are operated by women
and are characterized by a high degree of condemtiran activities with the lowest
capital and skill-entry barrierq(ii) constitute a supplementary source of household
income; and (iii) are seasonal, part-time and sl short-term volatility (high birth
and closure rates)Although some new enterprises are created, accgrdo
Liedholm and Mead (1995), the benefit of povertieated microfinance is
primarily an income-augmenting and not an employtrgemerating benefit. Second,
small initial loan size and repayment in small fregt installments contribute to ease
of repayment and are largely responsible for theréssive repayment record of a large
number of microenterprise projects. Third, povestiented microfinance is the
most effective way of targeting the poor and esgfciwomen, who self-select
themselves in response to loan terms and a lentdognology that is not of
interest to the nonpoor.

 MFIs can also leverage their activities by creatimkages with the banks as a
source of wholesale finanteMFIs create linkages with the wider financial & by
specializing in retailing consumption and produstioans to poor borrowers, as well
as providing savings services to them. In this régavhile MFIs are in a better
position than the banks to mobilize savings from ploor, the formal financial sector
has a comparative advantage in mobilizing a mughdri volume of savings from the
economy, including from the MFIs. On the creditesidMFIs enjoy a comparative
advantage in retailing credit to the poor, while flormal banks are better suited to
‘wholesaling’ it to MFIs for on-lending to the pgasr wholesaling it to groups of the
poor directly. In the long run, linking the two $exs in an integrated financial system
increases the efficiency of the financial systenaaghole and enhances the capacity
of the MFlIs to provide financial services to thepand microenterprises.

» Economic growth and job creation can be stimulatsdsmall business development
and access to housing finance generate new cytlascamulation and contribute to

higher levels of effective demand. In this regad¢ording to Littlefield et al (2003)

" See Asian Development Bank, 1997.



microfinance is uniqgue among development interagstias ‘it can deliver these social
benefits on an ongoing, permanent basis and omge kcale.” They add that “many
well-managed MFIs throughout the world provide fioml services in a sustainable
way, free of donor support.” Microfinance thus off¢he potential for a self-propelling
cycle of sustainability and massive growth, whiteypding a powerful impact on the
lives of the poor, even the extremely poor. Thesp ahdicate that “evidence shows that
this impact intensifies the longer clients staytwat given program, thus deepening the
power of this virtuous cycle.”

Access to financial services also translates irdgtieb nutrition and improved health
outcomes, such as higher immunization rates. ¢wall poor people to plan for their
future and send more of their children to schoollémger. The nutritional benefits are
also particularly felt by children. The benefits ldtter health and nutrition also spill
over into other areas such as schooling and em@oyim which the poor are in need of
help.

Microfinance also empowers women and reduces theirginalization in the socio-
economic system. The empowerment of women goesnideipereasing the income of
low-income women and includes enhancing their ingdgthysical mobility, economic
security, ability to make various purchases on dwen, freedom from domination and
violence within the family, political and legal aveaess, and participation in public
protests and political campaigning. Microenterprigegrams can, therefore, lead to
empowerment in its social as well as economic dismams. The mobility of women
and their access to information is strengthenedhieyprocess of participation in
microenterprise program activities, including atdence at weekly meetings
and other interactions in the public sphere thameoabout as a result of
economic activities. Empowerment leads, in turnstieh social benefits as more
education and lower fertility rat®s Social exclusion is also overcome by the

eradication of the divide between financial 'insgland 'outsiders'.

According to Wright, microfinance compares favoyatd other interventions particularly with

regard to cost effectiveness and prospects foamadtility. An advantage of microfinance is

that donor investment is recycled and reused (Wrf00). Direct comparisons done by

8ror Bangladesh, Schuler and Hashemi (1994) show sh@ositive effect on contraceptive use is
discernible both among members and nonmembers @am€&mn Bank villages. Contraceptive use goes up
among members because they are better able to mwerthe barriers to obtaining access to contragepti
services (lack of mobility, cash, information, angoathers). Contraceptive use goes up among nonmembe
because of the diffusion effect of changing festiiorms in the village as a whole.
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Khandker (1998) show that microfinance can be aenumst-effective poverty reducing tool
than alternatives such as formal rural financi&nmediation, targeted food interventions, and
rural infrastructure development projects. Moreowaillike many other interventions, costs for
microfinance tend to diminish with the scale ofreath (Swope, 2005Regarding the issue of
sustainability, it can be said that few, if anyhet development tools have the potential to
become sustainable to the extent that this is plessi microfinance, where after initial start-up
grants, new inputs are not required for every tittlrent. According to Swope, there is ample
evidence that MFIs targeting the poorest can fareell financially as those that do not. There
is also ample anecdotal evidence that MFIs thaetgpoorer clients can achieve substantially

higher repayment rates than those that targetrridieants (Swope, 2005).

[1.2. Weaknesses of Microfinance in poverty alleviation

Other researchers and academics, however, ci@rcetiallenges of microfinance in reducing

poverty (discussed in Swope, 2005), namely that

* microfinance does not reach the most vulnerable Ibeesnof a population, particularly
the old, sick, and disabledd® number of reasons have beemggested, including
discrimination by the richer poor and the pariadiug of the destitute, but also because
the poorest of the poor can barely meet basic nerd$ less run an entire business.
They also lack the necessary education, manageskdig, and social networks to
participate in microfinance schemesThey point out the fact that in a longer
perspective, microenterprise promotion can neverabgubstitute for a variety of
social sector programs such as primary health esngronmental sanitation, education,
nutrition, and family planning and child care, atrtictural” changes, such as land
reform.

. microfinance is not financially sustainable for thNd-Is, especially those that
also want to serve the very poor, even if autonasnpushed as the ultimate goal.
Despite microfinance reforms, the researchers aadeanics point to statistics which
indicate that financial sustainability eludes mawifls as they serve the poor and
vulnerablé®. The poorest may pose a greater credit risk thanpbor, while the unit

costs of small loans tend to exceed the unit aiderger loans

® This is not, however, as much a weakness of mitaofie as it is of social and economic structures.
10 However, one should note that almost no prograrectéid at the poor is financially sustainable. Liomeme housing
projects, hospital clinics for the poor, public sols, health and vocational classes, agriculturagams, and indeed any
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. microfinance is potentially harmful to women as @wstic abuse may result from
husbands’ jealousies of their wives’ new finangwwer. However, the researchers
temper this argument by admitting that cases ofeftim violence, though they exist,
are extremely rare. Even so, they also argue tleffdct that some men may resent
women'’s access to financial service does not meantomen should be excluded from
economic opportunity, for that would only strengthgatriarchal dominance. In any
case, it is also observed that many successful kifel$ed by women.

. microfinance can create a large debt for the plo@s.argued that borrowing money
is always a risk, but particularly so for the padro are already extremely vulnerable to
economic shock. Sometimes all it takes is a busif@iture or medical emergency to
plunge a poor person into severe debt and everegneaverty, and microfinance is not

universal in application.

. Critics also point out that, while advocates of mimance tend to promote the idea
that all poor people are dynamic, ambitious busimes and women just waiting for the
chance to shine, if only they had access to crél, reality is that microfinance is
exclusive and that most impoverished people arerlpaucated, marginalized by
society, and unlikely to have the entrepreneunisdedneeded to establish a busindss
this regard, it is also worth noting that some etgargue that while credit alone tends
to be more relevant for the “middle” poor operatiigelihood enterprises,
especially nonmanufacturing livelihood enterpriseech as trading and agro-
processing where working capital requirements agh,hit is less relevant for the
poorest of the poor for whom skills training anctis preparation are as important,
or for the borderline poor for whom training, teohmgy upgrading, marketing
assistance, and the availability of inputs may kel more important than stand-

alone credit.

. It is also argued that there are usually just moiugh microenterprise opportunities
available to cover all the poor, given demand caists and the lack of skills to
produce products for which there is demand. In sticdumstances it is not surprising
that many of the poorest of the poor practice “s&lflusion," rightly perceiving that
livelihood activities may not be the best answetheir livelihood problems. For this

reason, wage-employment creation through agricallintensification and rural public

service that aims to improve the lives of the pisaiependent on subsidy from either the governraeptivate donors. From
this perspective, the mere fact that financial@@nsbility is possibléor many MFls deserves respect
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works programs should also form an essential compbnof an antipoverty

package

Therefore, microfinance, despite its benefits, mhle to alleviate the poverty of the very
destitute without some kind of additional intervent or safety net such as guaranteed
employment, food aid or cash grants to ensure gmmairity so that the beneficiary would not
deplete the grant in consumption, while providikgls training and subsidized loans to allow
acquisition of enterprise experience and the bugidif capital or creditworthiness that would

facilitate graduation into regular MF lodhs

11.3. Opportunities for Microfinance in poverty alleviatin

Most African countries are undertaking economiomeis, including the establishment of sound
macroeconomic conditions, market-based economicipsland improvements of the business
environment all of which support growth of microtemprises in which clients of MFIs are

involved. African countries are also strengtheniagional arrangements and benefiting from
bilateral trade preferences that are opening nevketsmfor cooperatives and SMEs. Emerging
markets provide fertile ground for entrepreneurgastimpacting positively on the effectiveness

of microfinance to reduce poverty.

Many countries are also experiencing positive ghotneénds and improved budgetary positions,
which facilitate investments in social servicegessally education and primary health. Some
studies cite evidence that there are strong paiesynergies between microfinance and the
provision of basic social services for clients. Tdtadies found that the impact of each can
increase when they are delivered together, whentlarginal cost of providing social services
can be substantially reduced when the infrastrecfor microfinance is already in place
(MkNelly and Dunford 1998; Marcus 1999). Moreovemprovements in health care,
nutritional advice and education can be sustainely ahen households have increased
earnings and greater control over financial resemrcTherefore, economic growth and
improvements in social services, as is the caseany African countries, create opportunities
for the effectiveness of microfinance in reduciraygrty and addressing the consequences of
poverty.

1 See CGAP: Graduating the Poorest into Microfinahaeking safety Nets and Financial Services, CGARUS
Note No 34, February 2006. The paper proposes thtiages in supporting the transition of the destiinto
regular MFI loans: Stage 1 involves providing gméead employment, food aid or cash grants to entgg
security; and in Stage 2, providing skills trainimgpportunities to acquire small savings, and slibsd loans to
support asset creation and acquire microentergngeerience that would eventually facilitate gradmatinto
regular MF loans in stage 3.
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[1.4. Threats to Microfinance in poverty alleviation

The microfinance concept suffers from a numberisisrthat could constrain its effectiveness

in poverty reduction programs. The most glaring fis political. Microfinance is politically

loaded (see Section below on macro-level thre@specially in emerging democracies, as

politicians may try to use it for their own endshefe is also the widely prevalent

misconception that microfinance is 'charity’ orttlias somehow linked to the government’s

other non-commercial agendas and that could underrthie financial sustainability of the

institutions.

In particular, attempts to take the politically @able route by imposing interest rate ceilings

may be counterproductive. Studies (see for exanthke,DTI 2004 study) have shown the

dangers of interest rate ceilings, and they incthéefollowing:

There is less product diversitg the credit products and the range of credit nsode
offered to low income households and microentezpris markets with interest rate

ceilings

Rate ceilings create credit exclusidior the high risk borrowers and those who
cannot access the credit mainstre#nrate ceiling, particularly when combined with

disincentives to default, can result in a hightkraverse lender set.

Lenders may, therefore, respond to ceilings by magsaccess hurdles to high
risk borrowers,andlow-income borrowers are generally able to obtaeditronly if
in secure long-term employment. Minimum loan valaes set at a level significantly
above that likely to be sought by those on the tweomes.

Lenders withdraw from the market where ceilings anewly imposedin markets
where rate ceilings are introduced, on the otherdhaf the business model and
pricing structures cannot be adapted to fit witthie new framework, lenders tend to

withdraw from the market.

Alternatively, lenders may adapt pricing structuree that less of the ultimate cost
of credit to the consumer is captured within tharysap; in particularinterest rates

become less important as a component of the tatad pf credit.

Credit exclusion divert borrowers to second chom®ducts,such as pawn-broking,

and to the credit mainstream

The distortion of the natural patterns of consumehoice can expose borrowers
13



to delinquency charging & increase default

* On the other hand, rate ceilings appear to have ingact on the price of credit for
low risk borrowerswhich is determined by competition

Therefore, credit ceiling tends to hurt the veryitsas that they are meant to help.

In conclusion, microfinance, if properly managed, can fit well dnta private sector
development and poverty alleviation strategy, asripowers clients to seize economic
opportunities and manage their vulnerabilities, levtalso engendering advancements in the
social and political spheres. Living conditions amarkedly improved along with self-esteem
and sense of control. Also, significantly, micr@fite is an instrument that, under the right
conditions, fits the needs of a broad range ofpttygulation and microenterprises. There will be
need in each country for research to understaral Iogacts as well as need for better data on
both demand side and supply side to inform decssamd investments. However, as cautioned
by CGAP (1.26.1306) ‘microfinance alone will notleziate poverty and bring about the
achievement of the Millennium Development Goalsv&oment, donors and key stakeholders
will need to work together on a series of strategird activities to reduce poverty and achieve
the MDGs, among them: education, health care, hgusiansportation, improved agriculture,
expanded markets, and access to information’. Whitrofinance is not sufficient on its own,

it can combine very well with other economic andiabprograms, in a holistic approach, to
meet the diverse needs of the poor. In particalecess to financial services does allow people
to improve their own human capital (schooling, Heaare) and allows for the potential for
improved social capital as clients become more eveped and integrated into markets.
Whether they save or borrow, evidence shows th&nwioor people have access to financial
services, they choose to invest their loans, autiti earnings, or savings in a wide range of
activities and assets that benefit not only thasibesses but also their households. Thus access
to financial services provides the poor with theamseto achieve most of the MDGs—on their
own terms, in a sustainable way. Such access msneel if interest rates are determined at fair
levels to both the MFIs and the clients.
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.  THE CONTECT OF MICROFINANCE IN AFRICA

The African microfinance industry is diverse andogg@phically dispersed. An array of
approaches has been used ranging from the useeot agd village community banks and
traditional group based- systems to specialisedimgnby various institutions. This situation is
due to the nature of the financial systems in Afriwhich has also influenced the evolving role

of the major stakeholders of microfinance in thaetowent and their impact.

1.1. Features of the Financial Sector in Africa

According to Honohan and Beck (2007), the key festwof the financial sector in Africa,
which also impact on the provision of microfinanespecially among the low income countries
in sub-Saharan Africa, inclutfe

« the small size of the sectoas measured by the absolute size of liquid liaeddit and the
ratio of liquid liabilities to GDP. This reducesetscope for arms length relationships within
the economy; is connected to low productivity akidlss shortages; and can also prevent
banks from exploiting scale economies or undertakamge investments into technology,
especially those with high fixed costs.

» the shallowness of the sectoFinancial depth and efficiency, as measured byosi
resources mobilized by banks and near-bank intearied relative to economic activity
(ratio of liquid liabilities to GDP) and credit extded (private credit to GDP) is |6 The
low monetary depth is also reflected in tendencyweflth holders to hold their liquid
assets outside Africa (indication of capital flight while the low credit compels micro,
small and medium enterprises (MSMES) to rely lessbank financing than on internal
funds and microcredit;

» the high exposure to economic and socio-politicslosks including crop failures, sharp
changes in prices of traded commodities, civil sfreand unexpected changes in
government or government policies not only limite time horizon of savers and investors

alike, but also reduces the horizon over which govents can plan;

12 5ee also the ADB: Financial Sector Policy, Tug®)3 and ADB: Financial Sector Strategy and Actdan,
forthcoming, 2010.

13 Many African financial systems are smaller thamid-sized bank in Continental Europe, with totaets often
less than $ 1 billion.

14 Ratio of liquid liabilities to GDP average 32%Arica compared to 49% in East Asia and Pacific 486% in
high-income countries, while the ratio of privatedit to GDP average 18% in Africa compared to 38%outh
Asia (See Honohan and Beck, ibid.)

!5 Ratio of off-shore deposits in Africa to domestiank deposits is significantly higher in Africa thin other
regions of the world.
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» the high incidence of informality especially lack of documentation and formal cacts in
personal, professional and business transactiookid®s many households and micro-
entrepreneurs from the credit markets, accentuatBsmation asymmetries already
prevalent in the system, but also makes governnm@tventions less effective as large
shares of the population might not be affectedhieyrt,

« governance and regulatory deficienciesincluding weaknesses in the contractual
framework, high degrees of corruption, risks of rexgpiation, lack of capacity of the
regulatory institutions and inefficient bureaucescas well as information asymmetries put
certain limits to the effectiveness of governmerieiventions and to the extent to which
the benefits from financial sector reforms can hedite majority; they also explain the
focus on short-term transactions rather than l@ngrtcommitments.

* intermediation deficiency:The inefficiencies, high risks and lack of effgeticompetition
result in expensive banking services, reflectechigh interest rate spread and margins,
high minimum deposit requirements, and high lendimtgrest rates. Meanwhile, banks,
which dominate the system, remain highly profitedabel liquid.

» the dominance of the banking sectowhich underlines the importance of encouraging
banks to be involved in the microfinance subsecttowever, bank lending in general and
funding of microfinance is still heavily geared tands the short end of the market for
various reasons: bank balance sheets are domibatesthort-term deposits; banks face
acute problems of lack of information about creditminess of potential clients and
difficulty of enforcing contracts and creditor righthat increase the risk of loan default.
Weaknesses of the legal system (laws, registryratipe of courts), especially regarding
property rights, limit the number of creditworthgrbowers and the capacity of financial
institutions, and other deficiencies in the govew®a structure in many countries (high

degrees of corruption, the risk of expropriatiod arefficient bureaucracie'S)

1.2. Microfinance Stakeholders

Building inclusive finance (or financial systemsitttserve all segments of society) has been a
dominant goal in many African countries, and inesha sizablaumber of stakeholders at the
retail or provider (micro), industry (meso), andioaal (macro) levels in various areas

of activity as shown in Table 1 and also describedveel

% Honohan Patrick and Beck ibid.
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Table 1: Building Blocks of Domestic Financial Marlets that Work for the Poor and Microenterprises

: ert Group + 10: Building Domestic Financial Sysis

Source: Ad d from Women's
that Wor the Majority, WWB, NY,

Microfinance Retall

Informal Providers: A large number ahformal-sector intermediaries (especially thoseking

in rural areas), and even individuals who provitkaricial services on a largely artisanal basis
have taken root in African countries, reflectinglarge informal sector and low bank
penetration. Examples include thentines inCameroon, thesususin Ghana or Banquiers
ambulant’ in Benin, which operate in urban and peri-urban markets. &lpesviders operate
spontaneously to fill market niches and charge Vg rates of interest on loans to meet the
demand of mostly poor people who work and do bissine the informal sector. They operate
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largely without formal recognition in terms of lit&ng or registration. Most African countries
do not have the ability to recognize these insting due to the absence or inappropriateness of
existing legislation and regulations on microfinanBy virtue of their informal nature and non-

legal status, these microfinance (MF) providersehi@w opportunities to grow and expahd

Credit Unions: Credit Unions or Savings and Credit Cooperativgafiizations (SACCOs) or
Federation of Cooperatives (as in the French-smpakiuintriesf are cooperative financial institutions
that provide savings and credit services to thembers. Membership is based on the principle of a
common bond such as a common workplace, commumitypducers of a particular commaodity, and
while they do not specifically target a specificame group, they generally serve the lower income
markets. In many African SACCOs, the core finarmmiatluct is savings, but credit is also provided. A
variant of the credit unions is the Financial SerAssociations (FSAs), which are also member-owned
but driven by building equity based on shares ovayashiembers. Whereas in SAACOs voting rights
are based on a one person, one vote system, intk&Aare proportional to shares owned. Credit
Unions have grown significantly in Africa. Accordirto the World Council of Credit Unions
(WOCCU) sources, in 2008, for 22 African countifese were 18,220 credit unions with membership
totaling 20.1 million, up from 3,267 credit uniamth membership of 2.1 million in 2000.

Banks: Currently, there is a wide variety of banks invdhre microfinance in Africa, ranging from the

savings banks to the traditional commercial banks.

» The savings bankscluding the Post Office Savings Banks (POSE=)e introduced to Africa
during the colonial days and are still leveragivy twide network to serve the poor and small
savers in several African countries (from Northicafito South Africa). Their low minimum
required balance also makes them attractive fmothieand it is estimated that the savings banks
have a total reach of more than 40 million custenmeAfrica (AMAF/MWWB, 2010) in the
lowest to middle income markEtsA few POSBSs, including in Cape Verde, Kenya, Mala
and Tanzania are reported to be active in micraf@maVost savings banks, however, limit their

services to savings and transfers.

» The Development Bankacluding the Agricultural Development Banks, mreolved in the
microfinance business mainly by providing wholesaknce to NGO MFIs and other NBFIs.
However, it is reported (see AMAF/WWB 2010) thdew development banks (such as in

7 Although the number of informal intermediaries angtomers served could be large, they still carstia small
part of the financial system due to low quantunirahsactions.

'8 The phenomena of cooperatives and federationsayfaratives is widespread in francophone West Afsiod
they are often the largest providers of microfireservices in the country ( as with FECECAM in BemUCEC
in Togo, RCPB in Burkina, etc)

9 The highest reaches are in Egypt (11 m), Algétiarg), Tunisia (2.3m), South Africa (2.1m), Morocd
Zimbabwe (1.7m each) and about a million each iny&e Niger, Tanzania and Cote d'lvoire.
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Mali and Burundi) are also directly involved in rolinance.

» Rural banks and Community barake very well established in Ghana, where thehrabout
2.3 million clients, but also in countries suchlagzania and Sierra Leone. In Nigeria, since
April 2008, the Community banks are required bytlawmeet a set of criteria and convert into

Microfinance banks.

» Microfinance bankgypically found in central and southern Africalatso in Nigeria, are fully
regulated commercial banks, which offer a broagerah products and services. However, their

primary business purpose, from inception, is lenttinmicro and small enterprises.

» Commercial bank#\n increasing number of banks -- national, regiend international banks-
- are attaching microfinance products to their @bidpanking business, as they have become

aware that microfinance is bankable and profitable.

Deposit-taking MFIs: A number of MFIs have also emerged in some Afri@amtries as non-bank
financial institutions (NBFIs) and are mobilizingmbsits and offering microcredit. They are, thesefo
normally regulated, although they are not regidtasecommercial banks. Some of these MFIs such as
the Faulu Kenya Deposit Taking Microfinance (DTM) ransformed from NGO MFIs, while others
were set up from the start as NBFIs involved inddfivities. There are also some parastatals, cansum
finance companies and building societies, whichiabpeas NBFIs, mobilizing deposits and offering

microcredit.

NGO MFIs are largely credit only MFIs. While they are ndiynaffiliates of international NGO
networks offering microfinance for some humaniedasocial reasons, few are set up locally ad-stan
alone NGOs.

Community-managed Loan Funds which are also referred to as revolving fundi;nsanaged
village funds, Village savings and Loans Assoaiatid/SLAS) or community-based finance groups

also offer microfinance to the poor, especiallyial areas.

Consumer lenders These are a new breed of money lenders thataoifesumer loans to the poor,
especially salaried workers. They are found mamtpe urban areas and in the developed or higher

income markets. .

Some information on MFI activities are gathered raparted in MIX (see MIX/ICGAP, 2010). If the
number of MFIs reporting could be used as a rougtypthe information indicates that the dominant
type of provider is the NGO MFI (102 out of 271aipng MFIs) followed by the cooperatives (79
MFIs) and the NBFIs (76 MFIs) and banks (16 MH&)wever, the banks report the highest number
and growth of depositors (increasing by about bmitiepositors to just below 7 million between 200

and 2008) followed by the cooperatives or crediingyincreasing by about a million depositors.8 3
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million), while the NBFIs report the highest grovithborrower numbers followed by the NGOs and,

with a sizeable distance, the banks and the caivpsra

Microfinance Products

The MFIs offer a variety of products ranging froepdsit services, loans of different types, money

transfers, micro-insurance and micro-leasing.

Savings instrument3he need for affordable savings instrumentsgs Bmong the poor and
microenterprises, and many MFIs are driven bydlimgs mandate. In fact, according to MIX
reports, many MFlIs in Africa indicate provisionsalvings instruments as their core business,
and many have more savers than borrédérke exceptions are those in North Africa as only
commercial banks there are allowed to mobilize sitppd\ccording to MIX, sub-Sahara Africa
(SSA) maintained the highest growth in depositbesy region in 2008, at 40 percent, even
though savings size across the region dropped Ipgr22nt between 2007 and 2008, as the
poor struggled to cope with the external shocles éind food crisis) and the uncertainties in the

global economy.

Credit facilities: African MFIs offer different types of credit fatils ranging from the traditional
but fast growing consumption financing, includingr feducation and other household
emergencies to working capital loan products, edjygor traders; and agricultural finance. In
North Sudan, MFls offer only Islamic finance, with interests charged, while margins are
factored into the repayment plans of goods or ewpiip purchased by the MFls for the client.
African MFIs do not typically offer long-term loartdowever, some are venturing into housing
finance, despite the challenges of land titing eolthteral problems. These housing loans
include construction loans, hire-purchase fasilitedd community-based housing schemes.
MIX estimates that about 55 per cent of the loatigfio in sub-Sahara Africa (according to
2009 data) is consumption lending (including fardiag), while microenterprise lending takes

just over 40 per cent.

Local transfers and remittanceSome MFIs are also involved in money transfeni;inhave
become not only significant in terms of volume &lab profitability. Some MFIs are linking
transfers to new technology, which is not onlyihglfo reduce cost but also ensure security and
finality of transaction, while others are develgpsavings and investment products related to
remittance receipts. For international transfesa/dver, some MFIs are partnering with such

international companies as the western Union odylBram.

%2 These could include ‘forced savings'.
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» Micro-insurance:In some countries, MFIs provide micro-insurance®wsincome people to
help them better manage risks and cope with cfisssmost common insurable risks relate to
loan, life and burials, but health (such as wa=redf by MicroCare in Uganda, along with its
other insurance services), crop (as offered by @ppy International in Malawi to enable
farmers cope with the impact of drought), and ptgpasurance schemes are also offered.
There are also microinsurance initiatives led leylti© with UNCDF and other partners. In

North Africa, however, there is a glaring abserficaicro-insurance.

Microfinance Methodology

Microfinance institutions (MFIs) offer a range ddreices including loans, savings facilities,

insurance, transfer payments, and even micro-pesisiblowever, because they operate
primarily in underdeveloped financial markets, tlaeg faced with unique difficulties; namely,

lack of infrastructure or mobility as well as degliwith clients with inadequate collateral,

insufficient legal status, inability to cope withe complexities of dealing with traditional

financial institutions and a high level of transantcosts of dealing with such clients who
may also be scattered geographically. ConsequeNiifils have adopted several innovative
practices to accommodate these difficulties, incdgdhe use of (any or a combination of)
small sequential loans, agent banking, group legdamd now mobile banking (Liedholm and
Meade, 1995; and Swope, 2005).

» Sequential loans: Many MFIs operate on a formudd ¢fives out small loans, of short-
term maturity, and with small weekly repayment sithies, which are easier for the
poor to handle than bullet repayments at the’erithe amounts for future loans are
increased gradually based on the repayment perfarenaf the client, which also gives
the borrower the financial flexibility needed toowr gradually, taking advantage of
opportunities in a slower but safer way and allayihe development of a repayment

discipline and a long-term relationship betweerlérrand borrower;

* Agent banking (see Box 2, below): Agents are latamgthin the community and
normally develop good rapport with the clients. SThapport, a key feature in the agent
banking system, is important for a number of reaséiirst, personal relationships with

clients provide staff with an awareness of isshas potential clients may be facing, and

L These loans conform to the needs of poor micrepnéneurs, most of whom are looking for a working
capital loan to expand an existing livelihood eptée rather than set up a new one. Even whenntieation

is to start a new enterprise, it is often a simglecessing or trading activity or service yieldengegular cash
flow from which repayments can be made, and withlelifixed capital requiring a larger, longer term

investment loan
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by workingwith clients instead ofor them, staff members are able to make changes in
the microfinance system to accommodate for cliem®ds, and, consequently, improve
their own efficiency. Second, rapport helps to lelsgh a relationship based on mutual
trust and friendship, which offers clients extracentive to repay a loan. Third,
knowledge of the people in a community allows staffecognize and avoid potential

problem clients, or people who cannot be truste@pay a loan; and

Group lending: Group lending is designed to makéouphe lack of collateral. In group
lending, the loan is made sequentially to a sddesed group and their collective
responsibility and the built-in incentive of furtieans based on past performance cause
them to pressure or even help each other to refegording to Basu et al (2004), the
efforts of MFIs to work through group-schemes hidneepotential of yielding a wide
range of benefits. They suggest that:

* Atthe level of the clients, group savings scheanesidvantageous as individuals
mobilize their savings jointly, and can use joiatisgs as security against
loans. The aggregation of individual savings maynabroup members to

constitute larger collaterals and enhance the@ssdo credit services.

e At the level of the institutions, on the savingesithe use of groups and
community-based organizations provides scope foemging substantial
economies of scale for the collecting institutibhese schemes can facilitate the
development of institutions that can operate omwllantermediation basis,
rather than specializing either in collecting sgsiror lending. Since most
credit-only institutions eventually reach a poititere they are constrained on the
resource side, deposit mobilization provides aamaile basis for expanding
lending operations. MFIs have the potential foméwally graduating to a less
constrained market-based approach in the managehéath sides of the

balance sheet. They could promote more effici¢atrimediation.

« At the macroeconomic level, deposit collectingitimgbns can help to increase
domestic financial savings mobilization by tapgimg resources of the poor who

are otherwise isolated from the formal financiakesn.

* Finally, by providing financial services on botle teposit and lending sides,
MFIs that serve groups and communities could empaweerprivileged
social constituencies to contribute more effegtit@leconomic development and

poverty reduction. While MFIs have commonly focusedvomen, they may
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also benefit other social groGpsOne could argue that MFIs could serve as

appropriate vehicles for targeting such groups.

e Information Communication Technology, especiallg thobile phone platform, has
facilitated the reach of microfinance to the rumatl unbanked areas. The approach
has caught on in several countries since the inttiah of the M-pesa by safaricom,
an affiliate of Vodaphone in Kenya. The future oatchless banking has several
possibilities — the MNOs on their own (such as,dgample, the M-Pesa in Kenya,
Orange Money in Cote d’lvoire, Senegal and Mali; MMobile Money in Ghana,
Cote d’lvoire and Benin; Zain Zap in Burundi), petship between the bank and
the MNO, or acquisition of a bank by the MNO.

Box 2 : Agent model -- Making financial inclusiongsible

Geographic exclusion, whether due to the extrerme sf a country like South Africa, large numbersrafal
migrants working in Kampala or the hilly regionskKénya, is a huge challenge for the microfinancgtry. In
particular, reaching poor clients in rural areasoften prohibitively expensive for financial institons since
transaction numbers and volumes do not cover tisé aoa branch. In such environments banking agtvas
piggy bag on existing retail infrastructure — apd/ér set up and running cost - can play a vita iol offering
many low-income people their first-time access tam@ge of financial services. There are also mamyihcome
clients who feel more comfortable banking at thedal store than walking into a bank branch. Tacheall such
people, a number of African banks are adopting tigerel banking.

A banking agent is a retail outlet contracted bffnancial institution or a mobile network operator process
clients’ transactions. Rather than a branch tellee, agent can be the post office, pharmacy, supé&et
convenience store, lottery outlet, and many maresdme countries, however, the regulation of aganking is
selective on the kind of outlets that can be ugbdler the model or partnership, credit functiomedi decisions
and client relations are with the bank but the cashagement is with the agent, who conducts tmsaetion and
lets clients deposit, withdraw, and transfer funpsy their bills, inquire about an account balarmmeyreceive
government benefits or a direct deposit from teeiployer.

The arrangement offers a win-win situation to tlaetpers. The MFI is able to mobilize saving frond axtend
credit to the bottom of the pyramid people as waslloffer insurance schemes or handle remittandes b&nefits
to the clients under such partnerships are in texfrite reduced travelling costs and the persottah&on. The
agent benefits in commissions provided by the MFI.

There are, however, challenges. At the partneisiig, there is the issue of prompt payment of eadlected, the
problem of ensuring discipline of remotely-locatefficers, and the risks of fraud. However, the binef
technology and the use of management informatistesys and clear operational guidelines are helgimgsolve
some of the challenges. However, as in the cadwasfchless banking, regulation still poses a chgbe with
many authorities either overregulating or undemfeting. There is need for experience sharing amties
reform regulatory frameworks to reflect such innibx&changes in the financial inclusion methods.

Microfinance Interest Rates and Pricing

The interest rates of microfinance institutions high, as MFIs grant many more small loans
than traditional banks do, using a rigorous methmglo that results in higher operating and
processing costs. Moreover, a lack of informationpast credit performance and, in many

cases, an inadequate legal structure to enforcepapment increases risk for lending

22 First Allied S&L in Ghana works with occupation-bdggroups such as butchers, kente
weavers, carpenters, and other associations
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institutions, which also causes MFIs to charge digimterest rates than in the traditional
banking sector to cover their risks. However, wieempared with informal moneylenders the
MFI rate is often significantly lower. In the samgy, micro-insurance premiums are higher
than the regular insurance premiums, reflectinghdiigoperating costs as well as high

vulnerability of the poor and their lack of altetiva means to protect themselves.

The high interest rates and premiums are, thereiimq@ortant for the sustainability of the MFIs
and to ensure continued availability of the servigkich is considered by development experts
and supported by evidence to be more important iroentrepreneurs than lowly-priced
services that may not be accessible or availablsustained basi However, it is not always
easy for MFIs to be fair and transparent regargiriging. In this regard, MFIs may benefit
from membership and support from Microfinance Tpamency that not only certifies the
transparency pricing of member MFIs but also presittaining and support in calculating what
could be fair interest rates, using a number ofmelas (including term, upfront fees, upfront

savings, and savings interest rates

[11.2.2. Meso-Level: Industry Infrastructure and Systems

The meso or industry level provides the infrastmecand systems that facilitate the activities of
the institutions and reduce transaction costs.stdieholders (see Table 1) are providing the

following services:

» Payments and clearing systems, which increaseertfic and reduce transaction

COSts;

» Information infrastructure, including legal andukedgory framework for information
exchange, the rating agencies, private credit bsygablic credit registries, public
sector databases such as property, vehicle callssad asset registries, voter
registration and national ID databases, and asdit@t enhance transparency on
institutional performance and transactions as ageltreditor information, thereby

enhancing risk mitigation;

» Technical support, capacity building and educasiervices (research companies,

2 According to Planet Finance (2004)) 2006, globally, the average interest rates iriasnsble MFIs were
estimated to be about 26%, while a study conduictéde Dominican Republic, Colombia and Chile shawfer

example, that even a monthly interest rate of 6@tesented only 0.4- to 3.4 % of a microentrepréaeaperating
costs and research conducted in India, Kenya am@Miilippines showed that the average annual fateeaeturn
on investment in microenterprises ranges from D184 %.

24 See information from Microfinance Transparentuyp://www.mftransparency.org/
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universities, training and technical assistanceigeos, consultants), which enhance

innovation;

« Associations and networks of retail financial serproviders and other institutions

engaged in advocacy and information dissemination;

« Financing infrastructure (wholesale or seconddtiechanisms, such as apex lending
facilities, commercial banks etc);

» Financial and capital markets (investment fundsdlssues and securitization).

The financial infrastructure and systems, therefa@aable risk mitigation, improve
transparency, increase efficiency, and enhanceation (UN, The Blue Book, p.115). A well
developed meso-level is, therefore, importantHerfunctioning and progress of the financial
system generally and especially for supportingattteities of the institutions and access of the
poor to financial services. While a review of tlmifcial infrastructure in Africa shows that it

needs substantial strengthening to match the \agiimancial inclusion in the continent, a few

services are improving.

Table 2: Credit Registries or Credit Bureaus by Couatry

Credit Registries and Credit Countries

Bureaus

Public Credit Registries (26) Angola Guinea
Burundi Liberia
Cape Verde Madagascar
CEMAC (6) Mauritania
DRC Mozambique
Ethiopia Sao Tome
The Gambia WAEMU (8)

Private Credit Bureaus (13) Botswana South Africa
Ghana Swaziland
Kenya Tanzania
Malawi Uganda
Namibia Zambia
Nigeria Zimbabwe
Rwanda

MFIs participate in Credit Bureau | Burundi South Africa

or Credit Registry (6) Mozambique Tanzania
Rwanda Uganda

Neither Credit Bureau nor Credit| Eritrea Sierra Leone

Registry (6) Lesotho Sudan

No Information (4) Comoros Seychelles
Djibouti Somalia

Source: CGAP: SSA Microfinance Analysis and Benchnr&ling Report 2009
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Many countries are in the process of introducinguse speedy and effective wholesale
payments systems, while the application of infolwnatechnology (IT) platforms have also
facilitated mobile banking in a few countries. Bt@/credit bureaus and public credit registries
that enable the MFIs to gather information aboat ¢redit history of clients of financial
institutions and assess their credit risk havesdsang up in a number of countries (see Table 2
above}®. However, only three countries alldFIs to participate in existing private credit
bureaus (Rwanda, South Africa for all lenders, &lghnda for microfinance deposit-taking
institutions). MFIs participate in public creditgistries in three countries (Burundi where MFIs
must report to the registry, Mozambique where Mé&as access borrower information, and
Tanzania, once in placelkenya, Morocco, South Africa and Nigeria are aigmorted to have
local rating agencies. A few technical service joierg and capacity building facilities also exist
in various countries, such as tl@ohfédération des Institutions Financiere@CH) in West
Africa and based in Burkina Faso, and the Micro§awegct in Kenya, which have trained
experts in various area of microfinance. Microfteprofessional associations, which help to
collect and disseminate information, provide cdpdatiilding, dialogue with government and,
in some cases, participate in setting standardsako help in market development. Their
activities are particularly important in nascentd amall markets, countries with a very
challenging MF context as well as very large caeesitin Africa, according to AMAF, these
associations are strong in Benin, Ethiopia as age{Ehana, Uganda, Kenya and Malawi, and
they play important roles for the sector in theurtries (see Annex 8). Generally, however, the
financing infrastructures are weak in Sub-Sahaffdnafbut are strong in South Africa and the

North African countries.

[11.2.3. Macro-Level

The government, through its various ministries, t¢leatral bank, financial supervisory
agencies and other policymaking and regulatory @gen provides the enabling
environment for the growth of MFIs and the effeetiess of the financial infrastructure. In
particular, the government is responsible for anguhe existence of an appropriate policy
framework, effective legal, regulatory and supemisystem, and a conducive investment

climate.

% Purpose of public registries is banking supervisiehile private bureaus seek to help lenders makiebcredit
decisions.
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Policy Framework

Until the 1990s, the approach adopted by policymsafgd donors) towards fostering inclusive
finance consisted largely of Odirigist measuredii@ct interventionsirough a blend of targeted

credit programs, interest subsidies, establishmeht specialized development finance
institutions and other donor and government insemist The case for the direct interventions

and the subsidized microfinance programs was basédlde arguments that:

the poor cannot save;
» the poor need cheap credit to empower them togiaate in economic activities;

 cheap credit would encourage the poor and microetiges to adopt modern

technology in their activities; and

» private banks provide little or no credit, forcirggnall and poor borrowers to use

moneylenders who charge usurious interest rates.

However, these programs generally had a limitedeagh and resulted in huge costs, with little
identifiable impact on financial inclusion for tpeor. Furthermore, microfinance programs and
institutions sponsored by government and donorrs ffainisia to Malawi, Senegal to Tanzania
collapsed under the weight of losses generatedhby iterventionist and directed credit
strategies manifested by subsidy dependence, l@moveey rates, inadequately diversified
portfolios, inadequate credit targeting and rertks®y by credit officials. Private, for-profit

financial institutions were crowded out of the merkby state and donor-supported
microfinance institutions. Despite the enormousoueses directed at subsidized credit
interventions and frequent bail-outs of state-ownestlit institutions, the approach failed to

provide access to financial services for the poar microenterprises.

With the financial sector reforms that were laumtlme the late 1980s, African countries

adopted market-based economic management progrentasling liberalized interest rates and

exchange rates, and targeted the maintenancebtd stacroeconomic conditions, especially
low inflation and stable exchange rates, towardtefing sound financial systems. They have
also rehabilitated ailing banks and privatized nebshem, while also opening up the banking
sector to foreign competition.
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Box 3: Six key messages that frame the parametersafavorable policy environment

1. Governments have key roles to play in givingsity to building a sound and responsive microficensector.
Governments have major roles to play in buildinidseesponsive policies, regulations and legalctires that
work for microfinance. Governments need to stayaiutetail microfinance and encourage private tog§ons to
build sustainable services.

2. Interest rates should be liberalizedatket-determined ideally for the financial sector as a whole. @t
minimum, interest rate ceilings should be remowadiiicrofinance, to allow institutions to chargeatfit costs to
provide sustainable access, using competition-omtrols—as a means to get interest rates down.

3. Microfinance networks, rating agencies, and le$ele finance institutions all have important sote play in
building performance standards and transparencygranregulated and regulated MFIs.

4. Governments need to recognize the importantthaleregulated and unregulated institutions cahdmplay in
microlending, with regulations focused on thosdiingons that seek to mobilize savings from thélpu

5. Regulatory and supervisory regimes should addiesspecial features of microfinance, to encaieagange of
regulated financial institutions to pursue micrafiice. Often, the entity responsible for regulatiod supervisiory
needs to build capacities in this area.

6. New and modified legal structures are often edei ensure that such dimensions as minimum ¢agith
reporting requirements are tailored to the reldyigeall size of many institutions that specializenicrofinance.

Source: Women’s World Banking: Policy Change — Exjnce in the WWB Network, WWB Network, Vol 1,
No. 3, October 2003

However, financial sector reform by itself, althbugery important, is not generally accepted
as a sufficient condition for fostering financiatiusion. In particular, some governments see a
legitimate need to continue with interest ceiliogsthe grounds thahigh interest rates are not
acceptable in the market segment that serves pddoa-income people and that they may reduce
the profitable business opportunities for the poeniuce their ability to accumulate assets, and may
also lead inexperienced or financially unsophigtidgpoor or low-income borrowers into debt
traps’ (The Blue Book, p102). Consequently, whilany countries decontrolled interest rates in
the 1980s and 1990s, there were still countrigghet had some form of interest ceilings up to
the early 2000s (Helms and Reille, 2064)

While some experts insist that interest ceilinge aot necessary because increasing
competition in the financial markets can bring dowrerest rates, others point to the
limitations of competition in this regard (See Tu&l Blue Book, p103). In particular, the

smalliness of the financial markets as well as markperfections and structural problems can

%8 Three types of interest rate ceilings were oleskrmamely: (i) banking interest rate controlsgererally codified
into banking and central bank laws which grantdéetral bank of a country the legal authority totfie maximum
lending rate (and sometimes the minimum interéstfa deposits) for regulated financial institaso (i) . usury limits
that are part of the civil code and authorize aegament body, generally the central bank, to denia that private
lenders may charge; and (jii) De facto interest cailings that resulted from political pressame/or the need to compete
with large subsidized government lending programas keep interest rates below a specific level ifidednd Reille,
2004, p. 8).
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limit competition, especially in rural areas, pnetieg the lowering of interest rates in the short-
term. At the same time, there are concerns threst rates charged in microcredit operations
should neither prevent achieving sustainability pamote hidden inefficiencies, emphasizing the
importance of disclosure and performance benchngéeross the sector’ (UN, The Blue Book, p
103). Therefore, while most governments have shiftedcpoparadigm to market-based

principles, they are also paying attention to issafédransparency and accountability as well as
institutional efficiencies and improvements in timyestment climate, all of which are

important for sustainability of the MFIs (see Boal®ve and Annex 3).

On broader policy issues, some governments hawepo@ted financial inclusion in their
overall development policies, the poverty reductsategy and other sector strategies such as
the financial sector development and rural devetqirstrategies. Others, like Nigeria and the
WAEMU countries, have gone even further in develgpnational microfinance strategies.
These activities have facilitated an increase owkedge and understanding of the significance
of inclusive finance, the sharing of a common vis@nd clarification of the desired direction
with desired timelines, which various ministriesdgoublic agencies are incorporating into
sector strategiés However, many countries are yet to undertakectitisal step, as currently,
AMAF estimates that only 17 African countries hgg in place microfinance strategies (see
AMAF/WWB, 2008). Based on the experiences to daith the formulation and
implementation of national microfinance strategie$CDF is currently working on an
approach to develop national financial inclusiotioacplans which take less time to develop

and are more action oriented.

Legal, Requlatory and Supervisory Frameworks

In the second generation financial sector developmaforms that many countries launched in
the mid-1990s, governments are focused on improfiitancial governance and financial
infrastructure, including strengthening accountiaggliting and other information systems as
well as the regulatory, supervisory and paymenssesys. However, there has also been a
general acceptance of microfinance as an essardiéet segment of the financial sector, and
a realization that strengthening the legal, regufatand supervisory frameworks for
microfinance is critical not only for the advancenef microfinance and the soundness of the
institutions but also the health of the financietter as a whole. In particular, while savings
and credit cooperatives are assumed to be selfateqy) as deposit-taking increases, the need

for prudential supervision becomes important tegaérd the health of the financial sector.

2" See CGAP: Brief on Microfinance Strategies, Jub@82
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Governments are, therefore, adopting several $gmf changes such as a push toward
transparency and more rigorous standards, as weleaadoption of important reforms on the
regulation front (see Table 3 beloff)The integration of microfinance into formal finaaic
systems also brings new compliance requirementd) as AML/CFT regulations, as well as

new opportunities, for example to tap into paynmsstems and to get real time settlement.

Experts, however, agree that while a deep regulatiould contribute to enforcing international
financial standards and making microfinance sad@d(depositors too), it could also make it
too complex for small MFIs to operate; and theefétct could be a reduction in microfinance
supply, which is the consequence that regulatiomtwa avoid. Furthermore, a too strict
regulation usually limits the capability to innogattherefore policy makers deciding which
regulation to implement must consider the overallrglness of the financial system, but also

innovation.

The objectives of regulation should include: finahsystem stability; depositor protection;
customer protection; effective and efficient useirofestors’ funds; the setting of minimum
standards; promotion of industry encourage growtid clarification of the legal position of
MFIs (see Chiumya, 2010). In general, experts (gesto, 2010) agree that the regulatory

framework for microfinance should depend on a nunalberiteria, as follows:

e Systemic risk deriving from MF, which depends on he development of the
industry in the country, on the industry’s age andon the volumes intermediated by
MFIs in the financial system: Regulation and supervision are expensive public
goods29, and should be used in those areas withighest payoffs in terms of systemic

risk mitigation. Therefore,

« where MF is a marginal phenomenon, involving a teadit-only NGOs and a small

number of beneficiaries, there would be no neeégalate,

« where MF does not create systemic risk, given thallsamount of loans and the
very limited access to the payment system of M&kperts generally agree on soft
regulation, essentially based on public registratificensing), or suggest the

implementation of self-regulation schemes and s#d¢@n regulation (delegated

28 More details of these legislations are reportelliX, 2009.

2 Moreover, in some developing countries, it is mditeely that public goods are involved in a
host of principal-agent failure such as corruptiowhich often make vain any attempt to
supervise microfinance institutions On cost andefieanalysis of supervising MFIs as well as ondiaager
of corruption see Meagher (2002).
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regulation ).

* The need to design a specific regulatory frameviorbMFIs is especially felt in the
countries where MFIs are significant actors in financial market; otherwise, the
most common solution that is adopted is to regulatder Banking Law those
entities which collect deposits and offer loansewdas credit-only organizations are

often in a shadow area, without any explicit retjataor supervisiotr.

» The typology of activity carried out by MFIs; particularly, the most sensitive
distinction is between credit-only institutions, etities that collect savings, and
intermediaries which provide other financial servi@s not included in traditional

intermediation:

» All the institutions that provide credits as a uredinancial service are characterized
by a very low contribution to the overall systemigk. Therefore, they are often not
regulated even if some countries require from thiemsparency standards and the

control of unfair practices (so called “conducbofiness” reporting).

» Of course, whenever a MFI does not limit its atyiib credit supply, but collects
savings, and sometimes offers payment instrumethis, institution is almost
everywhere forced to be converted in a regulateityecommonly a bank), or
assumes the status of “microfinance bank” wherpegific regulation exists. Such
conversion, as obvious, implies the respect okeatty requirements, of minimum

capital requirements and prudential ratios, as agbf periodical reporting.

 For MFIs which offer other financial services, gesns appropriate to adopt a
regulatory approach similar to credit-only instibuts, if the only peculiarity is
represented by the lending methodology; on therdthed, for those MFIs which
intend to provide more complex financial servicarththe traditional financial

intermediation, a specific regulation is strongdgggmmended.

» The origin of funds utilized in order to provide microfinance services -- public’s
sums, donor’s funds or member’s savingsiWhenever money is donated by third-party
organizations, these usually have appropriate unstnts for assessing the MFI they
intend to finance; furthermore, in absence of dpecegulations, donors can prevent
unfair practices by monitoring the selected insititas and requiring from them specific

reporting on the use of funds. However, when fusme@sprovided by the public or from

%0 0On the options regarding regulation of credit-aMiyls see Christen and Rosenberg (2000).
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deposits, because of asymmetric information betvelgositors and MFIs and the fact

that depositors are exposed to moral hazard ievkat of MFIs’ crises, regulation and

supervision are required. Therefore, the ideal ledgun to adopt must be diversified

according to the source of funds.

All MFls, whatever is their source of funding, inder to improve their capability to
attract money, should be required to be publiclgistered and should produce
periodic reporting (including at least credit meathtogies, concentration, credit
provisioning and write-offs) to be addressed t@ectic regulatory body — where
microfinance market is a significant portion of theancial system — or to the

authority in charge of supervising the financiadteyn in other cases;

MFIs which collect public’s funds should be compliavith a set of tailor-made
rules concerning market entry, minimum capital agtiorganization and deposit
insurance. These regulations on one hand shouldsenmilder capital requirements
than banks, on the other hand they should delienithé potential activity, and

therefore the risk, that these entities could run.

The nature of MFIs to somehow regulate, analyzingnstitutions that have different

legal structures, governance, target clients and @¢s (distinguished, for descriptive

reasons, in NGOs, credit unions, microfinance bankand downscaling commercial

banks), which must be treated according to variousapproaches: The most

significant aspects to deepen about the nature lBfsNnd their regulation are legal

structures, the borders of their activities andrtimernal organization .

As mentioned before, as long as NGOs operate dg-omly institutions they need a
very limited attention from regulators; however wHeGOs begin to offer savings
facilities they are required to assume a diffedegal status, with a well-defined
capital in order to calculate prudential ratios aodimplement internal control

functions. These institutions, therefore, shoulenttbe regulated according to their

new nature.

Credit unions and microfinance banks, considerimggrtdeposit-taking nature, but
also their difficulties in raising capital and thgoal of sustainability, have to be
regulated by a specific set of rules which prescriess stringent capital

requirements and an easier organizational strutharre banks.

Downgrading commercial banks, which by definitiore dully regulated banks

according to the national “Banking Law”, do not ®sedo need particular
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requirements if compared to other banks, becawse db on performing not only
microfinance services; therefore, in most counttiesy continue to be supervised

and regulated as usual banks.

The combination of all the above-mentioned critémalies that it is not possible to imagine a

single regulatory approach suitable for microfirmimustries continent-wide

Box 2 above and Annexes 4 and 5 provide exampidsolo the policy, legal and regulatory
frameworks, which focus on tipgomotion of private sector involvement and the @ of
market-oriented financial and credit policiesn be developed to accommodate some of the
particular features of microfinance. Some of thelsments are reflected in some of the
microfinance frameworks already developed in Aflicauntries. These frameworks include
the regional frameworks developed for both the WAERhd COBAC areas but also some
country-specific ones developed for a number ofcaAfr countries (at least 39, as reported by
AMAF)3,

Box 3: Responsible Finance: Mobilizing Stakeholderat the Micro, Meso and Macro Levels

Responsible finance is concerned with the delivefryetail financial services in a transparent amgible
fashion. Focus on products, processes, and polibeg appropriately balance customers’ interedtis those of
providers’ and avoid harmful or unfair treatmeriResponsible finance is promoted through measuisntiay
include consumer protection regulation, industrypmyvider codes and standards, and improvemergsrnsumer|
financial capability.

« Regulation.The first pillar focuses on the role of governmentsetting legal and regulatory frameworks that
protect consumers and establishing effective aritierit mechanisms to enforce these standards while
supporting financial inclusion at the same timéne Thain challenge is the tradeoff between riskspotential
over-regulation. There is a need to set prioritieg are proportionate to actual risks on the aredrand safe|
sound and sustainable access for low income cl@nthe other.

» Self-regulation. The second pillar focuses on industry self-regatatinitiatives by actors in the financia
industry—including investors, financial institutncommercial banks, MFIs and umbrella bodies. -Self
regulation initiatives may include voluntary codefsconduct on transparent or responsible practigethe
financial industry. One of the main challengesnsieein the cost of adherence to standards andchiiate
conflict of interest in associations supervisingpiementation of members.

e Financial Capability. The third pillar entails empowering stakeholdersl dacilitating behavioral change
through various channels. Financial capabilitythe combination of knowledge, skills, attitudes and
especially behaviors which consumers need to displarder to manage their money well and takelibst
decisions possible given their economic and sadielimstances

Source: CGAP Sources

Client Protection

A related area that is gaining importance as mi@ote increases is client protectivvhile
microfinance was borne out of a social concern rigp@wver the poor to be able to make
investments in their income generating activitiad aicroenterprises, and lift themselves out

of poverty, its spread and attractiveness as aestment avenue have elicited the interest of

31 However, according to CGAP (SSA Microfinance Arsigyand Benchmarking Report 2009) , 29 countries ha
adopted explicit legislations for MFIs, while anettb are drafting special legislations. HoweverlOnother
countries, MFIs fall under other broader legiglati (Annex Table --).
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diverse players who may not all share the same aimisethical standards. As access has

increased so have abuses.

Even for those who shared similar aims, competigew to such an extent that credit policies
became lax and let to multiple borrowing by clieatsl erosion of credit discipline. In some
countries, notably Morocco, Bosnia-Herzegovina, axagua, and Pakistan, this led to
repayment crises and rapid and severe deteriorafionedit quality. In other countries, crises
led to strong government intervention. In Southrigs, for example, an exemption to the
interest rate cap led to entry of many players—ditlg consumer credit providers, and there
was little concern for portfolio quality. Unorthaxl credit collection policies and perceived
abuses by lenders led to the government creatiiMdgceofinance Regulatory Council in 2000

with powers to regulate lenders operating undeliritexest rate cap exemption. Also in 2006,
in Rwanda the Central Bank announced the immediédeure of 8 MFIs citing gross

mismanagement, poor credit management practicdarefao meet minimal conditions for

licensing, and loss of customer confidence. Howesech emergency interventions, which
were also taken by authorities in other developgmons, made policymakers and regulators
more aware of emerging risks and concerns in miaiate, including unethical financing

practices, over-indebtedness of clients, lack aindparent pricing, inappropriate loan

collections.

In Bolivia, opening of the market to non-bank ihgibns and subsequent rapid expansion of
credit followed with the recession made it diffictdr clients to repay their loans and a debtor
association was created that led the most radice) t0 take the Superintendency of Banks and
Financial Entities and threaten to blow it up ifeith demands were not met. The
Superintendency was able to create guidelinesdoflict resolution and the crisis was ended.
In 2006, the state government of Andrah Pradesfedldown tens of branches of several of the
leading MFIs accusing them of usurious interestgataking illegal collateral, and employing
guestionable recovery practices. In April 2007, @anamos, a MFI in Mexico that was
originally funded by various grants, issued aniahipublic offering (IPO) that was hugely
successful by financial market standards, but @haserisis of conscious amongst many in the

sector, particularly because high profits were e through charging very high interest rates.

These risks and concerns of very high profits ofldVikvhich led governments to look more
closely at appropriate regulation, as well as tcigportive of the self-regulatory approaches
that were emerging amongst a number of playerkansector, led to the focus of responsible
finance (see Box 3 above) and eventually to theldgwment of Client Protection Principles and

Codes of Conduct. The principles of client protttiwhose development was led by the Smart
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Campaign, and which MFIs should be encouraged aptadclude:

» Avoidance of over-indebtednes®roviders will take reasonable steps to ensua¢ th
credit will be extended only if borrowers have destoated an adequate ability to repay
and loans will not put borrowers at significantkrisf over-indebtedness. Similarly,
providers will take adequate care that noncrediricial products, such as insurance,
extended to low-income clients are appropriate.

» Transparent and responsible pricingrhe pricing, terms, and conditions of financial
products (including interest charges, insurancempmms, all fees, etc.) will be
transparent and will be adequately disclosed inonfunderstandable to clients.
Responsible pricing means that pricing, terms amtlitions are set in a way that is
both affordable to clients and sustainable forriial institutions.

» Appropriate collections practices Debt collection practices of providers will nog
abusive or coercive.

» Ethical staff behavior Staff of financial service providers will complyittv high ethical
standards in their interaction with microfinanceeits, and such providers will ensure
that adequate safeguards are in place to deteatarett corruption or mistreatment of
clients.

» Mechanisms for redress of grievancesProviders will have in place timely and
responsive mechanisms for complaints and problewiugon for their clients.

» Privacy of client data The privacy of individual client data will be resged in
accordance with the laws and regulations of indigidjurisdictions, and such data
cannot be used for other purposes without the ssppermission of the client (while
recognizing that providers of financial services gday an important role in helping

clients achieve the benefits of establishing crieditories).

Investment Climate

Governments in African countries are already taldgtaps towards establishing the right
investment climate, which has to do with creating canducive environment
(macroeconomic, social and legal) for investments$ lausiness activities of enterprises
and individuals. It is about reducing direct andirect costs of doing business and
reducing risks of failure: improving labor laws, ilding and maintaining physical
infrastructure, financial infrastructure and ensgrithat appropriate institutions
(independent judiciary and even commercial cowffective and impartial police and

prison service, law enforcement) are establisheldfamctioning. In the financial sector,
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including microfinance, which is vulnerable to egoric shocks and risks of default, and
where property rights are weak, it is importanestablish legal frameworks for collateral
and enforcement of property and creditor rightss lso important to ensure that labor

laws and land tenure systems are not restrictigledaterring to business.

Impacts: The obvious critical issue is whether the newdigma in microfinance, with the
shifts in government policy, regulatory and enaplivles, has helped MFIs achieve financial
sustainability and improve outreach. While thertittie hard data available to answer this
question fully in African situations, Basu et &l0(Q4), cite some evidence and cases that
African MFIs were helped by the new paradigm tormup their financial performance,
especially in cases where they had autonomy oeerrtranagement decisions. They cite,

for example, that

* In Benin, following the 1989-93 and 1999 financial rehadilitn programs, many
savings and loan cooperatives (SLCs) were ablgbstiamtially expand their deposits and
loan portfolios, recover their nonperforming loaasg achieve break-even or positive

net profits in their current operations.

* In Ghana the performance in the rural microfinance seworeported to have
improved in the late 1990s and early 2000s asu#t s combination of (i) a more
commercial approach, (ii) a restructuring of thetaethrough re-capitalization and
capacity-building, and (iii) strengthened regulatiovhich contributed to reduce
drastically the proportion of distressed rural itrédnks (RCBs). From 1996 to
2001, the proportion of “unsatisfactory” creditams declined from 70 percent to 60

percent and that of those in the worst categanes 42 percent to 15 percent.

* In Guinea the MFIs (four of them at the time) are repottethave strengthened their
financial performance over the period 1997—2008yTdcthieved this by lowering the
share of non-performing loans (NPLSs) in their tata&dit and raising their lending
rates, and improved their prospect of achievingoeeraustainable financial position.
The share of NPLs in the four MFIs was consideralalr than that of the commercial
banks, and with the aim of achieving financial anability, the MFIs maintained a

wider interest rate spread than that prevailirtherbanking sector.

1.2.4. Regional Level

There has been limited attention to microfinancthatregional level outside of the two
economic and monetary unions (WAEMU and CEMAC), rehthe central banks are
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involved in designing regional prograihsThe central banks of these two unions are
involved in developing regional policies as wellegislative and supervisory frameworks
and capacity building for their respective memloemtries.

However, aninteresting recent trend in microfinance is thhestablished financial service
providers (such as Ecobank, with its operation27mfrican countries; Bank of Africa in 12
countries; Equity Bank, spread in the East Africaiuntries; Standard Bank in 17 African
countries; and Zain Africa, which has launched mittance platform in several African
countries) expanding operations into other cousitr@/hile the cross-border operations of
these regional banks take place through local es)ctheir regional spreads enable them to
transfer know-how, strong systems, and methodasoieestablish footholds in new countries
fairly quickly. Therefore, they play an importardle in regionalizing financial services.
However, by broadening the scope of their operatidhey also benefit from economies of
scale and other benefits of regionalization, foaragle, in costly technology investments that

should facilitate progress in their microfinancé\ates.

Over the past two years, there has also been siogeattention from the African Union,
which has formulated a roadmap for microfinance etfggment in Africa, including the
adoption of the Key Principles of Microfinance (s&enex 2) and a commitment to promote

financial stability, increased access and clientgution.

I11.2.5. Funders

Donors have been providing significant amountsrahts to MFIs in Africa and still do for
most NGO MFIs and younger MFIs, but many other M&ile increasingly tapping the
potential of savings mobilization as a core souwétdunding. In addition, there is the
potential of local currency loans from banks, savhevhich also refinancéFIs and take
equity positions directly in som@ them Some national and international privateestors are
also involved in financing or refinancing MFIs. Elsncan also be mobilized from the capital

markets through bond issues, securitization arad émpiity markets.

Bilateral and multilateral development agenciesunfiations, and large NGOs have
traditionally provided much of the cross-borderding for microfinance in SSAAt the end of

2008, according to MIX data, donors’ commitmentsSt8A amounted to over $2 billion,

%2 The World Bank, supported by DFID and other depelent partners are in the process of designingamt E
African Community Financial Sector RegionalizatiBnoject which has strong emphasis on microfinanu a
SACCOs
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and represented a 13 per cent increase over thpseyear. The African Development
Bank and thénternational Fund for Agricultural Development étlger account for over 25 per
cent of total commitments. Much of the funding @ centrated geographically, with one third
of all donor funding going to just five countri@sDonors concentrate much of their funding (66
per cent) on retail institutions, and especiallpazty building, which is a serious constraint to
MFI growth in Africa. However, there is also corsidble donor funding (23 per cent) at the
meso level, either through wholesale financing opp®rt to infrastructure. There is also
considerable interest in macro-level funding, witinding received by Africa (at 5 per cent)

being higher than for any other region.

Deposits mobilization, however, remain the largestce of funding (with a share of 66 per cent)
for African MFIs, as generally their microfinandets express a higher demand for savings than
for loans$”. Savings mobilization is set to increase everméuras many MFIs introduce market-
driven savings instruments. In Kenya, Equity Bardepositors increased from 556,000 to 1.8
million between 2006 and 2087while the amount of deposits mobilized increased)S$110
million to US$168 million during the same periodheTperformance is set to improve even more
with the partnership between the bank and Safayit@mobile telephone company, which will
enhance deposit mobilization through the use oflenta#tephone technology.

Borrowings from a variety of lender types are arotkey source of funding for MFIs, which,
on the whole, receive an equal amount of funds ngnirom foreign and local lenders,
although the foreign loans carry a slightly highreerest rateSome MFIs also cite high indirect
costs in lines of credit from multilateral develagm banks because of the periodic reporting
requirement§. Many African MFIs have successfully arranged dat facilities from local
commercial banks. These moves have been facilitagenhcreasing profit margins in micro-
lending’’.

The stock market, although nascent in many cowmtrgean important source of medium and
long-term funds for some MFIs. The trends in cogp@rfinancing in countries such as Ghana
and South Africa and the possibility for companiessome countries (such as Botswana,
Ghana, Tanzania, and Namibia) to list their cor@iaonds without listing their shares is an

indication of the potential of the bond market foobilizing funds. In Kenya, Faulu Kenya

33 See MIX/CGAP, 2009. The five countries are Ethip@aana, Kenya, Mozambique and Uganda
34 This feature is also reflected in the MIX obseinmtthat during the financial crises, institutionih a strong
deposit base tended to fare better than thosengehgavily on foreign investment.
% WWB/AMAF, 2010 p. 3
% This view was expressed, for example, by the Chiefcutive of one institution in Senegal durinddienission
for this study.
37 In Morocco, for example, the return on assets &fidvivere reported to range between 4.08% and 19ih7%
2006 (see AMAF 2008, opcit)
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DTM Ltd successfully issued a five year bond for8d$ million in 2005. Equity Bank also
successfully floated its shares on the stock maaket strategy to raise capital, while also
improving its strategic position and raising thefpe of its brand®. For many MFIs, however,
direct access to the domestic stock markets igpossible. Nevertheless, the capital markets
hold indirect benefits of providing a source of nued to long term funds for commercial

banks, which they can on-lend to corporate cliantduding the MFIs.

% See page 6 of R. Reddylicrofinance: Cracking the Capital Market linsight No. 22, ACCON, Boston, USA.
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IV.  SWOT ANALYSIS OF THE AFRICAN MICROFINANCE SECTOR

Microfinance is significant in the efforts to protadnclusive finance in African countries. It
also supports microenterprise development andeftire;, contributes to the promotion of the
private sector in African countries. In this regasidgnificantly, microfinance is growing rapidly,
seizing emerging opportunities but also dealinghvat number of challenges. The sector
therefore has its strengths and weaknesses thatbedaken into account as many countries
endeavor to integrate it fully into the formal fivtdal sector and consider how to enhance the
sector’'s support to private sector developments hction analyses, with a focus on private
sector development, but also on household finantiegstrengths, weaknesses, opportunities
and threats or constraints (SWOT analysis) athreetlevels (micro, meso and macro) of the
sector. The SWOT analysis forms the basis of recemdations for interventions by

governments, MFIs and development partners.

V.1. Micro-Level

MFIs must be structurally strong to offaustainable and high-quality services to the peivat
sector, especially microenterprises and househ@ldspite their significant presence and
growth, most MFIs in African countries are far fraunhieving financial and institutional

sustainability and are, therefore, constrainedvénsupport they could provide to the private

sector.

IV.1.1. Micro-Level Strengths

Strong savings growth:Often called the‘forgotten half of microfinance,” savings has
emerged as the number one issue for microfinaneetgl. For many MFIs, savings provide
a source of funds for financing enterprises. Saviop@wth is particularly strong in African
countries. MIX estimates an average penetratioa oft5 percent for savings in African
countries. At the end of 2008, MFIs in SSA reported reachirgy51million depositors,

significantly higher than the 6.5 million borroweldoreover, while SSA witnessed a slowed

39 At a recent forum of development partners and tjii@oers on microfinance and enterprise develogmen
(USAID, 2008), participants agre¢tat savings and insurance are more relevant fiabgervices to the
very poor than credit. This is partly because vppor people are unable to start a sustainable
microenterprise, and most vulnerable householdsiareeady to take on the opportunities and rigks o
credit. That, in turn, doesn’'t make them attractiients for credit-only providers, especially, sko
focused on sustainability.
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growth in borrowers in 2008, there was a continaed strengthened uptake for depositors, as
their growth rate increased by 10 percent to redcpercent, which is more than for any other
developing region. Savings mobilization providedaurce of growth through the financial
crisis for deposit-taking MFIs. While the crisisusad a dramatic slowdown in borrower growth
in 2008, from 25 percent in 2007 to just 12 percen®?008, deposit-taking MFIs, which
dominate the African market (reaching 86 percerdlb§SA borrowers) grew faster than MFIs
that do not mobilize deposits. In fact, the growtiborrowers at the median deposit-taking MFI
approached 20 percent, much higher than SSA’s t@epe growth in borrowers across all
types of MFIs.

Desire of some cooperative institutions and othei-M to adapt their structure to
the environment: Several cooperative institutions have modified thestructures and
innovated in order to adapt kocal circumstances. They have found solutimnsmproving
their profitability while meetindocal demand, for example by placing teNendows linked
with their branches in remoteas and by grouping certain branches. Other hdse located
branches at walking distance from the markets.el'hes/es have helped the MFIs concerned to

reach high efficiency levels despite the high rote African context.

Increased ability to service the rural areaRural finance remains one thie major challenges
facing microfinance, and several rural regions heparse coveradey MFIs because of cost
considerations. However, increasingly, with thpliaption of technology and the development
of innovative methodologies, rural areas are noingoreached by MFIs in countries such as

Kenya and Ghana.

Suitability for support to microenterprises and pate sector developmenfs indicated
earlier (see Section Il above), MFIs provide suéaupport to microenterprises and, therefore,

private sector development in a number of ways:

» They provide access to financial services, inclgdaredit, insurance and pension,
towards smoothing the income of the poor and engutihat they do not use their
working capital to support the enterprise in tinfeeoonomic and financial shocks or
during lean seasons. MFIs, therefore, help to erwamsk management, permit
enterprise development and make for better monepagement, all factors that

contribute to building sustainable microenterprises

* The methodology of MFIs, especially the small, sadial loans (see Microfinance
Methodology under Section I[IB), conveniently meeke needs of poor micro-

entrepreneurs in obtaining flexible financing tarsbr expand microenterprises;
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* MFIs can also leverage their activities by creatingages with the banks as a source of
wholesale finance, creating efficiencies in the fmdtion of resources from
microenterprises and expanding their access todma

IV.1.2. Micro-Level Weaknesses

Structural fraqility of most MFls

One distinguishing feature of microfinancemest African countriess the relative fragility of

several MFIs, which generate internal risks to #steength and sustainability of their
operations, thereby constraining them from playanfylly effective role in financing the
private sector, enterprises and households. In masgs, the fragility of the MFIs reflects

the following:

Governance problemsThere is a serious governance problem among cdogerastitutions
that make up the vast majority of MFIs Mdrican countries The market as a whole is

thusmade more fragile. Several difficulties aparent:

» Volunteer work may make some electezhds not as motivated and lead to frequent
departures before the end of terms. fibed to engage in remunerated activityds

always compatible with their mission.

* Some managers lack the training and skillsnanagement and finance to carry out

their duties effectively.

* Some social behaviors are inconsistent \lign cooperative principle: favoritism in

extending credit, embezzlement, and sefiimgyy examples regarding loan repayment.

The cooperative institutions often are poamyanaged as a result. Relationships between
salaried technicians and elected officers swenetimes tense, particularly regarding

decision making and allocation of work withmstitutions.

Poor portfolio managementAccording to the 2009 MIX report, although portiolguality
among MFIs in Africa has improved in recent years tb increased due diligence, portfolio risk
is still higher than in other regions. Thertfolio at risk PAR) for over 30 days and 90 days in
2008 were 5 percent and 2.7 percent respectivélly,the corresponding averages for Central
Africa reaching as high as 8.7 percent and 7.2eperespectively. The average PAR ratio is
higher than world averages and the CGAP recommestdedard for PAR > 30 days not
exceed 3-5 percent. A sizable PAR poses abtwden (decreased interest income, increased
collection costs, larger reserves provisioning),eitich constrain the MFIs in financing entergsis
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and householdBesides, it causdsdé sustainability of African MFIs to be achievedyasiowly,

and the additional costs aedlected in the high interest rate charged tantdie

Lack of internal systems and control$n a period of growth, this weakness poses even
greater risks, and many of the individuatgerviewed confirmed a high incidence of
misappropriation of funds, especially among the peoatives and in the rural areas.
Computerized managemeinformation systems (MIS) are still not in widesgmeuse. Even
where procedures are in plaitas difficult to monitor activity closely. Thitack of technical
resources is compoundedting problems of introducing efficient interrmaintrols attributable

to insufficient human anthancial resources.

Scarcity of human resourcesThe recruitmentand management of human resources are
challenges for MFIs in African countries, particiylefor those established in rural areas. The
scarcityof skilled staff leads to sizable recruitment #naghing costs. It is particularly difficult

to find qualified staff in rural areas or to attract swtdff from the cities. In addition, there is

considerable turnover among staff who are congtattthcted by new opportunities.

Supply of credit not fully meeting demand

Inadequate supply of creditMFIs in Africa generally show a higher level anolume of
deposits than of credits. According to MIX (MIX, @®), the situation was exacerbated in
2008, reflecting a worldwide trend, and growth afrrowers slowed dramatically to 12
percent, from 25 percent in 200Bhere areseveral reasons for the generally limited number
of borrowers compared to depositors, and espeaisly for limited medium and long-term
lending: () methodological shortcomings, suchs requiring real guarantees that
microenterprises and poor cliemave difficulty providing; if) the attractivenedsr MFIs in
many countrie®f placing assets in Treasury bills (BTAs)ith highrates as compared to loan
portfolios; and ifi ) the fact that most deposage short-term provides no incentive for MFIs to

grant medium- and long-term loans to private engmegurs.

Limited ability to meet demand from enterprises

Demand for credit from enterprises has been noymmallch higher than the MFIs can support.

Some studies indicate that less than 15% of SME®#fiican countries have access to

% Treasury bills generally attract much lower ingtréhan credit provided to borrowers. However, the
attractiveness of Investment in treasury bills ddwg a reflection of conservativeness in providiregdit and a risk
mitigation strategy.
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microcredit — 14% in Zambia, 13.6% in Mozambiqual d©0.8% in Kenya, with credit in
Mozambique being relatively more frequent in urldaan in rural areas (16.1% and 13.1) and
quite similar between male and female headed MSE&e Mozambique survey also showed
access to credit to be much more frequent amomingaenterprises and restaurants (20.1%)
and fishing and extraction activities (21.6%), camga to other sectors. The higher capital turn-
over in trading activities may be the major reagunthis finding. However, across activities,
the results indicate that the great majority of SMteceiving credit operate in trade and
manufacturing. This result is consistent with fimgk in other countries. Even so, the type of
activity is just one of the many factors determgnactcess to microcredit. Other factors include
the level of education of the enterprise owner #ra size of the enterprise. The source of
credit, however, varied widely among countries.Mozambique, the source of credit was
family members and moneylenders but surprisingly imm the ROSCAS (0.2%) and formal
institutions (2%). This structure of share of MSEseiving credit by source is very similar to
that found by Parker (1996) in Zambia, but veryfatént from Kenya (Daniels, Mead and
Musinga, 1995), where nearly half of all credit @from ROSCAS, followed by formal credit

institutions, and relatives.

IV.1.3. Micro-Level Opportunities

Large number of points of servicéAccessibility is an important factor for micro-egypreneurs
and other microfinance client§hanks tathe large number of bank branches, savivagks,
and post offices, the African microfinance infrasture has immense opportunities $erving
microenterprises and other clients. Moreover, fanmercial banks in particular, a remarkable
diversity of distribution channels has emerged dkierpast few years, including the traditional
branches, ATMs, mobile phones and debit/creditsaamenhance their retail capacity in lower
income market segments. In Ghana and some oth&aAfcountries, some banks have mobile
units or branches located within walking distanaarf the markets to facilitate collection of
deposits from traders. These developments couldfgig future direction of the NBFIs that are

also trying to augment their retail capacity.

Increasing linkages among the bankingector, private sector, and microfinanes MFIs

increasingly place funds with the banks and batde @rovide funding (or refinancing) for the
MFIs. In addition, banks are beginning to investhe capital of MFIs. At the same time, in
some countries such as Kenya and Uganda, MFIsamecting with small businesses as

agents to connect to clients in hard-to-reach afdsesse linkages are enhancing the ability of

“Mozambique Ministry of Agriculture and Fisheridgicro and small Enterprises in Northern and Central
Mozambique: Results of 1996 Survey, Working Paper2¥, MOA, Mozambique, 1997.
44



the MFIs to serve micro-entrepreneurs and othentsi

Technological AdvancesTechnology offers a big opportunity to microfinanion terms of
improving MIS but, increasingly, it is also impaxgion products and delivery channels, and in
particular enabling the offer of cost-effective ragntransfer products on a large scale.
Automated payment technologies, including mobiler@s, internet banking, ATMs, point of
sale card readers and satellite communications elwénated the need to carry large cash
amounts while also increasing the convenience ofkibg. In addition, technology is
facilitating the development of methodology to fe#we rural areas, which have been difficult
to serve because of cost considerations. Curremibpile branches are surfacing in many
African countries as a strategy to service clientgho live in areas in which it is not cost
effective to open a branch. Such advancementsaatieysarly important for rural enterprises,

which can now be served by the MFIs.

Development of innovative financial productdVith the benefits of years of experience,
market research and client feedback, many suct¢dsefncial products for microenterprises

and poor households have been developed, inclgdwiggs products, loans, micro-insurance,
micro-leasing and housing finance. More signifitarthe pace of innovation is quickening as,
in addition to the wealth of new technologies, t@ance sector benefits from the

understanding of the needs of the private sectbregrientation of MFIs. These developments
have also helped to control operational costs, whie very high in Africa and can erode

profit margins and the ability of the MFIs to sehigh risk, even if high profit, enterprises.

vV.1.4. Micro-Level Threats

MFIs face a number of challenges in financing theage sector in African countries. These
include the following:

Unfavourable environment and situation of client$he health of the MFIs depends ultimately on
the conditions at client levels. The informal seci@nts of the MFIs encounter various challenges,

translating into high risks for the institutions:

» the business environment is costly and cumbersaméhé MFI clients, reflecting high
prevalence of corruption; lengthy and costly preesdo establish a business; difficulties in
securing business premises, irregular and costhgport, electricity and water; and limited

access to support services;

» limited legal rights of women, who form the majprif clients of MFIs;
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as access to microfinance increases, vulneratdatsliwith limited knowledge of their
rights and limited knowledge of financial managetmeray overextend their repayment

capacity, endangering the health of the MFIs;

socio-economic indicators show that poor housererhdsmicro-entrepreneurs in Africa are
more prone to diseases than in other regions, exptitem to high and unexpected health

expenses; and

the informal enterprises that predominate Africaon®mies may not have the right

documents to access financial services.

Unfavorable environment and situation of MFIs themalves:The conditions of the environment

of the MFIs mirror some of those faced by theiemds, including microentrepreneurs, unreliable,

and costly infrastructure services; weak propegiyts and enforcement policies; poor governance

standards; weak human resource capacity, reflettentpvel and type of education, health and high

labor costs; low and uneven population densitiesiospolitical conflicts and frequent civil strife.

These unfavorable conditions, in turn, translate énnumber of risks for the MFIs in financing the

microentrepreneurs:

High costs constitute a very serious challengéé¢odperations of the MFIs. The situation
reflects low and uneven inadequate and expendirasiructure, high labor costs, and high
portfolio at risk compared to other regions; argedonomies of scale due to the smallness

of financial markets;

Poor and uneven quality of management at a timapidl change constitute the greatest risk
for the MFIs, as the institutions are being stretcby high rates of growth, the growing
complexity of business and pressures to become rooremercially-oriented. Also
significantly, MFIs tend to be dominated by visidaa, who are strong on charisma but less

so on management skills and strategic flexibility;

Poor quality of corporate governance, which is aipgelated to the poor quality of
management, and can lead to lack of informationteantsparency, low portfolio quality,

reluctance among funding agencies, and lack oftijrowcollapse of the MFls;

Poor quality of staff is a perennial and worseniisg for the MFIs in Africa with the
increase in competition, poaching of staff, lacktraining and high and rising salaries.
According to MIX (2009), there is a high staff tauer among MFIs in Sub-Sahara Africa
(SSA), contributing to high operating costs. MFighe region allocate a higher percentage

of their funds toward staff salaries compared t@otegions.
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IV.1.5. Micro-Level Recommendations for Government, MFls ad

Development Partners

In the decade ahead, the challenge on advancifugivec finance at the micro-level will center on
expanding and sustaining retail capacity, providimancial services that respond to the needs afomi
entrepreneurs and poor households, especiallyngeipem to generate income and build assets, and
reducing transaction costs that can be passedobertts at lower cost. While the primary respaiityilis

on the MFlIs themselves to improve their performamabtake advantage of emerging opportunities and
technology to deal with challenges and improver tlagierational and management efficiency,
governments and donors could provide support. ticgiar, governmentsshould provide upstream
support to MFIs byfostering an enabling policy and regulatory envireninthat balances
increased access for poor people, financial stgpiéind consumer protection and, through
enhanced competition, encouraging the MFIs to imprefficiency?. Donors would provide
support to both governments and MFIs themselveapasopriate, through enhanced dialogue
and increasing awareness of best practices, supgpahalytical work or research and the
development or dissemination of guidelines (or kdmw tools); building capacity towards
improved methodologies and practices; and providim@ncial support. Support to the
government could be provided through the regulatwrgupervisory ministries, or authorities
such as the central bank, while support to MFIdacbe providedhrough collaboration with
MFI associations or apex institutions, by groupswpperative institutions or creating
points of service, and, where possible, through collaboratisth MFI regulatory and

supervisory authorities.

Strengthen institutional capacity to deliver a e financial services (at reasonable cost to

those with limited access to financial services)

MFIs should clarify their vision, set goals and taketi@t towards enhancing the
sustainability of their institutions and expanditingir retail capacity. Four lines of action

are particularly important:

* improving operational management and portfolio iyaby improving MIS and

adopting international standards in portfolio masragnt;

* Improving financial management and especially streee fees and interest rates

appropriately;

42 Based orAfrican Union-Recommended Best Practices for Adopby Member Countries (see Annex 6)
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* Improving internal governance, including clarifyirtbe roles of board members

and technical staff and improving transparency aocbuntability; and

« Strengthening human resources capacity — ensurgquatie staff strength and

appropriate skills mix.

Development Partners Support MFIs in the four areas outlined abovemeaby
improving operational and portfolio management,afinial management, internal

governance and human resource management.

 Support MFIs to improve operational management angortfolio quality.
Development Partners could provide technical aestst to address the problems of
lack of adequate MIS and lack of appropriate meblmgl for due diligence on
borrowers, which are at the root of high PARs. Dsnoould also finance training in
credit risk analysis and help to deploy credit swptools to more MFIsln addition,
donors could finance technicasistance targeting MFIs to resolve the problem
of portfolio quality by disseminating quality stamdsfor portfolio management
(e.qg., international standards for calculating PARyisioningrules) and helping to
develop portfolio rehabilitation plans (includingpecial procedures for

recovering arrears).

* Build capacity of MFIs on financial managementDonors could help MFIs
improve their financial management capability, unlthg the analysis dheir cost
and revenue structures. This shoalitable them to gain better knowledge of and
mastery over setting fees and interest rate strestwith a view toachieving
greater efficiency and financialiability. In addition, donors couldsupport

capacity building of local audit firms to audit M|

 Encourage MFIs to professionalize theigovernance. Donors could provide
training towards improving the definition of thdaalation ofresponsibilities among
elected officers and technical personnel and algpast the technical training of elected

officers and technicapecialists through networks.

» Contribute to the strengthening of humaresources capacityEnhancing human
resources is an issue that extends substantigfigndemicrofinance and has long-
termimplications. Nevertheless, development partners leglp MFIs acquire and
maintain staff they require. They can finance técdinassistance relating to the
development of human resources for MFIs such asawipg recruitment methods,

introducing career animaining plans for employees, developing incensiystems, and
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creating other mechanismsngrease staff motivation and loyalty.

Governmentsshould set policies at macro level and support ldgwneent at meso level that
enable MFIs to strengthen institutional capacityd &et standards to ensure that they do.
Governments should focus policy and regulatoryoastion promoting a stable economic,
financial, and legal environment for microfinande. this regard, governments could promote
the adoption of international standards as pathefregulations and encourage development
partners to support and work with the MFIs in impng their operational efficiency. The
BCEAO Regional Decentralised Finance Support Pragra(PRAFIDE), supported by Lux
Developpement, UNCDF, CGAP and other DevelopmentnBes (see Annex 7) provides a
best practice example as to how the governmentidauyet its support. In this project,
* Government disseminates a new legal framework aines to clarify its implications
to supervisory units and professional associations
* Government ensures implementation of the new lavimprove the health of the
microfinance sector through effective supervisiod aversight
* Government ensures improved quality and standardizaf financial reporting (by

introducing a new accounting framework and esthbig a credit bureau)

Promote development of a range of services to theateeds of the poor and those with little

Or NO access
To improve the linkage between supply a®inand, there would be need for:

» undertaking market research on demand to betgsess clientsAlthough there
are manyresearch and evaluation tools already availailé¢he national levels there
could be further need to undertake researcissues concerning the client base and its
needs; i{) clientsatisfaction; andii{) the organization of test groups obtain more

hands-on knowledge of thearket and how it reacts;
» the establishment ofgatabase that includes local and internatioaaperiences;and

* the development of new serviaesl/or distribution methods his would involve

the development and pilot testing of new produnot¥ar markets.

These are largely public goods activities that wdagnefit from collaboration among MFls,
donors and Governments. In addition:

MFIs should maintain atsong focus on cost reduction as well as an orgaonal

culture conducive to continuous improvement andowation. In particular, they should
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be willing to invest in product innovation, produdésign around specific needs of

clientele, and customer focused service delivery.

Development Partnerscould disseminate the knowledge and know-faineady gained
elsewhere to support the analytical work and tiveldpment of new productis particular, here
could be several financial toadsnd products tailored to the poor alreadilable in other
African countries or developing regions, and theyld bedisseminated more widely at
country or regional levels. In addition, donors Idoset up a fund accessible by all MFIs
based onthe model of the capacity-building fund referréml below (see meso-level

recommendations).

Government should develop policies and regulations that suppayduct diversification
and sustainable delivery.olties and regulations should enable the developme
sustainable microfinance services and institutidret grow with their clients—eliminating
subsidized, short-lived programs. Governments shaldo encourage microfinance institutions
to operate efficiently, to adapt traditional catlat! requirements for lending to poor clients and
should promote the use of new technologies to methe cost of delivering financial services to

clients.

Facilitate participation of diverse institutiongpes to enhance competition, improve the

range and quality of services, and reduce costs

Costs remain high despite productivity gains in k&t decade. Operating costs need to be
reduced through improved efficiency, scale, andliegjion of technology to enable lower
interest rates and to encourage entry by a widggeraf retail actors. In most countridsete is
still scope for new methodologies and institutiaiist would increase competition,

especiallyregarding the supply of credit. To meet ttlmllenge

MFIs could reduce costs and become more competitivéngsting in innovations in

technology; building inter-institutional linkageso tenhance access to finance and
introduction of new services; and forgitigs with various types of commercial stakeholders,
such as wholesalers of agricultural equipmamd inputs, merchants, etc., that can provide

supportive services (e.g., an MFI might useeschant to open a teller window on market day)

Development Partnerscould help finance the organization of fora thatNd enabldocal
bankers to meet other bankers involvenhierofinance to enhance awareness. Donors
might alsosupport the direct activities of banks involviadhe sector andisseminate

good microfinance practice information to all barMsreover, through their work in many
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different countries, donors have gained familiavitsh various types of institutions that are
capable of functioning on a large scale, and csulgport their replication or adaptation
in other countries where they are not found. Donotsd also subsidize tlexpansion of
MFIs into hard-to-reach areas. The support of d®nothis case could be provided
according to some strict criteria such gskistence of a business plan that includes
expansion-related projections;) (@achievemenof financial and institutional sustainability, as
measured by critical international indicators; @nd financial contributions to the expansion
by the MFI itself. This subsidy could be used to ficeyphysical infrastructure (branches, teller
windows,and commercial partnerships), new technologiesportion of operating costs for the

short term.

Governmentsshould remove policy barriers to the profitablevision of diverse microfinance
services. In this regard, Governments could colatgowith local banking associations and

donors to organize fora towardahancing banks’ awarenessnoitrofinance

V.2. Meso Level

MFIs need support services, such as trairgngliting, or private refinancing. There are
weaknesses of this portion of thearket, which constrains the effectiveness of mémrel
actions as well as the efficiencies at the micvelleThe fragility at the meso level also risks

broadening, or perpetuating, fragility at thiero level

IV.2.1. Meso-Level Strengths

Start of microfinance refinancing by the banking s®r in many African countries:The
participation olocal banks helps promote the sustainability of $4Fieir expansion, and their
integration intahe national financial systems. While donbase a role to play when it comes

to priming thgoump, it is the local financial markets themselias must carry out the task.

Existence of professional associations the 14 WAEMU and CEMAC countries and in
Ethiopia, MFIs are required to belong to professioassociations, while in many other
African countriesMFIs are grouped within professional associations. Tlessmciations

should normally be financegkimarily by their memberslthough many receive assistance

from donors for general budgetary support and spedifippts®. In some countries such as

3 Although networks could be very useful in advagdine progress of microfinance, their sustainabittmains
an issue because of funding constraints. Proje&/8E7 from Lux Development is trying to tackle athes issue
with other donors. Networks need to stick to tipeiorities and members must recognize their ad@daevor they
would have no incentives for them to pay memberfes and meet other financial obligations.
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Madagascar, the law anicrofinance requires a microfinance associatiohawee ties to the
professional bankingassociation, thus climbing a further step towaintegrating

microfinance into the formdinancial sector. These associations have playpeidhportant
role in enhancing professionalisand protecting their members’ interests in past and will

be called on to continue to do Jdey have solid ties with their counterparganizations
abroad through networks such as the AfrMiarofinance Network (AFMIN).

Initial supply of specialized training:MFIs already have a training base in microfinance
and related areas available abroad and, in manytces, locally. It includes
various operational, financial and management trainprograms offered by or
through CGAP as well as masters level and oth&lnieal or professional programs

available at a number of overseas universities.

Interest shown in microfinance by audit firmsand consultants: In many African
countries, there are a number of well-establishazhll and internationally-affiliated
firms involved in MFI audits. Some of the firms haneceived CGAP training on the
specifics of microfinance. The fact that MFIs haaeress to audits on a regular basis
enablesthem to have audited financial statements. B@refits sound management and
transparencynd eases access to commercial refinanomgarticipation in their capital

by national ointernational investors.

IV.2.2. Meso-Level Weaknesses

Fraqility of services provided to MFls

The industry infrastructure is generally underdepetl and services provided to MFIs are
still ratherscant and depend on outsiders, thus jeopardizeigghstainability. Reflecting
the underdeveloped industry infrastructure, alnatistountries show some kind of weakness
in one area or another, even if other areas arederetloped. A few surveys have catalogued
the industry level weaknesses in some countries {seexample, WWB/AMAF, 2010). This

section will, however, focus on the key weaknessbgh include:

Generally, limited number of skilled servigeroviders: The small size of most African
local financial markets and the lack of trainedspanel explaithe gap between the supply of
and demand fonational consultants and service providers. In somtries, thesupply is
inadequate for several different typefk services, including internal control, management

consulting (business plans, for exampid)S, and accounting.
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Problems with accessing training:While training programs exist locally and
internationally,in many countries access to training at local levsl difficult due to
several factors: existing training may be pogtpmoted and coordinated; no centralized
information on training, making it difficult to detmine who is offering what, with the
possibility that some training programs may berefieat the same time and topics sometimes
overlap; and often training is excessively cerzesi inthe capital or other urban centers,
while there is genuine demand foraining that is more readily accessible BiFIs

established in remote areas.

Risk of unfair competition in training andother technical support areasSubsidies from
donor projects sometimes compete wsdrvices offered by the private sector. Unfair
competition jeopardizes the viability of a privaervices sector, which is fragile in many

countries, thudoosting the fear of a rupture in unsubsidizegport services.

Limited transfers of skills:There is a lack askills transfers under the technical assistance
from abroad. Training missions follow one aftee other without the training really being
incorporated into MFIs operations. Referencessametimes made to the sustainability of
serviceproviders rather than that of the MFMNonetheless, ost MFIs do not consider
training as an investment and, therefore, are mays keen to contribute financially to cover
fully or partially the cost of training. It is, thefore, possible that the MFIs do nalways do
everything they can to view trainings an ongoing and essential investment in their

sustainability.

Local rating capacity and costSome MFIs and apex institutions interviewed complai
about the cost of submitting to rating, especidlfirms also have to have audited accounts,
which some banks find more useful than the ratihgrweonsidering the financing of the
MFI. Some MFIs are not, therefore, willing to pay fating without donor subsidies. The
cost might, indeed, be relatively high for smal#fls. Moreover, some MFIs pointed out
the conflict of interest that could exist in theaof rating as some of the rating agencies are

affiliated with some MFIs (such as Planet Rating) Blanet Finance).

Uneven quality of audit and other service providensd perception of higltosts:Despite
the interest shown in micro-finance by audit firam&l other service providers, a majority of
them havdittle training in the special characteristicsmicrofinance, and service quality is
consideredineven. For audits in particular, some auditorsdaadopt an adequadgpproach (for
example, the loan portfolio auditay be insufficient) and do not probe deeptpugh, either
because of a lack of financiadotivation to do so or because of a lackobdwledge. The
findings do not always enab#gakeholders (banks, donors, potential investord, the MFIs
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themselves) to gain a clear visiohthe financial health of MFIs, especially withcarn in-
depth portfolio analysis. Moreovev|FIs consider the service to be costly, while imtthe

audit firms do not yet consider this activity todoefitable.

Low capacity of national microfinance associations

With the exception of a few countries, MF Assooiadi remain weak in many African countries
and are not able to perform effectively their c@wactions of information collection and
dissemination and dialogue with government or doatin with donors to organize training
programs for their member MFIs. The weakness aaskeciation level is reflected in the poor
development of other systems at the industry lduethis regard, references are made to the
poor development of the microfinance sector in stmimtries as Angola, Guinea-Bissau and

Sudan, where the microfinance sectors are stiliemisind the country context is difficult.

Unavailability and unreliability of information ia few countries

Lack of comprehensive, standardized, arafjular statistics:In some countries tatistics

on MFIs and theiactivities available from various sources (certieaik, ministry of finance, the
professionabhssociations, and some projects) paétial and not cross-comparable. AMAF
attributes the lack of information to the absente,many countries, of functioning
microfinance associations, whose fundamental ralesthose of an information broker and
advocate for the industry. Often researchers ahclyptakers have to reconcile divergent data
from various sources to make meaningful interpaaton the situation of microfinance.
This is even more pertinent in informal sector wiickance. The dearth of information hinders

strategic planning for the sector’s development.

Lack of national identification systems and cliemformation: In many countries, especially
the English-speaking Sub-Saharan countries, thagenational identification card system, making it
difficult to establish client identity and gathefarmation about them. The laok information on
clients and their financiddehavior engenders costs and risks for MFls. M@aeavsome
countriecredit information bureaus have not been estallisiere not functioning
efficiently and MFIs have to make decisions withoatnplete information on the histories of
their clients, therebincreasing the risk of default and the risk ttents are borrowing from

several MFls at theame time and are over-indebted.
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IV.2.3. Meso-Level Opportunities

Growing interest of the Mobile phone industryed by the example of Kenya (see Box 5
below), in a number of countries, mobile phone ekt are growing increasingly interested
in providing platforms for money transfers and paws that should also help the
microfinance industry. Clearing and Payment sysimdeing enhanced by the introduction of
electronic systems such as the EZwich in GhanageTibalso a growing opportunity to expand
financial access through ATMs, smart cards, as ag#iase of cross border money transfer and
business transactions. Such embracement of IT byofimance is enhancing the ability to
mobilize savings and transfer payments to rematasaas well as facilitate the work of agent
bankers, and advance the agenda of inclusive Engsee discussion on Agent banking under

Microfinance Methodology, in Section IlIB above).
Several ongoing and upcoming capacity building iatives

Heightened donor interest and coordination hadteelsin the availability of several training
programs directed at various stakeholders, inatudiin the MFIs (towards improvements in
operations, internal governance and financial systeaudit and accounting firms (on MF
standards); government (towards improved regulatenmd supervision) as well as
microenterprises and individual MF clients (forrepteneurship and financial literacy). These
programs are helping to build capacity at the varievels (see Annex 10 on the Mapping of

Donor-supported Capacity Building Programs).

IV.2.4. Meso-Level Threats

Unfavorable environment and situation of serviceguiders

The conditions of the environment of the serviaavjolers mirror some of those faced by their MFI
clients, including poor, unreliable, and costlyrastructure services; weak property rights and
enforcement policies; poor governance standard$;waak human resource capacity. As in the
case of the MFIs, these unfavorable conditionguin, translate into a number of risks for the
service providers, including the high cost of opfera poor human resource capacity, and lack of

standardization in audits and local ratings.
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Box 5: Mobile Remittance Service in Kenya — An Exaple in Adaptation of Technology for Progress

The provision of mobile remittance services is § geowth area in payments systems. Remittances gaoxen
rapidly in recent years, reflecting the growth ilgration. Even at the height of the recent globais, remittances
remained crucial. The global impact of the econodevnturn meant that the support payments that anig
workers sent back home to their families becama evere important.

=

While the provision of remittance services was attigesole preserve of money transfer operators asidestern
Union and Moneygram, it has become competitive it entry of financial institutions, which are idiéying

remittances as a way to reach unbanked, or ‘unalekdd' consumers. Unsurprising, then, that mokiteittances
is one of the key growth areas in remittances.

One of the earliest mobile remittance services MaBesa (M for mobile, pesa is Swahili for moneymabile-
phone based money transfer service set up in Oc8l§H by Vodafone affiliate Safaricom in Kenya.eTs$ervice
was aimed at mobile customers who do not have & Bacount. The initial concept of M-PESA was toatesa
service which allowed microfinance borrowers toeiee and repay loans conveniently using the netwadr
Safaricom airtime resellers. This would enable pficance institutions (MFIs) to offer more compiett loan
rates to their users, with the reduced cost ofidgah cash. The users of the service would gaiouh being able
to track their finances more easily. But when thevise was trialed, customers adopted the serdica Wariety of
alternative uses and M-PESA was re-focused andhadchwith a different value proposition: sendingiteances
home across the country and making payments. Thigncing success of M-PESA has been due to theioreaf
a highly popular, affordable payment service withlyolimited involvement of a bank. It has openep |u
possibilities for service expansion to previoushbanked areas. The idea is fast spreading acrog=/Afind ever
globally with different models, including an MNOoale (as in M-Pesa), partnership between an MNQCaavahk,
or an acquisition of a bank by an MNO.

However, there are a number of challenges. As thaefrcatches on in several countries, questionsssues ariseg
in regulation, and policymakers are somewhat divicdome authorities see a conflict between findmegulation
and financial inclusion, but many policymakers gutcthat “regulation should not be simply for thekesaof
regulating” and therefore should respond to inniovetin the market. Finally, while some policymaksee non
bank based regulatory models as more advantageoubents (in terms of ease of access and use)ymare not
comfortable with the model unless a bank had anggopresence. There are also challenges in progotbss-
border mobile transfers. One key challenge is m¥otmulate appropriate regulations that will safegl security
of transfers without stifling the innovation. Morew, the international remittance market is by neams
homogenous - conditions vary from country to coyatnd corridor to corridor. Nevertheless, most agtet the
objectives of AML-CFT were compatible with brancsgebanking, but doubts remained in a few specdges.
There is need to develop a protocol that will eaabbney to be sent across different networks ieasntess way
to make remittance services truly internationathea than just a series of "closed loop" servicésother
challenge is to make mobile remittance servicely futeroperable with other payments applicatiolisvould
tackle the problem of getting cash out of the mebiévice and place less of a burden on the reggside to dea
with cash. The regulatory questions around brasshianking are often not black and white, but ugwghy.
What is quite clear, however, is that the privagetar is raring to go in many African markets, guficymakers
need to be informed now more than ever on the gpjate ways to respond.

Funding challenges

Funding remains a constraint in the African finahsector in which the MFIs operate. While it is

difficult to ascertain the true extent of the finary constraints because of limited transparendy an

information disclosure of African MFIs, the chalfgnis widely accepted and attributed to a number

of factors, including the traditional conservatnagure of African banks and the high cost and short
term tenor of local bank financing; a wrong periepthat MFI profitability is low compared to
other investments; negative stereotypes of for@gastors on high risks and high costs of the
African investment climate; and the high cost afemsing capital market funds for the small and

medium MFIs.
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IV.2.5. Meso-Level Recommendations for Government, MFIs and

Development Partners

Governments, donors and the private sector shoalthborate to support building the
financial capability of MFI clients; training of MF Is; advance MFI transparency*, and

support the development of industry infrastructure.
Governmentsshould

» support the improvement of financial capability dfiFI clients. Clients need to
evaluate the financial services options and beldepaf deciding what is best for them
and manage their use of those products and servi€as can also include financial
literacy programs. There is, however, the questbmwho should deliver and who
should pay. Some governments and central bankgeoésed (Ghana, for example).
However, some Fls see it in their interest to etlutiaeir clients and do it on their own
at their own expense, while others do it with sdpsor in partnership with other

organizations.

* encourage involvement of private sectard donorsin building capacity of MFIs and

in this regard, also encourage the use of existaiging facilities;

» advance MFI transparencyy fostering the adoption of standards on good pmctic
for financial disclosure as part of the regulatory farark and helping to build

capacity to implement the standards;

« support the development of industry infrastructuas a collaborative effort among all
stakeholders (government, banks and MFlIs, as wellde@nors). In this regard,

government will promote the following:

» sustainable refinancing systems for MFGovernment supportould have a

leverage effect tgive MFIs access to the capital market by:

* helping to establish guarantee funds, which hagebtmefits of leveraging and
risk sharing in finance mobilization, but this gowmersial tool will have to be
handledprudently and professionally to avoid etential adverse effects (e.g.,

negligence imonitoring repayments), and

e encouraging MFIs to submit to financial rating&. rating report brings

transparency andonstitutes a critical tool for gaining accessprivate capital

4 MFI transparency iessential for all aspects of institutions’ livest only for the management asdpervisory
authority, but also for the protectiofisavers or the search for investors.
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from investors and banks.

« deposit insurance schem&eposit insurance helps protect depositors, edigexizall
depositors in case of a bank or MFI collapse, aadcetore boosts the confidence of

savers in the financial system

e private credit bureausWhile credit bureaus are a must for mature markgtsnding
data collection to the level of small borrowers frasen difficult. The absence of strong
credit bureaus covering the lower end of the mdr&etconstrained the development of
microfinance, especially advancing towards stamd#ion and more developed
business models such as credit scoring. Crediabsigre also important from ttieent
perspective: avoid over-indebtedness, benefit frdiant protection and ethical
treatment, obtain services from financially and ratienally sound institutions.
Government can encourage and support the estabiishon strengthening of such

bureaus at national levels.

* Payments systems: Well functioning payments systeams be the backbone for
product development and lower cost delivery systemfsch are important from
both the client and MFI perspectives. They alsoehpetential implications for

social protection and Government to Person (G2inpats.

MFIs: MFIs should strengthen national and regional miwote associatiorts enhance client
protection, support retail providers, and interfagth policymakers and regulators. Currently
many are weak or too dependent on donors. Whdeetls the issue of potential for financial
sustainability via MFI members’ willingness and lapito pay, the associations also need to
build skills and capacity and demonstrate valumémbers. There are a number of important
issues that are best taken up by these structodesave an important role to play. In particular,
functioning associations are indispensable in naetakets or in countries where developments at
policy levels are not conducive to microfinanceeSehassociations could optimize the collective
ability of MFIs to improve transparency, enhanadodjue with government for policy and
regulatory changes towards creating an enablingoanvent for microfinance and business
development. They could also help identify gapthatinstitutional, sector and national levels,
and to formulate requests to government and ddieorsupport in addressing challenges.
The associations could also forge partnershipsgattlernment and donors to develop industry
infrastructure.

Development Partnerscouldsupport training of MFIs; advancement of MFI traasgmcy, and
the development of industmfrastructure.
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* Training: Many donors are already involved in supportingac#y building in
African countries (see Annex 10 on the Mapping @nbr-supported Capacity
Building Programs), and it is important that donoositinue to buttress MFIs with
training activities for both the MFIs (in financial and usss management as well as
project operations, monitoring and evaluation) gmatential clients (in financial
literacy), but adopt, as a priority, the ‘transtérskills’ as an essential prerequisite for

sustainability, including:

« subsidizing or financing dfaining: While it is generally preferable tsubsidize
training from the demand side, subsidizing trainfngm the supplyside
should be made contingent on certain criteria, sickga) requiring training to be
open to all MFIs thatmeet a minimum set of criteria (size, transparerdty,); (b)
promoting co-financing, to ensure applicant MFe&stiaty motivated, while building in
financial sustainability by phasing donors’ subssdbver time so that eventually
financing is assumed by the MFIs in @stirety; and (c) avoiding duplication of

training programsgspecially when they are available inphneate sector; and

« making skKills transfer sustainabley facilitating “training of trainers” programs
and preparing and disseminating instructionaterials, with particular attention to

internaltraining.

* Promoting MFI transparencyby supporting government efforts to fostae adoption
of standards on good practice fimancial disclosur@and helping to build capacity to
implement the standards. Donors could also acbepgpassibility of co-financing MFI
audits,especially in countries where only few MFIs ardasnable, but decreasing over

time so that the institutions will assume full pamts eventually.

» Support development of industry infrastructur®onor financing could have a leverage
effect in developing the industry infrastructurecluding establishment of guarantee
funds, rating agencies, deposit insurance schepneste credit bureaus, payments

systems and the strengthening of national andmabmicrofinance associations.

IV.3. Macro-Level

Several African governments are taking the appatgristeps to enhance progress in

microfinance: in the area of establishing the rigilicy, regulatory and supervisory
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frameworks as well as a conducive business envieatnDespite the promising trends and

opportunities, there are also challenges in va@oess.

IV.3.1. Macro-Level Strengths

Positive change in the general environmentmprovements in the overakconomic
environmentand, in particular, the paradigm shift to marketdnl economic management,
attention to the importance of transparency armtoigs standards in African countries are helping

to develop thénancial sector. The policy and institutional argements include:

* Adoption of national microfinance policies/strategs consistentwith good
practices:Several countries (see Table 3 below) have adamé&dnal policy or
strategystatements that reflect the key princigdésnicrofinance, which have been

adopted at the highest levels of donor agencies.

» Proper assignment of microfinance within the realofithe overall financial system and
clarification of the supervisory responsibilitie®espite the relevance of microfinance and
its positive effectin several development argasg., social welfare, education, health,
agriculture and rural development), according teeeent survey (WWB/AMAF,
2010) many African countries (especially the WesicAn and East African countries)
have accepted that microfinance is part of the allv@nancial system and correctly
placed responsibility for microfinance within tlealm of the financial sector (ministry of
finance and economy or the central baMgny (such as Kenya, Ghana and the WAEMU
countries) have also created special units witiencentral bank or the financial supervisory
agency for the supervision of microfinance. In mamages, the central bank or main
supervisory body supervises the banks and the ithgdasg MFIs, while the ministry of
cooperatives or some other ministry is assignqubresibility of supervising the SACCOs and
the NGOs.
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Table 3: Type of Legislation by Country
Type of Legislation Countries
Specialized Microfinance Laws (29)] Burundi Kenya
CEMAC countries (6) Madagascar
Comoros Mauritania
DRC Mozambique
Djibouti Rwanda
Ethiopia Sudan
The Gambia Uganda
Guinea WAEMU countriéd (
Zambia
Drafting Specialized Microfinance | Cape Verde
Laws (5) Liberia Sierra Leone
Malawi Zimbabwe
MFIs implicitly or explicitly fall Angola Namibia
under the broader banking or non- | Botswana Nigeria
banking financial institutions Ghana Sao Tome
legislation (15) Lesotho Sierra Leone
Liberia Somalia
Malawi South Africa
Mauritius Tanzania
Zimbabdw
No Legislation/No Framework (3) | Eritrea Swaziland
Seychelles

Source: CGAP: SSA Microfinance Analysis and Benchrkiang Report 2009

IV.3.2. Macro-Level Weaknesses

Fragilites of the general economic environmenDespiteprogress made in macroeconomic
reforms and key infrastructure, the macroeconoiuat®n in many African countries remains
vulnerable to economic and political shocks. Aleca number of countries, interest rates are
high and crowding out the private sector, with dinenplications for microfinance, as some
financial institutions (including MFIs) will someaties rather invest itreasury billsthan
extend credff. Moreover, the productive base, especially adticell fisheries, and tourism as
well as petty trading, which provide employmena tmajority of MFI clients, is also fragile and
vulnerable to external shocks. Sometimes, withnted to increase output rapidly or contain
the adverse impact of external shocks, both atit®@nd clients exert pressure on MFIs to
lendregardless of the risks and their lack of intecagkcity. The need to act rapidly is often used
to justify or tolerate recourse to sub-standard micesfcepractices, ultimately jeopardizing
the sustainability of MFIs. By makinglFIs more vulnerable, these measures rslaw

access to financial services by the poor.

Supervision remains wealkAlthough many countries have clarified supervigibmicrofinance, in
many cases the teams specialirednicrofinance supervision are still relatively @lnand

resources are scarce. One consequence dfitilegion is that the process for examining and

4% See Honohan and Beck, 2007
61



issuing licenses is time consuming.

Questions about the involvement and role ather ministries While many countries have
accepted the proper placement of microfinance withe ministry of finance, in many
cases, because of the other benefits of microfmasrcthe nature of the institutions
involved, other ministries are still assigned samsponsibilities, creating conflicts and
confusion that still need to be clarified. Sometnd®nors’ involvement, governments’
political objectives or some other vested interastske it difficult to streamline or

clarify the responsibilities.

Ineffective legal systemin many African countries, there are no speciait(teack or small
claims) courts and judiciary services for comméraiad finance matters. The same legal
infrastructure would be rstined when coping with the pressure of demandgimgnfrom
drafting new legislations to prosecuting casesjstegng businesses, titles and deeds in
addition to dealing with matters brought before tioeirt. Consequently, the capacity of the
courts to deal with civil, criminal and commeraialses is pushed to the limits with long delays
in the resolution of issue§here are also allegations of corruption and mastamnces of
criminal activities (embezzlement) in microfinartbhat are only lightly punished or not punished
at all. Moreover, the slowness of court proceedangdtheir high costs (fees for mortgages),
particularly regarding collateral collection, unuénesthe financial equilibrium of MFIs. More
generally, the widespread absence of valid owrgeddeds and other real guarantees in many

countries poses a genumiastacle to microfinance development.
Low levels of financial literacy

Financial literacy of MFI clients is important inlcating potential clients about the rudiments of
savings, credit application and financial manageimiets a key ingredient to graduating people
from almost bankable to bankable microfinance @nekefore, important in supporting industry
growth. However, in many countries in Africa, tleedl of financial literacy is low and constitutes

a constraint in the growth of the industry.

IV.3.3. Macro-Level Opportunities

An expanded range of institutions has evolved in mmy countries. Awareness of
microfinance has grown dramatically, with new ptévaector actors joining the industry. In
particular, strong regulated and unregulated MB&nks, and cooperatives have made major

contributions to outreach, product development baiddup of the industry. A diverse set of
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global, regional and country-level networks haveeryad, playing distinct roles in capacity
building, lateral learning, innovation, policy clggnand mobilization of new actors. Global and
local loan and equity funds are now financing sirdiFIs on commercial terms. Also,
increasingly, retail institutions are respondingtie demand by low income entrepreneurs and
households to provide the savings, insurance, hgusiance and flexible loans needed to build

income and assets.

Agreement on key performance indicators and standais in microfinance: Internationally,
there is agreement on key performance indicat@isrtational policymakers can prescribae
implementation of these standards by networksngatigencies and MFIs would result in
improved performance, and expanded financial mark&r microfinance. Moreover,
specialized rating agencies have helped build pamescy and financing for microfinance.

Mainstream rating agencies are also beginningki® tfae microfinance industry seriously.

Increased interest of donors: Donors have stepped up support for financial sector
development and their collaboration with countiiledine with the Paris Declaration on Aid
Effectiveness and its principles of ownership, ralignt and harmonization. In Africa, this
collaboration and support are set to be enhancékeircontext of the Partnership for Making
Finance Work for Africa. African countries mustzeihe opportunity of these developments to
leverage their financial sector development programd, especially mobilize support for the

development of financial inclusion.

Opportunity for establishing national identification through voter registration: Many
countries are seizing the opportunity of regulaingto establish national identification for its
citizens. Although the exercise is not directlykid to financial sector development programs,
the use of voter IDs have also made it possiblenfany to establish required documentation for
access to financial services. It could also helproeme a major hurdle in establishing credit

bureaus in many countries.

Greater interest from standard setting bodies:Since the late 1990s, there has been an
increased interest in the development of finanstahdards, and the microfinance sector has

benefited from the trell The formulation and implementation of standardsehhelped to

% The SEEP Network is leading the industry wide MFlepBrting Standards Initiative

(www.mfireportingstandards.oygo establish a process and methodology for stalsdsetting, along with core
financial reporting standards, while MIX leads te#ort to encode paper standards, like IFRS and the
FRAMEWORK, in technology standards that support éhectronic exchange of financial data. Microfinanc
Transparency leads standard setting in pricing. E®As also been at the forefront of issuing varguidelines.
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increase transparency, foster greater investmedtpatter enable comparisons, benchmarking
and analysis of financial information. Good stawnidaare, therefore, making reporting easier
and faster, saving operational time and improvimg information available for managers (and
other stakeholders) to make decisions. Standasis @iovide a mechanism to address new
information requirements, such as IFRS — intermaficfinancial reporting standards — an
emerging requirement in the financial sector. Widdoption of standards in microfinance is
also improving the ability of technology vendorsdeeate, implement, and maintain quality
solutions for MFIs, and making it easier for MFtsitlentify off-the-shelf software products
which meet their business requirements. Other ataisdare enhancing transparency in pricing
and facilitating comparisons across the globe. @hdme have pointed out that African MFls
and MF associations do not always have the capaxiparticipate in standard setting fora, the
broad consultations during the formulation processure the reflection of conditions in all

developing regions.

IV.3.4. Macro-Level Threats

Risk of politicization in policymaking: Even as the increased government interest in
microfinance brings opportunities, it also cartl@s risk of politicization. Some governments, at
the instigation of clients, are turning back thecks and calling for an interventionist approach:
interest rate ceilings, establishment of governmeatofinance banks, and political oversight in
microfinance supervision. There is always the datigat some countries with weak political
governance systems may go down this path to thiendet of the poor, as they allow political
criteria and overemphasis on outreach rather tbandsadministration and consideration of

sustainability drive decisions.

Risk of market distortions from subsidies Closely related to the above is the risk that some
governments and even donors, although with goedsitns, inappropriately use or encourage
the subsidization ofnterest rates—sometimes out of a sense of urgémcgoost the
production sector andecause it appears convenient to d. sBubsidized rates pose many
risks for the financial sector in African countries, baesa they increase the risks of
inflation, while making both the demand for and plypof credit inmicrofinance more

fragile for a number of reasons:

*’ This was the case in recent years even in somdriasuwhere microfinance industry has registerepréssive
progress such as Benin (in the wake of the 200dosoic downturn) and Kenya (the threat of the unaygmt so called
‘Donde Bill' that sought to control interest rates)well as in others such as Malawi, Sudan ancalyistar, where the
industry is still at infant stage.
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Risk of confusion between credit and subsidy, whimlhid eventually lead to increase in

loan defaults;

Resistance of beneficiaries and other vested sttevehen the subsidy is being phased

out, with the possible political ramifications;
Possibility of attracting a higher risk borrowesbdo the MFI customer pool; and

Unbalanced competition for MFIs that opt to useksiarates.

Risk of rigid legal and regulatory frameworks: While many African countries have embarked

on legal and regulatory reforms in the financialt@e the reforms in microfinance are still

evolving and there are issues regarding what amd thoregulate and what not to regulate.

Failure to regulate can have disastrous conseggiezgmecially on the risks to clients eventually,

but over-regulation also risks overburdening thgestisory agencies, while stifling innovation

of MFIs and their ability to serve clients. Whileany countries have been able to strike an

appropriate balance between what is and what ieegatated, in some countries, there are still

areas that need to be addressed to enhance praggesspact of the industry, including issues

of:

Interest rate controls- The control of interest rates and the impositibather business
parameters may have their short-term appeal ofgog clients from exploitation, but,
in the long term, they pose serious threats torpssgn microfinance. The controls could
force the MFIs to operate within very low margindich may reduce their profitability
and ability to bear the cost of innovation and exiservices, especially into rural areas.
In the WAEMU area, for example, some studies hatatbished that the cap on interest
rates within the PARMEC Lavg common approach to the regulatory framework for
MFIs developed by BCEAO and adopted by all WAEMUnnber countries, except
Guinea Bissau, between 1993 and 1%@Bjersely impacted on some MEls

Overly restrictive regulationdn many countries, the desire to protect clieotdd result

in other overly restrictive microfinance regulagsahat limit the diversity of institutions
or services. Some of the regulatory frameworkswaltmly very limited types of
institutions to provide microfinance services, whil other countries the restriction may

not be explicit, but through the regulation on mnm capital requirements or overly

“8 See Korotoumou OuattaraMicrofinance Regulation in Benin — Implications tie PARMEC Law for
Development and Performance of the IndustAfrica Region Working Series, World Bank, Juned20 In the
new law approved by the Council of Ministers in 8@Bere is still a cap on interest of 27%
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restrictive regulations for deposit taking. Somgutatory frameworks could also be so
detailed in their prescriptions that they end upramanaging the MFI operations — from
limits on the size of loans to the building struethiosting the MFI activities. Whatever
they may be, overly prescriptive regulations riglirg innovation in the MFI products

or limiting refinements in the MFI business mod&areover, they put additional strain

on the already stretched supervisory agencies.

IV.3.5. Macro-Level Recommendations for Governments and Delopment

Partners

Microfinance is an evolving area and governmente laa important role in helping to improve

the investment climate and building policy, regutatand supervisory capacity at the macro-
level. Development Partners can also offer supgitiver directly as related to the industry or
within a broader support for financial sector depetent. The collaboration of government and

donors to advance microfinance could cover thevialig areas:

Formulate national visions and action plans andfgleoles of various stakeholders

Many countries lack shared visions and stratedié®se visions and strategies need to be
home-grown, but should reflect best practice asddas learned over the past years on the key
elements needed in building inclusive finance. Bely¢the building of a national vision and
strategy, policies, regulations, standards, finagpeind capacity building mechanisms also need
to be developed. Each actor has a different rolgldag, and thalivision of responsibilities
among the stakeholders, especially between thagabtl private sector, and among the

various ministries and other public agencies neduktclarified.

« Governmentsshould take responsibility for clarifying nationdkions and strategies,
and a working partnership with all stakeholdefSovernments could use their
convening power to bring together various stakedsdin national workshops or
conferences) to discuss and clarify the responsés! In particular, Governments
could adopt the good practice that all micro-firaactivity, even when its components
arepart of programs managed by other ministries, shioellsupervised by the ministry of
finance (or central bank). This would help confimicrofinance as a financial sector
activity.

» Development Partnercould enhance dialogue among national stakehol(eokcy

makers, regulators, microfinance institutions, tsakd low income people) and help to
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gather and review experiences, both local and dfkrottountries, to inform the
formulation of a vision and strategies that are puliticized. In this regard, based on
best practice, donors could encourage governmegtaifirm the leadership role of
the ministry of finance (or central bank) in progralesign and management.
Moreover, donors couldnsure that projects they are helping to fund ihatude a
financial component, whether in the urban, agricultu@l, rural environment,

incorporate the goopractices of microfinance as well as have a mankemtation.

Strengthen country systems for managing financizibssoundness

An important factor in microfinance developmentth® prevalence of financial sector

soundnesgthat is, improving financial stability and redugiisks)

* Governmentshave the responsibility gfromoting a stable economic, financial, and
legal environment for microfinancésovernments should ensufmancial sector
soundness through sountacroeconomic management and greater alignmeredietw
the financial sector policy (including microfinajhcand budget management (at the
ministries of finance) to ensure consistency anmagetary and fiscal policies and real

sector priorities, including poverty reduction tegges. In this regard,

* Governments should strengthen their systems forageanomic management,
including building the capacities of the ministiffinance and the central bankn A
essential first step to establishing good macroecon management is an

assessment of the economic and financial situation.

» Governments should, therefore, strengthen the d@gpaictheir systems to lead all
stakeholders in undertaking financial sector assests and monitoring
(surveillance of) macroeconomic developments tosvadentifying emerging

challenges and stresses (including for microfinance

e The monitoring mechanisms could also help govertsneastablish

mechanisms for early warning and management otvahilities.

» Development PartnersDonors are already involved in supporting finansector

reforms in African countries.

» TheBretton Woods Institutions (BWIs) have traditioyathken the lead in advising
countries and helping to design financial sectogmms. Other donors can support

this effort by focusing on capacity building anchstgy development to complement
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the programs led by the BWIs, and specifically topfove macroeconomic
management as well as diagnostics and strategylogpewent for the broader
financial sector, but also specifically for micradince.

» The BWIs also undertake financial sector assesar(#mt FSAPS), which also aim
at identifying vulnerabilities. However country @age may not be complete. Other
donors can, therefore, support countries to unklertaterim (targeted) macro or
financial sector assessments to complement the 53%@ help countries to draw

from them to formulate financial sector developmgans.

« Many low-income African countries lack capacity foe necessary statistical
analysis because of a lack of up-to-date datapewgrit or skill&®. Donors can
provide technical assistance to build institutioregbacity to gather and analyze
data strategically; and also support training paogs to upgrade skills of staff
of central banks, ministries of finance, and otleé#vant government agencies
especially in identifying and addressing issuestee to financial system

soundness.

Reform and implement financial sector requlatitias take into account a range of financial

services and providers.

Microfinance is evolving continually with ongoinmdncial sector reforms, the adaptation to
new policy frameworks and technology and the intotidn of innovative products. Therefore,
even seasoned central banks will need to contnadépt their regulations. They will need to
show flexibility that ensures security of the inysbut does not stifle competition and
innovation. In this regard, as recommended by thigalh Union Ministers of Finance (see
Annex 6), “mlicies and regulations should enable the developmisustainable microfinance

services and institutions that grow with their ot—eliminating subsidized, short-lived

programs”.

« Governmentshould take the lead in formulating or reviewingrofinance regulation,
ensuring that various stakeholders have the opjityrtto provide inputs. However,
regulation or their enforcement is of little consence if the MFIs are not capable
of implementing them. Governments should sensiiiféls and their service
providers (especially trainers, accounting and tdfirdns) of any new changes in

the regulation and supervision.

4% See ADB, 2010.
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Development partnershould assist governments to review their reguiatiand
address weaknesses in their form and implementatiaddition, donors can help
build the capacity of the central bank and othgul&ory agencies to ensure the
enforcement of regulations. At the same time, domman help build capacity of
MFIs to implement new regulations. An example affsuseful combination of
support to the regulatory agency (or central baokeform the regulation and to
the MFIs to build capacity for implementation istttof the BCEAO, which is
supported by Lux Developpement, UNCDF, CGAP andAS(§ee Annex 7).

Build supervisory capacity

While progress is being achieved in microfinan@ilagion, in the near and medium term, the

most pressing regulatory issue in countries whegeiridustry is registering rapid progress is

supervisory capacity. In these countries, regylagmithorities are struggling to cope with the

emergence of various MFIs and within each catetipaiy growth and spread in the country, and

supervisors must determine which MFls are wortlestging.

Governmentsshould aim at establishing efficient supervisoygtems that protect the
savings of poor people, without stifling the deystent of microfinance, and should
make a realistic separation between which MFIsldHm supervised by the central bank
and which should ntt Even where realistic regulatory and supervisoméaorks have
been formulated, many central banks face capaciblgms. Governmentshould,

therefore, also build the capacity of the centealks to ensure effective supervision.

Development partnercan help provide support to governments in thdtidga of
instructions on the new regulations or laws so ey be properly followed by the
MFIs®’. In addition, the supervisory agencies also rteebuild their capacity to
guarantee efficient supervision of MRlghich are fragile in many countries, especially
regarding governance. Development partners canthelgupervisory agencies build
capacity and improve therganization of their services. This could invostgporting
staff training to improve skills, but algwoviding equipment and other technical or

specialized support.

*0 The risk-based approach adopted by BCEAO in arésting one. Under the approach, big MFIs (witialto
portfolio or deposit of the equivalent of $4 milicand above) fall under the supervision of BCEAQI &ime
Banking commission while the small ones are suped/by the Ministry of Finance.

®L A good example of such donor support is B@EAO- Lux Developpement, UNCDF, CGAP and SIDA
Project AFR/017 (see Annex 7).
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Increase efforts towards client protection

While the macroeconomic conditions such as the aoan vulnerabilities of the poor, weak

supervision and low levels of literacy can expdse poor to exploitation by the MFIs, few

countries have regulations that protect MF cliefitsis situation constitutes real risks to the

progress of the industry and needs to be addressiee micro, meso and macro levels.

MFIs should adopt client protection principles and state them into practices
throughout their institution. Investors should ddes client protection in their

investment agreements with retail institutions amtheir own practices.

Governments and Development Partnersshould promote transparency and
disclosure, promote redress mechanisms for coniplaand should consider facilitating
building client capabilities. Governments shouldoalensure that they adequately
supervise the industry. Governments and developmaribers could also support the

development of industry infrastructure towards ewiirag client protectiot?.

Reform of the business environment

The reform of the business environment calls foglterm investments, but it is very important

for financial sector development, including mianaince.

Governments, as recommended by the African Union, should lead th
establishment of the right investment climate up#ag direct and indirect costs of
doing business and reducing risks of failure - Whias to do with creating a
conducive environment (macroeconomic, social amgl)lefor investments and
business activities of enterprises and individuateJuding the building and
maintaining physical infrastructure, financial adtructure and ensuring that
appropriate institutions (independent judiciary aaden commercial courts,
effective and impartial police and prison serviae) established and functioning, as
well as establishing legal frameworks for collateaad enforcement of creditor

rights and non-restrictive labor laws.

Development Partnershould, therefore, provide capacity building andricial support

2 For example, MF Network associations can help Btahdishing industry standards, holding members
accountable to standards, perhaps providing redneshanisms for clients, working with governmentévelop
appropriate regulatory stance. Credit bureaus eailithte the monitoring and minimization of clienver-
indebtedness; establishment of deposit insurancehekp protect the savings of depositors, whilengaagencies
and audit firms that understand inclusive finanee the particularities of microfinance can help makstitutional
performance more transparent and institutions rmooeuntable to their clients, the government aedptlblic at

large.
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towards the required improvement in the businegsoement, including modification of
business laws and regulations, especially in teasanf taxation, contract enforcement,
land tenure reforms, collateral registration anfdreement, and enforcement of creditor
rights. In addition, donors should help reform dndld capacity of the judiciary,

including the establishment of commercial courtsthe training of judges.
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V. PARTNERSHIP FOR PROGRESS

The financial inclusion agenda is a fast-growingaaand one on which, for now, many
governments and the international development camiyngee as important in contributing to

private sector promotion and ultimately poverty uain. Not surprising, therefore, both

governments and the international community hawmrne intensely engaged in supporting the
private sector, where interests are also expanding.

In the coming years, the agenda (as reflecteckimltiove recommendations at the micro, meso and

macro levels) should include:

* Reducing industry fragility and building retail capacity in microfinance. MFIs need
to be backed in mobilizing resources and expandapgcity; commercial banks need to
be mobilized, and exposed to best practice in rfi@ace; and cooperatives and

savings institutions should be encouraged to keffidient, dynamic services.

» Building domestic financial markets for microfinance. Domestic savings is the key.
Savings matter as a service to microenterprisesrengoor to keep deposits, as a source
of loanable funds and self-reliance for (ruralgafigial institutions, and as the main source
of domestic capital in the national economWholesale funding in local currency is

needed. Bond issues, securitization, and equityoeiheeded for specialized MFlIs.

» Utilizing technology to cut costs and expand outrezh. The key challenge is how to
reduce the high costs of many small transactiofffici@écy measures and the smart
application of technology will both be importantabsts are to be reduced and if more
remote networks are to be reached.

* Building industry infrastructure to enhance depth and diversity of product
offerings, including the soft infrastructure that facilitagapital access or help to
improve transparency and judicious use of mobiliresburces; the mechanisms that
help to mitigate risks and support the transforamaf funds for longer-term use; as
well as hard infrastructure that enable the usE db expand outreach. A related key
point is also how to take into account a risk-basggroach while dealing with
branchless banking issues (use of agents, KYC memeints etc) as well as the
challenge for regulators implicated by the new tlgwments, including mobile network
regulators (for mobile banking), financial intetligce units (for AML/CFT), and other
regulators involved in data protection.

* Adapting key financial standards to microfinance am fostering their
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implementation: The Finance Ministers and Central Bank Governérth® G20 have
called on international standard-setting bodiesctmsider how they can further
contribute to encouraging financial inclusion, detent with their respective mandates.
Standards are a way of doing things above boam tlair adoption for the financial
inclusion agenda are expected to help improve thesparency, accountability, and
credibility of policy, and increase the robustnessd effective functioning of
microfinance. In this regard, the most relevanhdtaids would be those related to (i)
Corporate Governance Standards - for enterprisararilet integrity; and (ii) Financial
Regulation and Supervision - for financial systetabsity, and only to some extent,
those on (iii) Macroeconomic Policy and Data Tramspcy — for Government
policymaking and operations (see Annex 9). Whilee tG20 recognized the
complementarity between financial inclusion andficial integrity, many regulators are
concerned that rigid application of the standandsch were developed for mainstream
financial institutions, could be counterproductiige microfinance, as it would limit
informality and innovation in the industry and exa¢ many MF clients. However,
some of the standards permit “risk-based” appraacbetheir implementation, which
could serve the dual goals of (i) improving finacintegrity and (ii) promoting
financial inclusion. This win-win scenario has beeighlighted by the Netherlands
Crown Princess Maxima, the UNSG’s special advodate inclusive finance for
development. Progress on realizing the G20 recordatems do not only depend on
adapting the standards to MF, but also implemeritiegn in the countries, which would
require

» assessing the constraints and formulating measueddress them,

» formulating appropriate guidelines to reflect natibcharacteristics and specificities

of the African economies, most of which are in &ition,
e promoting country ownership,

« providing a judicious blend of market and officiatentives for the adoption and

implementation of standards,
» adopting a peer review mechanism, and

« mobilising resources towards the implementatiostafidard?.

®3 See M. I. Mah’moud: Framework for Implementing Riang and Financial Standards Under NEPAD, ADB,
Abidjan, May 2002
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* Formulating country strategies and reforming countly microfinance policies,
regulatory and supervisory frameworksto create an enabling environment for both
the MFIs and their clients, especially the micregptises. Country-level strategies and
policies should reflect participation by all kealstholders. They should incorporate
objectives, key policies, support services andsraderemove constraints and smoothen
the field for MFIs, while protecting clients. Adnigdly, among experts, the role
of the regulation in microfinance development idlsgn open issue. While
some are in favour of a market-directed approachhwhe regulator simply
setting the framework for the industry, others adate a more
government-directed stance with an active promoailomole for the
regulator. Still, in some countries, the role okthegulator is to integrate
microfinance into the overall financial infrastrwee, but that would
usually require a degree of promotional supportthe early stages of the
industry’s development; the regulator’'s supportetiosure the soundness of
these institutions could involve lending assistanaad gradually the
introduction of prudential norms. Generally, givee diverse possibilities, it is safe
to conclude that microfinance policy, regulatoryl aupervisory frameworks should be
informed by research and better data on both demiaiedand supply side to understand
local impacts. Up-to-date data would also inforntisiens and investments during

implementation.

Synergies will be created by stakeholder coordinadit the national level, including cooperation
in capacity building and project/program design anglementation. While governments and
the private sector stakeholders should take thd te&e at the appropriate national levels,
external development partnersMe shown keen interest and can play an imporaeatas
partners. Several partner institutions, includif@AP, WWB and UNCDF, already focus on
building knowledge and capacity in microfinancejlevthe World Bank, African Development
Bank, IFAD, the bilaterals and, to some extent, IIRCand UNDP also provide financial
support in addition to knowledge and capacity lngidIn the process, experience has taught
many lessons and, based on these, CGAP membersameta the forefront of building
knowledge and drawing lessons for microfinance tgraent, have identified key principles
and best practices to improve partnership and eshhe effectiveness of development partners.
The CGAP-recommended principles and guidelinesraftert the overall framework of the Paris
Declaration and the Accra Agenda for Action andesa@orsed by all major development partners

involved in microfinance.
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Essentiallythe Accra Agenda for Actioraddresses three major challenges to enhance gsogre

on aid effectiveness, namely:

Country ownership:Developing country governments will take strongeadership of
their own development policies, and will engagehwiteir parliaments and citizens in
shaping those policies. Donors will support themrégpecting countries’ priorities,
investing in their human resources and institutionaking greater use of their systems

to deliver aid, and increasing the predictabilityam flows.

Building more effective and inclusive partnershipdhe increasing involvement of
various development actors—middle-income countgéshal funds, the private sector,
civil society organisations— brings valuable experde to the table, but it also creates
management and co-ordination challenges. Thereddirdevelopment actors will work
in more inclusive partnerships so that efforts @f&lopment partners will have greater

impact on reducing poverty.

Achieving development results—and openly accountifog them: More than ever,

citizens and taxpayers of all countries expecemthe tangible results of development
efforts. Therefore, development partners will desimate that their actions translate
into positive impacts on people’s lives, and witlldh themselves accountable to each

other and to their respective parliaments and gongrbodies for these outcomes.

Governments and external development partnerddshtberefore, commit to the guidelines

drawn by CGAP that reflect the commitments in tlverA Agenda for Action.

The implications for governments and donor systarassummarized in Box 6 and Table 4

below.
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Box 6: CGAP Recommendations on the Role of Goverrents

As recommended by CGAP and reflected in the AUmeunendations, Governments should

On the other hand, Governments should avoid the fl@wing:

maintain macroeconomic stabilithrough appropriate monetary and fiscal policies;
involve the private sector in formulating povergduction strategiesand explicitly recognize its leading role
in financial sector development, including micrefirte. The active participation of the private sestwmuld
help to embed microfinance firmly within financsystems, with private and non-governmental aceksg
the lead (as opposed to government bodies, suctingsiries of agriculture and health, and locahauities).
adjust regulatory frameworksf and when needed, to permit all types of finahiistitutions to offer services
to poor people. Premature or restrictive regulatican stifle innovation. The introduction of prutah
regulation is generally only warranted when a caitimass exists of institutions that are strongughoto
obtain licenses to mobilize deposits from the publi

invest in supervisory capacitin many developing countries, bank supervision cepas limited. There is nd
point in licensing institutions that cannot be effeely supervised.

Interest rate ceilings, whicndermine the ability of MFIs to cover their costdile they also generally hu
the poor by making it hard for new MFIs to emergel dor existing ones to stay in business. Facet
interest rate ceilings, MFIs often withdraw from nk&ts, grow more slowly, become less transpareatial
total loan costs, and/or reduce their work in rarad other costly markets.
Provision of credit at the retail levelGovernments (including local authorities, devetept funds, line
ministries, and other public institutions) shoulat be directly involved in credit delivery or theamagemen

O = ~
=2

of microfinance initiatives. Experience shows tlggivernment ministries and project management units

usually lack the technical skills and political @@Endence needed to manage microcredit programs
Subsidized lending programSubsidized lending is usually associated witthhigfault levels. It absorbs
scarce public resources that need constant repleeist. It distorts markets, hampering the develognoé
sustainable lenders, and can encourage rent-seleéhayior.

Political interference.Government interference in governance or managemEmrivate institutions camn
threaten their sustainable development. Such eremte can force managers to lend to unfit clientewer
interest rates, ultimately decreasing the numbgoof who access services.

Source: CGAPThe Role of Governments in MicrofinanBenor Brief No. 19, June 2004
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Table 4: Ensuring Effectiveness of Donors’ Suppdot Microfinance in African Countries

African countries have the
primary responsibility for leading
microfinance development to accelerate the
fight against poverty.

Where there is country ownership and commitmemprovements
microfinance can take place relatively quickly. B support to narofinanc
should be guided by a country focus, working witivegnments, theelevan
private sector institutions and other stakeholdersfurther microfinanc
developmer.

2. Donors should strengthen country systems,
rather than bypass them

ITo optimizedevelopment objectivedonors should endeavor to strengthe
and use country systems, building capacity at theemment, sector and
institutional levels and consistent with their msfve comparative
advantage and stratedyonor funds should complement private capital
not compete with it. Donors should use approprigit@nt, loan, and
equity instruments on a temporary basis to buildittstitutional capacity
of financial providers, develop support infrastiuet and support
experimental services and products

3. Donor support to microfinance
development will be tailored to country
circumstances.

Every African country has a unique combination d€rafinance features
strengths and vulnerabilities. No one size fits@dnors’ approaches shoul
therefore, be tailored to meet the specific develeptal needs and
microfinance challenges of fragile, middle and ime®me countries.

i,

4. Donors consider weaknesses in
microfinance development as symptoms of
broader financial sector challenges

Donors’ approach to supporting microfinance shaifd atbuilding financig
systems that serve the poor. Microfinance wilttess full potential only if
is integrated into a country’s mainstream finansiatem.

5. Donors should pursue strategies of
constructive and systemic engagement,
including in high-risk environments.

punishing the poor twice and creating “aid orpHaRstential for progress|
rather than initial conditions, should guide thgagmement of each donor
microfinance, based on countries’ and institutiocmmmitment to reform
and direction of change.

Donors’ approaches should be predictable and densjsso as to avoid

n

6. Donors should strengthen transparency in
their own operations and in the programs
they support through enhanced information
disclosure

'To address thefiduciary concernsdonors should enhance their safeguards &
integrity mechanisms, including financial managemand procurement
systems, to ensure that the funds they provideused for the purposes|
intended and are properly accounted fdhey should also require prope
information disclosure and reporting for the progsathat they support.
Reporting not only helps stakeholders judge coststenefits, but it also
improves performance.

7. Each donor’s activities in support of
microfinance must be focused on delivering
results, demonstrating impact and adding
\value compared to other donors

Delivering results will require enhancing strategignment, upstream
analytical work, improving quality-at-entry, andresults framework for
measuring progress. Donors should also be comntdtedainstreaming
gender concerns, strengthening social cohesion emcburaging
accountability to the stakeholders, including therp

8. Donors should build strategic partnerships
with each other to achieve common
objectives.

Donors’ approach should be based on a divisicabof) seeking to enhance
synergies and complementarities, consistent wattiPtiris Declaration and
IAccra Agenda for Action commitments on aid effeetigss.

Source: Based on the Accra Agenda for Action ané BGAP-approved guidelines (Annex 2)
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ANNEXES

Annex 1: Clarification of terminologies ‘Microfinan ce’ and ‘Inclusive Finance’ by the
Blue Book

Many development practitioners and financial ingiiins believe that we are in the midst of a payedshift from
microfinance to inclusive finance — from supportidigcrete microfinance institutions (MFIs) and imiives to
building inclusive financial sectors. Inclusive dimce recognizes that a continuum of financial sesviproviderg
work within their comparative advantages to serwerpnd low-income people and micro and small @nisgs.
Building inclusive financial sectors includes bsiniot limited to strengthening microfinance and BIFI

Existing terminology that developed over many ydarslescribe microfinance initiatives no longervesr well
when we shift to discussing inclusive financialtees. Microfinance has been defined as the prowisiodiverse
financial services (credit, savings, insurance, ittamces, money transfers, leasing) to poor and-ifmeme
people. Retail financial service providers thatveeihis market segment are increasingly more diffito define
with one common term. They include NGOs, privatengercial banks, state-owned and postal banks, aok-
financial institutions (such as finance companied msurance companies) credit unions and creditsavings
cooperatives. Many of these institutions are glatge; many are quite old; and many have large rusbf
clients and highly diverse products and servicesaAesult, the term MFI is often not descriptiveadequate ta
refer to this diverse group of financial institutgo While each of them plays an important rolenitsive finance
many of them could not be considered MFIs in tiohiécal sense.

As a general guide, the Blue Book refers to thgeaof institutions mentioned above as financiaviserproviders
and to those that serve poor and low-income peaplitnancial service providers that serve the |losegrment of
the market. This book often makes the distincti@ween retail and wholesale financial institutioitsalso
specifically distinguishes financial institutionsat provide payments, clearance and settlementicesnas
important participants in inclusive financial sesto/Vhen references are made to organizationgtbatde credit
only, the term microcredit is used. When we disdusancial institutions that provide financial sems to poor
and low-income people through special windows octmaisms, we refer to these as microfinance oparstor if
they are credit only, microcredit operations.

Thus, MFIs represent only one type of financialtseorganization. They receive a large amount t#fraion and
in the consultations undertaken in preparing theeBbook because they have been studied and disc
extensively over 25 years. As a result, the re¢dethe Blue Book) may note a tension between tiierteto

present a broader treatment of inclusive financd annarrower treatment of microfinance, and paldity

microcredit. As the paradigm shift mentioned abisvenly recent, it is expected that greater claaityg precision
in terminology will evolve gradually.

usse

SourceUNCDF/UNDESA: Building Inclusive Financial Sectors for Developménhe Blue Book)New
York, United Nations, May 2006, Box 1.2
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Annex 2: TheKey Principles for Microfinance

A set of universaKey Principles for Microfinancéas been developed through broad consult
with microfinance practitioners. They are widelgaognized by the microfinance community globg
and have been adopted by the G8. They are:

1.

10.

11.

Poor people need a variety of financial services,jost loans. In addition to credit, they w.
savings, insurance, and money transfer services.

Microfinance is a powerful tool to fight povertyo® households use financial services to 1
income, build their assets, and cushion themselgasst external shocks.

Microfinance means building financial systems tbatve the poor. Microfinance will reach
full potential only if it is integrated into a cog's mainstream financial system.

Microfinance can pay for itself, and must do satifs to reach very large numbers of p
people. Unless microfinance providers charge elndagcover their costs, they will always
limited by the scarce and uncertain supply of sdibsifrom donors and governments.

Microfinance is about building permanent local fingl institutions that can attract dome
deposits, recycle them into loans, and providerdihancial services.

Microcredit is not always the answer. Other kinfisupport may work better for people who
so destitute that they are without income or medmepayment.

Interest rate ceilings hurt poor people by makinigarder for them to get credit. Making ma
small loans costs more than making a few large.oh@grest rate ceilings prevent microfina
institutions from covering their costs, and therehpke off the supply of credit for poor peop

The job of government is to enable financial sexsjmot to provide them directly. Governme
can almost never do a good job of lending, but teyset a supporting policy environment.

Donor funds should complement private capital, notnpete with it. Donors should u
appropriate grant, loan, and equity instrumentsaaemporary basis to build the institutio
capacity of financial providers, develop suppoftastructure, and support experimental serv
and products.

The key bottleneck is the shortage of strong mstins and managers. Donors should focus
support on building capacity.

Microfinance works best when it measures—and désgde-its performance. Reporting not g
helps stakeholders judge costs and benefits, baisit improves performance. MFIs neeq
produce accurate and comparable reporting on fiaeperformance (e.g., loan repayment
cost recovery) as well as social performance (eugmber and poverty level of clients be
served).
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Source:CGAP. “Key Principles of Microfinance,” availablevw.cgap.org
Also in CGAP:Good Practice Guidelines for Funders of MicrofinanCGAP, 2006
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Annex 3: Characteristics of Old and New Approacheto Microfinance

Old Paradigm

New Paradigm

Primary Goals

Growth and income expansion (pursued by introduging
modern technologies with concessionary credit).

Poverty reduction. .

Growth and income expansion (pursued by introducingdern
technologies with concessionary credit).

Poverty reduction.

Working assumptions

Accelerated economic development requires conttalle
commodity and financial markets (such as controfooid

prices and interest rates). .
Small farmers and rural entrepreneurs cannot [pay
commercial interest rates and cannot save. .

Access to concessionary credit is essential to tirand
poverty reduction.

Accelerated economic development requires enhacoexgbetition in
goods and financial markets (through applying féiprices).

Small farmers and rural entrepreneurs can pay cooiahe market
rates of interest. They also can and want to save.

Access to non-subsidized financial services isrg&ddo growth and
poverty reduction.

Role of Government

To directly intervene in and control the productisector| ¢
and credit.

To create a favorable policy, regulatory and gdndrasiness
environment, while minimizing direct intervention and control of]
the production sector and credit.

Mechanisms of Government Intervention

Government interventions in product markets thatorfa ¢
cities and heavy industry.

Government control of interest rates, credit allmres, and
institutions to provide low cost credit to partigulgroups| ¢
that “cannot afford” market rates.
Emphasis on meeting lending targets, rather than
sustainability of programs.

Provide special benefits and concessionary fundstéte-
owned Fls; subsidize on-lending interest rated wi€ntele | *
to compensate for policy biases and distortionsthia
production sector.

Cover loan losses of Fls and frequently bailousdosking
institutions.

Support poorly administered production insurancel arn
credit guarantee schemes.

Underdeveloped legal framework and accountability.

Reduce government intervention in markets (for edemagricultural
prices and supplies), and reduce inflation, which heavy tax on th
poor.

Maintain a level playing field among economic selsters and
enhance competition.

Raise or remove ceilings on on-lending interestgdto cover costs|
and small scale deposits (which provide incomedepositors ang
increases stability of funding.

Utilize a wide range of financial intermediarieifmercial banks
NBFIs, MFI NGOs, cooperatives, credit unions ewpported by
second tier institutions that fund only well-perfong intermediaries
Allow financial services to cover their costs, whiwill encourage|
new products.

Privatize Fls (or segments thereof) where apprap@ad shut dow
inefficient and unsalvageable Fls.

Introduce insurance-type instruments to help hoolsishmanage risk
review effectiveness of credit-guarantee schemes.

Improve the legal framework.

Policy variables and outcomes

Subsidized interest rates are wused primarily | as
compensatory mechanisms and not for resource ¢itboca | .

Subsidies mostly benefit mainly well-to-do, infldienh | .
entrepreneurs.

Insufficient provision of savings facilities andtiéicially
low deposit interest rates result in limited sasing,
mobilization; RFIs depend on rediscounting fa@htiand
donor and budget funds to back their (subsidizedn |
portfolios.

MFIs do not enjoy autonomy; most operational decisi
(such as on-lending interest rates, cost of bordofuads
and staff policies) are dictated.

Special privileges are often extended to MFlIs, ltesyin
dependence on concessionary funds, lack of corguetit
and no incentives to improve performance.
No commercial imperatives exist for (state-owned3;
management is not accountable for FI performance;
financial indiscipline and poor loan collection yaé.

Positive real interest rates serve as a resoul@eatibn mechanism.
All entrepreneurs have access to financial services

RFIs' dependence on borrowed funds from donorsgamdrnments ig
reduced as domestic savings mobilization becomestiin source o
finance, improving financial self-sustainability.

MFIs enjoy autonomy in introducing efficient opénat methods.

No special privileges are extended to state-owne€lsMa level
playing field is maintained and competition amongFIM is
encouraged; access to subsidies (when warranted} isontingent on
an MFI's ownership.

Institution building and financial discipline is @uraged through
management's accountability for RFI performance;orpdoan
collection is not tolerated.

4%

Source: Adapted from J.Yaron, M. Benjamin and QréX, Rural Finance: Issues, Designs, and Best Practi#ashington,

DC: World Bank. 1997
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Annex 4: Some key areas in which policy, regulatorgnd legal frameworks may be needed
to enhance microfinance operations

Transaction costs are too high MFIs need to be able to charge relatively
high interest rates

|

\

Portfolio quality is used as a basis for

Clients lack conventional . '
assessing risks

collateral
Simple yet rigorous reporting
requirements -- with microfinance
standards and benchmarks

Simple loan tracking and
accounting

Ability of high performing MFIs to
mobilize savings from borrowers and
from the public

Savings important to MFIs and
clients

1]

Many small branches Ability to establish branches and agencies

rapidly

|

Flexibility in hiring, and performance-
/ based incentives

Source: Women’s World Banking Policy Change — Experience in the Women’s Worldariking
Network, WWB Network, Vol 1, No. 3, October 2003

Loan officers are not traditional
bankers

|

Annex 5: When should savings mobilization be regutad?

The case for regulation There is a grey area when..| There is no need to introduce
is clear when... prudential regulation when...
...savings are mobilized ...savings are deposited in ...compulsory savings are
from the general public regulated financial mobilized as loan collateral
that are then intermediated| institutions (“frozen”) . and clients remain net
(on-lent) borrowers
...membership Clients “top-up” their ...institutions are small
boundaries are so “open” com- pulsory savings, i .e ., | and community based,
in the case of cooperatives deposit more than is where the cost of
that a “mem- ber” is not required by the loan supervision outweighs the
different from a public contract . benefit
“depositor”

...member-based

organizations are very

large and not able to

supervise themselves

“The broader the deposit base, the more flexibke use of deposits, the more the need tp
regulate is compelling”lfdependent consultant

In other words, the further away the client is froms or her savings, the greater the need tp
protect the client through prudential regulation .

Source: UNCDF/UNDESA: Building Inclusive Financial Sectors for Developmérn(The Blue Book)
New York, United Nations, May 2006, Table IV.1



Annex 6: African Union-Recommended Best Practicef Adoption by Member Countries

a.
(see Annex 2)

a.

Adopt the Key Principles for Microfinance

Focus on three priority roles Member states are responsible for fostering ablérg policy and
regulatory environment for microfinance that baksdncreased access for poor people, finan
stability, and consumer protection. Specificallglipy and regulatory actions should focus on:

Financial Stability. Governments should promote a stable economic,ndiad and legal
environment for microfinance. This environment ddoenable the development of sustaina
microfinance services and institutions that grovthwtheir clients—eliminating subsidized, sho
lived programs.

Improved AccessGovernments should encourage microfinance ingtitatto operate efficiently, t
adapt traditional collateral requirements for lergdto poor clients, and to remove policy barriers
the profitable provision of diverse microfinancevéees. In addition, governments can facilitate

use of information and communication technologl€J§{ and non-bank retail channels to reduce
cost of delivering financial services to clients.

Client Protection. Governments can ensure proportionate prudentglagon that protects th
savings of poor people, and promote consumer gioteand market conduct regulation.

Create the momentum for continental, regional, and sub-regional financial capability
programs. Clients are at the center of inclusive finan@gstems, and they require the finang

literacy and skills to make choices and optimizeirthuse of financial services. Financial capapili

campaigns can be viewed as public goods that heslefits, financial institutions and, ultimatel
the financial system at large.

Support new technologies to promote acces§he opportunity of new technologies engenders
business models. The implications of local grocehpps or mobile phonede facto offering
financial services can challenge traditional bagkiegulation models.

Promote the development of national identificatiorsystems Many microfinance clients operate
the informal economy and do not benefit from anfjc@fl status, especially in countries that do

have a universal identification system. The lackaofational ID systems increases costs
institutions, and makes it difficult to develop kewarket infrastructure services, such as for exan
credit bureaus. Though not directly linked to mfgrance, improvements in this area would hg
significant positive consequences for many actom®lved in financial service provision to po
people.

Promote standards and benchmarks This should be done with a view to improvi
professionalism, performance and quality of sesideternational rating agencies can be engage
work with national/regional microfinance networks developing industry standards specific
Africa.

Research, training and capacity building: The possibility of establishing regional trainiogntres
at REC level with a view to building capacity ferdustry leadership and management shoulg
considered. Wherever possible, existing reputablaing institutes such as IDEP (Dakar, Seneg
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should be approached for possible collaboratichigfield.

Source: African Union: ‘Advancing the African Microfinance Sector’, Extraordinary
Conference of African Ministers of Economy and Finace (CAMEF), Addis Ababa,
Ethiopia, 14-17 December 2009
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Annex 7: Promotion of Inclusive Finance in the WABMU:
Microfinance Support Program

The BCEAO Regional Decentralised Finance Suppoogfmme(PRAFIDE) has a number of
components.The component supported by the consortiur®&AP/SIDA/UNCDF) project has three
main areas of focus:

* Improve the regulatory framework: BCEAQO will finalize and roll-out an MFI-
specific accounting framework; work with the reg@®@HADA Commission to finalize
new legislation on cooperatives; and amend thealeec PARMEC law that serves as
the framework for all microfinance operations ie tiegion.

» Strengthen supervision of MFIs: BCEAO will consolidate responsibility for
supervision of the largest MFIs in the region; asetdan increasing number of
inspection missions; provide training and coachfag staff from the BCEAO and
national Ministries of Finance; and establish naidMicrofinance Committees that will
review licensing, supervision, and sanctions.

* Improve information on the sector: BCEAO will continue to publish annual
monographs on each country, a regional summarythfyoupdates of its activities, and
an annual study on a relevant topic.

The PRAFIDE component supported by Lux Developpérhaa two pillars, as in the table below:

Overall Objective | Consolidate the sector and enhance risk managemetatwvards promotion of
microfinance activities in the WAEMU Zone

Components Pillar 1 Pillar 2
Adapt and strengthen microfinance Build capacity of MFIs in the
supervision in the WAEMU zone to generation and management of
comply with the new regulatory financial information
framework
Expected Outputs v The new legal framework is v' Identification and testing of
disseminated and its Management Information
implications made clear to Systems that comply with
Ministry supervisory units and the new accounting
professional associations framework and BCEAO
rules
v' The law is put into effect and
improves the health of the v" Improved MFI internal
microfinance sector through controls through
effective supervision and dissemination of appropriate
oversight methodologies
v" Improved quality and v Appropriate external controls
standardization of financial that follow supervisory unit
reporting (new accounting standards

framework and credit bureau)
v Microfinance is formalized

v/ Statistics on the microfinance and self regulated within the
sector is available and made networks
public

Sources: BCEAO and the Luxembourg Cooperation Ageng Dakar, Senegal. Also CGAP, Washington, DC.
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Annex 8: Association of Ethiopian Microfinance Inst itutions —An Example of What a High Impact
Association Can Do

e Create an environment of constant dialogue and face-to-face meetings between the MFI community
and the regulators and policymakers to enhance understanding, advocate and lobby. Ethiopia has been
extremely successful in dialoguing with the government to a point where the government could play its
role as key supporter, instead of distorter, as in some other countries.

» Promote transparency and performance indicator reporting and benchmarking, which has proven to be
a key driver of sectors. It is working well also in Benin, Ghana, Madagascar and Uganda.

« Analyze performance indicator trends to discern issues early that affect sectors at large. The networks
in Benin, Cote d’'lvoire and Burundi have also begun doing this.

* Become a main source of information and contribute to building research capacity in microfinance
 Create a spirit of cooperation wherever possible; MFIs that operate in Addis Ababa, have formed a
sub-network to exchange experiences and share client lists.

 Give direction, provide the long-term perspective, quantify the gaps, undertake projections, and set
clear quantifiable goals. Most recently, AEMFI embarked on an extremely useful exercise, namely to
come up with a vision for where the sector should be in ten years’ time, laying out the various steps and
issues to be tackled to achieve this.

Source: Women's World Banking/AMAF, Diagnostic to Action: Microfinance in AfricaNew York: Women'’s
World Banking, NY, 2008

Annex 9: Key Standards for Sound Financial System$

Subject Area | Key Standard

Financial Policy

Monetary and financia] Code of Good Practices on Transparency in MonetadyFinancial Policies
policy transparency

Fiscal policy transparency Code of Good PracticeBiscal Transparency

Financial Market Integrity

Payment and Settlement Core Principles for Sysi@igitmportant Payment Systems

Corporate governance Principles of Corporate G@arere

Insolvency Principles and Guidelines on Effectimsdlvency and Creditor Rights Systems

Accounting International Accounting Standards (IAS)

Auditing International Standards on Auditing (ISA)

Anti-Money laundering The Forty Recommendations of the Financial Actioaskl Force on Mone
Laundering

Financial Regulations

Banking Supervision Core Principles for Effectivar&ing Supervision

Securities regulation Obijectives and PrincipleSeturities Regulation

Insurance supervision Insurance Core Principles

Data Transparency

Data dissemination General Data Dissemination 8yt8DDS)/Special Data Dissemination Stand
(SDDS)

ard

** These exclude the best practices in micro-finahaewill be recommended for implementation aneassent
because of the tool's importance in poverty redurcin African countries.
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Annex 10: Overview of Regional Facilities for Capaty Building of Microfinance sector in Sub SaharanAfrica

Regional Capacity | Funders Strategy/ Main capacity building interventions Geographic Amount/ Term Fund mana-
Building Facility Objective financed (by level of financial focus Instru- ger
operating in Sub- system) umseel?jts
Saharan Africa
Microfinance DFID anc| To build capacity among | RETAIL/MICRO 39 low incomi( The targe | 5 year: Options
Capacity Building| WB microfinance operators and @) Performance linked grants to IDA countrisize of the| from the for the
Facility for Africa increase the supply of qual | address key internal/institutiol (the Facility, Facility launct manage
[NB  working name Contact: financial services for poorer impediments to teeelopment will be rolled will be (expecte | ment of
“MICFAC Africa” ] DFID: populations throughout Su}-of MFIs (eg. weaknesses in out on a phasketiermine| d late the
Angus Kirk | Saharan Africa by focusing govemance, anagement and basis in orde | d during 2010). Facility
A- on a regional approach tp staffing) to enable M&leach ensure thahe course are being
Kirk@dfid. | capacity building. poorer clients sustainably, country  angof the considere d
gov.uk (ii) increase in the supply of regional current during the
microfinance operations to serve contexts as design
WB: new clients and new markets as existing phase. current
Koro (e.g. supporting  capacity initiatives ~ are design
Ouattara building during institutional properly GRANTS phase.
Kouattara start-up phase). considered
@worldban I\F/IOFCIUS mostly o demand stid_elzd_(i.e‘.
users of capacit uildin
k.org services). The degign yphase aniII
consider support on the supply side
(i.e. through providers of capacity
building services).
SSA Capacit AFDB with | Build capacity of MFIs t RETAIL/MESO/MACRC Liberia, Wes | 5m Eurc | 201(-
building facility funds fron | enable them to attre Developing the local trainir Africato star | AECID 201¢
AECID and  [funding from commercial capacity for loan officers and middle | with 250,000
UNCDF investors management, improving UNCDF

1 The focus is on regional facilities whilst we rgoize that there are numerous capacity developpnejects/efforts at a national level across tharfiial sector (e.g. by GTZ,
DFID funded FSDs). Most funds have a prioritydistountries in which they intervene, sometimdsddhto investments. For global facilities alsowecin SSA, see bottom.
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Contact

transparency and rerting,

AFDB: support innovation in delivery
Rafael mechanisms, product GRANTS
Jabbi development, expansion to rural
R.Jabba@ remote areas, consumer
AFDB.org protection, build capacity of
regulatory and supervision
AECID: bodies, projects strengthening
Beatriz the market infrastructure
Morant
consultora.f
cml @aecid
.es
EU/ACF EC To build the capacity of k{ RETAIL/MESO/MACRC Sut-Sahara 15w 2010- Tende
Microfinance Contac: microfinance awors ant 1) Support access to finance | Africa (exc Euros 2014 launches
Programm Stefani: enhance equity ar the most vulnerable and focus | South Africa for
Zaninello in ACP microfinance innovative delivery models; (2) GRANTS technical
stefania.zan | to ensure financic Activities that enhance consur | (Funds fron assistanc
inello@ec for microenterprises and  |[empowerment and capacity  [this project also e team
europa.e low income household. building; and (3) Improvement (go to Caribbean
of equitable and efficient local |and Pacific
market: work with ACP islands)
microfinance actors (service
providers, MFIs, policy makers)
Africa Enterprise DFID, Support innovativi RETAIL Kenya, Ugand: | 50-100r | 2008- KPMG
Challenge Fur CGAP, that are adjudged to| Grant funding for private sectorl Tanzania, $ 2014 Develop
IFAD, have greatest impact on| companies (agribusiness, rurgl Rwanda, ment
Dutch largest number of rural | financial services) Burundi, (2 Services
Ministry poor people Ghana, Nigeria, competiti | 14 \with
Mali, Burkina ons a | wi
Contact:Hugh Faso, South year for | 2!
Scott AECF Africa 6 years) [develop
Director Mozambi ment and
que, -
hugh.scott Malawi Triple
- Zambia' Line .
@aecfafric Consulti
a.org ng
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TANDEM (Transfe | CIDA Improve financial service RETAIL/ MESO 19 countries in 2,2 2007- DID
and national Contact:  [offer for poor people, Develop expertise, improve francophone million 2010
laccompaniment for DID especially in rural areas performance on critical IAfrica CAD (second
the development of Paule management functions and offer phase in
an expertise in Droin a platform for knowledge GRANTS (develop
microfinance) pdrouin@d sharing and exchange. ment)

id.qc.ca
Regional project in LuxDev Support consolidatiortteg | MICRO/MACRO 8 member states 18.825 m2008- BCEAO
UEMOA Contact: decentralized financial sector | Adapt and reinforce the of UEMOA Euro 2013
Kotsoni and control risk supervision of MF in the GRANTS
A kemakou UEMOA
kotsoni.ake Strengthening of decentralized
makou@! u financial system in the
xdev.lL production and control of
Anne financial information
Bastin
anne.bastin
@luxdev.lu
Capacity building in A FD Support the structuriniggo | MESO 16 countries in 500 000 | 2010- CGAP
francophone Africa CGAP private market to build a Coordinate supervision of francophone Euros 2012
sustainable supply of Training of Trainers and training |Africa GRANT
Contact: training for MFls in on CGAP courses organised by
Corinne francophone Africa using  ftraining partnel
Riquet CGAP’s courses. Develop new courses to meet the
corinne.rq needs of MFIs (e.g. fin
uet@gmail. education)
com Coordinate organization of
seminars for external auditors
Contribute to the animation of a
training partners network

LINKED TO INVESTMENT

Microfinance A FD Strengthen capacity RETAI L/IMESC Global with ain | 20 ir 2009- AFD
capacity building Contact: microfinance institutions and  [Initial TA for Greenfields, MIS, to have 80% for | Euros 2012
facility Philippe improve the enabling Support meso and macro level |Africa

Serres environment with training and market GRANTS
serresp@: infrastructure
d.fr
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Regional Micro Small | Current Structured as public-private |[RETAIL. Sub-Saharan  [201-2015: Unlimite | I nvestme
and Medium Funders:  |partnership, REGMI FA aims IAfrica no focus 200 M dM turit th .
Enterprises (MSME) | BIO, to remove obstacles to the () Medium to long term debt [countries. The | USD plus aturity S)?rgab?oet?
Investment Fund for | OeEB, growth of MSMEs by financing of commercially viable fund will start _"i‘_ Aseparate cs
Sub-Saharan Africa EIB, AFD, |providing flexile and and preferably smaller MSME  [building up a Facility of (Launche | | nvestme
(REGMI FA) Proparco, |[innovative funding solutions | |ending intermediaries in all {portfolio in the min. 7 d on May| nt
IFC, KW, |in response to the particular | Sub-Saharan Africa with a first year in n. 5, 2010) | Manage
B Mz, requirements and market particular emphasis on local ~ [Ghana, Nigeria, Mio EUR meqt
NMI, constraints of the African currency funding; Kenya, toaccom an S.A.;
AECID continent. Tanzania, y P TA'_ _
(ii) Provision of Technical ~ [Jgandaand  \\GyEsT ,I\A/lc_jws? "
Future Assistance to support the growth[PRC. 2-3 new e Ierot-
Funders: process of the institutions, countries will nanza Sl
AfDB, including training on be added each
FMO, governance, risk management, [year to the
EC/Europe product development, social  [Portfolio.)
Aid performance management,
transformation, Performance
Contact: Management, Marketing, MIS
Soma (focus on selection support and
Breiner training)
ner@kfw.d
e
FINTECH (non profi [EIB, Build capacity in portfolic Institutional: MIS and upgrac Countrieswithin | 8.35m$ Mecent
organisation that BMGF companies and supp technology, improve governar  |portfolio | nvestm
manages Africa’s FMO industry development structures, developmentof Senegal, Sierra | GRANTS nt
Technical Services products. Leone, Cote
Facility) Contact: Industry: Research, feasibility d’'lvoire,
Wagane studies, pilot testing, knowledge |Ghana, Burkina
Diouf platforms. Faso, Niger,
wagane@m Nigeria,
eceneinvest Cameroun,
ment.con Madagascar,
Uganda,

Tanzania, Kenya,

Malawi,

Mozambique,
SA, Botswana
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Source: CGAP --Prepared by CGAP for Africa Afteimo©G Nairobi, May 19, 2010
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