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Executive Summary

1. This paper seeks to provide a framework for addressing regulatory issues which impact operations
and institutional development of microfinance institutions (MFIs).  Arguing against universal regulation or
creating separate specialized regulations, the approach in this paper uses the analysis of MFIs’ liabilities to
highlight the distinguishing features of different types of MFIs and focuses on risk-taking activities that
need to be managed and regulated. The continuum of MFIs can be classified into three broad categories: (i)
MFIs which depend on other peoples’ money (Category A), (ii) MFIs which depend on members’ money
(Category B), and (iii) MFIs which leverage the public’s money (Category C) to fund microfinance loans.
The continuum of institutions providing microfinance in a financial systems context cannot develop without
a conducive regulatory environment.  Instead, fragmentation and segmentation will continue to inhibit
MFIs’ institutional transformation.  Hence, this paper recommends a tiered approach to external regulation
which takes into account the different categories and types of MFIs.

2. Financial systems as a whole continue to evolve and find new ways to service demands for
financial services in the emerging markets.  The innovative and rapid development of many localized efforts
to provide financial services to the poor outside of formal channels has generally overtaken taken policy
formulation by governments.  The reaction of some governments and multilateral agencies is unfavorable to
microfinance – comprehensive regulation is being proposed for microfinance activities and institutions
through mandated standards of performance and risk-ratios.  These proposals are based on untested
hypothesis about the institutional and market impact of moving from an unregulated environment to one
that is as tightly regulated as formal banks and financial institutions.

3. The structure of liabilities highlights the primary sources of funding for MFIs: contributed equity
capital, donor funds, concessional and commercial borrowings, members’ savings, wholesale deposits from
institutional investors and retail savings and sight deposits from the public.  The important factors that
differentiate MFIs from each other are therefore found mainly on the liabilities side rather than on the asset
side of the balance sheet. From a regulator’s point of view, it is the source of funding that differentiates a
licensed bank MFI from a non-bank MFI.

4. A risk-based approach to financial regulation focuses on the same issues that good managers and
boards of directors should be concerned with in managing an MFI.  Aside from highlighting the central role
of institutional capital, the approach helps in identifying the risks that prudential regulation should address.
The approach can be useful in designing regulatory standards that recognize the fundamental differences in
the structure of capital, funding and risks faced by MFIs.  This paper’s model of a regulatory framework
uses the risk-based approach to regulation and addresses the following  questions:

• Is there a need to regulate MFIs?
• If so, what activities should be regulated?
• Who should regulate MFI operations?
• What are the fundamental issues in the regulation of MFIs?

5. The paper points out the benefits from a transparent and inclusive regulatory framework within
which MFIs can progressively evolve into formal financial institutions.  The paper develops a regulatory
framework model to identify thresholds of financial intermediation activities which trigger a requirement
for an MFI to satisfy external or mandatory regulatory guidelines. As financial institutions, it is prudent
for all of the different types of MFIs to observe internal or voluntary guidelines for risk management. The
table below summarizes the regulatory framework model -- indicating the fund-generating activities of
different types of MFIs which trigger a need for mandatory external guidelines, and the proposed regulatory
measures and agencies to carry them out.
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Regulatory Thresholds of Activities by Type of Microfinance Institution

MFI   Type Activity that Determines
Regulatory Status

Proposed Form of External Regulation,
if Required

Regulatory Agency

CATEGORY A  MFIs
Type 1
Basic Nonprofit NGO

Making microfinance loans not in excess
of grants and donated/ concessional funds
(loan capital).

None -- Voluntary registration with Self-
Regulatory Organization.

None, or Self-Regulatory
Organization.

Type 2
Nonprofit NGO with
limited deposit-taking

Taking minor deposits, e.g. forced savings
or mandatory deposit schemes, from
microfinance clients in community.

None -- Exemption or exclusion provision of
banking law; compulsory registration with Self
Regulatory Organization.

Self-Regulatory
Organization.

Type 3
NGO transformed into
Incorporated MFI

Issuing instruments to generate funds
through wholesale deposit substitutes
(commercial paper, large-value certificates
of deposit, investment placement notes).

Registration as corporate legal entity;
authorization from Bank Supervisory Authority or
Securities & Exchange Agency, with limitations
on size, term and tradability of commercial
paper instruments.

Companies’ Registry
Agency; Bank Supervisory
Authority or Securities &
Exchange Agency.

CATEGORY B  MFIs
Type 4
Credit Union, Savings
& Credit Cooperative
Society

Operating as closed- or open-common
bond credit union; deposit-taking from
member-clients in the community,
workplace or trade.

Notification to and registration with Cooperatives
Authority or Bank Supervisory Authority; or
certification and rating by a private independent
credit rating agency.

Cooperatives Authority, or
Bank Supervisory Agency
or Credit Rating Entity.

CATEGORY C  MFIs
Type 5
Specialized Bank,
Deposit-taking
Institution, or
Finance Company

Taking limited deposits (e.g. savings &
fixed deposits) from general public beyond
minor deposits exemption in banking law.
Microfinance activities more extensive than
NGOs but operations not on scale of
licensed banks.

Registration and licensing by Bank Supervisory
Authority, with  a limitation provision (e.g.,
savings & fixed deposits, smaller deposits-to-
capital multiple, higher liquidity reserves, limits
on asset activities and uses).

Bank Supervisory
Authority.

Type 6
Licensed Mutual-
Ownership Bank
Type 7
Licensed Equity Bank

Non-restricted deposit-taking activities,
including generating funds through
commercial paper and large-value deposit-
substitutes, from the general public.

Registration and full licensing by Bank
Supervisory  Authority as a  mutual-ownership
or equity bank; compliance with capitalization /
capital adequacy requirements, loan loss
provisioning and full prudential regulations.

Bank Supervisory
Authority.

6. The categories of risk which financial institutions including MFIs need to manage comprise
balance sheet structure risk, profitability risk, solvency/capital adequacy risk, credit risk, treasury risks
(consisting of liquidity risk, interest rate risk, market risk, and currency exposure) and operational risk. The
nature of the microfinance business and the institutional structure of MFIs determine the priority ranking of
risks that need to be managed. The processes of internal regulation through governance and mandatory
external regulation are closely linked to each other. Several key players from the MFI sector, the regulatory
agencies and the general public have a critical partnership and shared responsibility in the risk management
process.

7. The approaches to external supervision of MFIs can range from nonexistent to full regulation,
either through the existing prudential regulatory framework or by modifying the existing regulatory
requirements to fit the organizational and operating characteristics of MFIs.  A primary example of the
adaptive approach is “tiered banking” and graduated regulation – a structure which takes into account the
defining characteristics of the microfinance business and the varied range of  MFIs involved in it.

8. A second example is the initiative by leading credit unions in Guatemala, with the assistance of
World Council of Credit Unions (WOCCU) and the Consultative Group to Assist the Poorest (CGAP), to
establish an independent credit rating and certification agency for credit unions.  Similar to the operation of
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credit rating agencies in capital markets, the private rating agency that is being established has no statutory
authority but can wield significant power if investors and lenders respect its independence and credibility.

9. The paper concludes by identifying measures to preserve the market specializations that MFIs have
and to promote their linkage and integration with the formal financial system. Even when a supportive
macroeconomic environment exists, MFIs may face obstacles from accounting specifications, tax and fiscal
regulations  that discriminate against microfinance.  Developing  packages of financial services suited to
the microfinance market requires coordinated efforts among donors, governments, microfinance
practitioners and institutions, and target clients of the microenterprises and small businesses themselves.
Coordination among the key participants can be enhanced by dialogue and dissemination of commonly
understood measures that clarify regulatory aspects in the provision of financial services and establish an
environment under which MFIs can follow an orderly progression to institutional development.
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69. Regulators must ensure that capital requirements focus on providing an adequate buffer against which
losses on asset portfolios can be written off. This ensures that depositors (or institutionalized explicit
deposit insurance schemes) will only absorb losses once shareholders’ funds have been exhausted. It is
practically impossible to accurately measure the minimum amount of capital necessary to avoid the risk of
loss for depositors, and no amount of capital will ever be adequate in the hands of incompetent
management. Even competent management will make errors of judgment in a business involving the
management of a series of risks.

70. For MFIs that are permitted wholesale funding activities through commercial paper securities, or to
operate as limited deposit-taking institutions (as in Hong Kong, Bolivia or Peru) external regulators should
impose minimum levels of capitalization upon entry, maintenance of risk-weighted asset-to-qualifying
capital levels more strict than those for licensed retail deposit-taking institutions, and liquidity reserve
requirements.

Income statement structure

71. The measurement of efficiency in banking and financial institutions is difficult and elusive because
there is no satisfactory definition of their “output” or product.  Comparisons based on operating costs and
margins must be used cautiously because of significant differences among institutions in capital structure
and leverage, business mix, range and quality of services, inflation rates and accounting practices on
valuation of assets.26  Other factors which affect profitability and efficiency in intermediation of a financial
institution, bank or MFI must also be considered:

• First, inflation has the effect of increasing operating costs faster than income in most cases.
• Second, financial institutions operate on traditional fixed margins, resulting in the limited

ability of financial institutions, including MFIs to adjust their pricing of loans when the interest
cost of borrowings and deposits have been increased.

• In turn, the above two factors directly impact the ability of an MFI to accumulate and build up
institutional capital to maintain internally- and externally-set sustainability goals.

72. The need to generate profits implies the need to manage risk.  Liquidity and interest rate management
have become accepted approaches to profitability management. Since capital and profitability are
intimately linked, the key objective is to ensure sustained profitability so that a MFI can increase
institutional capital from operations.  A choice cannot be made between the pursuit of adequate interest
margins and the control of risk as they are interrelated, and interest margins are a direct consequence of the
risks involved and the ability to manage such risks.

73. Many financial and organizational factors determine the long-term sustainability of an MFI and its
operations. 27   On the financial side, an MFI must consistently maintain low levels of portfolio at risk and
high on-time repayment and loan recovery rates, because continued and growing loan losses will erode its
capital base.  An MFI must earn a level of income from lending operations sufficient for the following
requirements:

a) cover the financial cost of funds used: a positive net financial margin,
                                               
26 Dimitri Vittas, Measuring Commercial Bank Efficiency, World Bank Policy Research Working Paper No. 806, Washington,

DC: The World Bank, 1991
27 Three technical guides available for the analysis of financial statements of MFIs are: Financial Ratio Analysis of Micro-

Finance Institutions, The SEEP Network: New York, 1995; Technical Guide for the Analysis of Microenterprise
Finance Institutions, Inter-American Development Bank: Washington, DC, 1994, and Joanna Ledgerwood, Financial
Management Training for Micro-Finance Organizations: Finance Study Guide, CALMEADOW: Toronto, 1996.
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b) cover operating and administrative expenses: operating self-sufficiency, measured by the ratio of
operating income to operating expenses,

c) cover all financial and operating expenses, including the building up of reserves for loan losses and
exchange risks, and mitigating the effects of inflation on its operations: financial self-sufficiency,
measured by the ratio of operating income to total adjusted costs (including adjustments for
subsidies), and

d) contribute to the enlargement of its capital base, after generating a competitive return to its
shareholders: return on average equity, measured by the ratio of net operating income to average
net worth. Return on average assets provides a measure of how profitably resources are being
employed in the asset base to generate profits.  The two indicators are adjusted to smooth out the
effects of price inflation and subsidies in order to provide accurate comparison of profitability
levels from one time period to another.

74. Regulation should not depress the profitability of banks and regulated financial intermediaries.
Excessive liquidity requirements through high levels of mandated reserves, together with quantitative
quotas on loans for target sectors increase financial costs, damage profits and may encourage
disintermediation. Supervisory authorities need to recognize the importance of profitability and actively
encourage banks and regulated financial institutions to maximize it, because a sound banking and financial
system is based on profitable and adequately capitalized institutions. As indicated in Table 5 no mandatory
profitability indicators are proposed because it is not within the scope of regulators’ authority  to dictate
how MFIs and financial institutions should operate their businesses.

Liquidity risks

75. A controversial issue in microfinance is the balance between benefits and risks of offering deposit
services. For MFIs deposit-taking is a way to fund outreach expansion while reducing reliance on donor
support and, for poor households.  For poor households, deposit facilities in MFIs can provide a convenient
medium for savings which might otherwise not exist.  Mobilizing deposits establishes an MFI program as a
financial intermediary rooted in the community and not just a channel for delivering external funds.28  It can
also enhance loan repayment levels when borrowers see their own neighbors and relatives as the ultimate
source of their loans.

76. However, mobilizing deposits is a heavy responsibility for MFIs because their depositors are at risk of
losing their savings if an MFI without formal deposit-taking authorization fails due to poor management or
vulnerability to adverse external events.  When MFIs accept deposits, regulatory authorities may have no
choice except to bail out depositors whether or not deposit insurance is formally in place. The conclusion is
that mobilizing voluntary deposits beyond certain thresholds should be subject to prudential regulation as
well as mandatory coverage under formal deposit insurance schemes.29

77. In managing liquidity risk the important factors to focus on are the relationships between (i) readily
liquifiable and marketable assets vis-a-vis deposits from the public and/or wholesale deposits and
borrowings, and (ii) interest- and term-sensitive deposits and borrowed funds vis-a-vis total public deposits
and wholesale funds.  The extent of concentration in funding sources which is measured by the percentage
of total deposits and/or borrowed funds consisting of funds from the 10 largest depositors or fund-placers is

                                               
28  Consultative Group to Assist the Poorest (CGAP) Focus Note No. 8, op. cit.
29  In some countries where savings and credit cooperatives are not part of the formal deposit insurance system,  members’

deposits are “self-insured” through deposit insurance schemes in district or regional federations.
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likewise important because it indicates the degree of dependence and vulnerability an MFI may have on
particular types of funds sources.

Credit risk

78. Sound credit risk management entails the identification of existing and potential risks inherent in
lending activities. This involves the implementation of clearly defined policies setting forth the MFI’s credit
risk philosophy and the parameters under which credit risk is to be controlled.  Control involves limiting
risk through procedures that ensure adequate portfolio diversification. Clearly defined levels of authority
for credit approval also help ensure that credit decisions are prudent and within defined parameters. The
maintenance of detailed, up-to-date information on borrowers is a pre-requisite for ongoing risk assessment
by internal auditors and management.  An effective reporting system must generate accurate and timely
reports for management, the board of directors or trustees, external auditors and independent credit rating
agencies concerning the extent of an MFI’s credit risk exposure, as well as the status of its loan portfolio.

79. The loan portfolio of MFIs differs from that of other financial institutions in that the majority of
microfinance loans are very short-term in duration and are unsecured. This fundamental characteristic of
microfinance lending calls for close attention to key indicators of credit risk and tools for managing
portfolio quality, which are described below.  While the indicators can signal potential problems, it will be
indispensable to maintain close contact with clients and their businesses in order to make informed
assessments of their ability and willingness to repay loans.

a) Portfolio at risk: the relationship of loans with past due payments ≥ 90 days, to total loan
portfolio.  For MFIs internal guidelines for strict measurement of all loans with overdue payments
greater than 30 days is relevant because most MFI loans are short-term and unsecured.  The longer
the overdue period, the greater the probability of an uncollectible problem loan.

b) Measures of on-time repayment rate and loan recovery rate are indispensable for controlling
portfolio risk, as are patterns of delinquency according to sector or geographical market area;

c) Risk-weighted classification of the loan portfolio is an important area of internal governance
procedure that is worth standardizing for universal application by MFIs, simply because it makes
good management practice.

d) Aging profile of the loan portfolio identifies and classifies overdue loans by age and is
indispensable for managing loan portfolio quality.

e) Adequacy of loan loss provisions relative to total overdue loans provides a measure of whether or
not reserves for loan losses are under-provided and capital adequacy or solvency is understated.

f) Other sources of credit risk requiring attention are sectoral or geographical concentration and the
board-approved internal limits and procedures for loan approval and loan classification.

80. With respect to external regulation, only the MFIs with banking or finance company licenses are
subject to the portfolio quality and credit risk management procedures specified by a bank superintendent.
Attempting to place mandatory prudential guidelines on credit risk management by non-regulated MFIs will
only serve to stifle the innovation and flexibility possible in an unregulated operating environment.

Interest rate risk

81. The interest rate risk commonly faced  by MFIs is directly linked to their ability to adjust interest rates
on their microfinance loans vis-à-vis the interest expenses that are incurred for borrowed funds from
commercial banks and similar institutions. An MFI that can legitimately access deposits faces risks on the
interest expenses it incurs to mobilize such deposits.  In periods of volatility of interest rates on deposits,
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MFIs can be significantly exposed to interest rate risk.  In addition, MFIs will face adverse impacts on
profitability and capital adequacy.

Market risk

82. Market risk arises from the capital gain or loss that may result from investments made by an institution
in commodity, fixed interest-instruments, equity or currency markets.  Among the financial risks that MFIs
must confront and manage, this category of risks is of lesser significance because of the nature of their
operations and the reduced availability of resources for such investments.

Currency risk

83. Experience indicates that some MFIs have currency risk exposure because of foreign-currency
resources mobilized through borrowings from international banks and wholesale US Dollar certificates of
deposit.  The currency risk exposure arises because the liabilities are denominated in foreign currency,
while assets are denominated in local currency.  This is a classic case of currency mismatch in assets and
liabilities.  Another form of currency risk arises from the inability to convert from local to foreign currency
in a timely manner. When a currency mismatch occurs in the balance sheet, the usual risk-management
approach is to obtain forward foreign exchange cover which is normally available for short-term (i.e., one-
year or less) periods.  The other approach is to “self-insure” by establishing and accumulating a special
reserve fund for adverse changes in the exchange rate.30

Operational Risk

84. Microfinance programs that have been successful, cost-effective and transparent are characterized by
comparatively high volumes and low margins, decentralized operations and on-field delivery of financial
services directly to borrowing and depositing clients at the locations where they carry out their business.
The application of these specialized technologies works only with skilled and trained staff at all levels of
the organization, efficient telecommunications and transportation facilities, and an effective set of
management information, reporting and internal control systems.  These technologies  make internal control
and up-to-date management information systems indispensable.  The lack of written operating policies,
procedures, manuals and systems can signal exposure to substantial operational risk.  The more important
items consist of written policies on loan approval process, loan authority limits, loan portfolio classification
and loan loss write-offs, MIS reporting system and formally-constituted audit procedures.

                                               
30  This self-insurance system is the practice adopted by Asociacion para el Desarrollo de la Microempresa, Inc. (ADEMI) in

the Dominican Republic with respect to its long-term borrowings from the European Investment Bank.
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V.  Summary and Conclusions

Summary of issues addressed

85. The paper developed a working model of a regulatory framework for managing the different kinds of
risks inherent in microfinance operations. The model which is illustrated in Table 2 emphasizes risk
management as a dynamic continuing process (as opposed to static ratio management) and recommends a
licensing requirement for some categories of MFIs in the continuum, based on a threshold of funding
generated from the general public through retail deposits.

86. The discussion has emphasized that the fundamental responsibility for regulation of an MFI rests on
the shareholders and the governing board they have appointed. Vigilant and competent internal regulation is
a common necessity for the continuum of MFIs discussed in this paper.  The analysis highlighted the point
that  liability-generating activities beyond certain thresholds  trigger the need for external regulation.
When an MFI becomes subject to regulation, regulators then impose prudential guidelines over portfolio
quality, exposure to credit risk and liquidity levels, which are asset side activities.

87. The analysis also led to a delineation in the sharing of responsibilities and accountabilities for risk
management among several key players.  The financial risk management approach  to good corporate
governance is useful in analyzing the incidence of responsibility and the quality of performance of those key
players.  Bank regulators cannot (and should not always) prevent bank failures.  Their primary role is to
act as facilitators in an effective process of risk management and to evaluate and enhance the statutory
framework and environment under which regulated banks and MFIs can pursue an orderly process of
institutional development and transformation.

Major conclusions of the study and recommended action

88. The discussion generated some principal conclusions about regulating the organization and operations
of various categories of MFIs.  The conclusions arrived at are enumerated below:

• Require standard registration documents and procedures -- no different than those imposed on
regular corporate entities -- including the designation of a central governmental agency for
registration as corporate entities;

• Establish clearly understood thresholds for fund-mobilization from the general public as well as the
non-public wholesale sectors which should require registration, reporting and monitoring, and
compliance with registration and licensing procedures;

• Allow minor deposit-taking under an exclusion provision in the banking law, and authorize
wholesale deposit-funding linked to registration and minimum capital requirements for certain
types of MFIs not licensed as banks;

• Allow limited deposit-taking activities from the public under a limitation provision (linked to a risk
assets-to-capital or liabilities-to-capital level lower than the limit for regular banks) together with
requirements for maintaining liquidity reserves;

• Establish recommended limits on issuance of wholesale deposit substitute instruments, linked to
registration and minimum capitalization requirements;

• Establish internal governance and self-regulation structures and processes.  Ratios are useful only
as complementary tools in the exercise of prudent management by the board and senior
management.
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• Authorize unrestricted deposit-taking for MFIs which can satisfy the same prudential guidelines on
capital adequacy as licensed commercial banks, even though the required minimum capitalization
may be set at levels lower than those for regular commercial banks. It should be noted that many
countries’ banking laws do not allow for tiered-banking, under which licensed but specialized
banks can be established at levels of minimum capital lower than those for “universal” banks;31

 
 89. The experience in Bolivia, Peru and the Philippines with lower minimum capital requirements for
specialized institutions licensed to carry out limited banking operations demonstrates the use of a minimum
capitalization requirement as a standard of entry rather than a barrier to entry.  In the recent reforms to its
banking laws, Nicaragua will permit the establishment of nonbank financial entities with a non-profit
charter, a specialized microfinance and SME focus and shareholder capital at a level lower than that for
regular commercial (multiple) banks,32  The application of a liability-to-capital ceiling would complement
the standard of entry aspect of minimum capitalization, becoming a positive inducement for striving to
increase capital (and the resulting capacity to expand microlending) over time.
 
 Considerations for governments, donors and MFIs
 
 90. The worldwide inventory of microfinance institutions undertaken by the World Bank indicates that as
of September 1995, some $7 billion in loans to more than 13 million individuals and groups were
outstanding in the 206 institutions that responded to the survey  These institutions had also mobilized over
$19 billion in 45 million active deposit accounts.33  Supporting the survival and development of the
economic activities of the poor has become one of the priorities of the policy agenda of the 1990s.
 
 91. The financial system as a whole continues to evolve and find new ways to service demands for financial
services in the emerging markets.  The innovative and rapid development of many localized efforts to
provide financial services to the poor outside of formal channels has generally overtaken taken policy
formulation by governments.  The reaction of some governments (e.g., Bosnia, Bangladesh and others) and
multilateral agencies (e.g., Asian Development Bank)34 is unfavorable to microfinance -– comprehensive
regulation is being proposed for microfinance activities and institutions through mandated standards of
performance and risk-ratios. These proposals are based on untested hypothesis about the institutional and
market impact of moving from an unregulated environment to one that is as tightly regulated as formal
banks and financial institutions.
 
 92. Institutions specializing in supporting and promoting the development of microenterprise development
and microfinance services, such as the Consultative Group to Assist the Poorest (CGAP), US Agency for
International Development, Microfinance Program at the Economics Institute in Boulder, Colorado,
ACCION International, and Women’s World Banking to name a few, have initiated and promoted efforts to
bring about a supportive policy and institutional environment for microfinance.  This is being done by
promoting and intensifying dialogue among the key participants in microfinance -- government regulatory
agencies, microfinance practitioners and donors.  Aside from assistance through staff training and

                                               
 31  “Tiered-banking” exists in a few countries (e.g., the Philippines, Indonesia, Peru) where specialized banks may be

established at capitalization levels much lower than for regular universal banks, but with operations limited to
specifically-defined geographical areas and deposit-taking limited to savings and fixed deposits.

 32   In El Salvador, the thrust is to reform the law on Federacion de las Cajas de Credito and Bancos de los Trabajadores, which
will permit a new type of financial institution with lower capitalization requirements, taking deposits from the public
and providing loans primarily to microenterprises and small businesses.

 33  Julia Paxton and Carlos Cuevas, A Worldwide Inventory of Microfinance Institutions, Sustainable Banking with the Poor
(SBP) Project.  Washington, DC: The World Bank, 1997.

 34   Philippines – National Summit of the Coalition for Microfinance Standards, August 20, 1998.
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dissemination by seminars, workshops and publications to increase the awareness and use of best practice
methodologies in microfinance operations, donors can be very instrumental in providing policy guidance
and technical assistance not only in conceptualizing but also in the actual setting up of tiered and graduated
regulatory structures within which microfinance can reach the unserved and underserved economic sectors.
 
 Information, disclosure and reporting requirements and standards
 
 93. One of the foundations for a viable prudential regulatory framework is the collection, organization and
provision of operating and financial information on a timely basis, under a well-organized and orderly
reporting system.  The comprehensive and integrated risk management partnership among the key players
requires the provision and sharing of information among several of the key players. The information on
operations and financial results of an organization is generated periodically for the use of management and
the organization’s supervisory board.  The information to be shared with outside third parties will depend
on the requirements of external auditors, donors, regulators and outside stakeholders such as depositors,
clients and credit-rating agencies.  However, few MFIs are legally required to disclose their financial
condition with the rigor demanded of licensed banks, which makes meaningful comparisons of MFI
financial statements rather difficult.
 
 94. If they are operating prudently, NGO MFIs which are not subject to any form of regulation or
supervision by government regulatory agencies will maintain information systems, records and reports for
their own internal use.  These will include the quality of the loan portfolio,  the organization’s status as
regards operating and full financial self-sufficiency, the management of liquidity, liabilities and capital
funds.  To some extent, these important pieces of information are available and can be provided to donors
and other stakeholders without any undue burdens on the MFI.
 
 95. The question of what specific minimum standards of performance are relevant to or should be required
of MFIs in different non-regulated and regulated categories -- whether by donors, government regulators,
stakeholders or independent credit rating agencies -- is a more difficult issue.  The difficulty arises from the
need to recognize differences in country settings and accepted social and commercial practices and
conventions, but also because of the variety of microfinance institutions and their client base.  The global
experience in capital markets development has demonstrated the ability of independent, private sector-
organized credit rating agencies to establish credible market-based performance standards, and may provide
insights into how standards for microfinance institutions might be developed.
 
 96.  The Microfinance Program of the Economics Institute in Boulder, Colorado and CGAP are involved in
a project to develop a database on the financial performance of MFIs, to help MFI managers improve their
understanding of the performance of their own individual institutions through comparison with data from
similar MFIs in their peer group.  This is similar to the use by managers of commercial banks and other
businesses of peer group analysis as a valuable management tool.  Confidential reports to participating
MFIs on their individual financial performance in the context of an appropriate peer group are the main
product of the project.  The secondary output is a semi-annual  MicroBanking Bulletin which provides a
broader audience with statistical financial data on participating MFIs as a whole as well as on peer groups
of such MFIs.
 
 97. The World Bank can provide assistance through staff training and dissemination by seminars,
workshops and publications, to increase the awareness and use of best practice methodologies in
microfinance operations.  Building strong institutional management and financial performance should be
the focus of technical assistance and a prerequisite for obtaining access to World Bank loans. As a specific
example, the World Bank has elaborated policies relevant for lending to financial intermediaries, which
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supports countries to strengthen their financial sector policy framework, build institutional capacity to
function competitively in markets  (including rural, microfinance and SME sectors).  The policies explicitly
recognize specialized institutions such as MFIs, as acceptable channels, and support to these institutions is
not considered as directed credit. The CGAP program  coordinated by the World Bank has introduced a
new institutional approach anchored on a business-like partnership in which the roles and responsibilities of
the donor and MFI partner are clearly defined and delineated.  The donor assumes the role of an  investor,
with institutional performance of the MFI substituting for dividends a its return on that investment.35

 
 Final observations
 
 98. The usefulness of the model for a regulatory framework developed in this paper will depend on the
collection and organization of operating and financial information on a timely basis, under a well-organized
and orderly reporting system.  The comprehensive and integrated risk management partnership among the
key players requires the provision and sharing of information among the key players about their discharge
of respective responsibilities.  Since the organization and preparation of financial and operating information
can become an additional burden to the staff and resources of MFIs there is need to continue the effort to
simplify information requirements for government agencies and donors.

 
 99. Building the institutional capacity of MFIs enables microfinance practitioners as a group to influence
the design of policies and information reporting standards set by government agencies and by donors.  For
instance, the Regional Action Research model encourages the development and formation of microfinance
networks and has been an important tool for enhancing the capability of MFIs to work closely together in
their dialogue with donors and policy makers. 36   The build up of institutional capacity should enable the
directors and managers of MFIs to develop efficient management information systems for identifying and
managing risks and satisfy relevant data and information requirements of stakeholders.  There is an urgent
need for donors to synchronize their information requirements to avoid imposing undue additional costs and
operating burdens on MFIs.  In this regard, the collaborative work of  CGAP and the Microfinance
Program of the Economics Institute to establish a database through the MicroBanking Bulletin can be an
indispensable foundation for synchronized standards of information.
 
 100. For MFIs the principal challenge is to build up the institutional capacity to expand client outreach
and secure the financial sustainability of their operations.  Some microenterprise development programs
provide both financial and non-financial services to their clients.  Non-financial services vary widely
according to the socio-economic environment and the perceived constraints -- lack of business skills,
market connections, etc. -- faced by the target clientele.  For these institutions, there is a distinct need to
introduce and adopt sound commercial practices into their financial activities as well as to formalize the
provision of operating information.  These are best achieved through exposure to and application of best
practice techniques for managing risk, reducing administrative costs, increasing revenue and collection and
organization of information which is necessary for internal management and control systems.

 
 
 

                                               
 35   “Anatomy of a Micro-finance Deal: The New Approach to Investing in Micro-Finance Institutions”, Consultative Group to

Assist the Poorest, The World Bank, Focus Note No. 9, August 1997.
 36  “Regional Action Research on Sustainable Micro-Finance Institutions in Africa: Basic Guidelines”, The World Bank,

Washington, DC (1997). The five-year action-research program, which was initiated in 1994 to support innovative
techniques and effective networking, currently covers six countries in the Africa region: Kenya, Ghana, Zambia,
Ethiopia, Cameroon and Mozambique.
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Schedule 1.  Summary of South African Exemption Notice
 

 1. The South African Banks Act of 1990 establishes the statutory definition of  the “business of a bank” and,
subject to the approval of the Minister of Finance, designates limited financial intermediation activities that are
explicitly excluded from the legal definition of banking business.  The exclusion notice took effect January 1, 1995.
 
 2. As provided for in the Banks Act, the exemption notice pertains to any financial intermediation activity
carried out by a group, among whose members exists a common bond.  The law provides very clear definitions and
specifications of the following aspects of common bond groups, registration, reporting and excluded activities:
 

• What constitutes a common bond,
• Types of associations that satisfy this common bond requirement (e.g., employees’ credit union or savings

and credit cooperative, “stokvel”, housing finance cooperative),
• Deposit-receiving and fund-disbursing or lending activities of the group and its members that are

excluded from the definition of banking business,
• Compliance with requirements for registration with appropriate government authorities, submission

thereto of audited financial accounts and operating reports and publication of financial reports, and
• Monetary ceilings (less than R1 million for Group I and between R1 million to R9.99 million for Group

II) on the amount of members’ subscriptions that may be held by the common bond association in order to
continue to qualify for the exclusion notice.

3. In other countries (e.g., Colombia, Bolivia, Honduras, Sri Lanka, Philippines, Taiwan, Canada and the
Netherlands) common bond associations and organizations are established and operate under the jurisdiction of a
Cooperatives Law which specifies requirements for registration and reporting, permitted activities not subject to
banking statutes and income and sales taxes and criteria for membership similar to the South African legal
provision.  The principal difference and innovation in the South African approach relevant for developing
countries is that the exclusion from the statutory definition of the “business of a bank” is contained in the Banking
Law itself, thereby unifying the supervisory and regulatory jurisdiction within the banking superintendency.

4. The key provisions of the South African exclusion notice are listed below.

DEFINITIONS

1. A ‘common bond" exists between

(a) members of a specific group consisting of employees of the same employer who are members of the same
savings and credit scheme that is operated and administered on behalf of such group of employees in
accordance with set rules agreed upon between such group of employees and their employer;  or

(b) members of a specific group that may be described by the term or concept known as "Stokvel", which

(i) is a formal or informal rotating credit scheme with entertainment, social and economic functions;
(ii) fundamentally consists of members who have pledged mutual support to each other towards the

attainment of specific objectives;
(iii) establishes a continuous pool of capital by raising funds by means of the subscriptions of members;
(iv) grants credit to and on behalf of members;
(v) provides for members to share in profits and to nominate management;  and
(vi) relies on self-imposed regulation to protect the interest of its members;  or

(c) members of a specific group, governed in terms of rules agreed to and signed by the group's founders,
exclusively established for the purpose of raising funds and applying or holding available such funds for
housing advances to members, irrespective of whether or not such group is bound by its rules to terminate
upon the expiration of a fixed period or upon the occurrence of an event specified in its rules;  or
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(d) members of a specific group that chooses to identify itself by use of the name Credit Union or Savings and
Credit Cooperative-

(i) which group consists of persons of similar occupation or profession or who are employed by a
common employer or who are employed within the same business district;  or

(ii) which group has common membership in an association or organisation, including religious,
social, co-operative, labour or educational groups; or

(iii) which group resides within the same defined community, rural or urban district, and
(iv)    which group receives funds from members against the issue of stock or by means of the subscriptions

of members;
"employee" means any person who is employed by or working for an employer and is receiving or 

     entitled to receive any remuneration,
"employer" means any person whosoever employs or provides work for any person and remunerates

     or expressly or tacitly undertakes to remunerate him;
"group" means a number of natural persons;
"member", in relation to a group as mentioned in subparagraph (a), (b), (c) and (d), means a person 

     who contributes towards the funding of the group in order to obtain any benefit in terms thereof.

DESIGNATED ACTIVITY

2. Subject to the conditions set out in paragraph 3, the acceptance of money by or on behalf of a common bond
group from such members and the pooling and utilization thereof for one or more of the following objectives:

(a) The relief or maintenance during minority, old age, widowhood, sickness or other infirmity, whether 
bodily or mental, of members or their husbands, wives, widows, widowers, children or other relatives or 
dependents;

(b) the granting of annuities, whether immediate or deferred, to members or to nominees of members, or the
endowment of members or nominees of members;

(c) the provision of a sum of money to be paid or other benefit to be provided-

(i) on the birth of a member's child;
(ii) on the death of a member or any other person mentioned in paragraph (a) or in the form of an

endowment insurance on the life of a member or such a person;
(iii) towards the expenses in connection with the death or funeral of any member or any such person;  or
(iv) during a period of confined mourning by a member or such a person;

(d) the acquisition of movable goods by a member;
(e) the acquisition of any land by a member;
(f) the erection, on any land, of buildings for residential or business purposes or the acquisition of any such

buildings by a member;
(g) the insurance against fire or other contingencies of the implements of the trade or calling of any member;
(h) towards expenses in connection with any recreational or social event of a member;
(i) the provision of a sum of money to a member on a member's leaving the services of his employer owing to

dismissal, resignation or otherwise;
(j) the relief or maintenance of members, or any group of members, when unemployed or in distressed

circumstances;
(k) the provision of money for the advancement of the education or training of members or their children;
(l) the establishment of any business by a member;
(m) the development of the community to which the members belong;
(n) the provision of means for members to receive interest or a dividend on their contributions.
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CONDITIONS

3. The conditions referred to in paragraph 2 which are applicable to a common bond are the following:

(a) none of the activities of a group may fall within the objectives of a pension fund organisation as set out in
the definition of "pension fund organization" in the Pension Funds Act, 1956;

(b) the rules of a group shall not entitle any member at any time, albeit subject to any such notice as may be
prescribed in the rules of the group, to withdraw the full amount of his contributions;

(c) a group as mentioned in paragraph 1(b) shall either be a member of or be affiliated to the National
Stokvels Association of South Africa ("NASASA") or any such similar representative self-regulatory body
approved in writing by the Registrar of Banks;

(d) a group as mentioned paragraph 1(d) shall either be a member of or be affiliated to the Savings and Credit
Co-operative League of South Africa ("SACCOL") or any such similar representative self-regulatory body
approved in writing by the Registrar of Banks;

(e) the benefits of the members of the group shall not be provided exclusively by way of loans that, in terms of
the rules of a group, must be repaid;

(f) a group shall keep, in one of the official languages of the Republic of South Africa, such accounting
records as are necessary to fairly reflect the state of affairs and business of a group and to explain the
transactions and financial position of such group;

(g) a group shall fix a date on which, in each year, its financial year will end, and such financial year shall be
a group's annual accounting period;

(h) a group shall within 120 days after the end of each financial year cause annual financial statements,
pertaining to its affairs and business in respect of that financial year, to be made out in one of the official
languages of the Republic of South Africa;

(i) a group must fit into one of the following categories:

i. Category I: not holding from members subscriptions amounting to more than R1 million;  or

ii. Category II: holding from members subscriptions amounting to more than R1 million but not more
than R 9.99 million;

(j) the financial statements of a group that fits into Category II shall be presented to a person duly registered
as an accountant and auditor, in terms of the Public Accountants' and Auditors' Act, 1991 for purposes of
the drawing up and presentation of a report;

(k) in the event that the accountant and auditor is unable to make a report or to make it without qualification,
his report shall state the facts or circumstances that prevent him from making his report or from making it
without qualification;

(l) for a group in Category II, copies of such audit report shall be presented within 60 days after completion:

i. for a group as defined in paragraph 1(a), to the members of and to their employer, or

ii.    for a group in the “Stokvel” category, to the members of such group and the National Stokvels
Association of South Africa ("NASASA") or any such similar representative self-regulatory body
approved in writing by the Registrar of Banks;  or

iii. in the case of a group as defined in paragraph 1(c), to the members of such group;  or

iv. in the case of a group as defined in 1(d), to the members of such group and to the SACCOL or any
such similar representative self-regulatory body approved in writing by the Registrar of Banks.
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