Sustainability of Microfinance
Institutions in Financial Crisis*

Lenka DOKULILOVA - Karel JANDA —
Pavel ZETEK

Introduction

In recent years, microfinance has received incngasittention in
many discussions about the never ending problemgoekrty and
economic growth promotion. The role of microfinanestitutions (MFI)
was expected to have increased importance aftdimtéuecial crisis in the
USA. Microfinance has demonstrated that poor peopie viable
customers as long as their financing is approaahdte right way, which
required that moral hazard, adverse selection #mer @agency problems
were mitigated. Microfinance development led to wanber of strong
institutions focusing on poor people’s finance @ndegun to attract the
interest of private investors. But despite thedaeaements, there is still
a long way to go to extend the access to thoseofimance institutions to
all who need financial services.

This paper focuses on sustainability of microfiranastitutions
during financial crisis. Following this point ofexv, we first describe the
position of MFI, products and services in moderwrofinance and their
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position in developing countries. Next, we concatetion the role and the
performance of MFIs worldwide in the light of fingial and economic
crisis in recent years.

Microfinance institutions as providers of financial
services

Microfinance institutions originated in developingconomies. It
might be found that microfinance is important esgécin the lending to
rural population. Microfinance institutions complent and sometimes
substitute other ways of providing credit to runabpulation like
government credit guarantees and subsidiestfura, 2006, 2008, 2009).
For the understanding of their functions and openat their position in
the finance services sector in the developing ecmshas to be explained
first.

The most obvious group of finance providers botldéveloped and
developing countries is represented by the wellkmaraditional
banks. These institutions never (or hardly ever) proviidancial services
to the poor clients. And there are many logicalsoes for that. The
problem ofadverse selectioandinformation asymmetr{ex ante as well
as ex post moral hazard) is substantially morerseivethe case of these
customers. The poor has no or very little incorheytdo not have steady
employment and cannot offer any collateral, whigmks require. The
poor clients have no credit history, banks arefayoaway to verify and
observe their behavior — there is little informatidn addition, the loans
are generally far too small compared to transactmosts (bad
information, no addresses, no infrastructure..gspite these facts, the
potential of credit markets in developing countrigshigh. Potential
entrepreneurs are usually missing starting seedtataput returns on
certain small businesses are fairly high. The rnstuon businesses in
agriculture and trade can be above 100% annuallgx{®, Ghana,
Kenya). According to the empirical evidence, annuaturns on
investments in microenterprises often exceed 1Qf% t

The other source of finance is represented ricrofinance
institutions, which could be classified into three main categmri
depending on the regulatory thresholds of theianizational structures:
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Informal institutions(self-help groups, credit associations, families,
individual money lenders) properly do not have stegus of institutions.
They are providers of microfinance services on lantary basis and are
not subject to any kind of control or regulation.

Semi-formal institutiongre usually registered entities, subject to all
relevant general laws. They can be defined as fimenmace financial
intermediaries (MFFIs) and they represent the rrasitional category of
MFI: they are mostly credit-only institutions whighrovide various
financial services but generally they do not cdlledeposits or
alternatively they cannot grant credit, as is thsecwith postal saving
banks. Therefore, MFFIs are subject to financiglfatory requirements,
according to the wideness of their financial intedmation activities, but
they are not under banking regulation. Within ttasegory, it is possible
to include different types of institutions with fifent structural and
organizational complexity (financial NGOs, finariat@operatives, credit
unions, postal saving banks). The most popular arkspread are,
however, financial NGOs that operate principallydffering microcredit
as part of development projects, often combinedh vitie offer of
technical assistance and other social interventionseneficiaries. To
this aim the NGOs make use, in part or entirelyfurfds donated by
supranational institutions and agencies, as welfras donor states.
Some of the most developed NGOs offer differentesypf financial
services, raise private funds and collect savings ftheir clients.

Formal institutions can be further classified into three main
categories: microfinance banks (MFBs), microfinararéented banks
(MFOBs) and microfinance sensitive banks (MFSB$ley can all offer
credit and they are all deposit-taking institutiofts these reasons, they
are all under banking regulation. Within MFBs, st possible to list a
limited number of pure microfinance banks (PMFBs)pperative banks
and development banks.

PMFBs are banks specialized in offering only micrafhce services.
These may be the result of upscaling of NGOs speethin microcredit
that have converted to banks in order to maximize &conomic
sustainability of their initiatives and widen thelrent base. Alternatively,
such intermediaries may result from a process wiapration of public
banks, with the aim of providing financial suppa the local
community. Lastly, they may be newly created bankgh aim to enter
into the microfinance market because they have ladacted by the
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large profits and positive performances achieved ifgrmediaries
specialized in micro-enterprises.

Microfinance services can also be offered by déffeertypes of
cooperative institutions, which operate exclusively mainly for the
benefit of their own members. These include morgaoized credit
unions — such as those based in the UK and Iretahith offer credit
and other services to their own members; the Rmg&8avings and Credit
Associations (ROSCAs), more common in developingntees, which
provide rotating credit to their own members usnmegources from a
centralized fund made available by the savings loed tmembers
themselves; and cooperative credit banks. Despég tlifferences, the
common characteristics of these institutions liethe legal status of
cooperative companies and in the possibility tdecbltime deposits,
mainly through partners. On the other hand, thexchdo offer demand
deposits is largely prohibited by regulatory auifies, due to the higher
complexity that would derive for those institutions liquidity
management, as well as for the higher contributbotine systematic risk.
Development banks are large, centralized, and lysgavernment-owned
banks created to support specific sectors (smadinkess developing
banks) or geographic areas (rural development Banks some
developing countries they also take the form ofaig banks. Finally, in
recent years, within formal microfinance instituso it has been possible
to include some commercial banks, banking groupd &nancial
conglomerates. Here, two categories of intermegiacan be identified:
microfinance-oriented banks and microfinance-semskianks.

In the area of microfinance-oriented banks it isiole to group
together all the banks or financial institutionsiethare specialized in
financing small to medium enterprises and micreegmtses and which
are therefore professionally inclined to take ativagart in microfinance
programs. These are mainly small, local banks,ngtyorooted in the
local territory, as well as financial institutiomghich come directly from
local bodies. Finally, in the sphere of microfinarsensitive banks it is
possible to include all the banks and financiakimtediaries that, for
economic reasons or for the positive externalidiesving for their own
image, view microfinance as an attractive oppotjunihese mainly
consist of banking groups, particularly large ones, financial
conglomerates which decide to enter into the micaofce sector —
downscaling their traditional activities — albeid ta limited extent
compared to their own core business, creating Bpecbmpanies or

10



European Financial and Accounting Journal, 2008,4;ao0. 2, pp. 7-33.

specialized divisions within their organizationsqlyheux — Vallelado,
2008).

The nature of microfinance: microfinance vs.
microcredit

Micro-credit is defined as a credit (small amourgs)vided to very
poor, often unemployed people without any colldtdmhelp them live
bettef. Just small credits can help these people to réfpeiy previous
loans and start their own new business. The amaoiuatedit is smaller
and the credit cycle is shorter than standard loahscommercial
institutions — typically from six to twelve monthsith weekly or
fortnightly installments. The system of installm@nvhich is built on
regular, fixed small installments starting verylgafter contract is signed
is less encumbering for clients but is more exgctrom administrative
aspect.

The interest rate of microcredits seems to be eyl in comparison
with standard bank loans in developed part of tlueldy The interest
earnings should cover the probability of defaulflation and mainly the
administrative costs; they can be 10 — 25% of thne ef credits advanced
by MFI>. The most of MFIs are financed externally by in&ional
organizations, NGOs or the state budgets — theunead dependence on
this revenue and self-sustainability should be thiking point in
following sections.

What is microfinance? Microfinance refers to snsaifle financial
services — primarily credit and savings — provitiegeople who farm or
fish or herd; who operate small enterprises or oeioterprises where
goods are produced, recycled, repaired, or sold) ptovide services;
who work for wages or commissions; who gain incdnoen renting out
small amounts of land, vehicles, draft animalsyachinery and tools;
and to other individuals and groups at the locakle of developing
countries, both rural and urban (Robinson, 2001).

Thus, the broader definition oficrofinance includes not only
microcredits but also other financial services,chhian be offered to the

! The poor means at least 900 million householdsrat the world.
2 According to Muhammad Yunus, the interest rat#Bfs should be determined max.
10% above market interest rate.
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poor. Interested economists soon found out thabniyt small credits but
also other services connected with lending coulprawe economic lives
of the poorest. In these days we can also incloggdvements in health
care and infrastructure to the system of microfaearThe most of MFIs
connect their credit services also with educati@radaving programs or
business trainings, retraining schemes or techtrigalings. Logically the
investments can be more profitable when the pebylee access to
training, which can improve their skills. The costkthese programs
obviously increase the interest rates but the gamngoth the borrowers
and MFIs outweigh them. For example in organizatiasPro Mujer and
Freedom from Hungerthe training is a central part of the provision of
credit. The courses for dressmakers are very com#diber successfully
passing the course, women can ask for credit osdatweng machine. The
training needs to be focused not only on businedeahnical skills, but
also on better knowledge of proper nourishment stipof children: the
nutritious foods to feed children, the importantdm@ast feeding or how
to treat a child with diarrhea (MkNelly, Watetipatsen and Dunford,
1996).

Various researchers found that the poor do not halethe
expenditures in small sums, e.g. for clothing asmtf From time to time
they need also bigger amounts necessitated byafitfesituations. Some
can be predictable like a dowry, the educationhaleen, home building
and festivals. Very poor people spend surprisinigly of money on
various festivals (Banerjee and Duflo, 2006). Amotsituation can be
unpredictable like emergency cases such as a sugilclaress and injury
or wars, floods or other natural disasters. Fingdliyimportantly, the poor
can face an investment opportunity such as buyiud lor other
productive assets or setting up a new businessthiése cases people
should have some savings, but poor people haviuifés to save in
traditional institutions or at home, thus, theytmymake use of other non-
official ways like deposit collectors, credit cooperatives Rotating
Savings and Credit Associations (ROSCAgre is a place for another
innovative component of microfinancemicrosavings.

Brief history of MFIs
Over the past 10 years, microfinance has rapidlplved and

expanded from the relatively narrow field of miewterprise credit to the
more comprehensive concept of microfinance (whnadhudes a range of
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financial services for poor people, including sggnmoney transfers and
insurance) to the enormous challenge of buildingusive financial
systems. Although the history of microfinance coble divided into
several pivotal parts, the revolutionary progress witiated in 1976 by
Muhammad Yunus. This economic professor and suitdefssinder of
the Grameen Bank of Bangladesh started out by nga@B USD for
working capital to a group of petty traders andftergeople, mostly
women, in the village close to Chittagong UniversiVith a simple
system of small and frequent payments and mininzgdepvork, the
women paid back their loans in full and on timeatidition, micro credit
program has found that women are more likely taydpeir loans and in
general are more reliable borrowers. But more irtgmily, given that
microcredit’s purpose is primarily social, womendéeo spend their own
earnings on better nutrition, housing and educdbotheir families. This
brings long-term benefits to the community, cuttimgo the cycle of
chronic poverty and dependency. A recent World Bstokly shows that
wage levels are higher in the villages served bgn@en and that the
health, education and self-esteem of its borrowadstheir families have
significantly improved (Vukson, 2003).

Many organizations from NGOs to chartered banksHailowed in
Grameen’s steps, adapting its techniques to widelyferent
environments. These successful advances whicholéldet improvement
of poverty in developing countries were awarded 2006 when
Mr. Muhammad Yunus and his Grameen Bank obtained\tbbel Peace
Prize ‘for their efforts to create economic and social @lepment from
below” (Nobel Foundation, 2006).

Products and services in modern microfinance

For a long time the offer of financial servicesléav-income clients
meant the granting of microloans to develop micenesses. The
beneficiaries of microcredit have typically beeme poorest of the poor’,
the “poor” and women, who have mainly benefitechfemall loans used
to finance their cash flow. In the past decadesauredit projects have
assumed wider features than their original onesnddern microfinance
the “poorest of the poor” are no longer the onnes. All the victims of
financial exclusion have now been added to theitiomel target
beneficiaries. In addition to developing countrigbere are now
industrialized countries with high levels of fingadc exclusion; in
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addition to the non-profit institutions there areever-increasing number
of traditional credit intermediaries.

The step from microcredit to microfinance requitée effort of
reconsideration of the business models and thakdisbn methodology
of financial services. It is not by chance that gpnauthors define the
current period as the “financial services era” @amdkerline how the recent
consideration of the variety of new financial seed motivates the
knowledge of an increasing complexity and variefyneeds of low
income clients (Rutherford, 2003).

The poor, in fact, do not only need productive kahey need further
financial services in order to meet other specigeds. Examples are the
demand for credit or savings in order to provideicadion for their
children; the need for insurance services to dél shock or emergency
situations; the requirement for savings and instgaservices to meet the
costs of old age and funeral services. From thrspsetive, it is then
possible to distinguish between the following neejsnedium and long
term funding needs (circulating and fixed capithl),access to safe, fast
and cheap payment systems, c) saving and liquitkgtyds or d) risk
hedging.

Such needs can be met by using the typologiesnahdiial services
that are typically considered in the studies ofifficial intermediation:
credit products — the most common credit products in microfinaace
microcredit and microleasing. The first is offenedinly for circulating
capital needs and rarely for needs in the mediulortg term. The second
one is for lasting needs. Some of recent expergewtemicro-venture-
capital can also be added to credit products.

The second most widely used group is $heings products— saving
mobilization is an important tool in microfinandsyth for MFIs and the
clients. For MFIs the collection of the savingsresents a fundamental
instrument in achieving sustainability. Indeed,isgvmobilization allows
clients to obtain the resources to finance the b the loan portfolio
and consequently, to become independent from gSebsiok external
financing. For the poor and more generally, forafioially excluded
people, access to deposit services allows themaoage emergencies
and to meet expected expenses, such as educatorage ceremonies,
old age and death. Microbusiness incomes are afiiecertain and
irregular, which is something that implies diffitak in acceding to types
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of credit that require fixed regular repayments.tiese cases, savings
represent a fundamental instrument in the managemketemporary
imbalances in the microbusinesses. Furthermoremtgerity of the poor
receive flows of remittances from their familiegitig in urban areas or
abroad; access to deposit services is, therefemessary in order to keep
these payments secure. In microfinance the demandalving deposits
acts with the same motivation that characterizes fthrmal system:
savings are, in fact, the money saved today topleatsin the future for
the needs of the family and for business.

Another essential financial service presents theadled payment
services— alongside savings and loan products, a limitedber of MFIs
have begun to offer payment services also. Theseiraiuded in a
category of financial services that the poor regueorder to have the
possibility of transferring money through securarfels. The demand
for such services derives mainly from those caiegaf clients that have
a greater managerial ability and those who neegetéorm transactions
through alternative means to cash — often assalcwatd deposit products
— such as checks, bank transfers and credit/dabilsc Recently some
MFIs have begun to offer credit cards, debit caatdsl smart cards.
Overall the demand for payment services arises Rsidering the
necessary exceptions — through the specific neédsamking clients:
safety, availability and accessibility to paymenstruments, fast and
cheap settlement. On the other hand, the MFIsatfiet payment services
are not, so far, numerous because of the complexitige infrastructure
and the technology that the payment systems require

Last group are thesurance products— the demand for health and
loan insurance derives from the need of low-incamstomers to limit
and cover the risks in case of death or loss oétasdicroinsurance
products, drawn up to reduce uncertainty and ifscef, represent a
fundamental instrument in microfinance, given thénerability of the
poor to risk. Natural disasters, health problemghefbeneficiary or death
of livestock, which are all events that can be te@h by microfinance,
do find in insurance cover an important managersefuttion.

It is necessary to point out, that microinsuraisceot always the best
solution for reducing the vulnerability of the potw risks and for
improving the quality of the loan portfolio. Insa is a high risk
business; in developed countries this is limitethurance companies or
to financial intermediaries used to managing a lIsingortfolio of
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numerous and similar risks. In developing counfrieany MFIs operate
at the limits of legality, this being due to an awdrable legal and
regulatory context and/or the inability of many MFo define and

successfully manage microinsurance schemes. Tispseta show that it
is very often advisable to create partnerships viihmal insurance

providers, rather than offering microinsurance picid directly. These
partnerships present various advantages for foimsaters as well as for
MFIs. The insurers can gain access to new markés can benefit

from the expertise of formal institutions in defigi client responsive
products, without having to spend time and res@ince¢he design phase
of the product. On the other hand, offering insaeaproducts directly
involves incurring greater risks, especially if tmsurance side of the
business is not separated from the savings and ctiedit side.

Furthermore, directly offering insurance produ@gquires different skills

from those required for credit or saving supplyndfly, the MFIs can

incur more moral hazard problems (Torre La — VeR@Gf)6).

Problems affecting MFIs

Although there have been various successful storadmut
microfinance institutions helping the poor, thegdanany problems. The
problems can be solved on many occasions but soeetcannot be
avoided. We discuss the problems MFIs face underfahowing broad
categories.

1. Ethical Reasons Microfinance institutions can be often viewedaas
profit making organization. The desire to make ME&ls industry,
commercialize micro-lending or enable them to bprafit making
institutions should not distract them from one impot aspect for
which they are formed in the first place: socialvex by enabling
poor to work on profit making projects or small imgsses. Many
times, the lack of this aspect can lead the minewfce institutions to
behave similarly to the local moneylenders. Furti@e, the
important point of corruption cannot be neglectédother reason of
failure has been the lack of motivation. MFIs tlerion better
economical conditions and an economic down turnioaar heavy
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loss on them. In such adverse situations, MFIs rgdigelose man
power tod.

Managerial ReasonsOne of the major problems which the MFIs can
resolve is managerial problems. They tend to béyfsiraightforward
and the solutions to them are also pretty straogiviird. Managerial
problems are a major factor and they have moretsfthan any other
problems discussed. These problems include maitdgk of
management training, poor record keeping and olsiolack of
management capacity.

Legal Reasons Microfinance institutions can be viewed as a abci
organization helping the poor but also as a profganization. In

many countries, profit organizations are registarader different set
of acts and non-profit organizations come undderdht legislations.

On the first view, it could seem unsubstantial, these legalities

sometimes create complicatiéns

. “Unfortunate” Reasons. Sometimes microfinance institutions have
to face problems which cannot be resolved. Thesbl@ms arise in
cases when something “unfortunate” happens to &opeior a
community (e.g. a flood or famine can kill the hepé farmers to pay
their loans).

Other Reasons There are various other factors for the failur&é& .
Firstly: a) lack of vision is a factor which pushesw MFIs into
extinctions. Formation of an MFI requires consitidgaresearch and
should have a clear cut vision of why they are atyeg and the
clients they will be serving. Sadly, due to lacke$earch MFIs set up
by NGOs fail to scale up. b) MFIs need trained fstaforder to

In Tanzania, during economic down turn the MFIsfgrened poorly because of lack
of motivation, resulting in below par loan repaymen

For example, TBF had to face some problems suchoav to lend loans as a
charitable organization in India. In India, TBF pah register as a bank given the
enormous barriers for becoming one. Instead, TBérted to register itself as a
charitable foundation and trust, which enablea iteceive funds internationally and
domestically for development purposes. But as aiteliide foundation, TBF was not
allowed to indulge in money lending and hence @dink distributed by them were
entered as “aid”. The repayments were entered @sattbns” with 8% service fee. In
an idealized situation this is good but TBF stéishto face chronic defaulters who
don't repay loans. The usual tactics in this casmiea combination of personal
persuasion and religious obligations.
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operate. In several cases, drop out of trained istaery high which
reduces the reach of an MFI. Furthermore, the ‘jdirap out” rate is
more than the “coming in” rate. c) MFIs serve stcieut they are
also a profit-making institution. In many cases, IM&chieve a lot of
success in their programs in initial period, b@tifail to maintain the
same record in the long run because of lack of gr@ommercial
orientation, thus making them unsustainable.

The historical financial crises and their impact onMFIs

Before the discussion of the microfinance aspefctiseocurrent global
financial crisis, we will provide a few comments the previous recent
crises. We will obviously concentrate on the Ilessahich the
microfinance could draw from those crises.

We will start with theAsian financial crisis in the second half of
1990’s. The causes of this crisis are mix of déf@rreasons but common
factors included overvalued exchange rates, straictveaknesses in the
financial sector and excessive short-term borrowfrge of IMF) —
leading to asset price inflation, speculation amdr@ases in non-
performing loans. These events led to recessiarumber of East Asian
countries, slower growth, sharp increase of uneympémt, increased
inflation and higher interest rates. The most badfgcted countries were
Thailand and Indonesia. On the contrary, the Rtifigs survived initial
shock well and little impact can be observed atsmdia and other South
Asian countries.

This economic and financial crisis could offer nentof potential
implications for microfinance. The economic recessiesulted in fewer
job opportunities in the formal sector, forcing mgreople into informal
sector of economy. In combination with higher paéyethis increased
number of potential microfinance clients — borrosvespecially. At the
same time, the profitability of microenterprisel, f@hich was caused by
increased competition among microentrepreneurseshuted demand for
their output. Resources for government developnm@ograms, often
supporting MFIs, decreased. The weaknesses indi@ainstitutions and
overall financial system were made more visibleconditions of the
crisis.
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All these effects of crisis had direct and indiréciplications for
microfinance. The preliminary results of surveyBMWTP® (April 1998)
and survey of McGuire and Conroy (1998) were that drisis affected
more Indonesia than other countries, although ottamtries as the
Philippines, Malaysia and Thailand were influencédhe crisis had
greater impact on institutions serving small busenelients than on
specialist MFIs serving the poor. And logical carsibn is that MFIs that
were more linked into the formal financial systeuffered more.

As another significant financial crisis could bgaededthe financial
crisis in Latin America in years 1998 and 1999. The mainly discussed
affected countries were Argentina, Brazil and Mexibut also other
countries suffered heavily without such publicityireluding Bolivia,
Colombia, Ecuador and Peru. There were other faethich contributed
to deterioration of this crisis in particular coues — civil war in
Colombia, the EI Nifio-Southern Oscillation phenoorenn Peru and
Ecuador and the crackdown on coca production invBBolThe economic
slowdown heavily influenced the financial statersewnf commercial
banks — growth of loan portfolio stagnated, prdiiity fell and problems
with loan repayments began to rise. The bankinglatgrs were trying to
prevent growing number of banks’ falls. The MFIsrev@ot immune to
the economic situation in Asia as well as in Lafimerica, but after
years, we could say that well-established MFIsqreréd as well or even
better than their counterparts in the commercidl gpiathe banking sector.
Some MFIs showed that their business strategy doelldiso a powerful
tool for surviving and growing in hard times.

For example, in terms of growth the leading MFIs Bblivia,
Colombia and Perave outperformed countries’ commercial banks every
year since 1997. After hard times in 1998 and 1998 portfolio growth
of MFIs reached substantially high level in 200@'%#9% in Peru and
26.8% in Colombia. At the same time, although growt commercial
banks’ portfolios also improved slightly, they ktieported almost no
growth rates. In case of Bolivian MFIs, they stilltperformed country’s
commercial banks every year from 1997 but the pgexk slowed. The
worst time of Bolivian MFIs was in 1999, when Bomers’ Revolt took

®> The Banking with the Poor (BWTP) Network initiatedrvey of the impact of the

crisis on microfinance. Survey covered nine Southésian (Indonesia, Malaysia,
the Philippines and Thailand) and South Asian (Bsdhesh, India, Nepal, Pakistan
and Sri Lanka) countries (McGuire, 1998).
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off. The commercial banks of Bolivia and Peru math¢o keep their
returns on breakeven level, but Colombian bank&®apced substantial
fall of profits.

On the other hand, MFIs managed to maintain nog bigh growth
rate of portfolio but also its quality during theists. For example in
Colombia through the period 1997 — 2000, the loalinduency rates of
MFIs were kept near to level of 3% but rose to deubigits for
commercial banks. The MFIs used many strategipseeent bad impacts
of crisis but the three general types can be ifledt survival (case of
FIE), consolidation and growth. These tactics had entig a common
goal to maintain healthy portfolio, liquidity, s@rcy and low recovery
and operating costs. The MFIs with sufficient cajyaand preparation
could begin to serve new segment of clients orfter mew services. But
all these strategies have depended on preservedtyioyf clients and
adaptability of both clients as well as MFIs. Thelity of adaptation of
low-income individuals and enterprises was the &dyantage for MFIs
in comparison to large commercial institutions seywvealthier clients.
The MFIs, as Argentinean FIE, were inspired by salaipty of their
clients and began to adjust their business a@svitd survive the period
of crisis — extension of open hours, working also Sundays, visiting
clients in their shops and homes, extension of yryeat period or
rescheduling of delinquent loans.

The next important factor which helped MFIs to suevwas the
international assistance during crisis. The stulyVestley and Shaffer
(1999) which stated that microenterprises in Bradiéxico, Belize and
the Dominican Republic generated 20% of their G#uenced big
financial institutions as the IDB to support miénaince sector. In period
from 1990 to 1999, the IDB financed Latin Americamcrofinance
projects by the amount of more than US$ 690 milli®ach international
financial injections were important for example fBanco Solidario
Ecuador. Because of its well-organized business, pheey received US$
30 million from group of international investors &h Ecuadorian
government was not able to obtain financial aid.

The Current Financial Crisis & MFIs

The pending crisis already began in mid-2000s wherUS economy
shifted to an imbalanced macroeconomic positionboth internal and
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external levels (TeplyCernohorsky andCernohorska, 2009). In 2007
problems of the US subprime market materialized rasdlted in the US
market instability, unleashing a global financiantagion that spread
around the world, roiling markets and causing waddnomic upheaval.
Relaxed lending standards and lack of transparehdle US subprime
mortgage market has taught risk management lesbanhsvill be crucial
for future financial markets development. For ins& NINJA loans
were provided intentionally to applicants with awlareditworthiness
while requiring only little information about theg@licant (Chalupka and
Teply, 2008).

As a result, the present global credit crisis does seem to be an
ideal situation for providing unsecured loans toyvaoor people without
relevant credit history. However in comparison witkher financial
institutions, the MFIs have survived past finanaakes relatively not
affected. As we have seen, during the Asian casid crisis in Latin
America the institutions serving poor people gelen@erformed better
than commercial banks.

The size of impact depends on several factors, sssfructure of
institution’s liabilities, institution’s financial state and economic
health of clients So far, there is little evidence showing that noatients
have been affected by the crisis. Moreover, itisaasy to identify which
effects are directly related to the crisis and Wwhare connected to
preexisting situations or conditions.

The most of MFIs successfully survived past finaharises, but
history does not have to be the guide for predictime outcomes of all
future crises. Microfinance is much more connedtedinancial market
during the current global financial crisis thawias during the previous
crises; many MFIs are already transformed into ledgd deposit-taking
banks with access to commercial funding sourcesthgyearly 2000s,
MFIs have appeared on international capital mark8tst microfinance
IPO of Bank Rakyat Indonesia and the emergence iofofinance
collateralized debt obligations (CDOs) as well B® lof Mexican Banco
Compartamos. The IPO involved secondary offerind3@¥ of bank’s
stock and raised substantially US$ 40 million, dgiled) to investors the
international rate of return of over 100% compouhdger 8 years. The
bank’s issue was 13 times oversubscribed (Wat<09)2

® No Income, No Job, No Assets.
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By 2007, the worldwide MFIs had received (estimptd8$ 5 billion
of foreign investment from developed countries. Aesult, present
microfinance system is connected to global marksgtsunprecedented
degree. And these markets withstand to high degfragmoil combining
the worst effects of crises in 1990s. The globatlér of year 2009 is
projected to contract for the first time from 19&bth GDP growth of
developing countries and private capital flows év@&loping countries are
projected to fall to roughly half of their 2007 &ds. There are reductions
emerging in foreign investment and remittance flowsreases in country
risk premiums and local credit spreads (Watson9200

The full effect of the global crisis and its triptdocks —economic
contraction, currency depreciaticandscarcity of credit will fully show
its power in emerging countries in the second baljear 2009. MFIs’
PAR +30 ratios already increased in the first qeragf 2009, but still
remains below 5 percent for the most leading MEISAP). This year
will be a key year to test the resilience of miarahce to macroeconomic
turmoil.

Recent data so far show that global financial €nsill stress MFIs
and their clients, but the sector is quite robusi anay emerge even
stronger than before. The crisis has pointed outsNt-the important role
of local sources of fundingWhen international funding taps dry up, local
deposits become even more critical to fuel MFIadiag.

Generally, the growth of the microfinance sector(asd will be)
halted and is predicted not to reach more than p@%oyear in case of
Mexico. This number is visibly lower than in thespavhen the growth
attained records of 40-50% per year. Another effedi be the
consolidation of MFIs and thus the number of micrafcing entities will
slightly decline. However, the sector will be ledfected than other major
economic sectors as the crisis will affect its gitoand quality of assets,
but will not cause any major disruption, due taatigk isolation of the
microfinance markets from the beat of the globanetnics. The crisis
will thus help the strongest ones and hurt the goamd weak ones.

Furthermore it is necessary to keep in mind thatdveers in foreign
currency are exposed to the risk in the form ohexgerate fluctuations
Local banks funding MFIs are limited by global cdimhs. The MFIs
could find difficult to refinance already existimigbts. According to IFC,
most MFIs have loans with one or two years’ mayuand there is
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potentialrefinancing gapof US$ 1.8 billion over the next 12-15 months.
These problems with financing could encourage sMkés to become
legally regulated institutions able to collect dsip® instead of constant
chasing for funds. From this point of view, we @&y that MFIs mostly
affected by globaliquidity contractioncould benon-deposit taking MFIs
funded primarily by foreign debt. The money from ndestic and
international banks and funds are limited, slowed aore expensive
The increasing interest rates, FX losses and mqgrensive funds lead to
increase in operating costs, which are not alwagssferable on their
clients. Thusgdeposit-taking MFIshould survive the crisis better. Many
of them are well isolated from refinancing risk amalve a little (if any)
need for external funding.

Many deposit-taking MFIs collect not only depogitsm the poor but
also from the non-poor customers. Here should bblem, because the
non-poor depositors could be more sensitive toettmnomic downturn.
The loss of confidence and run on deposits in USA Burope can also
lead to the same reaction in developing countiiég. highwithdrawals
are and will be caused by high prices of food andrgies and lower
remittances. Another reason could be that at lsashe microloans
finance consumption, not investment, and thus dsbwill need to
withdraw their savings or use new loan for payihgnh off. This could
work as long as new credit will be available. Feample many Mexican
MFIs repay in advance their USD liabilities, in erdto prevent FX
related problems and in many cases register reduoti the demand for
microcredit. According to data of Prodesarollo, 668Mexican MFIs are
threatened due to reduction of funding.

Many microbusinesses serve local needs by basidupts, which
could be unaffected or even supported by crisiginhe of crisis, people
prefer cheaper or less quality products, which otiaosinesses usually
offer. Microenterprises, as in previous crises, aexy adaptable.
Microentrepreneurs could adjust to deteriorateddit@ons by involving
more family members in business or by adjusting puetfolio of
products and/or their prices. Businesses servibgistence goods as food
and clothes could even earn on crisis becausedimand for these goods
remain steady in any times. MFIs highly serving S\VIivhich have
tendency to be more influenced by economic slowdasynfocused on

" According to CGAP, the rates in Latin America aébduth and Central Asia grew
from 1% to 4%.
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consumer lending will suffer the most. Also, ttecreasing remittances
from abroad will have bad effect on microclient$iieh used microloans
as consumption loans, and remittances are usedgayments.

The financial problems of MFIs could provoke thed®f confidence
that MFIs could be able to provide other loans.this situation, the
debtors couldose incentives to repatheir already existing debts. The
microfinance system is established, among otharsthe principles of
mutual responsibility and the confidence in futéwading in case of no
repayment problems. Therefore, why should micratwesl repay their
loans when no else will be available? This coultederate the MFIs’
loans portfolio quality and MFIs should focus mam monitoring their
clients and efforts on clients’ confidence.

Naturally, smaller and younger MFIs are more adddhan older and
bigger players. According to CGAP survey, 64% ofaBnMFIs have
reported funding problems in past six months in garnson to only 35%
of large MFIs. Small and medium MFIs seem to beerfgghting with
liquidity issues — 74% of managers of MFIs from thervey have
expected that their liquidity situation will wors@mthe next six months.
Regionally, the most pressing needs for capitaleappn Sub-Saharan
Africa and South Asia — 68% and 57% of MFIs, resipety, report the
liquidity problems.

The impact of the crisis on microfinance sectorl wlso differ by
geographicallocation of MFIs. The location of MFIs is important factor
because of economic, regulatory and country-smecibnditions
influencing development of MFIs. The governmentgasures could help
but also hurt MFIs. The risks of government intati@s include
interest-rate ceilings, mass loan forgiveness, eragement of delinquent
borrower associations and development of credignams in government
agencies that lack financial expertise and so @meSof these tactics
could be already observed in several countries afinL America
(Gonzalez-Vega, 2008, p. 8). On the other hand, gbgernment
interventions could encourage the transformatiorMéils in regulated
subjects which are able to mobilize deposits omptaten of cautious,
better, lending policies.

8 According to surveyed MFI's assets, they weréritlisted in three groups: Tier 1 —
assets above US$ 50 million, Tier 2 — assets iggasf US$3 million — US$ 50
million and Tier 3 — assets below US$ 3 million.
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According to separation by regions, we can analgggact of crisis
on MFIs in particular segments East Asia and the Pacific, Latin
America and the Caribbean, Middle East and NorthicAf Eastern
Europe and Central Asia, South Asia and Sub-Sahafana. In March
2009, CGAP surveyed over 400 MFIs from all regitm&lentify present
impacts of crisi%

East Asia and the Pacific — EAP

The region was hit relatively hard by the food istiglthough many
economies in this region are specialized on agticel In 2005-2007, the
food prices increased by 12.4% in rural areas &18% in urban areas,
the number of poor people increased by 4.9% inl anegas and by 6.3%
in urban ones (World Bank, 2009a). The microclieats thus spending
higher share of their income on food and basic godshvings are
decreasing because they are replaced by basic roptisn. Female
microlenders are probably hit harder than in ottegjions, they should
work more and harder, eat less to be able to teeid families. Logically,
people working in export-oriented businesses, caosbn and tourism
are significantly affected. The growth of economigsslowing down —
8% in 2008 and 5.3% in 2009, but will be probaliyhler than in the rest
of the world, mainly driven by China (World BankQ@b). According to
the list of the fastest growing microfinance masketblished in MBB no.
17, autumn 2008, the Philippines, China, Indonesid Cambodia are
among top 20 for 2006-2087

According to CGAP, 77% of DFI loans to MFIs are dernated in
hard currency. The investment flows still does rsiop — four
international investors provided capital injectioh US$ 5 million to
Bank Sri Partha, Indonesia in April 2009. Korea tposed the
implementation of the Basel Il from January 2002@34.0 because of low
remaining capital and thus ease liquidity. Moregvéne Korean
government promised to provide almost US$ 73 nmillio direct loans

CGAP asked over 400 MFI managers in different negid AC — 114 MFIs, MENA
— 29 MFIs, SSA — 115 MFIs, SA — 59 MFIs, EAP — 26181 ECA — 44 MFls.
Around 76 percent of respondents were institutioh$ier 2 or 3, assets below US$
50 million. Credit unions and cooperatives représgri4.5 percent of sample. The
survey was publicized in May 2009.

1 The MBB publicized list of countries which havegaggate growth in borrowers
above the 20 percent global median.
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and guarantees to micro and small businesses anding troubles
(Watson, 2009).

Although, most MFIs — 69% — has reported deterionabf loan
portfolio quality, in EAP region is the ratio lower 58% — with
expectation of decrease in next 6-12 months. Th#glio has declined
or stagnated in two thirds of cases, but predistifor next months are
positive. Half of respondents recorded limitatidmescause of liquidity
contraction.

Eastern Europe and Central Asia — ECA

The ECA region seems to be most affected by thescrihe crisis
caught many countries of region in very vulnerghdsition caused by
relatively high current account deficits, elevagediernal debt levels, very
rapid credit growth and consumption boom financeg foreign
borrowing. In addition, the highly leveraged miénaince market is really
exposed to troubles of less liquidity and refinagcrisk. According to
CGAP, 84% of DFI loans to MFIs are denominated amdhcurrency.
Fortunately, multilateral funders — EBRD, EIB andBW promised to
provide up to US$ 24.5 billion as a support forkiag sector for funding
businesses in the region. Good news is that TegikjsAzerbaijan,
Bosnia, Kyrgyzstan, Kosovo and Armenia belong am@fy fastest
growing microfinance markets worldwide. On the otlsele, the real
incomes steeply declined due to currencies deprecim the second half
of 2008 — 30% for Hungary, 40% for Poland, 25% Toarkey and 70%
for Ukraine. The number of poor and vulnerable pedpexpected to rise
by about 5 million people for every 1 percent deelin GDP.

According to CGAP survey, the microclients of thegion appear to
be the most affected where the urban clients seebetmore affected
than rural ones. The unemployment is increasingjttances decreasing,
profits of microentrepreneurs going down — all thdactors lead to
repayment difficulties higher than in other regio®3% of surveyed
MFIs answered that their PAR +30 has increasedshdix month. And
more than half of respondents reported that thesgloan portfolio went
down in the last six months.
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Latin America and the Caribbean — LAC

According to IMF, eight of twenty developing couaf whose
economies have reacted most sharply to economierioettion —
measured by exchange rate depreciation, increaspr@ads and equity
market declines — are situated in LAC region. Samentries of this
region are among the countries with the highesteld@ed microfinance
markets and have been the cradle of commercialofmance. The
exposure to currency volatility is high — 73% of IDéans to MFIs are
denominated in hard currency. These could be tlzereasons why the
crisis has hit this region hard. On contrary, Mexiand Bolivia
successfully have resisted the deteriorated ecanowonditions.
Moreover, Mexico and Haiti are among the 20 fastgsbwing
microfinance markets worldwide. In the first quarté 2009, Mexican
Banco Compartamos reported net profit of US$ 21lil8om and 44,000
of new clients in its portfolio.

Microclients in this region are the most affectgdchsis, by high and
volatile food prices, after ECA region. The repawtneapacity is lower,
the business activity and volume of remittancesmfrabroad are
decreasing — according to WB'’s outlook the annwaitg@nt change will
be in range of (-4.4,-7.7) in 2009, increasing agai2010. Two thirds of
respondents answered that clients in urban areasharmost affected.
Together with women, they are facing more repayrdéfitulties — three
guarters of respondents indicated that their didrdve problems with
repayment. 71% of respondents reported increaBAR +30 in the last
six months.

Middle East and North Africa — MENA

So far, MENA region has been less exposed to thmaaof global
crisis. Many economies in this region are growirage of unemployment
is stable in most of countries and local bankssétenot facing liquidity
troubles. MFIs are also less affected, partly bseaaf the fact that
investment in microfinance sector is largely drivenDFIs and there is
only low exposure to currency volatility — 16% oFDoans to MFIs are
denominated in hard currency. The growth of regisnexpected to
decline from 6% in 2008 to 2.5% in 2009.
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The microclients are significantly less affected dnisis than in the
rest of the world. Lower segment of clients have experienced any
drastic economic slowdown yet, only less willinghés expansion and
credits from bigger borrowers. In the period of 2@D07, food prices
increased by 25.9% in rural areas and by 12.5%baruareas. Securing
food expenditures remains priority but it is lesshjpematic than in other
regions, namely in comparison to the rest of thecAh continent. Only
Morocco seems to be seriously affected, but noy droim reasons
directly related to the crisis.

Microfinance sector seems to be quite healthy, Wuée fact that
many MFIs in the region operate in highly regulafedncial markets.
MFIs in this region have the highest equity to aisagos of all regions
and Morocco and Egypt belong among the 20 fastestwigg
microfinance markets worldwide. 67% of respondesfsrted that they
had not to face any liquidity constraints in pagt months. Gross loan
portfolio has increased in 46% surveyed MFIs an#o 84FIs reported
increasing of PAR +30.

South Asia — SA

In 2008, GDP growth rate in SA region decreasedstauially to
6.3% from 8.4% in 2007. Even before the crisis, rdgion was affected
by rising inflationary pressures and tight credihditions. The banking
sector has been rather isolated from effects @liscas its exposure to
toxic assets has been very limited, the exposuiteency volatility is
low — only 18% of DFI loans to MFIs are denominaitetiard currency.

Disturbing fact is that large proportion of the igegs population is
poor and thus highly vulnerable to changes in tradailability. The
higher prices of food force microclients to spenarenof their income on
substantial food, their savings capacity is deéngasAccording to
CGAP, 10% increase in food prices would lead testimated increase
of 4.4% in poverty headcount in urban areas antin/rural areas.

Concerning microfinance, India, Pakistan and Afgstam are among
the 20 fastest growing microfinance markets worttwvi Moreover,
Indian initiatives to increase liquidity and low#areign exchange risk
have made difficult for the crisis to affect the cnoffinance sector.
According to Watson (2009), the increased foreignding restrictions
applied by the Central Bank to non-bank financampanies, many of
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which are MFls, let the rupee depreciate, whickvebb down the outflow
of capital and has been providing extra fundingfioancial sector. The
overall impact of crisis on the region has beenté&ch until now, also
because of proactive measurements of governméetthiese in India.

Sub-Saharan Africa — SSA

Although SSA region is the developing region leaségrated into
global economy, growth is supposed to fall from® & 2008 to 1.7% in
2009. Many of the poor were already hit by recemreases in food
prices and sharp declines in remittances’ to tigeorefrom abroad. Even
though some countries as Senegal have experieiseeith remittances.

Due to high food price volatility — i.e. food stepprice inflation is
40% in Kenya and 27% in Zambia; the share of incepent on food is
also increasing. According to Global Economic Pea$p 2009, the 10%
increase in food prices would lead to estimatedease of 2.8% in
poverty headcount in urban areas. Because of stsangg base, the
microfinance sector in SSA is less dependent agrniational capital and
donors’ money. The levels of deposits are high @afig in countries of
Western Africa. There is only moderate exposureutwency volatility —
only 31% of DFI loans to MFIs are denominated irrdh&urrency.
Moreover, only small part of MFI debt is pricedcaimmercial rates. The
shortage of demand for microentrepreneurs’ prodaietshigher prices of
basic inputs have severe effect on microclientee Thents are facing
decreasing savings because of more money spenbah dnd thus
increasing difficulties with repayments.

Only Togo and Kenya are among the 20 fastest gigpwiitrofinance
markets worldwide. According to Watson (2009), #ey problem of
MFIs in Kenya is the repayment rate. One of MFésni Bora, has seen
increase in non-performing loans due to lower safadients’ businesses.
In May 2008, the Kenyan government implemented laanyicrofinance
Act which enabled to regulate MFIs to accept cedeposits. It could be
expected that these deposit taking MFIs surviveebéte crisis.

Conclusions

Our discussion shows that MFIs are very useful rimséent for
elimination of problems of poverty and stimulatisihsmall businesses in
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developing countries. Microfinance is a dynamiddfief business and
there is clearly no best way to deliver productd aervices to the low-
income people. From this point of view, the micnaice clients (or
participants) are not only provided with microctedand microsavings
but they may receive also microinsurances or meyopents, which are
not so much utilized otherwise due to relativelyommous high costs.
Nevertheless, MFIs are currently forced to innov#tese services
according to client’s wishes.

On the other hand, we could identify a lot of bensj which obstruct
easier and faster development of these institutfongxample: ethnical
problems, managerial resources, legal recoursdsrtunate recourses
and others. The size of that negative impact fotdvfepends on several
important factors like geographical, economicallitpal and social

conditions.

While the performance of microfinance institutioissin general quite
well documented and researched, there are stilh apesstions about
microfinance ability to survive during financialises. Generally, the
experience of MFI with past crisis was positive. @re hand, MFI were
able to survive major macroeconomic disturbanceslme of its close
links with the micro-foundations of the economy. e other hand, the
microfinance institutions in the times of crisesnéited from the
international help which concentrated on the basitvival of the less
wealthy part of the population. Therefore this inttional help was
either channeled through microfinance institutioos it help them
function due to secondary transmission.

The current global financial crisis is differentchese of its global nature
— the global transfers and humanitarian help ifonger available in such
scale as in the regional crises. This restrictsstheces for microfinance.
From the regional point of view, the impact of thgkbal crisis on
microfinance is the most adverse in the Easterofgiand Central Asia
region, while it is relatively mild in other regisnwhere the microfinance
was traditionally utilized.

However, the main test of resilience of microfinargystem to current
global economic events will come during the yearsha end of global
financial crisis and after this crisis. The MFIg anuch more connected to
international financial market than before. The atipof the crisis has
already appeared in tightening of capital souraes$ lawer demand for
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product of microentrepreneurs. Nevertheless, mitaote sector is
known for its adaptability in past crises and itfpemed relatively well in
the current global financial crisis as well.
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Sustainability of Microfinance Institutions
in Financial Crisis
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ABSTRACT

The aim of this paper is to clarify the problemsnatrofinance and the
sustainability of microfinance institutions (MFIy ifinancial crisis. We
find, that MFIs are often considered as one of riest effective and
flexible strategies in the fight against global pdy. Due to several often
unsolvable problems obstructing the easier ancerfagévelopment of
these institutions such as: ethnical problems, mama resources, legal
recourses, unfortunate recourses and other, theatopes of MFIs are
often not sufficiently efficient. The microfinancgector is in general
known for its adaptability and quite healthy sualiwf past financial

crises. However, current global financial crisigasting the resilience of
MFIs hardly. The MFIs are much more connected tterirational

financial markets now than it was the case durimgvipus crises.
Therefore we expect that they will not survive thisis without bearing
some loses. But the expected losses are relasveifler when compared
to other financial institutions.
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