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ABSTRACT

This paper not only addresses how linkages, daedtfacilitating linkages, can benefit microfinanustitutions — and
particularly in jurisdictions where the Savings GpdOutreach involvement is particularly low, bldcillustrates ways
and means whereby group lending and other morenrdo@ovative methods used by micro lenders to igecu
repayments, could increase the desired effectjesfty and impact of microfinance in selectedgdigtions. In so
doing, it addresses some of the existing and pgiergiproblems of micro finance in rural areas.

An innovative aspect of the paper is evidencedutinats recommendation of the Micro-Savings Reguést Scheme
- which offers numerous benefits — as will be higied in this paper.
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1. Background tothe Study of the Role of Regulation in Micro Finance

The basic issues underlying the impediments antectyges faced in microfinance relate particuladyhose presented
by risk and asymmetric information. Risk being paattributed to inavailability of collaterals whiacan be secured by
micro lenders and asymmetric information which gisotly arises as a result of adverse selectioh Beatures are
well known characteristics of financial regulatierthe rationale for financial regulation being anbediment of risk
(that is, systemic risks) and asymmetric informatibhe type of ,risk* associated with microfinaretems largely from
uncertainty. Even though risk and uncertainty aegdently used interchangeably, they are distilgudsfrom each
other based on their capability of being quantifiisk is a term usually considered to be more lolgpaf being
quantified while uncertainty is also a form of riskich is to a larger extent, considered to be antjfiable! Group
lending, widely acknowledged to be an underlying aefining feature of microfinance, is an innovatiwhich has
been proposed to address the challenges relatitigetoeed to facilitate repayments being made eonticrolender
whilst financial linkages have also evolved as aanseof addressing problems presented from a lacforofal
institutions operating within rural areas.

11 Introduction
- An array of approaches has been used in the Afmc@nofinance industry - ranging from traditionalbgp

based systems to specialised lending by bankspbygovernmental organisations (NGOs), non banknfiied
institutions, cooperatives, rural banks, savings postal financial institutionSThe majority of microfinance

1 ,Risk is traditionally associated with probalyilitalculation — which suggests that an event caprbdicted and
controlled. Uncertainty, however, is not capablengfasurement and deals with possibilities incapabtalculation
which are based on guesswork and judgement.” (&ndyHamilton, 2006:20)

2 (African Development Bank, 2006: v)
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efforts and institutions in Africa operate in thefdrmal sector and it was only in the 1990s, witfe t
intervention of international cooperative movemeaisl specialized NGOs that microfinance was able to
reach more clients in Africa — such as the oneimniltlients which exist in Ethiopia.

Given the above statement, as well as figures aots fwhich support the evidence that a huge conmook
microfinance activities in Africa revolve round theformal sector, the role of regulation immedigtddecomes
apparent. Without regulation, huge challenges ar@aimly and most likely to be presented to therofinance industry
in respect of the rationales for the embodimerfirafncial regulation — that is, issues relatingisks and information
asymmetries.

According to Armendariz de Aghion and Mordutithe absence of formal credit institutions in aile economies is
often attributed to agency probletns which are accentuated when individuals cannfer afeizable collateral, and
when legal enforcement mechanisms are weak.”

The above statement therefore also illustratediikebetween the issue relating to an inabilityptovide collaterals, as
well as that relating to the agency problem of astric information. Even though such innovationgyesup lending
and financial linkages have gone a huge way toesddunderlying issues in microfinance, severafigieficies in the
form of high transaction costs (and a proper uridading of what resources and products are mostfiogl to
microfinance clients in rural areas) still persistccording to CARE, some of the reasons why past efforts involving
group linkage has been quite challenging includeamby the fact that products have been inapprotgria meet the
needs of group members, but also other factors &irly a lack of consideration by linkages of theidtire or
operating principles of savings groups, as well &k of unanimous agreements between group member

The aims and objectives of this study includes stigating how linkages, both direct and facilitgtiinkages, can
benefit microfinance institutions in Africa — andrpicularly countries such as the Central Africap&alic, Eritrea,
Guinea Bissau, Nigeria and Somalia, where the $avi@roup Outreach involvement is particularly levihen
compared to other African countries. The study dlastrates ways and means whereby group lendmbather more
recent innnovative methods used by micro lenderssd¢oure repayments could increase their desiregcteff
Furthermore, the study incorporates the role gulaion in achieving the desired effects of migrahce — in
particular, in respect of asymmetric informatiogd€ncy problems), as well as in mitigating risks eaiang from the
lack of collaterals in microfinance.

Incentives which are aimed at encouraging formdllass formal institutions to engage on a greatales in direct and
facilitating linkage arrangements should focus aactices which would facilitate better corporatevegymance
measures. Such incentives including shares or sipti&ns for the Board and management of thesdutishs — since
results from empirical based research have revetlaedsuch agents are more likely to serve thereste of the
principal better where their interests are tiediughe firm's shares. Such incentives, howeverukhbe long term
based — rather than short term since greater riskg be taken by such agents where they are comntpenaad
rewarded on a short term basis.

This study limits its scope to a brief jurisdict@dnanalysis through a case study which highligltsnarios and
situations involving India, Mali, Indonesia, TheilRppines, Honduras and Costa Rica. Hence furteggestions for

Ibid at page 3

(2005:36)

In this sense, three types of agency problemprasented by Armendariz de Aghion and Morduch, elgnfrirstly,
the lender having little if any, reliable informai about the quality of the borrower (prior to extmg a loan);
secondly , once the grant of the loan has occuthediender does not know entirely how the borrowiruse the
resources; and thirdly, the lender's inability &sify the magnitude of the returns — once the itmesit returns have
been realized. See ibid

6 (CARE, 2011: 39)
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research could embrace a jurisdictional analysighvpaves the way for a more detailed comparatnadyais between
these jurisdictions. Such comparative analysisccalgo incorporate empirical based results whichild/dacilitate a
basis for international comparisons.

Furthermore, owing to the extant literature onttipgc, as well as findings which have revealed thatincome clients
would rather build and consolidate on assets whélp in reducing risk before they start incurrirept] micro savings
has been focused on. Very little reference has besge to micro insurance — hence this area isgiyorcommended
as a suggested future research area in considésimpact and importance to rural inhabitantshieitt quest to obtain
micro credit facilities. Such literature will bertsidered under the following section.

2. Review of the Literature

As highlighted in the previous section, even thoagbh innovations as group lending and financieddges have gone
a huge way to address underlying issues in micaafie, several inefficiencies in the form of higansaction costs
(and a proper understanding of what resources evdlipts are most beneficial to microfinance cligntsural areas)
still persist. This section aims to address isswdich have contributed to inefficiencies which, tarn, have
accentuated the difficulties and challenges facgdural inhabitants in gaining access to microfecrfacilities.
Further, the section aims to contribute to thediiere on the current topic by proposing new sclseamel arrangements
whereby such innovations as group lending and @iedrdinkages could be optimised and implementeth \greater
efficiency as well as with the aim of generatingrenbeneficial results.

21 Conceptual and Theoretical Frameworks

Micro finance is defined as ,banking and/or finaicservices which are targeted at low-and-modenateme
businesses or households — including the provisforredit. A microfinance institution is also considered ® Ja
financial institution which could be a non profiganisation, regulated financial institution or aoercial bank which
provides microfinance products and services to imweme clients®

Implementing case study methods, Pagura and Kif&@®6) embarked upon the quest to improve an statading of
financial linkages which is aimed at improving fuaacess to savings, insurance, money transfepapehent services,
as well as credit.

Over the past recent years, an increasing numbésriofal institutions have entered into and engatieginselves in
collaborative relationships with less formal ingtiibons. Such relationships could be based on dffeahcial linkages
and facilitating linkages.

Direct financial linkages are considered to be kgiges between financial institutions whose mainppse of the
linkage is to help less formal institutions divéysheir sources of fundind® whilst

(African Development Bank, 2006 : iii)

ibid

(Pagura and Kirsten, page 3 of 15). Accordinghtam, ,successful cases in Bolivia, Costa Rica, ddmas, India,
Kenya, Mali, Peru, the Phillippines, Rwanda andzZBania were selected because of the following factor

- Such cases demonstrated success in expandiegsattcunder-served rural market segments;

- They were based on cost covering principlesaat ¢lear exit strategies (if they were externaligported);

- They had been in existence for two or more years

- They added to the diversity of linkages typese"thid at page 4

10 See ibid at page 5
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facilitating linkages are ,linkages between indtdns in which the formal institutions hires thaedeformal institutions
to act on its behalf.” Cases which were used byuRagnd Kirsten to illustrate such collaborativiatienships include
those from'!

— India (ICICI Bank, India's second largest commdrbank's partnership with MFIs in several ,uniquays to
extend credit directly” to Self Help Groups in rusaeas);

- Mali (where the Banque Nationale de Developpengricole ,BNDA, is said to have a ,long history of
serving less formal institutions through bulk loaared lines of credit as well as savings accourtshelp
institutions address cash flow and portfolio exgian projects.

- Indonesia: Where the Bank Pembangunan Daerah (BPd2yedited with playing ,a significant parentiraje
for customary village banks“ (LPDs) through the ypsmn of services which include staff training,
monitoring, as well as supervisory services. ThéB# also involved in providing LPDs with savingsda
loans services which are aimed at assisting smiaBétutions in managing their liquidity more effevely.

— The Phillippines: Where ,government owned apexaniggtion“ PCFC, is involved in a partnership with
several microfinance actors through the provisibwiwolesale credit and training to such instituson

- Honduras: Covelo, a ,private first and second tigganisation“ provides loans and lines of creditbink
quantities, to MFIs as well as contributes immengelthe consolidation of internal systems and cast
which are aimed improving self-regulation mechargsism

— Costa Rica: Where the promotion of the incorporatibvillage banks in the late 1990s by Finca-Cédta, a
move which was instrumental in ,paving the way &lIrunits in the network to establish relationshipith
commercial lines of credit and other financial segg“, is highlighted.

According to Atkinson et df ,Savings treatments also generate faster pawad of debt and weakly better
overall repayment performance, suggesting thimultaneous savings and borrowing can be ptemmentary
activities.” They also make reference to a theéome model which illustrates that the ,simuléous provision of
debt and a selfcommitment savings productsshelmreater fraction of the population tcerdually escape a
debt-financed equilibrium.”

It is also recommended by McDon&ldhat there should be a greater emphasis shoythbed on the non-loan aspects
of microfinance - such aspects including both friahand non-financial services.

22 Global and Jurisdictional Challenges Encountered by Microfinance

As highlighted under the introductory section, basisues underlying the impediments and challerfgesd in
microfinance relate particularly to those presertgdrisk and asymmetric information. Other challesgvhich are
more jurisdiction-specific, and with particular pest to microfinance in Africa, includé:

— The absence of strong retail capacity in microfoimstitutions (this being considered to be tinglsi largest
constraint in the expansion of outreach of finahegavices to the poor in Africa;

— Extension of access to financial services to theotest of rural areas in a cost effective manner;

— The impression that microfinance is a social syst#mesource transfers to ,beneficiaries” at sulzsid
interest levels, rather than a part of the finaneétor — such impression being considered as<plamatory
factor to why ,national enabling environments*Istédstrict MFIs from transferring and moving sawing

— Infrastructure required for microfinance — suchrasfructure including training services and faeisif
information technologies, credit bureaus.

Given the relatively low Savings Group Outreactoimement (see Table 1) in countries such as th&® Citrea,
Guinea Bissau, Nigeria and Somalia, where the $aviBroup Outreach involvement (see Table 1) isqudatrly low
when compared to other African countries, it canegelly be inferred that there are huge problent @rallenges
faced in microfinance as regards access to miantia facilities by rural clients.

As well as providing the explanation why more ti&36 of all households in developing countries dohave access

11 For an in-depth analysis of case studies oretbesntries, see ibid at page 8
12 (Atkinson et al,2012)

13 (McDonald, 2013:pages 95 and 96)

14 (African Development Bank, 2006: vii)
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to institutional banking services because they Itk collateral to secure loans from formal finahdnstitutions,
Okpara (2009) also adds that, empirically, theeefaur major critical factors inhibiting the penfioance of banks in
Nigeria and these aré:

— Undue Interference from Board Members

- Padlitical Crises

— Undercapitalization

— Fraudulent Practices
Further as documented by the Central Bank of Négedespite decades of public provision and digectf provision
of micro credit, policy orientation, and the entfynew players, the supply of microfinance in Nigés still inadequate
in relation to demand — suggesting that there imesmefficiency in microfinance operations in Nigedue to some
institutional inadequacies such as undercapitédimatinefficient management and regulatory and stipery
loopholes.2®

3. Research M ethodology and Design of the Study

The research adopts a predominantly analyticaljtgtiee approach, as well as comparative approgcarriving at the
results and findings of the study, and also imiing conclusions and recommendations for furthedgtThe section,
immediately following the introduction, considersoaomic theories as well as other literature onstiey which have
shaped the present literature on the topic. Noy dides it aim to explore why there is still an &xrig gap in the
literature,namely, why many rural parts in Africavie no access to microfinance facilities, it alsoppses a means
whereby such a gap can be mitigated or elimindtewd!l have recourse to present innovations inmifimance, as well
as incorporate the economic theories discussdteisdction in proposing a scheme which shouldtassisitigating (if
not totally eliminating) the present gaps in therkture. The approach adopted in the study wdhtbe considered
before the findings and conclusions to the stuéyaarived at.

4. Economic Theories Underlying Challenges Faced in Microfinance: Principal Agent Relationship,
Asymmetric Information and the Problem of Incomplete Contracts.

LAgency theory explains a mismatch of resourcesatiltities.” (Armendariz de Aghion and Morduch,08047)

This section is aimed at addressing how such amatish of resources and abilities” can be addredsed! also seek
to illustrate how the above-mentioned componerdaspely, principal agent relationship, asymmetrioinfation, and
the issue relating to incomplete contracts areelihkAsymmetric information being a feature of maagency
relationships and necessitating a role of monitpon the part of the principal. If the contractéween a principal and
the agent were designed in such a way that it wasraplete®’ contract , it would reduce the scope at whichatent
is encouraged to act in ways which support hisqresinterests and goals. However, since a dedréexbility is
required in the design of such contracts, it iitable that they end up being ,incomplete”. Evarformal financial
institutions where regular monitoring and regulatis carried out, principal agency problems aridiogn incomplete
contracts still arise. For this reason it is vitalincorporate some elements of such formalisetititi®ns, namely
monitoring and regulation, into the activities ef$ formalised institutions. Hence, this sectionsaters exclusively
how regulation could be better incorporated intorofinance via formal institutions.

As highlighted under the introductory section, iesue of asymmetric information is a very probabie likely
characteristic of microfinance institutions in Afai given the fact most microfinance activities tegoround the
informal sector — hence the likelihood that suctivaies will be subject to monitoring, enforcemearid sanctions are
very low. Furthermore, in the absence of monitarsgpervision and enforcement, certain consequeneasely those

15 (Okpara, 2009: page 5 of 15)

16 Adeyemi (2008) Central Bank of Nigeria Bulli@®(1) 26-34; cited in Ibid

17 1t is frequently argued that the principal agprablem would not arise if it were possible to tera complete
contract — however it is also added that completdracts are unfeasible since it is impossibleotedee or describe
all future contingencies. (Maher and Andersson 9189
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highlighted in the previous section, that is, umdeitalization, fraudulent practices, inefficienamagement and
regulatory and supervisory loopholes, are likelgt arevitable consequences.

Regulation is therefore to be regarded as a nemeasrd vital component which should be incorporated the design
of microfinance activities and contracts. Anothemenon and recurring challenge faced by many firanostitutions
— which has deterred such institutions from engagiiremselves in microfinance activities in ruraas relates to high
transaction costs. The ,relatively” high cost afidéng in rural areas is attributed to ,low poputatidensities combined
with low loan volume, poor transportation and comination facilities — which make unit delivery cestery high for
small financial transaction¥as well as for larger institutions that frequerttherate in urban areas.

Hence if regulation is to be incorporated into rmafarance via formal institutions, it should be daheough a vehicle
and design which is not only aimed at facilitatgrgater monitoring, enforcement and supervisiomiwithe process
but aimed at cost reduction for such institutiomglved — be they formal or less formal institago- particularly in
rural areas.

An institutional arrangement and design which wdialcilitate the reduction of transaction costs tfusse institutions
involved would not only help incorporate greateficgncy into the process, but should also provitients with a
wider range of products and services to choose frgroducts and services which would, more impaigameet their
needs. Furthermore, the design should be targetedaporating regulation, monitoring and supeswisactivities at
minimal cost for those institutions involved. Sinoéormation asymmetries are usually a typical fieatof principal
agent relationships, it is to be expected that sdegree of monitoring will be necessary — partidulgiven the
presence of externalities.

Theories and concepts relating to adverse seleatidnmoral hazard have commonalities owing to #ue that risk is
inherent in both. Adverse selection, an econompte@nomenon which is said to occur when ,banks caeasily

determine which customers are likely to be morkyrihan others (hence preferring to charge riskiestomers more
than safer customers in order to compensate fopthbability of default), is also considered to ibstrumental in
frequently driving safer customers out of the dredarket — since the bank is not certain of whavi® and in the
process, raises interest rates for everydhe."

Another phenomenon, which occurs where bank cliemées prone to take higher risks with their invesitae—
especially owing to the fact that they are insurelich is also highlighted by Armendériz de Aghimd Morduch’, is
moral hazard. Such problems attributed to morahtthand adverse selection, according to Armendkriaghion and
Morduch, could be ,potentially eliminated” if bankgere able to engage in affordable means of gatfeand
evaluating information on their clients, as welleaorcing contract$

Given the major challenges presented by the inglwfi some microfinance clients to present collatgrand the level
of risk this presents to micro lenders, micro sgsishould constitute the primary basis of providinigrofinance to
any rural client who cannot provide collateral tdaon microfinance in the first instance.

Such an affordable means of ,gathering and evialganformation on their clients, as well as enfogccontracts,
could be achieved through the arrangement of dmefdcilitating linkages between formal and lessrial institutions.
In this sense, an allocation of resources can beaed in such a way which is aimed at maximisifigiency as well
as minimising costs. Such an arrangement/scheméltiwhill be referred to as the Micro Savings Regoient

18 ,As a result, it is not worth the substantiatéatment required to move into rural areas — aardsgsuch larger
institutions, and for this reason, in many Africaosuntries, the providers of rural finance are sendtcally based
institutions.” (African Development Bank, 2006:6)

19 Armendariz de Aghion and Morduch (2005:7)

20 lbid

21 See ibid at page 8



Scheme) is introduced as follows:

5. The Design of Contracts Between Formal and Less Formal Financial Institutions and the Role of
Corporate Gover nance: The Micro Savings Requirement Scheme

Where a client has been saving with an institufmrat least three years and is capable of dematimggra steady and
acceptable level and source of income with suchstitution, preferably, a less formal unregulatestitution such as
self help groups, farmers' organisation, women@amisations, savings banks and NGOs, such a dieotld be
compensated in form of an incentive — such incentiging provided by the institution which will eveally serve as
microlender or provide a greater proportion of thiero lending funds (usually the more formal ingfion will be
expected to provide more funding). The incentivesld assume the form of financial backing — thatis assurance
that by saving with the less formal institutionbank, such clients would earn the prospects orilpitgsof getting the
required microfinance after the three year permdagreed period).

Naturally, the savings generated after the three period should constitute a reasonable and aaloleppercentage of
the credit that will be eventually granted by thienmlender. In such cases, linkages between unistits — be it through
direct linkage or facilitated linkage, plays a hgel important role since collaboration betweemfdrand less formal
institutions also provides an efficient means ekdsifying client risks.

Where a client has retained a steady flow of savioger a desired and stipulated period of time witle of the
institutions involved in the direct or facilitatdidkage collaboration (such institution preferabking the less formal
institution for instance, a village bank or savirnfigh), the more formal institution should offeetuarantee of a grant
of microfinance facility provided the savings geated over the required minimum period (with theslésrmal
institution) constitutes an acceptable ratio whiglconsidered reasonable enough for the more fomsdtution to
offer such guarantee in granting the required micedlit facility to the client.

The more formal institution is also able to incaigde the previously lacking supervision and momimctivities into
the process once the minimum required savings @éras expired. This also incorporates a degreestf efficiency
into the process since, initially, when the clisvdas saving, the less formal institution (where ¢tient had his/her
savings) had less reasons to monitor customeritgsivThis being the case since greater risk waaéby the client
(and not the less formal bank/institution) in pfagzsavings with the bank.

However, with the expiration of the savings pereott the fulfilment of conditions required to sexuhe grant of
microfinance facility, the risk borne is now trassed to the more formal bank/institution — wheirch a case is most
likely to provide a greater proportion of the citefdicility. Hence there will be greater need foe formal institution to
instigate monitoring activities.

The less formal institution is not obliged to cormimiore resources (hence incurring costs) towardsitoring
activities and the more formal institution will gify be engaged in activities which it was previguskll equipped and
specialised to engage in — thereby ensuring thaxtma costs are borne by the less formal institufin engaging in
additional monitoring responsibilities) — and tHere ensuring that a more efficient allocation eaurces is facilitated
and that an incident resulting in a ,mismatch aforces and abilities” is reduced.

In determining the amount of risk that can be atm@mpr borne by such an institution, it could haggard to the
amount of credit facility granted: relative to ambwf savings in client's account, the loan repaysitoan repayment
period, and other factors which could serve asatdrs of the level of risk being assumed.

The importance of designing a contract which adelyaand appropriately reflects all that has beighlighted in this
section so far, cannot be over emphasised. Furthrerngood corporate and governance measures aoticpsawill
need to be incorporated into the relationship betwthe formal and less formal financial institusaif they are to
effectively and efficiently undertake and exectieitt tasks and responsibilities.



Governance structures, according to Maher and ¥ssda, can be regarded as ,a mechanism for malkdaigidns that
have not been specified in the initial contraétFurthermore they add th&tcorporate governance not only constitutes
a key element of improving microeconomic efficiendly strongly influences resource allocation, asllves the
behaviour and performance of firms, innovative \attj entrepreneurship, and the development of etivea SME
sector?*

Armendéariz de Aghion and Morduch also argue thatittefficiencies of adverse selection can be miidahrough
group lending.

— The Grameen group lending contract works very wifily than a standard banking contract for small
business. In a standard relationship, the borrayixes the bank collateral as security, gets a foam the
bank, invests the capital to generate a return, fanadly pays the loan back with interest. Sincea@een
clients are often too poor to be able to offer ateltal, the Grameen contract takes advantage ofligwt's
close ties within their community. To take advaetaj those relationships, the loan contract invelgeoups
of customers, not individuals acting on their owhe groups form voluntarily, and, while loans arada to
individuals within groups, all members are expedtedupport the others when difficulties arise.”

Even though group lending may serve as a greatansnef enforcing repayment and the fulfilment ohtactual
terms and obligations, the benefits to be derivexdnfa collaboration between formal and less formatitutions
(through direct and facilitating linkages) withimet context of clients who had no collaterals ariiibity had to start up
through micro savings (in order to obtain the regghiimicrofinance facility), are definitely great&urthermore, the
establishment of group lending arrangements, whilsb incorporating the ,joint liability conditionand whilst
facilitating enforcement, does not entirely or sahsally address the issue relating to asymmefiermation and
agency problems.

In addition to the Micro-Savings Requirement Schemmich has been illustrated and described in tbiian, other
features of the Grameen group lending contractdcaldo be incorporated into the contract betweemdb and less
formal institutions — that is group lending and tf@nt liability” condition. However, this would ot constitute a pre-
requisite for the Micro-Savings requirement. Indiséls should be free and eligible to undertake sattemes. The
difference between the Micro-Savings Requiremerthe®e which incorporates features of group lending the

Jjoint liability“ condition and the Grameen grouerlding contract would be the added advantage whiliormer has
over the latter. That is, whilst the Micro-Savirgequirement Scheme (which incorporates featuregaip lending

and the ,joint liability condition) offers the add benefit of the client offering some ,collaterdi the form of

savings), a collateral is lacking in the Grameesugrlending contract.

CARE also emphasises the importance of microfinamstitutions understanding the needs of ,thoseg yeor people,
most of whom live in hard-to-reach place$’ The importance of loan terms being adequatelyprii to meet the
intended use of the loan, principals which aretootlarge, loan terms which are not too short,aiirsient payment
systems which fit the cash flow of the investmang also emphasiséd.

A number of reasons also proposed as contributoryity past efforts aimed at group linkage has Isgeahallenging
include the fact that ,products have been inappad@in meeting the needs of group members, linkegenot taken
into account the structure or operating principtéssavings groups, and that unanimous agreemenn@rgooup
members to link, has been Iackir?d.“

22 This being particularly the case since manyreats are ,incomplete contracts. (Maher and Ansiens 1999:6)

23 lbid at page 4

24 ,Poor corporate governance mechanisms in ce@&@GD countries”, it is further argued, ,have prdven part, to
be a major impediment to improving the competitegnof firms. It is also added that better corgogatvernance
both within OECD and non OECD countries is capalblgenerating higher levels of economic growth. béd

25 See (CARE, 2011:39)

26 ibid

27 ibid



6. Empirical Resultsand Findings on Cor por ate Gover nance

The following conclusions and findings were deriysd Bhagat and Bolton in accentuating their contigdn to the
literature on corporate governarf€e:

- Better governance, as measured by GIM (the Gomfs#is, and Metrickj® and BCE® (Bebchuk, Cohen and
Ferrell) indices, stock ownership of board membemsd Chief Executive Officer chair separation, is
significantly positively correlated with better asdbsequent operating performance;

— That implications of the above-mentioned findingamrporate governance include namely, the neetbéors
on stock ownership of board members in the aimedfaits to improve corporate governance — sincendir
opinion, corporate governance is not only positivabrrelated to future operating performance, bso éhe
probability of disciplinary management turnovempioorly performing firms.

It may then be asked or questioned: What are thards or compensation which would serve as incestfor those
formal and less formal financial institutions togege in direct or facilitating linkage arrangemegitsed at assisting
rural inhabitants in gaining access to micro créddilities — and with particular reference to theposed Micro
Savings Requirement Scheme?

As highlighted earlier on in the section, less fatnmstitutions gain advantages in that the momn& institutions
undertake monitoring and supervisory activitiesemfthe savings period has expired — thus incorparagreater
monitoring and enforcement into the process. Theenfiormal institutions should also benefit from tbetcorporate
structure and governance arrangements - through t¢béaboration with the less formal institutionShere may,
initially, appear to be some sceptism as regardsview — however greater accountability might beorporated into
the corporate governance process where two instiatboth the formal and less formal) are involvBdsed on the
empirical results of Bhagat and Boltdhas previously discussed, such improved better rgavee, should generate
better performance results, hence greater proiitabi

Even assuming that the empirical results of BhagdtBolton are not taken into consideration, amad #hcollaboration
between the less formal and formal institution (sieect or facilitating linkages) does not improthe governance
structure of the formal institution, the formal dimcial institution would still benefit from the mress if it generates
corporate social responsibility (CSR) reports tigtowhich the general public and its extended stalkieins are able to
view the positive contribution being made by thenfin improving the lives of those living in poverthrough better
access to microfinance facilities (micro savingd aricro credit facilities inclusively).

6.2 Recent Developmentsin Microfinance

It is increasingly being acknowledged that micrafine and the provision of micro credit may not gsvaffer the best
solution in addressing the needs of the poor. Eurthis maintained that other strategies mayes¢émbetter address the

28 (Bhagat and Bolton, 2008:271)

29 GIM G Index: “The G-Index is constructed froratal compiled by the Investor Responsibility RededCenter
("IRRC"), as described in Gompers, Ishii, Metri@003). A firm's score is based on the number ofedf@der
rights-decreasing provisions a firm has. The indeges from a feasible low of 0 to a high of 24igh G-Score is
associated with weak shareholder rights, and aGe&core is associated with strong shareholdergigfBhagat
and Bolton, 2006: 34)

30 BCF E-Index: ,The E-Index is constructed froRRIC data as described in Bebchuk, Cohen, Fer@l4R It uses
a 6-provision subset of the GIndex. The index ranfyem a feasible low of O to a high of 6;a higlorscis
associated with weak shareholder rights and alawesis associated with strong shareholder rigigka@at and
Bolton, 2006: 34)

31 (Bhagat and Bolton, 2008:271)
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issues of social exclusion and poveéftccording to Rosset Cambier, a number of examptese been provided of
combined microfinance schemes which have very levels of outreach and are limited in their servioagéng to
geographical, cultural or financial reasdfgzurther, he adds that there is need for ,moreadihgh and formative
evaluation approach to combined microfinance evalna- which builds on lessons learned dealing veitimbined
product design and implementatiotf.*
Emerging trends also reveal that many micro lendegsadopting more flexible approaches in obtairdoliaterals —
particularly given the need and urgency to work eneffectively in not so densely populated areashSwends
include®
— Progressive Lending : ,The practice of promisinggéa and larger loans to groups and individualgaéond
standing.” It is also considered to enable the dend ,test* borrowers with small loans at the starorder to
screen out the worst prospects before expandinmégnitude of the loan.
— Public repayments
— Repayment schedules with weekly or monthly instafita
- Targeting of women

7. Research M ethodology

As indicated under the introductory section, theeeech will adopt a predominantly based qualitatime analytical
approach in arriving at the results and findingshaf study, as well as in drawing a conclusion swbmmendations
for further studyEven though references will be made to empiricakaech, an analytical, as well as a comparative
holistic perspective will primarily constitute thasis of the results and conclusion to the study.

It will initially adopt a holistic/global based apgach which will take into consideration approachddch have been
adopted in other jurisdictions where similar isshese been addressed and whose outcomes have mosesksful.
The results generated from comparing results frifardnt jurisdictions will then be applied at a maestrictive level,
namely, on a regional basis, before it is narrodedn to a country specific basis.

In adopting a holistic and global based approact,iacorporating the results from a case stlidyuntries which have
been selected and considered in this study arellas/é:

- India (where partnership was undertaken with MRlseveral ,unique ways to extend credit directlySelf
Help Groups in rural areas);

- Mali (where a ,long history of serving less fornmastitutions through bulk loans and lines of dted well as
savings accounts” to help institutions addresk fasv and portfolio expansion projects, considgred

- Indonesia: Where the assumption of ,a significaarepting role for customary village banks" (LPDsjdugh
the provision of services which include staff tiagy monitoring, as well as supervisory servicedaken into

32 (Rosset Cambier, 2004:21)

33 ibid

34 lbid at page 22

35 ,Flexible approaches to collateral where whattena most, is the value that the customer attatthkssing the item
— rather than the value that the lender expectsetover from selling the item.“ (Armendariz de Aghiand
Morduch, 2005: 119,125 and 142)

36 Pagura and Kirsten, page 3 of 15. Accordinghean, successful cases in Bolivia, Costa Rica, idoag] India,
Kenya, Mali, Peru, the Phillippines, Rwanda andZbama were selected owing to specified factors. ddwntries
have been narrowed down in the present study.
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account.

— The Phillippines: Where ,government owned apexanigation”, is involved in a partnership with seter
microfinance actors through the provision of whalesredit and training to such institutions.

— Honduras: Covelo, a ,private first and second tigganisation“ provides loans and lines of creditbink
quantities, to MFIs as well as contributes immengelthe consolidation of internal systems and cast
which are aimed improving self-regulation mechargsism

— Costa Rica: Where the promotion of the incorporatibvillage banks in the late 1990s by Finca-C&dta, a
move which was instrumental in ,paving the way &lIr units in the network to establish relationshipith
commercial lines of credit and otehr financial segg“, is highlighted.

The above results derived from the case study yfaand Kirsten are those which have been selectédaken into
account and applied at a narrower level in drawdegclusions and recommendations for this reseataby.
Furthermore, more recent developments, theoraetmasiderations (theories) and emerging trendsheilincorporated
into conclusions and recommendations derived ferstady.

8. Findings and Conclusion

According to CARE?’ the products offered by MFIs to poor people areromot well suited to meet their needs.
Furthermore, it is highlighted that MFIs often offeedit to those who are unable to afford suchwahd would rather
save than have access to such crédfindings from CARE also revealed that such lowome clients would rather
build and consolidate on assets which help in riedudsk before they start incurring debt.

The beneficial features of the Micro Savings Regmient Scheme can also be illustrated through tHabooative

arrangements between the formal and less formafutisn via direct or facilitated linkages whosenefits have been
illustrated — according to a case study which imgdlvarious jurisdictions such as India, Costa Rica Phillippines,

Mali, Honduras, Indonesia. Such benefits include:

extending credit directly” to Self Help Groups urral areas

assisting institutions in addressing cash flo portfolio expansion projects

— the provision of services which include stafftiag, monitoring, as well as supervisory services
the provision of wholesale credit and training tielsinvolved institutions

37 (CARE, 2011: 9)
38 ibid
39 ibid



w | 2011 | Micralinan e in Aice Sale-of She-Secior Hepost |

Har

5. Africa

contributing immensely in the consolidation of im& systems and controls which are aimed improgilf

Table 1: Savings Groups Outreach

12

[ Egypt 2848 17,231 20,078
r Bonin 5621 33,450 19,722 58,793
Burkina Faso 9,766 £,000 8,340 49,108
Cameroon 500 553 4614 10,047
Congo Republic 0
Cote dlvoire 71,244 21,244
Babon o
Tha Gambia o
Ehana 22,382 11,238 18414 L0z 53,235
Guinaa a
Guinaz-Blssau L4TE 1478
Libwria 1,634 m 58 201
Mali 117,562 10,287 338,745 18,903 485,597
Nigor 238,366 451 15,830 254,847
Higeria 1,214 1214
Senegal 8,345 40,384 848 9,538
Sierra Loone 30,322 4,516 138 6,926 0,161
L Toga 3,008 23,008
P Burundi 153,200 11,52 184,735
CAR 1,066 1,046
Chad 0
oA 12,677 5,402 18,378
Ethiopia 85,223 16,998 14,804 25,875 202,700
Eritran 1,000 135 1,135
Konya 284300 | se2n T.276 10,845 191,742
Awanda 181,367 37,850 2340 167535 | 3890
Somalia 2,000 2000
Nothern Sudan 6,028 8028
Souwrm Sudan 1,000 2,040 EAEL]
Tanzania 2,556 383,015 71,33 10,255 10,39 12,524 520,079
E Uganda 456,032 12,803 1.600 53,357 4520 595,312
B Angoda 9,115 2115
Lecatho 12,847 1,480 14,348
Madagascar 1,909 8313 1,511 3,010 14,043
Malawi 102,633 18,170 4,185 A
Mozambigue &Te 92 830 10,871 104,477
South Africa 10,906 10,905
Swaritand 15,786 15,785
Zambia 1,000 1,005 13,300 15,31
Timbahwe 136,781 11,467 2620 852 151,520

Total # of 56 Members
Total ¥ of 565

hueg. & of Members per 56
% of Members Who Are Women

% of Groups Formed
By Non Paid Project Staff
Avg. Siings Batam:'BMnmbst [
Avg.Loan Size/Member |
Tolal A=sels

regulation mechanisms.
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Source: CARE, CARE-Access-Africa-Closing-the-G&d-2 Microfinance in Africa: State of the Sector Beat page
12

The above mentioned benefits, along with other fiisn@herent in the proposed Micro Savings Requiat Scheme
will be of immense benefit to microfinance in caies where access to microfinance in rural areaseigerely
restricted — and particularly in countries suchlesCAR, Eritrea, Guinea Bissau, Nigeria and Samavhere statistics
reveal that the Savings Group Outreach involvenise¢ Table 1 above) is particularly low when coragao other
African countries.

Given the benefits of microfinance - as well as teeds and demands of those who are not able dodafbllaterals
and who would not wish to incur debt (before coitlting on assets which can be used in mitigatisk),rthe Micro
Savings Requirement Scheme has been proposed.iémr lenders, it offers a more flexible approacld afternative
to obtaining a collateral whilst also incorporatitite options of having features of group lendimgl dhe ,joint
liability* conditions.

This study has attempted to investigate how linkadp@th direct and facilitating linkages, can béneificrofinance
institutions in Africa — and particularly countrieghere the Savings Group Outreach involvement arsiqularly low

when compared to other African countries. Thisdgtbas also illustrated ways and means wherebypgending and
other more recent innnovative methods used by ni@rders to secure repayments could increasedbsired effects.
Furthermore, the study has illustrated how regofattould be harnessed in achieving certain des#féetts of
microfinance — in particular, in respect of addmgsasymmetric information (agency problems), adlvas in

mitigating risks emanating from the lack of colkais in microfinance.

As highlighted under the introductory section, liert suggestions for research could embrace a ictitzogl analysis
which paves the way for a more detailed comparaiivaysis between these jurisdictions. Such contiparanalysis
could also incorporate empirical based results wkiould facilitate a basis for international comgpans.The largely

informal sectors operating in rural areas, as well as inadequate levels of monitoring and the existence of

asymmetric information has made it more necessary for regulation to play a role. Through the proposed Micro

Savings Requirement Scheme, this scheme has not only provided a means for assisting those in rural areas to

secure collaterals more easily, but also introduced arrangements whereby greater formalism could be introduced

into the informal sector.

APPENDIX
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Figure 2: Typology of case study linkages

AFRICA ASIA LATIN AMERICA
Costa
Kenya Mali Rwanda | Tanzania India Indonesia | Philippines | Bolivia Rica Honduras Peru
CRDB
Bank Lid., Finca
K-Rep Peoples | SACCOs, ICICI, Costa Covelo Arariwa
Bank, Banks Communit MFls FADES Rica, Foundation, (NGO,
SACCOs BNDA and Self y Banks and Self | AVIVA PCFC, and commercia MFls and Confianza
and and Help and Help Life and BPD Rural Banks | various I banks producer (EDPYME
MFls MFls Groups NGOs, Groups MFls and LPDs and MFls pariners | and ,MFls | organizations | ) pariners
Direct Financial Linkages
Bulk lnans and credit lines X X X X X X X X X X
Savings X X X X X X X
Facilitating Linkages
Credit X x X x
Insurance X
Deposit mobilization X
Money transfers * x
Paymenis X X X
Salary/pension disbursements X

Abbreviations BNDA: Banque Nationale de Developpement Agricole
PCFC: People’s Credit and Finance Corporation
BPDILPD: Indonesian Regional Development Bank and Community Based Village non bank Financial Institutions
FADES: Fundacidn para Alternativas de Desarrollo
SACCO: Savings and Credit Cooperatives

Source: Pagura, M. and Kirsten, M. (2006) Form&rmal Financial Linkages — Lessons From Develg@ountries
at page 6
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