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The M-CRIL Microfinance Review, 2003 is a follow up to The M-CRIL Report, 2000. It is a part
of the effort of Micro-Credit Ratings International Limited (M-CRIL) to stimulate
professionalisation in the microfinance sector in Asia. Towards this end, M-CRIL undertakes
the rating of microfinance institutions (MFIs) and micro- as well as macro-level studies of the
microfinance sector.

M-CRIL’s work is complemented by that of EDA Rural Systems Private Limited, its parent
organisation.  EDA undertakes impact studies and offers interactive, practice-oriented formal
training programmes for MFI managers. These activities are usually undertaken in response
to specific demand from client organisations. Sometimes it is also based on identification of
the needs of microfinance in the region as perceived by the EDA team.

The Introduction to this report sets out M-CRIL’s mission and provides a description of its
rating methodology and its contribution to microfinance in Asia. The information and analysis
contained in this, The M-CRIL Microfinance Review, 2003 is intended to improve knowledge
and understanding of the microfinance sector in Asia. The objective is to facilitate the design
of support activities for the sector by networking organisations, capacity builders and
multilateral as well as bilateral donors. Most importantly, the aim is to enable MFIs to compare
their performance with their peers and identify opportunities as well as weaknesses in their
programmes. M-CRIL’s mission will be well served if this leads to significantly improved
access to financial services for the low-income families in the region.

As an analysis based on information obtained only from the MFIs rated by M-CRIL, the
sample employed is not fully representative of Asia as a whole but covers most of the major
MFIs in India and some of the key ones in Nepal, Bangladesh, Cambodia and the Philippines
as well as some of the microfinance service providers in Indonesia. It therefore provides a
substantive picture of microfinance practice in the region.

There are many institutions and persons who have contributed, both directly and indirectly,
to the development of M-CRIL’s methodology and who have supported its activities in various
ways.

The two major institutions that M-CRIL has received support from are

• The Ford Foundation that put its faith in our abilities before anyone could possibly have
predicted what would emerge from the proposal to develop an MFI rating methodology,
and

• The SIDBI Foundation for Micro Credit (SFMC), which is M-CRIL’s major client and has
commissioned a large majority of the MFI credit ratings undertaken until now.

Other institutions that have supported M-CRIL’s work are

• Swiss Agency for Development and Cooperation (SDC), Dhaka office, our first client that
has also supported our efforts to engage the commercial banking sector in microfinance
in Bangladesh

• UK Department for International Development (DFID), Dhaka office

• The Rating Fund of the Consultative Group to Assist the Poor (CGAP)

• Stichting HIVOS of the Netherlands

• SDC, Delhi office that supported the publication of The M-CRIL Report, 2000
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Over the period from September 1998 to June 2003, Micro-Credit Ratings International Limited
(M-CRIL) – a public company established to facilitate the flow of commercial funds to the
microfinance sector – undertook 170 ratings of some 123 MFIs in South Asia.  M-CRIL has
compiled the information from its rating studies in a database and used it to analyse the
performance of the microfinance sector in the region.  This analysis of information, from the
110 MFIs rated until end-June 2003, constitutes The M-CRIL Microfinance Review, 2003.

Client outreach & financing:  Of  the 2.7 million members (clients) of M-CRIL’s sample of
rated MFIs in South Asia; around 1.2 million are borrowers with outstanding loans equivalent
to US$91 million. Amongst these, the MFIs following the Grameen Bank solidarity group
methodology are dominant in terms of size.  The fact that the combined deposits of members
of the rated MFIs are about 54% of the loans outstanding shows the value microfinance clients
place on savings services. It also demonstrates the potential for raising lending resources
from the clients of microfinance institutions.  Overall, donor funds are still very important
(31%) in the financing of MFIs in the region but the increasing commercial orientation of the
activity is apparent since client savings make up 25% of the total, while institutional debt
accounts for another 35%.  Unfortunately, only 65% of the total $147 million available to rated
MFIs has been deployed in loans to clients while as much as 11% is placed in short term
investments.  For many individual MFIs, the management of idle cash balances is also an
issue.  In this context, efficiency in the deployment of funds needs considerable improvement.

Financial performance:  In terms of performance, operating expenses (20.5% of average
outstanding portfolio) are relatively low on average and compare well with international best
practice norms.  However, the typical MFI has a far higher 36% operating expense ratio and
much lower portfolio yield leaving a gap of 15% between operating expense and yield.  Not
surprisingly, the sample as a whole has a 0.2% negative return on assets compared to the 0.1%
profit of the MicroBanking Bulletin (MBB) sample.  The M-CRIL sample average also performs
poorly on indicators like operational self-sufficiency (typical MFI, 79%) and financial self
sufficiency (typical MFI, 69%) though the weighted averages are significantly higher due to
the good performance of a few large MFIs.  However, there are still enough MFIs in the M-CRIL
sample with positive returns to indicate a significant trend to improved performance of the
microfinance industry as a whole.  The M-CRIL Top10 achieve an OSS of 109% (weighted) in
comparison with the MBB sample’s 115%.

Trends in Asian microfinance: The impression of a positive trend is reinforced by an
examination of the performance of 35 MFIs with rating updates.  Over an average 21 month
period between the previous rating and the most recent update, these MFIs had registered a
34% p.a. growth both in number of borrowers and in the portfolio.  Performance improved
very significantly as OER declined from 49% to 35% for the typical MFI while portfolio yield

Executive Summary
- performance is improving and the overall scenario is encouraging

as there are enough good experiences to hold out hope that the
sector can, in the future, become a dynamic and sustainable

component of the poverty reduction effort in the region
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increased from 19% to 22%.  This improved performance is indicated by significant increases
in staff productivity and better portfolio quality resulting in a substantial improvement in the
sustainability of the MFIs with rating updates.

Institutional issues:  The relatively disappointing, if improving, performance of the sector as
a whole is almost surprising in the context of the considerable management experience of the
chief executive officers of MFIs in the region.  However, it is an experience tempered by the
NGO backgrounds of the individuals and is not always consistent with the need for MFIs to
exercise financial discipline. The limitations of this experience are compounded by often
mediocre staff quality and spatially over-extended operations of the sample MFIs.  Management
information systems in use are improving but still often inappropriate and the concept of
portfolio quality is only now beginning to be understood.  Accounting and other microfinance
management issues also need attention.

Nevertheless, some of the more professionally run MFIs in the Asian region have started to
integrate with formal commercial markets while others are moving in this direction.  The
conclusion of this report is that microfinance in Asia is growing and is progressing significantly
towards professionalising operations to meet the financial needs of low income families…a
few more years could see the emergence of a significant and substantial microfinance sector
in most of the poorer countries of the region.

i i
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1    The Genesis of M-CRIL

The sustainability issue has become particularly important in microfinance in recent years.
This has happened as microfinance portfolios have started to shift from being almost exclusively
donor-funded to significantly debt-financed.  Loan funds are sourced increasingly from apex-
level NGOs, development banks and even, increasingly, from commercial banks.  Prominent
amongst the institutions lending to MFIs in South Asia are the Palli Karma Sahayak Foundation
(PKSF) and Sonali Bank in Bangladesh, the Rural Microfinance Development Centre in Nepal,
Friends of Women’s World Banking, India (FWWB) and the Small Industries Development
Bank of India (SIDBI).  The encouraging experience of these institutions in revolving wholesale
funds for microfinance has led to growing interest in this activity and more apex institutions
(as wholesale lenders) and commercial banks are starting to become involved.

Since lending activity inevitably generates concerns about the borrower’s cash flows, viability
and sustainability, the availability of skills for MFI appraisal and risk analysis has,
increasingly, become an issue.  The response of the apex NGOs wholesaling development
funds in microfinance has been to attempt to develop the skills internally.  Banks with large
portfolios but relatively miniscule outstandings to the microfinance sector have been more
reluctant to undertake appraisals as purely internal exercises.

There are two reasons for this.  Firstly, as custodians of commercial rather than development
funds they need a quality of risk analysis that is more sophisticated than is customary in the
development sector.  Secondly, it is difficult for a bank with a loan portfolio worth a billion
dollars or more, invested in a diverse range of industrial and agricultural activities to persuade
many of its staff to specialize in MFI appraisals when the microfinance portfolio is likely to be
no larger than $10-20 million in the immediate future.  Yet, the potential for microfinance
lending in India alone is estimated to be in the range of $6-8 billion if only the substantial (and
liquid) resources of the banking system could be channeled in its direction.

Thus, the microfinance funding situation in the region can be characterized as one of
information asymmetry between banks that have funds but not the skills and experience to
understand microfinance operations, on the one hand, and MFIs that have a high demand for
funds but many of which have doubtful records on issues like sustainability and viability.  It
is in this context that EDA Rural Systems Private Limited (EDA) – an organization with the
reputation of a highly professional and competent provider of technical services to the
development sector in South Asia – decided to develop a service for the rating of MFIs.

Introduction to M-CRIL
The mission of M-CRIL is to facilitate the delivery of microfinance services in developing Asia by
minimizing information asymmetry and mitigating the limitations caused by lack of exposure
between commercial investors and banks, on the one hand, and microfinance institutions (MFIs), on
the other.

Towards this end, M-CRIL undertakes the rating of rural and cooperative banks, finance companies
and not-for-profit institutions that provide financial services to low income clients.  In addition,
M-CRIL undertakes proprietary economic research, monitoring & evaluation, policy studies and
market research designed to facilitate the provision of microfinance services.
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After around 18 months of research and field-testing, a credit rating service for MFIs was
introduced in South Asia – virtually for the first time globally – by Micro-Credit Ratings &
Guarantees India Limited (M-CRIL, later renamed Micro-Credit Ratings International Limited
in line with its international workflow and evolving profile), a subsidiary company established
by EDA specifically for this purpose.

In the five years since the launch of its rating service in late 1998, M-CRIL has built up a rating
team consisting of 10 professionals.  It has an active Board of Directors made up of professionals
and academics with an intimate knowledge and experience of Asian microfinance and also
uses the services of professionals as part of its Rating Committee to provide independent
oversight of the ratings undertaken by the organization. This vetting mechanism has served
to ensure that no issues of prejudice, conflicts of interest or sins of omission arise to cloud the
judgements made by M-CRIL’s rating analysts. As a result, M-CRIL’s MFI rating service has
come to be accepted in Asia as a highly reliable assessment of the creditworthiness of
institutions engaged substantially in providing financial services to low income clients.

Ratings – based on intensive visits by a team of two
analysts to MFI head offices, branches and clients
in the field – have provided the detailed,
independently verified information on MFI
operations that financial institutions need in order
to make lending/investing decisions and
judgements of creditworthiness. Until end-March
2003, M-CRIL had undertaken 156 MFI ratings in
Asia resulting in a cumulative lending
recommendation of around US$30 million.

The progress of M-CRIL’s rating service – on an
annual basis – over the past five years is depicted
in Figure.

The opinions of M-CRIL as a professional institution engaged in the capacity assessment of
MFIs have served as a key factor in enabling the lending decisions of wholesale lenders to
them. In doing so, M-CRIL’s innovative service has greatly accelerated the rate at which
lending has emerged as a means of funding MFIs – particularly in India.

2    Criteria used for the assessment of MFIs

The M-CRIL rating evaluates the strengths and weaknesses of the operations of the financial
service provider to low-income clients – bank or MFI – as well as its creditworthiness. It
assesses the risks associated with lending to the organization and assigns a grade based on
the extent of risk.  Some categories of risk that form the basis of the assessment are external
risk, credit risk, market risk and the risk of fraud.  With reference to these, the critical aspects
covered are – the quality of governance, the depth and efficacy of management systems and
the financial health of the institution.
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M-CRIL’s methodology utilizes the extensive experience of its parent company, EDA, in the
monitoring and evaluation of programmes to promote the livelihoods of low-income families.
It combines this experience with the results of research to identify determinants of credit-
worthiness – based on a rating literature review, discussions with rating experts, bankers,
academics and MFI leaders.  M-CRIL indicators are categorized into three broad areas of
Governance, Management Systems and Financial Strength

1   Governance that assesses the quality and appropriateness of the composition of the
MFI’s board, its role, experience with microfinance, the MFI’s outreach and its overall strategy
for fulfilling its mission and goals.  The major indicators used include

• Role of the Board: relevant experience and technical knowledge of board members, interest
and extent of involvement of board members in governance

• Strategy: appropriateness of operational strategy in the context of the operating
environment, focus/specialisation in financial services, suitability of loan products,
presence/concentration in the operational area.

2    Management systems: the quality of human resources, their productivity, the strength
of critical systems like accounting, management information and management planning as
well as internal control and policy compliance are assessed.

• Human resources: adequacy and qualifications of staff, their understanding of crucial
microfinance issues, staff productivity, incentive systems and management stability

• Systems: appropriateness and efficacy of systems for managing portfolio information,
accounts and internal audit through various indicators like rigour, accuracy and timeliness

• Strength of clients: Most MFI clients in Asia are illiterate and poor with little or no access
to financial services.  In this context, M-CRIL feels that it is important for an MFI to have an
informed, disciplined and engaged client base with some sense of loyalty to the institution.
This is assessed as part of the rating.

3     Financial strength is evaluated on the basis of information from financial statements
specially prepared (or re-drafted, if necessary) using internationally accepted accounting
practices and prudential norms to present a fair picture of the MFI’s operations. In case the
institution is engaged in more than one activity, the costs of the financial operation are carefully
separated, the allocations being based on a field assessment of resource utilization – human
and material. The segregated and reformatted financial statements are used to assess the
MFI’s financial strength based on indicators like portfolio quality, liquidity, asset-liability
management (ALM) and profitability.  Indicators used include

• Portfolio quality:  The quality of an MFI’s loan assets based on an age statement of overdues,
portfolio at risk (more than 60 days) and portfolio diversification over a range of activities.

• Credit discipline of both the MFI clients as well as the MFI itself in relation to its lenders by
analyzing their repayment history

• Repayment ability:  For a lender it is very important to get an objective sense of a borrower’s
repayment ability; M-CRIL assesses this by examining the rated MFI’s liquidity, capital

v
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adequacy and ability to service debt from operations

• Profitability and sustainability: The microfinance sector is fast moving away from a donor-
driven charity oriented paradigm to a sustainability oriented commercial one and the
focus of M-CRIL’s initiative has been on facilitating this process.  An MFI’s profitability is
assessed through ratios like Return on Assets (ROA), Operational Self Sufficiency and
Financial Self Sufficiency. This profitability/sustainability analysis forms an important
part of M-CRIL’s risk assessment.

• External risks affecting operations:  Every organization is exposed to risks arising out of
its environment and no risk assessment would be complete without this. M-CRIL assesses
external risk on parameters related to the macro-economic strength of the MFI’s operational
area and other factors like economic infrastructure, institutional development of the region
and political stability.

Appendix 2 contains a note on M-CRIL’s credit rating service with details of the rating process
and methodology.

3    M-CRIL’s methodology versus that of formal sector ratings

M-CRIL’s ratings differ from formal sector ratings in their institution-wide focus and enabling
intent.  Formal sector ratings tend to be solely focused on assessing the risk associated with a
particular credit product of an organization based on its present situation, systems and
industry outlook and using pre-specified indicators bearing proven historical correlation to
credit risk emerging from experience.

However much the utility of these methodologies, M-CRIL believes that taking such an
approach would be a disservice to the microfinance industry.  Firstly, most MFIs do not make
market offerings so there is virtually no scope for an offering-specific approach.  Secondly,
given the still relatively early stage of debt-finance based microfinance, the correlation between
indicators and performance is still being tested.  Thirdly, the systems employed by most MFIs
are relatively unsophisticated and, not only is the availability of data inadequate, its reliability
is often also open to question. In the context of a nascent activity, the typical commercial
rating could be somewhat regressive, condemning the lack of performance and poor systems
of the rated institution without providing any systematic feedback for improvement. M-CRIL’s
approach to rating MFIs, by contrast, incorporates the following features

• Data collection and authentication as a key element of the rating exercise to ensure the use
of authentic and reliable data for the assessment. This means that the authenticity of an
MFI’s reporting system is first determined by a snap system audit and, if its reliability is
found to be unsatisfactory, data is physically reconciled from base level records. In an
average, small-medium Asian MFI with 3-4,000 loan accounts, this could entail examining
all the loan ledgers to get accurate portfolio information.

• An analysis of strengths and weaknesses of the organization on key parameters is a
critical part of M-CRIL’s rating reports.

vi



This includes detailed comments on
- appropriateness of strategy
- strength of accounting, management information and portfolio tracking systems
- credit performance and profitability.
M-CRIL also provides capacity building needs assessment reports based on specific requests.
As an indication of M-CRIL’s concern for this aspect of the rating exercise, the strength of
systems is covered up-front rather than just specifying the risk grade. (Appendix 4)

• For the purpose of standardization and comparison across MFIs, presentation of adjusted
financial statements and detailed explanations of the adjustments made in the construction
of financial statements. For the financial statements, these adjustments range from the
allocation of assets and staff time in a multi-service organization to determining adequate
loan loss provisioning (and write off of defaults) for the institution based on portfolio
ageing. Besides these, various other adjustments like subsidy calculations are done for
specific indicators. This process serves as a guide to the MFI enabling it to improve its
accounting practices at the same time as facilitating M-CRIL’s analysis.

• An institutionalized process of ongoing instrument review within M-CRIL. M-CRIL reviews
the instrument based on evolving experience and revises it periodically (roughly at two
year intervals). This involves verifying the rating outlook with the actual credit performance.
These revisions of methodology and instrument are based on advice from M-CRIL’s board
comprising technical experts in the field of microfinance.  In the past, reviews have led to
the strengthening of the minimum conditions for various rating grades, capital adequacy
norms, redistribution of weights across indicators, and the relative weights between the
governance, management and financial sections of the instrument.

• The regular sharing of information on good practice in microfinance as an “externality”
resulting from M-CRIL’s work. This has been done in two ways
- By providing critical inputs to SA-DHAN, the premier association of Indian MFIs,

particularly on standards. SA-DHAN regularly disseminates information through
workshops, papers and technical documents.

- Through its own publications and workshops. In 2002, M-CRIL conducted an all India
study documenting the best practices followed by India’s leading MFIs on critical
functions like governance, strategy, products and delivery mechanisms, management
information systems, accounting practices, financial management, internal audit and
personnel issues. The findings were published in the form of a book and discussed and
publicized at a national-level workshop including the leading stakeholders in
microfinance.

This report incorporates an analysis of the performance of MFIs in the Asian region as seen
through the ratings conducted by M-CRIL over nearly five years from September 1998 (the first
rating) to June 2003. It begins by describing laying out the general characteristics of the MFIs
covered by the analysis and then goes on to examine performance in terms of outreach,
productivity, cost efficiency, portfolio quality, fund management and profitability.  It concludes
with a discussion of some institutional issues that M-CRIL believes are the key factors governing
the performance of microfinance service delivery in the Asian region.

vii
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– as seen through M-CRIL’s Database Sample of 123 institutions

From the commencement of operations in September 1998 until June 2003, M-CRIL had
completed 170 MFI rating assignments (including updates) covering India, Nepal, Bangladesh,

Cambodia, Indonesia, Kazakhstan, the Philippines, Sri Lanka
and East Timor.  Table 1.1 provides an overview of the
M-CRIL database and the final set of MFIs rated by M-CRIL
used for the analysis in the report.

Some organisations have been excluded from the analysis as
the data available from them was (3 organisations)
incomplete, others have been left out as they are apex
organisations (on-lenders to MFIs- 2 organisations) whose
inclusion would result in double counting.  Other rated
institutions excluded fromthe analysis are micro-enterprise
promoting NGOs that were rated (7) and 2 large banks whose
inclusion would unduly skew weighted averages. This leaves
usable data from 110 MFIs – defined as organisations

providing microfinance services to low income clients – in the sample. Within this sample,
outliers (MFIs that substantially skew sample averages) have been removed resulting in a

varying number (87-110) of data entries for each indicator.

While cross-sectional data for the 110 organisations covered does
not relate to a fixed point of time, it does serve the purpose of
providing a broad picture of microfinance in the region as seen
through M-CRIL’s rating activity. For the purpose of this analysis,
the classification of the information in the database has been
undertaken by
• region
••••• institutional characteristics

–  microfinance methodology,
–  age of MFI and
–  form of legal registration

••••• portfolio size, and
••••• performance– defined as the M-CRIL rating grade  achieved.

1.1    Regional distribution of MFIs

– heavily focussed on south India;
a sprinkle across Asia

Regionally, this analysis provides a comprehensive picture of
microfinance in India and an impressionistic view of microfinance in Asia. The

primary classifications are by sub-continent and, within India, by region.  As Table 1.2 shows,
the number of Indian MFIs rated is 104 compared with 21 in other Asian countries (11 South
Asia, 10 South-East Asia).  Within India, microfinance is concentrated in the southern part of

1    Microfinance in India & Asia

Sample details Number

Ratings in the database 170
MFIs rated once 86
MFIs rated twice 28
MFIs rated thrice 8
MFIs rated four times 1

Total number of MFIs rated 123

The M-CRIL sample:
MFIs rated once 75
MFIs with rating updates 35

Sample size for this report 110

Sample range for each analysis 87-110

Table 1.1   Overview of the M-CRIL sample

Country/ Region Number of MFIs

rated sample

India 102 90
South India 59 53
East India* 18 17
West India 18 15
North India 7 5

South Asia 11 11
Bangladesh 6 6
Nepal 4 4
Sri Lanka 1 1

South East Asia 9 8
Cambodia 2 2
East Timor 1 1
Indonesia 4 3
Philippines 2 2

Central Asia 1 1
Kazakhastan 1 1

Total 123 110

Table 1.2   Regional distribution of MFIs

*including North East States

1



the country.  This is reflected in the M-CRIL
sample, which has nearly 60% of the Indian MFIs
in the sample concentrated in the states of Andhra
Pradesh, Tamil Nadu, Karnataka and Kerala. The
western and eastern parts of the country have
lately seen a growth in microfinance service
providers but there are very few MFIs in the north.

Figure 1.1 depicts the broad regional analysis of
the sample. To ensure the significance of the
analysis for comparative purposes, all non-Indian
MFIs have been grouped together into an ‘other’
category in many cases when regional data has
been considered.

1.2    Institutional characteristics of sample MFIs

– disaggregated by model, age

As in the M-CRIL Report 2000, a combination of the age of the organisation and the
methodology or model it adopts for implementing its microfinance programme has been used
for the main analysis in this report.  The models/methodologies are classified here as

••••• Self-Help Group (SHG) – the dominant microfinance methodology in India – which is a
version of the village banking model. The operations of (mainly) 15-25 member SHGs are
based on the principle of revolving the members’ own savings. These resources are often
augmented by funds borrowed from MFIs or banks.  Savings thus precede borrowing by the
members.  In many SHG programmes, the volume of individual borrowing is determined
either by the volume of member savings or by the savings of the group as a whole.  Some
charitable non-government organisations (NGOs) operate microfinance programmes by
organizing federations of SHGs to act as the MFI which obtains external loan funds in bulk to
be channelled to individuals via member SHGs.

• Individual Banking model (IB) – entailing the provision by MFIs of financial services to
individual clients – though they may sometimes be organised into joint liability groups,
cooperatives or even SHGs. In the case of cooperatives, all borrowers are members of the
organisation either directly, or indirectly by being members of primary cooperatives or
associations which are members of the apex society. Creditworthiness and loan security are a
function of cooperative membership within which member savings and peer pressure are
assumed to be a key factor. Though the magnitude and timing of savings and loans are
unrelated, in theory, a special effort is made to mobilize savings from members.

••••• Grameen model (G) – a model initially promoted by the Grameen Bank of Bangladesh.
Grameen MFIs undertake individual lending but all borrowers are members of 5-member joint
liability groups which, in turn, get together with 6-9 other such groups from the same village
or neighbourhood to form a centre. Within each group and centre, peer pressure is said to be
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the key factor in ensuring repayment. Each borrower’s credit-worthiness is determined by the
overall credit-worthiness of the group. Savings are a compulsory component of the loan
repayment schedule but does not determine the magnitude or timing of the loan.

••••• Mixed model (M) – some of the MFIs started with the Grameen model that embraced the
SHG model at a later stage but did not completely do away with the Grameen model and
smaller groups.  These have roughly an equal mix of SHG and Grameen type groups.  Others
have chosen to adapt either the Grameen or the SHG model to cater to their markets while a
few organisations use a number of delivery channels – including individual banking type
products and methodologies to provide financial services.  These cannot be clearly classified

in any of the above categories.

The distribution of sample MFIs based on
this classification system is shown in Figure
1.2.  This distribution is a broad reflection of
the pattern of microfinance undertaken in
Asia.  In India, there is a predominance of
SHG-based microfinance programmes but
there has been a marked increase in the
number of mixed model MFIs.  This is an
indicator of the extent to which Indian MFIs
have started to experiment and grow out of
the conventional mould of SHG and
Grameen operations, to cater to the needs of
their markets more effectively.

The second type of classification is the age of the microfinance programme
of the organisation.  The classification used is
••••• New institutions –  less than three years old
••••• Young institutions –  3-5 years old
••••• Maturing institutions –  5-7 years old, and
••••• Mature institutions –  more than seven years.

The average age of sample MFIs is apparent from Figure 1.3. In the “universe” of MFIs in
India, the early MFIs were all established in the 1970s, when cooperatives were still seen as
the most appropriate means of ensuring outreach to the poor in a just and fair manner.  It is for
this reason that the oldest  MFIs in India are all cooperatives, classified here as individual
banking models.

The mixed model organisations have the lowest average, particularly in India (4.9 years).
This is because more than half of the Indian MFIs that fall in this category are new-age
institutions that have broken away from traditional microfinance models.  A few are also
older institutions that have opted to modify their methodology to suit an increasingly diverse
client base.

In a larger context, Figure 1.3 also indicates that within the sample, MFIs outside India have
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a higher average age for almost all the methodologies
except individual banking (overall average age for
others is 8.6 years compared to 5.9 years for India).
This could be because, inter-nationally, it is the larger
MFIs, seeking external funding that approach M-CRIL
for a rating.

The third type of institutional classification is the legal
status, or form of registration.  MFIs worldwide are
registered in different legal forms depending on the
regulatory framework in the country of operation.  For
the purpose of this analysis, sample MFIs have been
classified into

••••• not-for-profit institutions – societies and trusts in South Asia, NGOs
elsewhere

••••• cooperative institutions – conventional cooperatives (usually apex
rather than primary cooperatives), mutually aided credit societies (in
India) and, even, a cooperative bank

••••• formal financial institutions – non-bank companies providing
financial services (classified in India as non-bank finance companies
or NBFCs) and development or rural banks as in
Nepal, Indonesia and the Philippines.

Table 1.3 shows the distribution of sample MFIs
across these legal forms. Though there is a trend,
Asia-wide, towards for-profit and formal registration
as finance companies or rural banks (where the
regulatory framework enables this), the table reflects
the continued dominance of not-for-profit
institutions in the provision of microfinance
services.

Also interesting in this context is the rural-urban orientation of MFIs. Microfinance activity in
Asia is seen more as a rural than an urban activity  - quite unlike Latin America in this respect.
Only 12 of the 110 MFIs in the sample have a significant urban orientation and just 5 have
exclusively urban operations.

1.3    The sample by portfolio size

– many small MFIs but an increasing number of large ones

The MFIs in the M-CRIL sample have been classified by the size of their outstanding portfolios
at the close of the last quarter before the latest rating field visit, as shown in Figure 1.4.  In spite
of the natural bias of the rating exercise towards large MFIs, there are a substantial number of

Model India Other Total

G 5.3 7.8 6.4

IB 9.7 6.7 8.8

M 4.9 11.5 7.1

SHG 5.7 5.9 5.7

Sample 5.9 8.6 6.4

Top10 4.0 11.2 7.6

MBB 8.0

Figure 1.3    Average age of d ifferent types of MFIs

5.3

7.8

9.7

6.7

4.9

11.5

5.7 5.9

G ra meen Indv Banking Mixed SH G

In d ia

O th ers

Table 1.3   Distribution of sample MFIs by legal form

4

Microfinance in India & Asia

Form of India Other Total Top10
registration

Not-for-profit 71 9 80 2
    – societies 56
    – trusts 15
Cooperatives 11 1 12 -
Companies/banks 8 10 18 8

Sample 90 20 110
Top 10 5 5 10 10
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MFIs with a portfolio in the range of US$40,000-140,000
(Rs18-63 lakhs). Particularly in India, about 60% of the
organisations have portfolios less than Rs63 lakhs.

Figure 1.4 also shows that there is a strong correlation
between portfolio size and the age of an MFI.  Following
common business sense, as MFIs gain more experience
those that continue to operate also tend to expand.  As
the figure indicates, MFIs tend to grow rapidly at the age
of around 6-7 years at which stage their portfolios can
range from US$40,000-500,000. The number of
commercial sources of funds now available to MFIs
further supplements this portfolio expansion. The
relationship between funding and age is discussed in
subsequent sections of this report.

1.4    Rating grades achieved by MFIs

– relatively few are creditworthy enough
to borrow significant sums of money

The rating grades awarded by M-CRIL for individual institutions are described in the Appendix
3. Grades are awarded to reflect the creditworthiness of the institution based on M-CRIL’s
rating methodology. The distribution of grades achieved by the 123 rated organisations and
the sample MFIs of this report are presented in Figure 1.5. The distribution here almost follows
the familiar bell shape for normal distributions with the median grade of β which is also the

mode of the sample. However, for the universe
of MFIs in the region, it is likely that a larger
sample would result in an increase in the bars
at the lower end and a tendency towards a
skewed distribution as the number of MFIs
rated increases.  A large proportion of MFIs
in the region, are unlikely to reach the
minimum β grade required for them to be
considered creditworthy.  These MFIs are
presently not rated.  Similarly, it is apparent
from Figure 1.6, that the non-Indian MFIs
rated are amongst the best in the region.

Figure 1.5 also shows the distribution of
rating grades across MFI types.  The Grameen

MFIs rated so far have been amongst the best of all the types with more than 90% of them being
above or in the investment grade of β. Though the α+ grade has eluded the MFIs operating
with the individual lending model, they too have an overall trend similar to the Grameens.
Some of the weakest organisations use the SHG model with only about 55% of them in the
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investment grade – though this is also a
function of the large number of SHG MFIs
rated.

This grade distribution – with the mode at
β- is, in fact, somewhat worse than that in the
M-CRIL Report  2000 when the mode was β+.
This is because the microfinance environment
is dynamic and M-CRIL’s objective of
facilitating the mainstreaming of
microfinance entails greater stringency as
microfinance institutions become more
commercially oriented. As a result, an
increasing emphasis on critical performance
indicators – particularly those for financial performance – has led to the downgrade of a
number of organisations.

The analysis in this report begins with a discussion of client outreach and productivity before
going on to issues of efficiency, portfolio management and financial performance. Since the
M-CRIL database now has a substantial number of updates of rated MFIs (Table 1.1),
comparative data for MFIs with rating updates has been used in Section 6 to assess trends in
the growth and performance of microfinance in the region.

However, all the information in this report simply provides an indication of the performance
of rated MFIs covering a series of factors – explained in the introduction note at the front of
this report. Each of these factors, including its lending methodology, influences an MFI’s
performance but is not, per se, the key factor determining its performance.  M-CRIL’s rating
experience demonstrates that the most important influence on an Asian MFI’s performance
are institutional considerations which are discussed in Section 7.
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The number and size of microfinance institutions in India is small in relation to the numbers
of poor people in the country.  MFIs in India (including Self Help Groups) cover no more than
10-15% of the 60-70 million poor families in the country. In Bangladesh, the coverage is higher
partly on account of the four large MFIs – Grameen Bank, BRAC, Proshika and ASA – that
have 1-3 million members each.  None of these large institutions in Bangladesh has been rated
by M-CRIL so far and are not part of this sample.  Similarly, coverage of low income families
is substantially higher in Indonesia where Bank Rakyat Indonesia – a government owned
commercial bank – has achieved significant outreach through its Unit Desa system.  The
outreach of this programme is supplemented by the existence of thousands of village and
district level banks (LDKPs, BKKs and BPRs) owned by local government institutions and
even private investors.

2.1    Outreach
– significant in membership numbers but not substantial in terms of portfolio size

2.1.1    Membership

The 110 MFIs included in this analysis provide financial services – either loans or savings
facilities – to nearly 2.7 million clients.  Of  these, approximately 72% (1.9 million) are in India,
distributed regionally as shown in Table 2.1. As discussed in Section 1, the  South is dominant
in MFI activity in India accounting for about 79% of Indian clients served by the sample. The
M-CRIL Top10 account for roughly 528,000 members – 20% of the total.

The importance of SHG programmes in the sample –
49% of membership – is apparent from Figure 2.1
with the mixed models accounting for 29% and the
Grameens another 19% of the members. The
significant membership of mixed models is partly a
reflection of the move mainly of Grameen
programmes away from the pure joint liability group
to a more eclectic approach albeit inspired by the
Grameen methodology.

In India about 64% of the total membership is
serviced by SHGs.  Most government initiatives in
the country have been through groups – whether it
is bank linkages with the support of the National
Bank for Agriculture and Rural Development

(NABARD), women’s development schemes or other rural development programmes such as
the Swarnajayanti Gram Swarozgar Yojana (SGSY – golden jubilee village self-employment
programme).  Due to this government support, a number of MFIs, especially those that started
as multi-service organisations, adopted the SHG model.  Thus, it is by virtue of the sheer

2    Client Outreach and Productivity
-  coverage is low in relation to the number of poor people in the region

but staff productivity is better than the international average
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Table 2.1   Regional distribution of MFIs Clients

Region Number of % of total
clients, ‘000 clients

South India 1,514 79.2
West India 216 11.3
East & NE India 136 7.1
North India 46 2.4

India 1,911 71.9
South Asia 556 20.9
SE Asia 184 6.9
Kazakhstan 7 0.3

Sample, 110 MFIs 2,658 100.0
Top 10 528 20.0



number of organisations in the sample, that the SHG model
constitutes a large segment of the “universe” of membership.

Conversely, the Grameen organisations in India tend to have
a much larger number of members (average membership
~31,000, Figure 2.2)  though the number of organisations in
the sample is limited making their contribution in India
around 14.5%.  The role of the mixed model in the Indian
sample has increased over the last few years to about 18%
as more and more MFIs are developing unique lending
methodologies instead of following traditional systems.

In the rest of Asia (other than Indonesia), microfinance tends
to be Grameen-inspired and this is apparent from the
coverage of 31% of clients outside India by pure Grameen
and another 58% by mixed model (mainly modified
Grameen) organisations. Indonesia is strong on
microfinance through individual banking programmes but
one important large microfinance service provider – Bank
Dagang Bali – has been omitted from the sample as an outlier
due to its large size, and not many
MFIs in other countries follow the
individual banking model.

Though there are many MFIs in
India using traditional cooperative
principles – particularly the
Mutually Aided Cooperative
Societies (MACS) of the state of
Andhra Pradesh – the coverage of
individual banking organisations
in M-CRIL’s rating has been
relatively low resulting in a small
base in the sample.  This is largely
because cooperative organisations
tend to be savings-based and not
significant net borrowers from external sources while rating
– as a tool – is intended to facilitate such borrowing.  As a
result, rating is not necessary for many cooperative-sector
MFIs. Another reason for the small membership base in the
sample is that – in contrast to Grameen MFIs – the individual
banking methodology is relatively risky so MFIs expand
cautiously, giving larger loans to fewer people to minimise
operating expenses.

* members are those who save with the organisation
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For many MFIs in the region, their
developmental objectives mean
savings services and empowerment
through the promotion of
governance capabilities are at least
as important as lending to their
members.  This is particularly so for
the SHG model with many
programmes actually placing
greater emphasis on the
development and governance
implications of the activity than on
financial services.  For this reason,
there is a significant difference
between the membership of these

institutions and the number of persons participating in
their programmes as borrowers. Figure 2.3 provides a
comparison between the average active borrowers and the
average membership of MFIs in the sample following each
methodology.

The ratio of active borrowers to total clients apparent from
the information in Figure 2.3 is largely dependent on the
extent of dormancy accepted within a methodology. For
instance,  Grameen organisations have a high average of
87% of members as active borrowers. This is because the

conventional Grameen methodology does not allow a member to remain dormant for more
than 2 weeks.  Members who do not take the next cycle of loan must drop out of the programme.
On the other hand, SHG-based MFIs tend to have much lower active borrowers to client ratios
(average, 28%) as the focus is on group solidarity and not all members need to be borrowers
concurrently.

Not surprisingly, the mixed methodology has a ratio of 44% – somewhere between the Grameen
and SHG MFIs.  As more organisations adapt to more than one model to find their own niche,
a Grameen replicator that moves into the modified model allows greater dormancy resulting
in a decline in the “activity ratio”.  Similarly, if an SHG organisation focuses more on credit
services, its activity ratio improves.

Overall, M-CRIL’s sample average of 10,787 active borrowers per MFI is significantly smaller
than the MBB average of 15,553 – partly a reflection of the relatively large size of the institutions
that are willing to participate in the self-reporting process of the MBB but also an indication
of the relatively small size of Indian MFIs.  It is interesting to note here that the MBB average
of 22,841 active borrowers for 66 financially sustainable MFIs is significantly lower than
M-CRIL’s Top 10 average of 32,125.
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2.1.2 Loans Outstanding

– Grameen MFIs provide small loans to a large number of clients and
Asian microfinance clients have minuscule outstandings compared to the international average

MFIs in the database had a total portfolio outstanding of ~US$96 million at the time of
M-CRIL’s rating with the 90 Indian MFIs having outstandings of nearly $52 million (Rs238
crores).  About 40% of this is with MFIs using the Grameen model
(Figure 2.4) and the Mixed model MFIs provide another 31%.
The Top10 MFIs own 32.8% of the portfolio of sample MFIs – an
indication of the polarised nature of the sector in the region –
particularly in India and South Asia – in terms of size. There are
a small number of large MFIs that are relatively strong and a
large number of small and relatively weak organisations.  In
India, the Grameen organisations continue to service the largest
proportion (37%) of the portfolio, though due to their sheer
numbers the SHG organisations also have about 28% of the
sample portfolio.  The mixed model MFIs account for 24% of the
portfolio in India and individual banking for 11%.

Figure 2.5 provides a better understanding of the average portfolio
across MFI models. The figure confirms that SHG model MFIs in
India have relatively small portfolios (average $219,000), less
than half the country average ($ 477,000).  The average portfolio
for the SHG models is restricted by the low active client-member
ratio as well as by their much smaller loan sizes since this is a
savings led model. (Table 2.2)

Table 2.2 also shows that Grameen MFIs have the largest average
portfolios of around US$1.5million (Rs7 crores) in India but there
is a wide range in the actual portfolio size within this category.
The largest organisations have portfolios in excess of US$10 million (around Rs45 crores),

Loans outstanding (million US$)

Model India Others Sample

G 19.3 18.5 37.8

IB 5.3 8.5 13.8

M 12.8 17.3 30.1

SHG 14.4 0.3 14.7

M-CRIL : Sample 96.3
Top10 32.8

India 51.8
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while the smaller ones have portfolios
around US$140,000 (Rs63 lakhs).  While the
model has tremendous capacity to be
scaled-up it is restricted by the small
average loan size (~US$ 115 or Rs5,000 in
India); the large portfolio being mainly due
to the large number of active clients (Figure
2.3).  This is typical of the model all over the
world and is also reflected in the overall
sample where the average portfolio is
around US$1.8 million whereas the average
loan size is US$121. Since some of the
individual banking programmes are
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  Table 2.2    Average loan portfolios and loan size,US$

        Average portfolio, ‘000$       Average loan disbursed, $
Model India Other Sample India Other Sample

G 1,511 2,878 1,817 115 128 121
IB  810 1,860 1,160 239 1,188 495
M  673 2,490 1,192 147 107 121
SHG  219 401 228 91 36 82
M-CRIL
Sample  477 1,953 745 115 129 139
Top10 1,321 165

Sample 72 80 76
Top10 101 73 92

MBB 5,348 532

Average loan outstanding, $
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actually constituted as cooperative or rural banks with no
specific microfinance mandate, their average loan sizes are
significantly higher than those for the other categories on
account either of a few large loans made to institutional clients
or a mixed client base consisting of low and and not-so-low
income clients as in the case of the BPRs in Indonesia and some
of the cooperative institutions in India.  Even so, the MBB average
portfolio of $5.3 million is more than twice the M-CRIL Top 10
average and more than seven times the M-CRIL sample average.

The $532 average outstanding loan size of the MFIs reporting
internationally to the MBB is more than six times the $85
M-CRIL sample average.

2.1.3    Member savings

– are not always recorded by MFIs with SHG programmes; an appropriate regulatory
framework could enable microfinance to be undertaken largely with client savings

The 110 MFIs covered in this analysis had raised a total of US$52.3 million in deposits at the
time of their latest ratings.  The 90 Indian MFIs in the sample had raised some $32.9 million (or
Rs145 crores).  These are the deposits accepted formally – and taken onto their balance sheets
–  by the sample MFIs from their members/clients.

The level of member savings with MFIs is mainly a function of
three factors

• implementation model (or strategy)
• location of the MFI
• age of the MFI

Implementation strategy: Figure 2.6 gives the distribution of
aggregate deposits (member savings) across models for the
sample MFIs.  The high contribution of the SHG model – 27%
(about 44% in the Indian sample) – is due to the intrinsic nature
of the programme.  Savings form the crux of empowerment and
are collected to give members the experience of financial
transactions as a means of experiencing self-governance.

This analysis understates the amount of savings actually
mobilised by SHG MFIs since it does not include the amount
that is retained by each self-help group for internal circulation.
It is M-CRIL’s estimate that the actual level of savings by
members of SHG MFIs – both with the MFI and the SHG – is
around three times the figure recorded in the MFI’s accounts.
This would increase the total savings of members of Indian MFIs
in the sample to $80 million (Rs360 crores).
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In India not all the MFIs are able to offer deposit services – particularly the organisations
registered as non-banking finance companies (NBFCs) that are, regulated by the India’s central
bank, the Reserve Bank of India. Yet, the US$32.2 million (Rs145 crores) of savings formally
mobilised by the MFIs in the country amount to about 58% of the total amount outstanding to
loan clients.

As Figure 2.7 indicates, all the methodologies have
a low average savings per member except for the
individual banking model.  Each of the bars reflects
the methodologies and the legal framework in
which the organisations operate. The SHG
programmes, usually have voluntary deposit
schemes in which the members themselves
determine the amount of the recurring savings
deposit.  This often results in minimalist norms
and leads to deposits that are far lower than the
members’ savings potential.  However, savings
form about 91% of the average SHG MFIs’ portfolio,
though this is mainly on account of the small
portfolio of such MFIs.1

In the case of the Grameen organisations, on the other hand, the limited savings per member
is due to the credit-led nature of the model.  This leads Grameen MFIs to fix relatively small (5-
20%) proportions of loan amounts as compulsory deposits by borrowers.  For the mixed
methodologies, low savings per member is mainly due to regulatory restrictions that do not
allow non-banking finance companies (NBFCs), especially in India, to mobilise deposits.
Interestingly, for the individual banking model, though the average savings per member is
high (~US$184 in India, $480 outside) this is mainly on account of larger banking type
institutions such as SEWA Bank in India and the BPRs in Indonesia. These organisations
tend to have well-developed savings products and the collection of deposits is more a part of
their business model than it is for other types of MFIs.

Average savings of $16.50 per MFI client in Asia are minuscule when compared with the
average savings balance of $269 for the universe of MFIs reporting to the MBB.  Even if the
“outliers” – the large banking type MFIs in Asia are included in the M-CRIL calculation,
average savings per member amount to no more than $45.  Even the savings collected by the
M-CRIL Top 10 amount to no more than $15 per member – just one-twentieth of the MBB
average. This is, of course, also partly an indication of the low-income levels of Asian MFI
clients in nominal dollar terms.

Member Savings by Location:  By location, Figure 2.8, the savings of MFI clients in western
India (~US$54) are the highest – mainly because of four large cooperative organisations that
mobilise member deposits (without these the average falls to just $6).  Given that south India

1Issues of deposit orientation of MFI models and their relationship with regulation and resource mobilisation are
discussed in Section 4.
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is the hub of microfinance in the country, the numbers there seem extremely low. This is the
result of the predominance of Grameen organisations
in south India. The difference between the averages for
South and South-east Asia is partly a reflection of the
differing income levels (and therefore savings
capacities) of the average MFI client in each region but
is also impacted by the more regulated – and therefore
institutionally sustainable – nature of the rated MFIs
in SEAsia.

Analysis by Age of the MFI:  Analysing average sav-
ings per member by the age of the MFI, Figure 2.9 shows
that the deposits of members with MFIs do increase
with the age of the organisation but the growth is more
rapid with increasing client confidence after the MFI
has reached a certain level of maturity, 5-7 years of
age.  Further growth of the MFI beyond this stage usu-
ally results in strategic choices that entail greater
formalisation to regulated forms (such as NBFCs in
India, development banks in Nepal, BPRs in Indone-
sia, rural banks in the Philippines) and a slowdown
in deposit mobilisation during the transition phase.

The figure here omits most of the data from a few of the
regulated institutions in the sample at least partly be-
cause such data skews (and greatly inflates) the re-
sults for particular categories.

2.2    Staff Productivity
- Grameen and mixed programmes are the most efficient

while the social orientation of SHG programmes results in low member-staff ratios

The 110 MFIs in the sample have a staff strength ranging from 3 to 906.  The average number
of staff within the sample is about 79 per organisation, which compares well with the MBB
average of 95.  Within the M-CRIL sample, the largest employer is SHARE Microfin Limited
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(SML).  Overall, as Figure
2.10 shows, it is the
Grameen organisations,
such as SML in India and
BURO Tangail in
Bangladesh, that have
large complements of staff
with an overall average of
over 202 but this is
inevitable, given that they
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Model India Others Sample

G 195 212 202

IB 30 24 28

M 56 197 103

SHG 50 134 54

M-CRIL: Sample 79
Top10 231
India 62

MBB 95



are also the largest MFIs by number of clients. On the other hand,
individual banking MFIs operate with an extremely low staff base.
As microfinance in these organisations involves only financial
transactions, the loan officers are not required to spend time
organising and conducting client meetings.  Lower client contact
increases risk but, at the same time, also lowers cost. This is feasible
partly because a number of the MFIs following this model operate
mainly in urban areas.

For measuring the efficiency of human resource utilisation, staff
productivity ratios – clients per member of staff and outstanding
portfolio per member of staff – are the two key indicators.
Productivity by models is depicted in Figures 2.11 & 2.12. While
individual banking programmes are the most efficient in terms of average
portfolio per staff member (~US$ 43,000), it is the mixed models in which
the staff service the largest number of clients (~162) but for much smaller
loans. This is because a number of mixed model MFIs work partly through
SHGs or large joint liability groups that take over some of the functions
of loan officers.

Grameen institutions also have reasonably high productivity in terms of
loan clients per staff member.  The lower client productivity of the
individual banking MFIs results from the large difference between
the number of loan clients and the number of members.  While
members of mixed model MFIs are serviced by federations or village
banking institutions, savings services to non-borrowing members of
individual banking organisations are provided directly by staff, thus
reducing the number of loan clients they are able to work with.

The Asian average productivity of 135 clients per member of staff
emerging from the M-CRIL sample is significantly better than the
MBB average of 121 though the Indian average (of 123) is lower than
the M-CRIL sample on account of the relatively low productivity of
the SHG model – which requires intensive staff inputs in the initial
years of developing the self-governance capabilities of client groups.  On
the other hand the 193 clients per staff member average of the
M-CRIL Top10 is far better than the 132 of the fully sustainable MFIs in
the MBB.

In terms of portfolio managed per member of staff, the M-CRIL averages
are far lower than the $44,560 international average reported by the
MBB but this is not surprising given the fact that Asian loan sizes are so
much lower. Even the M-CRIL Top10 portfolio managed per member of
staff ($16,823) is only 37% of the MBB average. The outreach and
productivity differences discussed in this section inevitably raise questions about operating
costs and the portfolio performance of the M-CRIL sample.  These issues are discussed in the
next section.

G ra meen Indv Bnkg Mixed SH G
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Client Outreach and Productivity

Clients/member of staff
Model India Others Sample

G 146 142 144

IB 120 108 117

M 142 176 162

SHG 104 155 110

M-CRIL: Sample 135
Top10 193

India 123
MBB 121
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Portfolio/member of staff (US$)
Model India Others Sample

G 10,800 10,400 10,600

IB 24,400 88,800 43,100

M 14,500 12,800 13,400

SHG 5,000 3,600 4,800

M-CRIL: Sample 10,300
Top10 16,800
India 8,900
MBB 44,560



3.1    Operating efficiency

3.1.1    Cost per borrower

- Individual banking spending a lot more per borrower than the SHGs

Personnel expenses usually form the major
component of an MFI’s expenses since staff
provide the main mode of delivery, collection
and monitoring of financial services.  Staff
productivity is, therefore, a most important
contributor to MFI efficiency affecting operating
expenses and, thereby, cost per client. The
average cost per borrower for the different MFI
models is depicted in Figure 3.1.

The cost of delivering micro-loans in the region
is of the order of US$14.40 – according to the
M-CRIL sample average – with the Top10
delivering at a slightly higher $14.70 per
borrower. This is just one-quarter of the

international average of $66 for all reporting MFIs derived from the
MBB.  Amongst the MFIs, the SHG model is the most efficient, costing
just $7 per loan client.

3.1.2 Operating expense ratio

– typically high costs and the absence of cost based pricing
results in inefficiencies and a gap between the yield and the OER

For the purpose of analysis, operating expenses include three main
components – personnel expenses, other administrative expenses and depreciation – with
the operating expense ratio, measuring the total of these expenses as a proportion of average
outstanding portfolio over a given period (usually one year).

Despite the low cost per client of most MFIs in the region – relative to international costs – the
operating expense ratio (OER) for nearly half the rated MFIs in the region is greater than 25%,
(see Annex Table 3).  In India, the average OER of the sample is just under 20% with Grameen
MFIs recording a relatively high weighted average over 25% and the more formal individual
banking MFIs just over 12%. These figures compare with 19.1% for the international MBB
sample. The typical MFI column in the table with Figure 3.2 shows, however, that barring a few
good MFIs, performance overall is disappointing and the typical MFI in the region is likely to
have an operating expense ratio in excess of 36% with SHG MFIs even going up as high as 64%.

3    Operating efficiency & portfolio quality
- Efficiency compares well with international best practice norms

but quality is still weak
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G 13.5 22.4 17.2

IB 30.3 83.6 44.7
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SHG 8.1 2.8 7.1

M-CRIL: Sample 14.4
Top10 14.7
India 12.2
MBB 65.7
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The 22.4% operating expense ratio for the M-CRIL
Top10 is within the “best practice” range for
microfinance where transaction costs relative to loan
sizes are well known to be substantially higher than
the 0.5-3.0% range reported by the commercial banking
sector in the region.  Indeed, the far lower expense ratios
typical of the formal banks mean they are able to limit
their interest rates on loans well below those of
microfinance.  This lower interest rate on far larger loans
means it is either embarrassing – or simply illegal – for
formal banks in South Asia to charge higher rates on
small loans (to low income clients).  Regrettably, the
fact that this low interest rate invariably exceeds the
high operating expense ratio on micro-loans also means
that banks feel unable to provide financial services to
the poor in South Asia – as in most parts of the world.

Looking at the three major components of operating expenses – indicated
above – while SHG, Grameen and mixed models incur more than half their
operating expenses on staff, individual banking programmes incur a lower
43%. This is because individual banking is focussed purely on the delivery
of financial services to individual clients.  It does not form groups and the
time the staff member spends with the client is limited to transaction time.
In Grameen and SHG programmes, by contrast, staff spends time forming
and attending group meetings as well.  This cost break-up in Figure 3.2 along with the low OERs
and high cost per borrower for individual banking MFIs, partly,  reinforces the well known
feature of financial service delivery that average delivery cost has a strong inverse relationship
with loan size. IB organisations have large loan sizes and are, therefore, able to allocate more
expenses to infrastructure and facilities – resulting in higher depreciation as a proportion of
total costs than for the other models – while still delivering credit at a lower cost. It is also an
inevitable result of the fact that in the IB organisations generally the client comes to the MFI,
translating into a high transaction cost for the client, whereas for most MFIs the staff visit the
client resulting in higher operating expenses for the MFIs.

The Grameen organisations tend to have the lowest proportionate expenditure on
administration (37%) as their standardised recording systems reduce paperwork, and well-
defined servicing strategies reduce travel costs.  Staff productivity is a focus for Grameen MFIs
– as discussed in Section 2. SHGs usually control their administrative costs (39%) by
encouraging groups to maintain individual records while limiting their staff to the maintenance
of group level transactions.

Besides looking at the contribution of various components to an MFI’s operating expenses it
is also instructive to compare OER – the cost incurred on lending money – with the yield
(interest income earned from the portfolio outstanding for a given period) to ascertain the
margin earned – albeit before accounting for the cost of funds.  Figures 3.3 and 3.4 compare the

Methodology Weighted Typical
average% MFI

G 25.2 33.4
IB 12.1 12.8
M 20.5 36.1
SHG 18.5 63.8

M-CRIL: Sample 20.5 36.5
Top10 22.4
India 19.9
MBB 19.1
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12 .6%
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21 .6%
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28 .8%
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  Ta b le  3 .3     ...by m odel
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Y ie ld

O E R

<=3 3-5 5-7 >7

71 .7%

63 .6%

36 .5%
31 .2%

21 .2%
18 .0%18 .4%16 .9%

Years of experience

 Table 3.4    ...by age

O E R

Yie ld

Age (years) OER (%) Yield (%)

< 3 71.7 16.9
3-5 63.6 18.4
5-7 36.5 18.0
> 7 31.2 21.2

OER to the portfolio yield across the various types
and ages of MFIs.

In order to neutralise for the dominance of a few
well run, large MFIs, the information in the above
figures relies on typical MFI (simple averages of
individual MFI ratios) rather than on weighted
averages.   It is interesting to note in the figure that
only the individual banking MFIs – with a typical
yield in excess of 21% are able to recover their
operating expenses from earnings on their
portfolios.  Most Grameen MFIs incur high operating
expenses till they reach maturity.  However, due to
competition and regulation, it is often not possible
for them to undertake cost-based pricing.  The SHG

organisations tend to have the greatest difference between expenses and
income largely due to their social work orientation, unrealistically low
interest rates and inefficient operations.  A possible reason for the gap in
the mixed models is that these are experimental or unique methodologies.
The absence of any standard modules for them means that they need to
incur costs on adapting delivery mechanisms, developing management
systems and, possibly even, conducting market assessments in order to
serve their clients better.  All of these would result in higher costs.  However,

as these models scale up a significant improvement in the
OER could be expected. It is apparent that, as an MFI-type,
individual banking institution is likely to be the most
attractive to commercial investors.

The trend in OER and yield by age, Figure 3.4, shows that
relatively new institutions have a low average yield (16.9%)
and a very high OER (71.7%) so they record huge deficits in
their operations.  Since these MFIs are new, staff productivity
is low and they must put significant effort into mobilising
and educating clients. At the same time, loan sizes are small
relative to the expenses incurred.Gradually the OER
improves as MFIs reach economies of scale and the yield

improves as collection strategies and cash management systems develop. As
the figure shows, the decline in the OER is much faster than the improvement
in yield. This is, of course, due to the fact that while the MFI has significant
control over expenses, its ability to price loans is affected by external factors
such as regulation and even, sometimes, competition.

Since economies of scale are generally expected in any economic activity, the relationship
between the operating expense ratio and portfolio size of individual MFIs has been investigated
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Model OER (%) Yield (%)

G 33.4 28.8
IB 12.8 21.4
M 36.1 21.6
SHG 63.8 12.6
M-CRIL:
Sample 36.5 21.1
Top10 22.4 33.5
India 38.0 18.7
MBB 19.1 33.6
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perfect, an inverse relationship between
portfolio size and operating expense ratio
emerges from the sample information.
However, the inverse correlation is stronger
for growth on very small outstanding
portfolios – up to around $150,000 in South
Asia when the OER is around 18-20% – after
which it stabilises.  It goes down further to a
range of 7-15% as the portfolio reaches
around US$1million. However, this also
depends on the methodology adopted by the
organisation.

3.2    Portfolio quality
– Grameen programmes are the best performers

While efficiency is important, it would be counter-productive if it were at the cost of portfolio
quality.  Database analysis indicates that the Grameen organisations in the region are the
best performers with an average portfolio at risk (PAR60) of just 2.6% (Figure 3.6)  and 12 of the
28 MFIs with PAR60 less than 3%.  However, this good portfolio quality is often maintained at
a high cost (typical OER is 33.4%) and a lower than optimum staff productivity.

Figure 3.7 presents a cross-sectional
analysis of the trend in PAR with growth
in portfolio size.  While methodology is
also an important factor, the data
confirms the expectation that it is the
organisations that are able to control
their portfolio qualities that also have the
competence to grow.  However, for
medium sized organisations mis-
matches between control systems and
growth can affect portfolio quality.
Portfolio sizes of $500,000 (Rs2.3 crores)
and above are only achieved by
organisations that have the ability to
develop appropriate systems and keep
portfolio quality under control.

The M-CRIL Top10 average of 4.2%
PAR60 is relatively poor compared with
the MBB average PAR90 of 1.5%.  The M-
CRIL sample average of 11.2% is, of
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   G 0.9 6.8 2.6 2.6 4.2
   IB 20.0 15.0 40.6 7.9 10.5 21.7
   M 0.0 4.3 35.4 16.3 17.0 17.0
   SHG 31.8 25.0 17.6 18.5 19.3 27.7

M-CRIL: Sample 11.2 17.6
Top10 4.2 2.8
India 12.3 19.8
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course, worse and emphasises the impression that MFIs in the region do not pay enough
attention to portfolio quality.  Typically, most organisations have a PAR60 of around 18-19%.

In spite of their high PAR ratios, relatively few MFIs in the M-CRIL sample have a policy of
providing for loan losses.  As a result, M-CRIL’s rating teams have to make adjustments in
existing balance sheets in order to determine appropriate loan loss reserves for them.

Loan loss reserve ratios, therefore, need to be examined in conjunction
with their delinquency or PAR. Figure 3.8, shows that Grameen
organisations have average reserve rates of (2.5%) almost equal to their
PAR60 (2.6%).  While Grameen MFIs generally have a low PAR60, they
continue to make annual provisions as a proportion (often 2%) of total
portfolio a la Grameen Bank – as a matter of prudence.  The gap between
the two ratios widens in the other methodologies.  As a rule of thumb, the
loan loss reserve rate should be about 50% of the PAR60.   However, the
thumb can be flexed according to the history of recovery of overdues,
substitute collateral and any other measures that reduce the risk.  As
most organisations do not make reserves themselves, the rating team
keeps these factors in mind while undertaking the task for them.

Part of the reason for high PAR and low loan loss reserve ratios is the
reluctance of MFIs in the region to write off unrecoverable loans for fear
that clients/members will get the impression that loans remaining unpaid
for extended periods of time would simply not be followed up by the
organisation.  Their concern – not entirely unjustified – is that both field
staff and members would regard written off loans as a dole and that this

perception would lead to their portfolio quality deteriorating further as more clients would
stop repaying loans in the hope that these too would be written off.  As a result, MFIs with
relatively poor portfolio quality allow their PAR ratios to increase without making any attempt
to obtain a realistic picture of their asset profile.  This confuses the impression given by their
balance sheets, which – as indicated above – often do not even include loan loss reserves and,
inevitably, affects the quality of management decision making.

Given the high PAR60 in the region, it would not be surprising if most organisations had a
reserve rate of about 6-9% while the Top10 could do with just 1-2%. The overall weak portfolio
quality and the lack of initiative to provision adequately for delinquency places a number of
MFIs in the high risk category.  Recognising this, M-CRIL has incorporated in its rating
instrument minimum levels of PAR60 for rated MFIs to qualify for various grades in its rating
system.  Thus, for instance, no MFI with a PAR60 greater than    12% can be awarded the Alpha
grade by M-CRIL.1

The following section examines the management of MFI finances – sources of funds and the
efficacy of fund utilization for MFIs providing financial services to low income clients.

L L R
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Model Weighted Typical
average% MFI

G 2.5 5.2

IB 5.4 16.6
M 5.1 6.3
SHG 6.7 9.9

M-CRIL: Sample 4.5 9.5
Top10 1.6 1.8
India 4.8 10.7

1     See Annex to Section 6 for the minimum performance levels required by M-CRIL for the award of the higher grades.
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- MFIs are increasingly treating debt and savings as the main sources of funds
Equity investment is constrained by image and regulation

4.1    Sources of Funds for Microfinance

– growing contribution from debt and savings

The distribution of the sources of funds for microfinance is presented in Figure 4.1. This figure
is based on a consolidation of information for the sample of 110 MFIs used for this report.  As
the figure shows, net worth accounts for 33% (around $48 million) of the total liabilities of
around $147 million for the sample.  The total liabilities and net worth of the 90 Indian MFIs
in the sample amount to $83 million (Rs375 crores) with a net worth of $25 million (Rs114
crores).

The aggregate net worth of the sample MFIs is reduced by losses. The
actual amount of grant and equity funding that has taken place is
approximately $56 million. This indicates an erosion of the net worth by
about 14% ($7.8 million). Only 19% of the total net worth is paid-in equity
while the rest are donor grants (grants for on-lending and for fixed assets).
Microfinance in the region shows a continuing dependence on donors
indicated by 31% of grants in MFIs’ sources of funds. Though it is
significantly lower than the 39% reported three years ago by The M-CRIL
Report 2000.

Since 80 out of the 110 MFIs in the present sample consist of registered societies or trusts, it is
not surprising that, of the overall sources of funds, only 7% is accounted for by paid-in equity.
This number is, however, expected to increase, particularly in India, as a number of MFIs are
now converting to equity funded Non-Bank Finance Companies (NBFCs).

Loans – mainly soft loans – of usually 3-5 year terms account for another 35% of the funds
raised by MFIs for their activities.  Such loans come from

• Development financing agencies – Rashtriya Mahila Kosh (RMK) in India, PCFC in the
Philippines, PNM in Indonesia, PKSF in Bangladesh, Rural Microfinance Development
Centre (RMDC) in Nepal

• Development banks – SIDBI and NABARD in India

• Commercial banks - the Sonali Bank in Bangladesh, Bank Mandiri in Indonesia and ICICI
Bank in India.

• International funding institutions - Blue Orchard Finance and HIVOS.

In the region, contribution to the debt funding from the international funding institutions is
generally restricted by the limitations of the legal framework which prohibits MFIs from raising
foreign loans – particularly in South Asia (including India).

As pointed out in Section 2, deposit mobilisation by MFIs is also limited by regulatory
restrictions in the region – for organisations not registered specifically as financial institutions

4    Portfolio Financing
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by the central bank in the country of operation.  Yet, some 25% of the funds deployed in
microfinance by sample MFIs could be described as client funds. These consist of both

withdrawable and non-withdrawable savings and emergency
funds accumulated to cover loan losses that could result from
natural or other disasters that might hit MFI clients.

The information in Figure 4.2 also provides an indication of the
savings orientation of the various microfinance models.  The very
high deposit orientation of the IB model is on account of the formal
banking or cooperative mode of many of the MFIs – which can
legally raise deposits. The sample average of 91% for the SHG model
reflects the savings-led nature of this methodology. On the other
hand, a 10% savings-portfolio ratio for Indian Grameen MFIs shows
their adherence to credit-led Grameen orthodoxy relative to
Grameens elsewhere. However, recent trends indicate that this
attachment to orthodoxy is changing in India also and the savings
orientation of Grameen MFIs is increasing significantly. The very
high savings orientation of the cooperative MFIs not only
demonstrates the potential for providing saving services to low
income clients, but also shows that, if an appropriate regulatory
framework were in place, microfinance could be undertaken to a
large extent with resources raised from MFI clients.

The pattern of funding sources also varies with the size of the portfolio and, therefore, perhaps
with the age of the MFI as well.  Figure 4.3 shows that as MFIs grow, they capitalise on
economies of scale and reduce their losses significantly.  at the time of the rating visit, 17 of the

36 MFIs with a
portfolio of
>$500,000 had
r e c o v e r e d
c u m u l a t i v e
losses while 21
of the 36 were
earning current
profits.

Interestingly, as
the Figure 4.3
shows, the high

grant orientation of small MFIs is used mainly to cover their losses. It is apparent that even
such MFIs have to rely significantly on borrowing and client savings to finance their portfolios.
The lower (28%) grant orientation of the largest MFIs indicates greater sustainability rather
than any substantial difference in financing via debt and deposits. The larger organisations
also have a component of paid-in equity – unlike the smallest MFIs – but it is only a few
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NBFCs and co-operatives
that have such equity as
part of their net worth.

M-CRIL’s experience
shows that the
importance of donor
funds is declining. MFI
management are
increasingly becoming
aware of the need to obtain more resources from both the members/clients and the various
types of institutional lenders.  Since most MFIs in the region still do not see themselves as
commercially viable entities their preference is to obtain resources from development loan
funds on ‘soft’ terms.  This is not an unrealistic expectation. Organisations such as the RMK
and various
s t a t u t o r y
d e v e l o p m e n t
corporations in
India, RMDC in
Nepal and PKSF
in Bangladesh
continue to have
s u b s t a n t i a l
resources in
relation to
present demand.

Figure 4.4 depicts the funding pattern of MFIs classified by the form of legal registration. It
shows the extent to which legal recognition of deposit taking makes a difference to the fund
mobilisation of MFIs.  The 12 cooperatives MFIs in the sample generate over 60% of their funds
from member savings while deposits in NBFCs account for only 8% of their total funds.
NBFCs have to fulfil stringent regulatory requirements before they are allowed to raise deposits.
Therefore they rely mainly on cash security as funding from clients.

It is also interesting to note here that the 80 societies and trusts together have accumulated
losses equivalent to 14% of total funds while cooperatives have accumulated profits and
NBFCs have relatively limited losses. It is apparent here that relative to NBFCs and cooperatives,
the societies and trusts have a higher development orientation rather than a commercial
orientation.

On analysing the 90 Indian organisations by form of legal registration, this orientation becomes
even more apparent. Societies and trusts have registered cumulative losses equivalent to 27%
of total funds while both cooperatives and NBFCs have at least a small amount of accumulated
profits.

Portfolio Institutional Client Other Paid in Grants for Fixed Retained
(‘000 US$) debt Savings liabilities equity operations  asset losses/

grants earnings

<=40 40.2 26.9 9.8 3.5 86.7 14.0 -81.1
40-140 39.5 9.3 5.7 30.3 50.5 4.1 -40.4
140-500 56.2 10.7 2.4 13.5 38.1 4.6 -25.5
>500 33.0 26.5 8.1 5.9 27.1 0.6 -1.0

M-CRIL: sample 35.1 24.6 7.6 7.4 29.5 1.2 -5.3
Top 10 32.8 31.0 2.9 13.7 11.6 0.9 7.0
India 34.4 24.8 7.7 7.2 28.8 1.2 -4.2
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4.2    Uses of funds
– sub-optimal deployment of funds in loan portfolio

– a few large MFIs face problems of capital adequacy

Of the total resources of $147 million deployed in microfinance by the sample MFIs, $96
million is invested in loans to clients.  The 90 Indian MFIs in the sample have a combined loan
portfolio of $52 million (Rs234 crores) out of total assets of $83 million (Rs375 crores). Since
4.5% of the total portfolio has had to be allocated to loan loss reserves, the net loans outstanding
for the sample as a whole amount to $93 million. Thus, as Figure 4.5 shows, the productive
base accounts for 65% of the resources mobilised (62% for India).  Over 17% of resources are
held in the form of non-portfolio investments and about 6.8% as cash.

The efficient, effective and prudential management of these
assets is dependent on a number of factors including

• minimisation of the need for fixed assets relative to total
assets

• maximisation of investment of financial resources either
in the loan portfolio or, at least, in high return, long term
investments, and

• asset-liability matching in order to limit the risk associated
with the MFIs’ financial assets to levels consistent with the
organisation’s own funds or net worth.

As shown in Figure 4.6, in terms of asset allocation, the
individual banking MFIs maintain the lowest cash limits
(2.2%) and proportion of funds deployed in fixed assets
(2.4%). The liquid cash with these MFIs is in fact much
lower than the 7% maintained by the Top10 MFIs. The
Grameen organisations maintain the highest cash and fixed
asset balances – around 10% and 9% respectively– but at
the same time allocate the highest proportion of funds to
their portfolio (73%). This is, once again, due to well-
established norms, in this case, of cash management. The
proportion of funds placed in investments tends to be the
highest for individual banking organisations. They also
deploy the lowest proportion of resources in loans to clients.

Overall there is clearly a need to improve the
utilisation of assets in MFIs. At present there
are only 37 MFIs out of 110 that have 80% or
more of their assets deployed in the loan
portfolio. Another aspect of good financial
management that is often ignored by MFIs is
that of asset-liability matching. An analysis of
the sample indicates the huge difference
between the long term and short term sources
and uses of funds. Figure 4.7 depicts this
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5.9%
Cash
6.8%

ST investment
10.8%

LT in ve stm ent
6.6 %

Advance s
2.8%

O ther CA
18%

F ig u re  4 .5     U t il isa t ion o f fun ds  (%)

Model Cash Invest- Fixed Net Other
ments  assets Portfolio  assets

G 10.0 6.7 8.7 72.6 2.0
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M 5.6 13.9 4.9 70.1 5.4
SHG 7.2 22.3 5.6 62.0 2.9

M-CRIL: sample 6.8 17.4 5.9 65.3 4.6
Top 10 7.0 9.0 4.4 77.3 2.3
India 5.6 23.5 5.0 62.1 3.8
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matching for the overall sample. Most MFIs aim to mobilize long term sources
of funds such as long-term loans (repayable in 3-5 years), locked member
savings and grants in order to finance their portfolios.  On the other hand,
the loans they extend are, in Asia, usually for a period of one year, sometimes
less, thus becoming short-term assets. As in Figure 4.7 for the sample, this
translates into short term assets which account for 88% of the total while
78% of the liabilities are long-term. This is one area in which traditional MFI
fund management is actually highly appropriate to their financing structure
and has, indeed, contributed to the stability of microfinance in the
region.  Out of the sample of 110 MFIs, only a handful (mainly in
Indonesia) have an asset-liability structure that presents, a priori, a
cause for concern.

For ensuring prudential management, banks in the region are expected
to maintain capital adequacy ratios (CAR - net worth as a proportion
of risk weighted assets) of 8-12%. The relative lack of financial
management experience of MFI managers, however, means that, for microfinance, a minimum
20% ratio is generally regarded as more appropriate. Figure 4.8 provides information on the
status of the prudential management of sample MFIs.

The aggregate figures suggest that capital adequacy is not a major issue since ratios for MFIs
are largely in excess of the 20% level with the typical CAR
averaging as much as 33% (Top10: 37.0%).  It is mainly some
of the larger MFIs in the region and heavy loss making MFIs
that face a problem in this respect. In moving to the more
commercial structure of an NBFC or development bank, large
institutions have to deal with the less evolved equity market
for investments in microfinance.  Essentially, even social or
ethical investors continue to regard loans to poor as inherently
risky and are, therefore, unwilling to make equity investments
in MFIs.  Overall, some 40% of the MFIs in the sample (47)
have CARs less than the 20% level – Annex Table 4 – and 14
have negative net worth meaning that their current losses are
actually eating into their borrowed funds.

Examining the model-wise performance on capital adequacy more closely
in terms of cash management, for instance, as Figure 4.6 indicates, one of
the reasons why Grameen organizations may have a relatively high CAR
may be because they also have higher cash balances and fixed assets –
10% and 8% respectively in the sample – and, therefore, lower risk assets.
Similarly, for the SHG organizations, a relatively low portfolio and high
investments, on the one hand, and a substantial quantum of grants, on
the other, appear to be the reason for a high CAR.  In the long run, for an MFI to be sustainable,
grants should ideally be replaced by internally accrued profits and equity investments. While
there has been some progress in this direction, overall microfinance in the region is still far
from maintaining reasonable capital adequacy without grants.  In this context, the next section
undertakes a closer examination of the sector’s profitability and sustainability.
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 – is creditable within the constraints of the operating environment

5.1    Portfolio income

– the yield gap is still high but the better performers show the way

The income earned by an organisation’s major asset – in the case of MFIs the outstanding
portfolio – should be its main means of attaining viability.  An analysis of the sample indicates

that portfolio yields are an average of 35.6% for Grameen
MFIs down to just 13.0% for SHG-based MFIs (Figure 5.1).
Across the sample the range varies from as high as 50.1% to
as low as 0.9%.  The data also indicates that the yields
obtained by MFIs in the region (25.9%) are well below the
international average of 39.8% reported in the MBB.  Even
the M-CRIL Top10 only achieve an average yield of 33.5%.

The yields achieved are significantly different from the
annual percentage rates (APRs) charged by MFIs in the
region.  The APR is the highest income or yield that an
organisation can earn from its portfolio based on the terms
of its loans.  The APR depends on the interest, fees and other
charges, the loan term and the frequency of repayment.  A
comparison of the APR and yield for the various

microfinance models in the sample is presented in Figure 5.1. The
adjoining table records the yield to APR ratio across models.

The APR-yield mismatch in the figure is partly a reflection of relatively
poor portfolio management.  The Grameen MFIs are the most effective
in realising their APRs from their portfolios – the yield-APR ratio
being nearly 92%. Grameen’s relatively rigid loan terms and high
focus of the rated Grameen MFIs on collection of repayments ensures
the maximisation of portfolio productivity.  On the other hand, both
individual banking and SHG MFIs realise less than 75% of their
planned interest income. This is both because of relatively poor

portfolio quality, and ineffective/irregular collection systems of a number of MFIs following
these two models.1

The M-CRIL Top10 has a good yield to APR ratio of 91.1%.  Figure 5.2 compares the APR and
yield of these ten top performers to provide a better idea of the reasons for the yield gap.  It also
relates these income ratios to the Operating Expense Ratio.

The difference between the yield and the APR is the greatest for two MFIs in South-east Asia
with APRs of more than 65% while in the same sample the highest APR for the Indian
organisations is no more than 32% – a huge difference. The nominal interest rate in India is

5    Financial Performance
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1 In a few cases this could also be due to very rapid portfolio growth of MFIs charging interest on a flat basis since the interest component
of an early instalment would represent a lower yield than interest on a later payment.
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kept low sometimes formally by financial institutions and donors and informally by the
market.  In any case, it is not possible for MFIs to lend at 60% in most of the country, as the local
moneylender is likely to be lending at a similar rate, defeating the basic objective of microfinance.

Another interesting aspect of Figure 5.2 is that the yield gap is more or less the same for all
organisations except when the APR reaches very high levels – the bars are almost the same
height for all MFIs except for the two extremely high APRs and MFI9 (which had a pre-
payment problem at the time of the rating).  This relates to the question of the need for setting
high interest rates: most practitioners would argue that a sustainable interest rate is required
– one that covers cost rather than a high rate per se.  For most of the Top10 MFIs, the figure also
shows that the OER is much lower than the yield. This is, of course, important as the interest
charged should cover all the costs of MFI operations, though it is apparent that the argument
of sustainability should not become an excuse for passing on the costs of inefficiency to the
low income families that are the clients of MFIs.

5.2    Returns to microfinance

– in a disappointing scenario the mature Grameen and
newer Individual Banking MFIs provide some hope

The lack of commercial viability of microfinance institutions in the region
becomes clear in considering the returns they earn net of all costs –
operating and financial. Figure 5.3 provides a fair indication of the
situation.  The management performance of SHG programmes has been
shown, throughout this study to be quite poor.  Across the sample, the
mixed model MFIs and the SHG-based organisations register overall
losses.  As the information for typical MFIs indicates here, there are a
large number of loss making organisations and relatively few, if large,
viable ones. The disaggregated information in Annex Table 4 shows that
only 27 MFIs in the M-CRIL sample are making profits and just five of
these have returns greater than 5% of their total assets. Essentially, it is
only the mature Grameen, the formally constituted individual banking
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programmes and a couple of large mixed model MFIs that have achieved commercial viability
so far.

As we know, the Return on Assets (RoA) is a reflection of a number of parameters including
well allocated assets – Grameen organisations invest more of their funds in the portfolio
(Section 4) and earn a higher yield (Figure 5.1).  Though they tend to have higher operating
costs, a comparison with their yield indicates (Figure 3.3) that the difference between the two
is relatively small.  All these factors contribute to the relatively better profitability performance
of the Grameen MFIs.

The Top10 average of 2.1% RoA indicates the ground that MFIs in the region still have to cover
in comparison with the MBB average adjusted return on assets of 5.7% for fully sustainable
institutions.  For the sample, the average of –0.2% RoA is not substantially worse than the
(July 2003) MBB average of 0.1% but MFIs typically losing around 16% of their assets on an
annual basis is somewhat disappointing.

5.3    Dependence on subsidies

– much greater than the international average with SHG MFIs performing poorly

Operational self-sufficiency (OSS) measures the ability of an MFI to meet all its operational
and financial costs out of its income from operations.  Financial Self Sufficiency (FSS) measures
the extent to which its income from operations covers operating costs after adjusting for all
forms of subsidy and the impact of inflation.  The FSS is a rigorous indicator of the impact of

subsidies on an organisation’s sustainability.

As expected from the above discussion, Figure 5.4 shows
that the Grameen and the individual banking models as a
group are operationally self-sufficient – with the mixed
model MFIs coming a close third.  Though the weighted
average OSS does represent the trend that the sustainability
ratios are taking, the typical MFI figures are representative
of the current status of most of the MFIs in the sample.
Typically, individual banking organisations are

operationally sustainable mainly because of their low OERs.
Though the Grameen MFIs as a group are sustainable, for the
typical Grameen organisation in the sample, OSS is likely to be
around 85%.

The poor performance of the SHG model continues with MFIs
covering only about 64% of their costs from operating incomes.
The rest is covered by grants for operations and cross-subsidies
from other activities undertaken by such organisations.  Typical,
SHG MFIs have even lower operational self-sufficiency as is
indicated by the sample average of 48%.

OSS FSS OSS FSS

G 103 91 85 76

IB 130 111 110 98

M 96 81 73 63

SHG 64 55 48 42

M-CRIL
Sample 99 85 79 70
Top10 109 129 97 96
India 88 77 74 61

MBB 115 104

Model Weighted average (%) Typical  MFI (%)
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The effect of the subsidies received by the organisation is reflected in the FSS which, in all
cases, is lower than the OSS.  The ratio for the SHG model continues to be alarming, the 42%
simple average indicating that without grants and subsidised funds, the organisations are
effectively able to cover only less than half their costs.  Unfortunately, this is still an optimistic
picture since many SHG MFIs are multi-service organisations for which it is extremely difficult
to separate the cost of financial services from their other activities.

Figure 5.5 presents the regional variation in the
sustainability of MFIs. For all practical
purposes, this figure presents a good picture of
the relative performance of MFIs within India
by region.  Thus, it is well known that a number
of MFIs in south India are relatively close to
operational sustainability but those elsewhere
are quite far from it.  As discussed elsewhere in
this report the performance of MFIs in North
and East India is affected by the relatively
unsatisfactory organisational culture in those
regions.  The picture for south Asia as well as south-east Asia is biased by the ‘natural’
selection of only the best MFIs for rating and is not, therefore, strictly comparable with the
regional picture for India.

Comparing the trend of OSS and FSS across portfolio size – Figure 5.6
– predictably shows that, as portfolio size increases, MFIs become
more capable of covering their costs through revenues and their
dependence on grants and other subsidies tends to decrease.  This
was discussed in Section 4 (Figure 4.3) which highlighted the
changing sources of funds with the size of the portfolio.  Similarly
there is the (expected) positive correlation between sustainability and
the age of the MFI (Figure 5.7).

At the same time, in the context of the developmental mission of most MFIs, it has to be
recognised that there is an inherent contradiction between the small size of loans generally
appropriate for the poorest client groups and the achievement of
sustainability at relatively low interest rates.  It has been emphasized
elsewhere in this report that staff productivity is one of the most
important contributors to MFI sustainability and the smaller the loan
size, the more difficult it is to achieve sustainability.  Economies of
scale in relation to loan size are an important reason why the
commercial banking system is unable and unwilling to provide
microfinance services at its normal rates of interest. Yet it is apparent
from the cross-sectional analysis in Figure 5.8 that there are such
economies even in the provision of microfinance services and (at least
in south Asia) it is the MFIs with average loan disbursements of around $125-150 per client
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that are able to achieve sustainability.  MFIs with smaller loans may be reaching poorer
clients but they have generally been unable to achieve sustainability –  at the 18-24% APRs

typically charged by such MFIs.

It is apparent that the financial performance of MFIs in the region is
somewhat behind some of the better international MFIs which report
to the MicroBanking Bulletin.  But, the performance of much of South
Asian microfinance (if not South-East Asian) is constrained by
political and social if not legal restrictions on setting interest rates.
Yet, the M-CRIL sample as a whole has been able to limit its negative
return on assets to –0.2% (Figure 5.3) on a yield of just 25.9% (Figure
5.1) compared to the MBB sample average return on assets of 0.1% on
a yield of 39.8%. In this context, the overall performance of the
microfinance sector actually appears to be quite creditable.

Indeed, the impression of a creditable performance
is reinforced by the information in Table 5.1 which
shows that 51% of client members and some 67% of
borrowers of M-CRIL’s  sample  MFIs are served by
institutions with  OSS in excess of 90%. For India
taken separately, the figures are equally good. It is
apparent that the outreach of MFIs functioning
effciently is  becoming quite substantial in relation
to the sector as a whole; a matter for celebration in

the context of the avilability of microfinance services to low-income families. By the same
token, the coverage of over 20% of  borrowers and around 40% of clients by inefficient MFIs is
a sobering aspect of the performance of the sector as a whole.

The following section uses information from rating updates to examine trends in the
performance of the M-CRIL sample.
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– a distinctly positive trend in the performance of microfinance in the region

Until  June 2003, 37 organisations had undergone rating updates with 8 of these being updated
twice and one updated three times over the past five years (Table 1.1). M-CRIL’s revenue
model for MFI ratings does not incorporate automatic updates; rather rating clients
commission updates based on their needs. The table below presents the distribution
of the 35 MFIs with rating updates (that were included in the M-CRIL sample) across
microfinance methodologies.

Generally, rating updates take place after between one and two years of the previous
rating.   Not surprisingly, it is some of the best MFIs in the M-CRIL sample that have
requested – usually at the initiative of their funders but also, in a few cases, on their own –
second (and even third) assessments. This section analyses trends in the performance of the
M-CRIL sample based on a comparison of the latest rating information with that of the previous
rating for all except one of the MFIs with rating updates.1  Since the time between rating
updates is usually 1-3 years (average for the sample, 21 months), all growth rates have been
annualised.

An analysis of the distribution of grades (Figure 6.1) between
the previous (usually the first) ratings and their updates shows
a shift in the curve, but not for the better. This is partly because
M-CRIL’s concern to keep up with the dynamics of the
microfinance sector, has resulted in a strengthening of its
rating tool and the introduction of minimum performance
level on critical indicators for achieving particular grades.
[These conditions are listed in Annex 6.1 at the end of this
section]. The stricter conditions applied in the update ratings
have resulted in a downgrade for a number of rated MFIs
often despite an improvement in some of their performance indicators. Though this presents a negative
first impression, the detailed analysis of the trends in performance ratios in this section shows
the significant extent to which there has actually been an improvement in the performance of
the updated MFIs suggesting a positive overall trend in the quality of microfinance practice in
the region.

6.1    Outreach

– significant growth as larger numbers of low income clients are served

As is the trend all over the world, the 35 MFIs in this sample have grown rapidly in terms of
outreach – both in the number of borrowers and of clients.2  The number of borrowers has
increased more rapidly (33.9% annually) than clients (15.7% per annum) resulting in a
significant increase in the aggregate borrower-to-client ratio from 49% to 63% (Figure 6.2).

6    The changing face of Asian microfinance

1   Again, FWWB, an apex institution has been excluded to avoid double counting of portfolios and clients.
2   Reminder: Borrowers are those with outstanding loans; clients are those who participate in the programme in any way – saving with

the MFI or MFI-formed group or even attending group meetings regularly.

Model Number of MFIs
with rating updates

G 8
IB 4
M 6
SHG 17
Total 35
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It is apparent that as these MFIs have grown they have placed
greater emphasis on increasing portfolio concentration
amongst their members – an important measure of cost control
enabling better progress towards sustainability.

As Figure 6.3 shows, the aggregate loan portfolio of these MFIs
taken together has grown by about 34% per year while the
average loan size (loans disbursed) has increased from $103 to
$159, 21 months later (at the annual rate of 28%) though the
average outstanding balance per loan client has remained

virtually constant at around $67. Thus, MFI managements appear to be
demonstrating their institutional commitment to their mission by providing
small loans to larger number of low-income people. However, in a few cases

(particularly the Grameen MFIs), this could also be due to an
inflexible approach that does not permit a significant increase
in the loan size with each cycle.

6.2    Costs and returns

– MFIs focus on cost control but
yield does not improve so significantly

As discussed in Sections 3 & 5, the extent of outreach has a
clear impact on the profitability performance of MFIs. Overall,

the Return on Assets of the updated MFIs has improved by about 35%
each year from a –20% average to –9%. Looking at both expenses and
income more closely this improvement occurs more due to the effect of

cost reductions than an improvement in yields.  Figure 6.4 shows that the OER of the typical
updated MFI has decreased more rapidly (by about 17% per year) than the improvement in
yield (annualised at 7%).  As discussed in Section 3, this improvement in yields is largely due

to the operating conditions which, partly for competitive but
mainly for political reasons, make it all but impossible to
raise interest rates.  Though the average interest rate (typical
APR) across the database has increased marginally over the
past few years from 23.8% to 24.6%, some MFIs have had to
reduce rates as a strategic move to manage competition. Such
competition occurs in some parts of south India, in
Bangladesh and Indonesia, where micro-finance is intensive
and the operational areas of MFIs often overlap.

Elsewhere, in south India and Nepal, in particular, MFIs are under political and government
pressure to reduce interest rates. The increase in yields has, therefore, been mainly through
better management of the portfolio. The huge, if narrowing gap between OER and yield– with
its obvious implications for improved sustainability– is also apparent from Tables 6.2 & 6.3.
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Examining the profitability performance of MFIs in more detail, Figure 6.5
shows the contribution of interest and other income, on the one hand, and
the allocation of expenses to major cost heads on the other. Overall the
change is relatively small.  While the weighted average interest income has
increased from 26.3% to 27.6% of average portfolio,3  other income has also
increased perhaps due to an improvement in the placement of idle funds in
investments. Financial costs have also marginally increased as most
institutions are moving away from grant based funding to loans and some
are even adding more expensive commercial lenders to their sources of
funds. The payment of interest on
member savings is also becoming
increasingly common. Over time, it is
likely that this would increase further
as commercial equity investments, on
which dividends have to be paid,
increase.   However it is encouraging to
note that operating expenses have
decreased significantly.  It is apparent that, as
these MFIs have grown, they have become more
conscious of costs and have made some effort to
control them.

6.3    Sources and utilisation of funds

–an increasing reliance on savings &
better management of funds

An analysis of the sources of funds for updated
MFIs, presented in Figure 6.6, shows the extent
of improvement in the practice of microfinance
in the region.  Even as their portfolios have expanded, the
sample MFIs have reduced the proportion of external debt
in their sources of funds and actually increased the
proportion of client savings and paid in equity. Reliance
on grants has also decreased as accumulated deficits have
been reduced to a negligible amount for the sample as a
whole.  The increased interest in savings is partly the result
of a concern to reduce costs, since MFIs with well established
collection systems find savings a cheaper source of
commercial funds than loans and – in the current situation
internationally – can even be cheaper than subsidised loans.

Table 6.1   Return on Assets

ROA Previous Update
> 10% 1 1
5 to10% 2 0
0 to 5% 5 15
-10 to 0% 13 6
-20 to –10% 4 6
-30 to –20% 5 2
-40 to –30% 5 5

Total 35 35

Table 6.2    Operating Expense Ratio

OER Previous Update
<15% 8 9
15-25% 8 10
25-35% 3 7
>35% 16 9

Total 35 35

Table 6.3    Yield

Yield Previous Update
<15% 16 9
15-25% 11 15
25-35% 6 8
>35% 2 3

Total 35 35
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3 The difference between interest income on average portfolio (reported here) and the yield discussed in the previous paragraph is that,
as an aggregate, the figure here represents a weighted average as opposed to the typical updated MFI yield shown in Figure 6.4.
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For this reason, many MFIs now treat savings as an important
product that requires client-friendly design and professional
management.

Asset utilisation also shows some interesting changes over the
21-month average period between the previous rating and the
latest update (Figure 6.7). As a proportion of total assets cash
reduces significantly reflecting an improvement in management
as the industry matures.  The figure shows that the proportion
of investments has increased.  This increase, coupled with the
reduction in the proportionate deployment of funds in the loan
portfolio is a function of the high growth of such MFIs.  A

number of the MFIs with rating updates received additional funds just before the rating and
these were placed in short-term deposits.  The proportion of
fixed assets has decreased marginally.

6.4    Productivity

– Improvement in staff productivity
… shows organisations are maturing

As discussed earlier in this report, staff productivity in terms
of the number of clients serviced and the portfolio handled are
important for MFIs since productivity has a direct impact on

the efficiency and cost of the programme. M-CRIL’s rating updates show an increase in both
the number of clients serviced and the portfolio handled by
staff (Figure 6.8).  There is a marked improvement in the number
of clients served by staff from 120 to 161 – significantly higher
than the MBB average of 121 and the average portfolio
outstanding per staff member has also increased substantially
to $10,800. As indicated by the discussion in Section 2, this
improvement is directly related to the growing maturity of these
MFIs.

6.5    Portfolio Quality

–  a significant reduction in risk indicates greater
management concern with portfolio tracking

The impression of better MFI
performance is reinforced by the
improvement in portfolio quality for the
updated MFIs (Figure 6.9). Thus, though
portfolio size has increased by as much
68% over the average 21-month period
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(in ‘000 US$) Previous Update
<=40 5 3
40 -140 8 6
140 - 500 12 8
>=500 10 18
Total 35 35

Table 6.4    Portfolio Size Table 6.5    Portfolio at Risk

PAR Previous Update
<=5% 13 16
5-10% 5 6
10-20% 7 5
>20% 10 8

Total 35 35
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between ratings, PAR60 for the sample has actually declined from 14.5% to 12.6% for the
typical MFI (and from 8.2% to 6.6% as a weighted average).  This provides an encouraging
indication of increased MFI commitment to the monitoring of loans and the tracking of
overdues.

6.6    Sustainability and prudential performance

– Self sufficiency improves but
there is a decline in  capital adequacy

The trend in sustainability depicted in Figure 6.10 provides an
indication of the extent of improvement in performance since
Operational Self Sufficiency (OSS) and Financial Self
Sufficiency (FSS) have increased very substantially (by 17%
and 25% respectively for the typical updated MFI).4   Indeed,
compared to the situation a few years ago – when the OSS was
just 73%5  –  it is almost surprising to see that the updated
sample taken together is now
operationally self-sufficient (with a
weighted average in excess of 100%).

The decline in net worth as a proportion
of total assets is largely responsible for
the decline in CAR of a typical MFI from
39% to 36% (with the weighted average
declining from 33% to 28%, Figure 6.10. This is a common
phenomenon in fast growing financial institutions and is
specifically related to the changing nature of the funds of MFIs.
As discussed earlier, while grant funds are gradually being
replaced this is not happening as fast as the growth in savings
and external borrowings for financing the portfolio.  Thus, risky
assets grow faster than the net worth of the MFI reducing the
CAR.  One way to improve net worth would be for MFIs to
mobilise share capital.

For most MFIs, registered as societies and
trusts (non-profit, charitable institutions)
mobilising share capital is not possible
on account of their legal framework.
Accepting equity through registration as
NBFCs in which members can hold
shares is a possibility that many are
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Table 6.6   Operational Self Sufficiency

OSS Previous Update
<=50% 14 10
50-80% 10 4
80-100% 4 5
>100% 7 16

Total 35 35

Table 6.7   Financial Self Sufficiency

FSS Previous Update
<=50% 20 9
50-80% 8 11
80-100% 5 8
>100% 2 7

Total 35 35

3.6%
6.3%

33 %

39 %
36 %

28 %

3.3%
3.6%

P revious U pd ate

P rud ent ia l In d ic ato rs

Table 6.8   Capital Adequancy Ratio

CAR Previous Update
0% 3 3
0-20% 14 13
20-50% 8 9
>50% 10 10

Total 35 35

Table 6.9   Loan Loss Reserve

LLR Previous Update
<=3% 15 15
3-5% 7 4
5-10% 6 7
>10% 7 9

Total 35 35

4 Discontinuous lines in Figure 6.10 show the change in OSS and FSS as a weighted average across the sample of 35 updated MFIs.
5 For the full sample of 52 MFIs – see M-CRIL Report, 2000.
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exploring but, in the short term, in India this imposes a limitation on their ability to offer
savings services. In the long term, a change in the institutional framework for microfinance
that enables MFIs in India to register and operate more easily as companies that are allowed
to raise deposits at least from their loan clients would be required to enable MFIs to mobilise
more commercial equity.  This would help to maintain CARs at reasonable levels.

As shown by Figure 6.10, the improvement in portfolio quality of the updated MFIs has
resulted in a reduction in the need to maintain loan loss reserves, typical LLRs declining from
6.3% of the portfolio to just 3.3%. As the improving portfolio quality demonstrates, since the
introduction of rating, many MFIs subject to ratings have become more conscious of their
portfolio quality and their overall financial performance.  Thus, rating not only helps in better
information dissemination within the sector but also, by raising the level of concern about
performance, helps to introduce greater professionalisation into the delivery of microfinance
services.

The encouraging findings of this analysis of M-CRIL’s rating updates presents a picture of a
maturing and increasingly professional microfinance sector.  This appears to presage the
emergence of the microfinance sector as a significant part of the overall financial system,
meeting and serving the needs of a segment of (low income) clients who were previously
neglected by formal institutions.  However, M-CRIL’s rating experience demonstrates that the
most important influence on an Asian MFI’s performance are institutional considerations –
issues of leadership and the perception of microfinance as financial service provision rather
than poverty lending. The final section (Section 7)  completes the picture of microfinance as
seen through M-CRIL’s ratings by summarising some institutional issues in financial service
provision in Asia.

Annex 6.1    Minimum performance levels for the higher grades awarded by M-CRIL

Grades       Parameters

Organisational Management Financial Portfolio Capital adequacy ROA
score (> than) score (> than) score(> than) at risk (< than) ratio (> than) (> than)

Alpha+++ 75% 75% 75% 4% 20% 5%

Alpha++ 70% 70% 70% 6% 20% 3%

Alpha+ 65% 65% 65% 8% 15% 1%

Alpha 60% 60% 60% 12% 10% 0%

Alpha – 55% 55% 55% 20% 4% -

Beta+ 50% 50% 50% 30% 0% -
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7    Institutional Assessment
 – MFIs must choose between poverty lending and financial services

if microfinance is to play a significant role in the financial system

As discussed in the previous section, the financial performance of microfinance institutions
in the region is still relatively weak.  Though systematic information on sectoral trends is not
presently available, the experience of M-CRIL’s team with the performance of MFIs in the
region over the past five years shows that the message of sustainability is increasingly accepted
by the microfinance sector.  Consequently, there is an improving trend in overall performance
in terms of sustainability while largely maintaining growth.  The institutional and systemic
issues arising in this process are summarised in Annex 5 and are discussed in this section.

7.1    Human resources

– considerable NGO management experience but a shortage of competent staff

The considerable experience of Chief Executive Officers (CEOs) of MFIs is apparent from the
information in Figure 7.1. With as many as 33 CEOs of the full sample of 110 having more than
ten years and another 16 between 7 and 10 years of experience of running microfinance
programmes, the relatively poor performance of the sector is almost surprising.

Most MFIs in India as well as in other countries of Asia, have either evolved
from non-government organisations (NGOs) undertaking a wide range of
development activities or continue to be divisions of such institutions. In
this situation, discussion with CEOs during rating/assessment visits
reveals that  there is an increasing recognition of the need for sustainability,
though the welfare orientation of many microfinance leaders tends to be
strong. Sustainability is an over-riding priority in the practice of
microfinance in a relatively small proportion (~25%) of cases.

While understanding of the need for sustainability is growing, the development agenda of
NGO parent institutions engenders a conflict that many in the sector have been unable to
overcome. At the same time, there are notable exceptions, even amongst institutions with a
clear history of a development-focus. Such examples provide grounds for optimism about the
future.

Like all development activities in the region, the disease of mediocrity amongst the staff also
plagues microfinance.  By and large, remuneration in the sector remains uncompetitive with
the public sector and is substantially lower than  that of much of the private commercial
sector. This results in a high turnover of competent junior staff and mediocrity at supervisory
levels. M-CRIL has recommended intensive staff training – in addition to exposure to good
microfinance programmes – in the case of the staff of 75 of the 110 sample organisations for
which this information is available.  At the same time, the issue of remuneration and incentive
systems is important and only a few MFIs have started to address it. Those that have introduced
appropriate systems successfully are also the best functioning MFIs in the region.
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7.2    Operational size/spread

– for small organisations, extensive geographical spread fosters inefficiency

The average membership of sample MFIs is around 24,000 and the number of borrowers less
than 10,800.  Excluding some of the larger MFIs in the region, the typical rated MFI – particularly
in India – has around 6,000 borrowers.  With typical loan sizes of just around $110, this
results in typical outstanding portfolios in the range $300,000 to $750,000.  M-CRIL is convinced
that scale is not the only cause of low operational efficiencies of MFIs.  However, it is certainly

also a factor and, for this reason, 51 (47%) of the 110 MFIs in the sample
have been urged to expand their operations (Figure 7.2).

At the same time, in many cases, there is a concern that the geographical
spread of programmes affects their operational efficiency.  Many MFI
leaders, in their concern, to work with particular communities or reach
especially poor regions spread their programmes over distances – often in
excess of a 100 km radius – which, for small organisations, substantially

adds to the cost of operations and hampers managerial supervision.  M-CRIL has recommended
consolidation of operations in 36 (33%) cases.  Seven of the sample MFIs, found to be both
small and spread thinly over a wide geographical area, were urged to consolidate their
operations but also to expand within a more limited radius.

7.3    Management information systems and the tracking of portfolio quality

– inadequate systems, poor understanding of the concept of portfolio quality

Though there has been a considerable amount of improvement in the quality of management
information systems (MIS), it still remains amongst the least satisfactory aspects
of MFI operations in the region.  A number of organisations do not have adequate
systems even to track basic member/clients and borrower information in a
manner that will enable an accurate enumeration of clients served. Others suffer
from inconsistencies at various levels of operation so that appropriate
information is either not available at the head office or at branch level.  Many do
not even collate information on portfolio quality.  Only 31 (28%) of the sample
MFIs were found by M-CRIL to have a reasonably good MIS and as many as 79

of the 110 MFIs were given specific recommendations for upgrading their
systems.

Indeed, only 21 (19% of the total) have adequate systems for tracking
portfolio quality and as many as 34 (31%) of the sample MFIs have no
tracking system at all (Figure 7.4).  Unfortunately, this is partly related to
the predominant (and continuing) use of the cumulative repayment rate
as a portfolio quality indicator.  In this scenario, greater than 90% repayment
rates are regarded as satisfactory and breed complacency on the part of
MFI managements.  The actual relationship between repayment rate and
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portfolio at risk (>60 days) is depicted for sample MFIs in
Figure 7.5 below.  As this shows, for sample MFIs, even a
95% repayment rate could be associated with PARs as
high as 15-24% and, even for the average MFI, a 90%
repayment rate is associated with a 22-30% PAR (>60
days).  Such high levels of portfolio at risk represent
dangerously high levels of delinquency for financial
institutions.

7.4    Financial control and accounts

– welfare orientation hampers microfinance
management

Overall accounting systems in sample MFIs have been found to be reasonably satisfactory.
However, relatively few (36, 33%) have internal audit mechanisms in place.  This is a risky
situation in the context of the failure of most (60, 55%) even to undertake any formal budgeting
or cash planning.  In many cases such systems have been introduced following the
recommendations of M-CRIL.  Further, as discussed in Sections 3 & 4, liquidity
management is an area of concern in the operations of many MFIs with
inefficiencies in the sourcing of funds from lenders/donors, in the transfer of
cash between branches and head office and, despite recent improvements in
some MFIs, their slackness related to the placing of idle funds in short term
investments.

This approach to microfinance management is, of course, largely a reflection of
the welfare orientation of most MFI CEOs who continue to see the activity as
poverty lending and are yet to recognise the potential of microfinance as a commercially
viable business proposition, albeit one with a social purpose.  Inevitably, in this situation, as
many as 49 (64%) of the 76 sample MFIs that undertake microfinance as divisions of multi-
service NGOs – do not even prepare separate financial statements for the activity. M-CRIL
undertakes cost allocation with such organisations and, often, this represent the first assessment
to have been undertaken of the financial viability of any of their operations.  An increasing
number of MFIs undertake microfinance as their sole activity but 34 (31% of the sample) is still
a relatively small proportion of the total, Figure 7.6.

7.5   Conclusion

– a significant and substantial microfinance sector is starting to emerge…

It is apparent that on institutional issues as much as in terms of financial performance, the
microfinance sector in the region continues to have more ground to cover.  The clear conclusion
emerging from M-CRIL’s rating experience – not just in India and Nepal but also in other
Asian countries including Bangladesh, Cambodia and the Philippines (but not so much in
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Indonesia) – is that microfinance is generally regarded as poverty lending rather than the
provision of financial services to low income clients. Yet, detailed impact studies in recent
years have clearly demonstrated that, in practice, microfinance is able to reach and be suitable
for not just poor people but also the not-so-poor (or ‘borderline’) and non-poor low income
families.1   Indeed, it is now generally accepted that microfinance is not suitable in most
circumstances for the poorest sections of the populations of developing countries.  As a result,
microfinance is increasingly being seen as a facilitation of the economic lives of low income
families rather than as a panacea for poverty.

In this context, it is apparent that resources can be drawn into microfinance and outreach
expanded significantly only if greater sustainability of microfinance can be demonstrated.
For this, MFIs interested in expanding outreach need to choose directly between the poverty
lending paradigm and a more direct concern to provide financial services to low income
families.  The former clearly entails a perpetually grant-funded operation, which has its own
challenges. Financial service provision to low income families, on the other hand, is
increasingly seen as an integral part of the overall financial system in many countries with
related regulatory frameworks and growing links with financial markets.  Some of the more
professionally run MFIs in the Asian region have started to integrate with formal commercial
markets in this way, others are moving in this direction.  The conclusion of this report is that
microfinance in Asia is growing and is progressing significantly towards professionalising
operations to meet the financial needs of low income families…a few more years could see the
emergence of a significant and substantial microfinance sector in most of the poorer countries
of the region.

1 See EDA, 2002.  The Maturing of Indian Microfinance:  A Longitudinal Study,  Impact Monitoring and Assessment Report 1 [Baseline].
Gurgaon, India: EDA Rural Systems Pvt Ltd
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Annex 5    Institutional assessment of rated MFIs
Parameters Findings Top10 India Others Sample %

Human resources
CEO’s experience (years)

<=3 0 10 0 10 9%
3-7 1 45 6 51 46%
7-9 2 13 3 16 15%

>10 7 22 11 33 30%

Total 10 90 20 110

MIS
Quality of system Excellent                        - 1 0 1 1%

Good                         5 23 7                 30 27%
Moderate                         2 37 7 44 40%

Poor                         3 29 6 35 32%

Total 10   90 20 110

Portfolio quality
Formal tracking system for overdues

Excellent 2 1 1 2 2%
Good  5                     14 5 19 17%

Moderate 3                     42 13 55 50%
Does Not exist 0                     33 1             34 31%

Total 10 90 20 110

Financial control
Formal internal audits

Excellent 1 3 - 3 3%
Good 3  8 3 11 10%

Moderate 5                   28 11 39 35%
Poor 1       51 6 57 52%

Total 10  90 20 110

Formal budgeting and cash planning
Excellent 1   2 - 2 2%

Good 5  8 12 20 18%
Moderate  3  32 6 38 35%

Does not exist                        1 48 2 50 45%

Total 10                     90             20 110

Financial statements
Separate statements for microfinance MF Statements Consolidated Statements

Multi-Service NGOs                     27              49
Exclusive MFI                     34 -

Total 110 49
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The M-CRIL Microfinance Review, 2003

   Appendix 3    Glossary of terms

1 Financial spread
Portfolio yield minus financial costs (interest paid on borrowings, interest paid on depos-
its and loan loss provision expenses)

2 Loan loss provisioning ratio
Total loan loss provision expense for the year divided by the average portfolio

3 Operating expense ratio
Ratio of staff, travel, administration costs, other overheads and depreciation charges of
the MFI (non- financial costs) to the average loan portfolio for the year

4 Operational Self-Sufficiency
Ratio of total income to total expenses for the year

5 Financial Self-Sufficiency
Ratio of total income to total adjusted expenses for the year.  Adjustments are made for
subsidised cost of funds (relative to market interest rate), equity (with respect to inflation)
and in-kind donations.

6 Portfolio at risk (>=60 days)
Ratio of the principal balance outstanding on all loans with overdues greater than or
equal to 60 days to the total loans outstanding on a given date

7 Repayment rate (cumulative)
Ratio of cumulative principal recovered (net of pre-payments) to the cumulative principal
due till the date of measurement

8 Yield on portfolio
Interest and fee income from loans to clients divided by the average loan portfolio for the
year

9 Risk weighted capital adequacy ratio
Ratio of net worth to risk weighted assets (Risk weights: 100% for all assets except  fixed
assets & interest bearing deposits: 50%;  cash 0%).
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   Appendix 4    M-CRIL rating grades

Rating Symbols Description

α+++  Highest safety
alpha triple plus - excellent systems

- most highly recommended

α++ Highest safety
alpha double plus - very good systems

- most highly recommended

α+ Very high safety
alpha single plus - good systems

- highly recommeded

α High safety
alpha - good systems

- highly recommended

α− Reasonable safety
alpha minus - good systems

- recommended

β+ Reasonable safety
beta plus - reasonable systems

- recommended, needs monitoring

β Moderate safety
beta - moderate systems

- acceptable, needs improvement to
  handle large volumes

β− Significant risk
beta minus - poor to moderate systems

- acceptable only after improvement

γ+ Substantial risk
gamma plus - poor systems

- needs considerable improvement

γ Highest risk
gamma - poor systems

- not worth considering


