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ABSTRACT

The high interest rates of microfinance institutiofMFIs) seem to oppose their social
mission, and raise a moral issue. We analyse tterdimants of the level of interest rates
with regard to the financial performance of an uabeed panel of 66 MFIs in nine countries
of the Middle East and North Africa (MENA) regiorver the period 2004-2012. We
differentiate internal factors (cost of capital,eogting expenses and loss provisions) from
the external ones (regulation, competition andatidh). The outcomes of a typology from a
multivariate analysis upon the relationship betwteninterest rate and social performance
of 53 MFIs in 2008 do not match the classificatwMFIs according to Yunus and Weber,
which proves irrelevant.

Keywords costs, interest rates, MENA, microfinance ingiins, multivariate analysis,
performance.

RESUME

Le taux d'intérét élevé des institutions de mianafice (IMF) semble s’opposer a la mission
sociale du microcrédit. Nous analysons les détanmmdes niveaux des taux d'intérét au
regard de la performance financiére d'un panelrimglet de 66 IMF dans 9 pays de la
région du Moyen-Orient et d’Afrique du Nord (MENAr la période 2004-2012. Nous

distinguons les facteurs internes (colt des fomdprps, charges d’exploitation, provisions
pour pertes) et externes (réglementation, concoeregt inflation). Nous confrontons la

typologie d’'une analyse factorielle sur la relatamtre taux d’intérét et performance sociale
de 53 IMF de la région en 2008 au classement déssifon Yunus & Weber, dont le critére

de la marge financiére s’avére non pertinent.

Mots clés: analyse factorielle, codts, institutions de micrance, MENA, performance,
taux d'intérét.

JEL: C13, C33, D23, G21, I3
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INTRODUCTION

Microfinance institutions (MFIs) provide financirtg the poor excluded from bank credit
and stand as an alternative to usury requestedftimal lenders. The lending rates charged
by MFIs to their borrowers stand in between thekbate and usury.

The lending interest rates should enable MFIs twvigde sustainable financial services to
large numbers of poor clients while being independs any form of subsidy (CGAP,
1997). They must therefore access commercial findgdving a payable rate and achieve a
financial margin sufficient to offset all direct drindirect costs associated with their
financial intermediation (Labie, 1996).

Although MFI interest rates are lower than in imf@al finance, they are considered too high
with regard to poor clients. From the ethical pahtwiew, high rates undermine the social
acceptance of microfinance, generating the disaprof international political leaders
(CGAP, 2004; Fernando, 2006; Hudon, 2007; Gonza@x0). The controversy between the
advocates of free (and high) lending rates andetlvdcapped rates took place at the very
beginning of microfinance in the 1970s (Acclass&008). It was revived by a strong
criticism from the founder of the Grameen Bank (Msirand Weber, 2007) and fuelled the
discussion on the regulatory ceiling upon interatds in a growing number of countries.

Three main schools of thought participate in théatie upon the appropriate level of
microfinance lending rates: the first two fall undlke welfarist approach that opposes the
institutionalist approach of the third school (Adand Berguiga, 2014). The theological

school consists mainly in Christian NGOs, accordiagwhich any interest rate equates
prohibited usury, advocating near-zero rates. Témorsd school claims that interest rates
should be capped below the market rate (Helms ailleR2004); it gathers savings and

credit unions and mutual societies as well as faers and unions of the Raiffeisen type.
The third school supports MFIs opting for the simsthility of their business, which cover up

their costs and reinvest their profit, thanks tghhinterest rates their clients cope with
(Ayayi and Sene, 2010). Several studies (CGAP, 188dgerwood, 1998; Hudon, 2007

Gonzalez, 2010; Cotler and Almazan, 2013) haveqeep models of determination of fair

lending interest rates, albeit these models igtbesexternal factors influencing the rate
levels.

With respect to worldwide microfinance, the MENAgi@n is both the most recent and the
narrowest market, in terms of the number of custsraad loan portfolio, and the one whose
growth is fastest (MIX & Sanabel, 2012). AccordiogMIX & Sanabel (2011), MFIs charge
a 19.69% interest rate per annum on average. atdsvaries across countries and over time:
where comes from the difference between lendingsfatWhat are the determinants of
interest rates in the MENA region? Are these irgerates undermining social performance
and forsaking poor clients who represent the taofjptFIs?

The first section describes the level and evolutiboth debtor and creditor interest rates
for a sample of 66 MFIs in nine countries from M&NA region over the period 2004-
2011. The second section examines the internal apers of interest rates: capital costs,
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operating expenses and loan losses. The thircoseftituses upon the relationship between
interest rates and social performance of 53 MEREIgonfronts the classification resulting

from a multivariate analysis with the classificatiadvocated by Mohamed Yunus. The
fourth section takes into account the externalofacinfluencing the MFI interest rates:

regulation, competition and inflation. The conctussummarizes our main results.

1. THE SOURCES LEVELS AND TRENDS OF MICROFINANCE INTEREST RATES | N
THE MENA REGION

1.1. Data sources

Thanks to the Microfinance Information Exchange XMIdatabase, we selected an
incomplete panel of 66 MFIs in nine countries ie IENA region over the period 2004-
2011: Egypt (13), Jordan (8), Morocco (10), Tunidip Yemen (7), Lebanon (5), Palestine
(8), Syria (3) and Iraqg (11).

The MIX provides the average lending rate per aniturrominal terms, expressing the total
loans income (interest, commissions and other t@stsa percentage of the outstanding
amount of the gross loan portfolio. This database &ollects information on financial
expenses and debts: i.e. the cost of resourceshysbtFIs to finance their loan portfolio;
hence, the nominal borrowing rate can be calculbiedividing the total financial expenses
upon total liabilities (savings deposits, trade gidgs and payables to subsidized rate)
(Appendix 1).

Figure 1. The trends of interest rates in the MENAregion (2004-2012)

40%
\/\m Lending rate
3000 7 & - £ - =
20% -
10% Payablerate
[’000 T T T T T T T T 1
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Source our design from the MIX

1.2. Levels and change in lending rates

The median lending rate of interest for MENA MFkries between 29% and 36% over the
2004-2012 period (Figure 1) and half of MFI apple&esate of 30% in 2012. These rates
decline until 2009 and then stabilize until 2012wever, they diverge according to the
country over the period (Figure 2). Levels falldwally in Morocco, Yemen, Palestine and
Tunisia: Yemeni MFIs recorded the highest medidarast rates in the MENA region, 48%
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in 2004 and 39.4% in 2012; the rate of the TunidH went down from 50% in 2004 to
20.21% in 2011.In contrast, rates rise in Egyptddn, Irag and Syria. The MENA MFIs
differ according to their stage of development:sthof Egypt and Jordan are mature (over
eight years old), while those of Iraq and Syriatageyoungest (Appendix 2). The increase in
lending rate in these countries therefore reqdirgker explanation than age.

Figure 2. The trends of lending interest rates acrss MENA countries (2004-2012)

60%0
50%
40%0 -
30%0 -

m2004 m2008 m2012

Legend:data are median rates.
Source our design from the MIX

1.3. The levels and trends of borrowing interes¢sa

The median payable rates of interest of the MENAVHveraged 2% in 2004 up to 5.22%
in 2012 (Figure 1). The trend over the 2004-2012opkeis mixed across countries (Figure
3). Rising interest rates can be explained by tkdurity of microfinance in Morocco,
including MFIs receive the majority of funding ftire region; the increased indebtedness of
MFIs in Jordan and Yemen reinforces the leverag@d®n 2007 and 2008 (MIX & Sanabel,
2010).

Conversely, the lower rates for MFIs in Egypt candxplained by the ease of access to
preferential borrowing rates; in 2008, the costregources used by MFIs in Egypt and
Lebanon declined significantly compared to 2004 aadi1.The Tunisian MFI records the
highest cost of resources (7.32%). MFIs in Palestimd Irag are not mature enough to raise
funds from banks without the help of credit guagast(MIX & Sanabel, 2010). The increase
in payable rates does not explain he decline iditenrates until 2007: the more MFIs pay
interest charges on their borrowed funds, thetlesseturn on their portfolio, and vice versa.
However, both rates follow the same trend since3200
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Figure 3. The trends of borrowing interest rates amss MENA countries
(2004-2012)
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Legend:data are median rates.
Source our design from the MIX

2. COMPONENTS OF THE LENDING RATE IN THE MENA REGIO N

The excess (or negative) between income and expasseady profits (or losses) of the
MFI. The components of lending rates cover thregadirheadings: financial expenses,
provisions for non-performing loans and operatingpemses (Box 1). The increase or
decrease in one or more components generates aoriskecline in the lending rate
(Rosenberg et al, 2013).

Box 1. Components of the lending interest rate

Lending rate = (financial expenses /AGLP) + (loassl provision /AGLP) 4
Operating expenses/AGLP) + (profit /AGLP)

Lending rate ratio = financial expense ratio + loss provision ratid
+operating expense ratio + net profit ratio

Payable interest rate = Financial revenue /AGLP

AGLP = Average Gross Loan Portfolio

Source our design

The lending rate in the MENA region is one of thevést in the world and the ratio of total
expenses to total assets is the lowest comparethey regions (MIX & Sanabel, 2010).
According to the breakdown of these costs in 2008, ratio of operating expenses is the
major component in the structure of costs for MEMRIs. Moreover, profitability is not the
main determinant of lending rates (Figure 4).
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Figure 4. Components of the lending interest rate@oss countries (2008)
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2.1. Financial expenses

MFIs use three funding sources: equity, debt aeddéposits. Equity, including subsidies,
was the main source. Since the donors restricteid tommitments in the MENA region,
MFIs did raise loans from private investors (Fig6je Debts are now the primary source,
followed by subsidies and credit guarantees.

Figure 5. The funding sources of the MENA MFIs (200-2011)
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Source our design from the MIX
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The evolution of the debt to equity ratio (leveragkows that MFIs from Morocco, Jordan,
Yemen and Tunisia are mainly financed with dehtjuding voluntary savings (Figure 6).

The Moroccan MFIs have access to commercial dethiowt any credit guarantee, thanks to
the maturity, size and performance of microfinamecethe country. MFIs from Jordan,

Yemen and Tunisia are mature compared to thosenefybung emerging markets of
Lebanon, Palestine, Syria and Iraq (Appendix 2)Jdndan, MFIs increased their median
leverage from 0.2 to 1.8 between 2004 and 2012ewthe leverage of MFIs in emerging

markets is less than 1. Debts amount to half thutyeqf Egyptian MFIs, which still depend

on credit guarantees to access commercial loang @banabel, 2010).

Figure 6.The debt to equity ratio of MFIs per county (2004-2012)
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Source our design from the MIX

Generally, the more MFIs are indebted, the morg tfey high financial expenses, unless
they benefit from subsidies or concessional raldse level of median financial costs
incurred by Moroccan MFIs (5% in 2008) is lowernhhat in Egypt (7.01%) and Yemen
(6.08%) (Figure 4). In Yemen and Syria, the coitatiof voluntary savings also increases
financial expenses.

Various donors finance MFIs: domestic financialtim§ons (commercial, public and
cooperative banks), development finance institsti@FIs), funds (microfinance investment
vehicles, funds from international NGOs and fouimte) and governments as well as other
providers (NGOs, individuals and private companiBg)mestic financial institutions are the
main lender of MENA MFIs providing 81.87% of theesall debt in 2008, with a weighted
average loan period of 67 months, and charge &#literest rate. Loans from governments
and DFls account only for 12% of the overall detd @harge an 8.27% interest rate (MIX
2008). Funds charge the lowest rate (3.91%), wisislibsidized.
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2.2. Provisions for loan losses

The borrowing rates differ according to the ingi@nal status and operating areas of MFIs.
On the one hand, banks usually grant a limited laamount with respect to their status
(Hartarska and Nadolnyak, 2008). In 2008, most MRIthe sample (four out of five) are

NGOs operating on mature microfinance markets: Edyprocco and Jordan (Appendix 2):

Despite their status, these MFIs have attractedrdoand commercial lenders that charge
low borrowing rates. On the other hand, commertéaders do not wish to finance

operations on the rural and agricultural marketsis Ted governments either to establish
institutions and specialized rural credit programith interest rates capped at artificially low

levels, or to grant credit at concessional rategost half the MFIs of the sample are
involved in rural areas, especially in Egypt andeBéne, and taking advantage from
subsidized rates (MIX & Sanabel, 2009).

Most customers have no collateral and, as credishat backed by real guarantees, MFls
incur a default risk. In as much as the loan pbdfgenerates interest income, the quality of
loan repayment is essential for any MFI. The distom between a good loan that is paid on
time, and a risky loan that is late over (x) daysf the due date, is paramount: the longer
the delay, the higher the probability of defaulheTMFI can pass the non-performing loans
(NPL) either on loss provisions when it is antitggh or on losses when provisioned
receivables become irrecoverable. The provisiorNeL is a cost to the MFI, which reflects

levels of loan delinquency and the value of aclosdes during the period (Rosenberg et al.
2013).

The ratio of portfolio at risk (PAR (30)) measutbe default risk, which is calculated by
dividing the stock of all loans with arrears exdegd30 days by the total outstanding loan
portfolio (Appendix 1). Although MENA experiencdsetlowest PAR amongst all regions, it
deteriorates over 2004-2011 in Morocco, Egypt andidia (Figure 7). In 2008, Palestine
and Syria record the highest PAR, due to politinatability in both countries (Adair and

Berguiga, 2010). The increase in Tunisia and Eggibtcts the negative impact of the "Arab
Spring" on the microfinance sector. In Morocco,sitdue to the absence of prudential
standards and a credit bureau. In 2008, Moroccarts Mécorded the highest ratio of
provisions for NPL in the region (3.84%), aheadTohisia (1.88%) and Jordan (1.49%)
(Figure 4 above).

The ratio of risk coverage, the percentage of PARped by provisions for loan losses, fell
in Morocco between 2008-2011 due to lack of fukls:average weighted PAR jumps from
5% in 2008 to 17% in 2011; the rate of losses oh Miereased by 1% in 2007 to 12% in
2009 (MIX & Sanabel, 2009). In 2008, less than WKIs mainly grants joint guarantee
loans: seven in Morocco and nine in Egypt (Apperg)ixAlthough such loans tend to tame
the default risk with respect to individual loaksrmendariz and Morduch, 2005), the quality
of the loan portfolio deteriorated for Moroccan aBdyptian MFIs: joint guarantee has
proved insufficient to control the default risk.
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Figure 7. Trends of thePAR across MENA countries (2004-2011)
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2.3. Operating expenses

The ratio of operating expenses measures the egsired to provide a loan unit, and
depends on the productivity of staff and other apeg costs (administrative burdens,
branch network, transport, depreciation, etc.). teer the ratio, the higher the efficiency
of the MFI. Levels of MFI interest rates follow & of operating expense ratios (Figure 4
above), which are the determining factor in lendiates. In 2008, the highest operating
expense ratios for MENA MFIs are recorded in Yen(gh.43%), Morocco (27.3%) and

Palestine (19.27%).

The growth of MFIs can improve their efficiency laghieving economies of scale and
expanding their loan portfolio, hence reducing thago of operating expenses. Such is the
case for the mature markets of Egypt, Jordan amdsia) as well as Lebanon (Figure 4).
However, such is not the case for MFIs in Morocaithough over two-thirds are mature
(Appendix 2). The cost per borrower (CB) more thanbled between 2004 and 2011, while
staff productivity (PP) fell from 220 borrowers paff in 2006 to 118 in 2009; the increase
in arrears has forced the personnel to devote eftog to loans recovery, at the expense of
issuing new loans (MIX & Sanabel, 2010).

In Palestine, the average loan amount per borrda&eed on gross national income (GNI)
per capita (ALGNI) increases and the cost per lwoerg CB) declines (Figure 8). However,
MFIs remain inefficient and record the highest gost borrower in the region ($ 304 in
2011); staff manages individual loans with an ageramount per borrower that exceeds the
GNI per capita and earns almost seven times thes lmeome (MIX & Sanabel, 2011).
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Figure 8.Average loan amount (as of GNI per capitaand cost per borrower in
Palestine
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3. INTEREST RATES AND THE SOCIAL PERFORMANCE OF MFI S IN THE MENA
REGION

3.1. Methodology

Yunus and Weber (2007) propose to restrict theitgnchtes to 10-15% points compared to
the cost of financing for MFIs; this cap is desidne prevent MFIs to take excessive profits
on loans to the poor (Gonzalez, 2011). Microcradérest rates are evaluated according to
the financial margin (interest rates premium), esponding to the difference between
lending rates and borrowing rates (cost of fund$le borrowing rate is calculated from
dividing the financial burden by the average loamoant (AGLP) or total assets, in as much
both ratios give similar results. Yunus and Wel200{7) rank MFIs into three categories
(Box 2): the green zone includes those that tgsgeérty, the yellow zone (intermediate but
not defined) and the red zone includes MFIs thatimize their profits. This classification
distinguishes MFIs whose clients are easy to siora those whereof customers are more
difficult to serve and whose operating costs peétr ame the highest. The classification is due
almost exclusively to the operating expenses, rattam profit levels, that amount to 80% of
total expenditure covered by the financial marginmhost MFIs.

We study the relationship between lending ratesthadsocial performance of MFIs in the
MENA region, thanks to a (multivariate) cross-sectanalysis of 53 MENA MFIs in 2008.
We use 12 variables to identify social performaand internal determinants of financial
margin (Table 1). We design a typology that we carapo the classification of Yunus and
Weber (2007). The latter proves unable to disem¢atige MFIs that are not pro-poor from
those whose interest rates are but usury.
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Box 2: the classification of MFIs - pro-poor, intemediate and loan sharks

Green zone: interest rate — cost of fundi) percentage points.
MFIs operating within this zone are termed as 'jpoo+".

Yellow zone: interest rate — cost of furkld5 percentage points.
MFIs operating within this zone are termed as timtediate".
Red zone: interest rate — cost of funds> 15 peagenpoints.
MFIs operating within this zone are termed as "leharks". They are
commercial firms whose main goal is to achieve dapgofit on behalf thd
shareholders and investors.
Source Yunus and Weber (2007)

D

1%

Table 1. Variables related to social performance ahfinancial margin

Codg Terms | Number | Code | Terms | Number
Social performance
Women borrower§3 categories) Depth of outreacli3 categories)
FE1 | 0-50% (Low) 17 DEP1 | Severely poor 31
FE2 | 50-67% (More women) 12 DEPZ | Poor 2
FE3 | 67-100% (almost 24 DEPZ | Non-poor 20

exclusively women)

Financial margin

Productivity of personndR categories) Adjusted Return On Asséfscategories)

PP1 | <118 (More productive) 27 ROAA: | < 0% (Non-profitable) 18
PP2 | >118 (Less productive) 26 ROAA: | > 0% (Profitable) 35
Portfolio at risk(2 categories)
PAR1| < 10% (Tolerable default | 43 PARZ | > 10% (Excessive 10
rate) default rate)

Source our design

Social performance in 2008 is expressed by twoalbdes proxies (Adair and Berguiga,
2010): the social impact of MFI®épth of outreachaccording to poverty lines ($ 1.25/ a
day and $ 2/ a day), and the percentage of womenwers FE).

The internal determinants of financial margin aperating expenses, provisions for losses
and net profit (Figure 4 above), we respectivehyasuged by the productivity of personnel
(PP), the portfolio at risk 30 dayAR (30) and return on assets adjusted from subsidies
(ROAA, which is calculated by Adair and Berguiga (201@h MFI is considered more
(less) productive when its productivity is abovesl@lw) the median; @AR (30)below
(above) 10% implies tolerable (excessive) delingyemates; arROAA standing above or
below 0% indicates that the MFI is profitable ot poofitable.

3.2. Multivariate factor analysis and clusteringMfIs in 2008

We restrict our factor analysis to the first tweax -2 that are most interpretable (Figure 9).
Axis 1 opposes the PP1, PAR2 and ROAAL terms tdPh2, PAR1 and ROAA2 terms; it
can be interpreted as the axis of the financialgmacomponents; it opposes MFIs whose
financial margin is low to those whose margin ighhiAxis 2, contrasting the FE1, DEP3
and ROAA2 terms with the FE3, DEP1 and ROAAL terdistinguishes profitable and non-
socially performing MFIs, which target the non-paord few women — from unprofitable
and socially performing MFIs.
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The interpretation of the relationship betweenriitial margin and social performance from
a clustering analysis outlines a typology of MFitifour categories.

Category 1 gathers 20 MFIs that are both socidfigcéve and profitable; their financial
margin is high: these MFIs that are pro-poor ogdnhave a positive impact on women
(exclusive targeting), their default rate is veoywland staff is very productive. Only three
MFIs in this category (ARDI, INMAA and Finca-Jorxmerience negative profitability
although they have productive staff, and a ledg/rigan portfolio. These MFIs incur costs
per borrower above the median ($ 74) because treyt gmall loans. Their high financial
margin was not enough to cover their expenses. rélaog to Gonzalez (2010) and Roberts
(2013), it is operating expenses and not profitgbihat determine the financial margin of
Category 1 MFIs.

Category 2 identifies seven MFIs with high finamcigrgin that are not socially effective,
targeting non-poor women or poor men.

Category 3 gathers 19 MFIs with low financial martfiat are not socially effective.

Category 4 identifies seven MFIs with low finanaiahrgin, albeit they are socially effective
and profitable. However, the Yemeni MFI Azal didt mover expenses, despite its lending
rate that is the highest in the region (58%) andesy low deposit rate (2.67%). It
experiences a very high default rate (13.02%) ambraproductive staff; hence, it must
increase efficiency rather than interest rates.

Two-thirds (35 of 53) of our sample are profitaM&ls and over a half apply high lending

rates above the median rate (31%). Almost haltheté MFIs (16 of 35) appears in both
categories 1 and 2: this suggests, on the one hlaatdpoor clients are able to afford high
levels that do not prevent MFIs to achieve soc@fggmance. On the other hand, according
to Roberts (2013), the profit motive encourages Mblset high lending rates.

As regards category3, AMC and Makhazoumi are @bl MFIs, while they charge high
lending rates of interest. Staff productivity iswéow, 7.83 and 38 customers respectively
per staff member. The AMC loan portfolio recordetl&o delinquency rate. The application
of a very high interest rate enabled these two M&lsover all their expenses and make a
profit.
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Figure 9. Axes 1-2: lending rates of interest and rpfitability of MENA
MFIs (2008)
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Legend: 18 profitable MFIs whose lending interegeris above the median rate
Source our design

3.3. MENA typology versus the Yunus and Weberifitagon

We place the MFIs from our typology into the cléisation designed by Yunus and Weber
(2007); it comes out that over six out of seven $/fall within in the "red zone", whereof
the financial margin is above 15%. Yunus and Wetssume financial performance is the
main objective of these MFIs. However, our typolaippws that these MFIs are included in
all four categories and some do achieve sociabpaence (Figure 10).

Ethique et économique/Ethics and Economics, 12(2), 2015 56
http://ethique-economique.net/



Performance of MFls

Figure 10. Axes 1-2 (MFIs). MENA typologyvs. the Yunus and Weber
classification

Factor 2: social performance
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Legend: green zone (6yellow zone 2) and red zone (45) according to the Yunus and aNeb
classification
Source our design

A 15% financial margin did not preclude MFlIs in thed zone" from targeting poor women.
Some MFIs in Category 1 record low financial exgensvhereas others in Category 4 face
high financial expenses with a less productivef stafl an excessive default rate.

Over one out of 10 MFIs in our sample are locatedhie "green zone" and belong to
category 3. According to Yunus and Weber (200®,rfain objective of MFIs in this zone
is to targeting poor, albeit our typology showsytlere generating but a small financial
margin and target rather non-poor men.

In the light of our typology, the Yunus and Webkssification is flawed. MFIs in the "red

zone" may be socially effective as well as they bamon-profitable, whereas MFIs in the
"green zone" are neither financially nor socialffeetive. Thresholds set by Yunus and
Weber for the financial margin are irrelevant, ahd financial margin as a criterion for

ranking the orientation of an MFI proves inadequkence, we must investigate the role of
exogenous factors.
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4. THE EXTERNAL FACTORS INFLUENCING INTEREST RATES IN THE MENA
REGION

4.1. Regulation

MFIs need regulation in order to grow, particuladyaccess funds from banks and markets.
In half the MENA countries, MFIs are regulated (&pgix 2); however, regulation varies
across countries as well as from an institutiotetlis to another (Adair and Berguiga, 2010).
In Palestine and Lebanon, some MFIs depend uponHibrme Office, whereas laws
governing associations apply to NGOs, and lawsdonmercial or banking firms to NBFIs.
Other countries (Tunisia, Morocco, Egypt, Syria aMidmen) have enacted specific
legislation for the microfinance industry that inses a cap upon lending rates and prohibits
deposit collection, which can affect the performantMFIs.

Capping the lending rate was adopted to facilithe access of the poor to credit, and
reducing the financial burden of the MFI. The capminterest rates applied only to Tunisia
and Morocco in 2008; since then, it has been imptged in at least six MENA countries.
According to our typology, the Tunisian MFI belonigs Category 1. capped rates have a
positive impact on its social performance as welitgfinancial margin, enabling to cover its
costs and ensure profitability. In Morocco, six @fitl0 MFIs in categories 1 and 4 are
socially effective: capped rates have a positifeceéfon social performance; however, six
out of 10 Moroccan MFIs also fall in categoriesrid 2, whereof the latter is not socially
effective. In Morocco and Tunisia, capped rates ldicallow MFIs to achieving high
financial margin and be profitable. Moreover, doIsFeally comply with capped rates? It is
difficult to know because the effective interedegare not transparent. According MIX &
Sanabel (2009), MFIs do not comply with cappedsrated most bill higher interest rates
(Pearce, 2011; MIX & Sanabel, 2012).

Beyond its core credit business, an MFI can difgits services with savings collection.
Such collection is often restricted to banks ortglosetworks (MIX & Sanabel, 2010).
MENA MFIs are prohibited to collect savings, excapSyria and Yemen. Yemen enacted a
microfinance legislation in 2009. In Syria, a smglaw was devoted exclusively to
microfinance by 2007; it authorizes the establishtmef MFIs providing microfinance
services, savings accounts and microinsurance (Bll®anabel, 2009). According to our
typology, four of the five Yemeni MFIs included itategory 4 are socially effective,
whereas the Syrian MFIs included in Category 3sadally inefficient (Figure 11). In both
countries, MFIs achieve low financial margin; inrasch as they collect (small) deposits,
financial expenses rise due to the payment of ésteas well as operational expenses
because their staff is dedicated to savings managerhowever, customers seem to be
faithful to their MFls.

4.2. Competition

Market power is a major factor contributing to thigh level of lending rates that is above
those of commercial banks, especially for MFIs tb#en act as if they have a local
monopoly (CGAP, 2001; Mcintosh et al, 2005). Conijpet is increasing in the
microfinance industry for many countries (Porteo8806). It should not only benefit
consumers by offering them a wider choice of présland providers, but also requires from
each MFI to lower its lending rates in order to agmcompetitive by reducing operating
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costs, thus increasing its effectiveness (Boyel,e2@08). The literature identifies various
measures of competition: the concentration indeft¢srfindahl-Hirshman Index, bank

concentration ratio) gauge competition in termsnombers, whereas H-statistic and the
Lerner index measure it in terms of degree. Thesasnores were subject to criticism (Bikker
and Haaf, 2002; Angelini and Ceterolli, 2003).

Several proxies have been used to measure thesityte competition in the microfinance
industry. Such as the number or variation in thealper of MFIs per country (Mcintosh et al,
2005; Hatarska and Nadolnyak, 2007), the percermadprrowers in the adult population
(Cotler and Almazan, 2013), the market share hgldhle four largest MFIs in a given
country (Olivares-Polanco, 2005) and the LerneeinfAssefa et al, 2010). Competition is
also measured for group lending MFls, with respe¢he presence, number and geographic
distance with the competitors offering group lo@¥gIntosh et al, 2005). Cull et al (2009)
apprehend competition at the country level rati@ntat institutional level: they gauge
competition of MFIs vis-a-vis banks with penetrativariables (number of branches per
capita and density). The outcomes from these varémlihoc measurements of competition
prove somehow difficult to compare.

Table 2. Indicators of competition across MENA MFIs(2008)

Country | Number Rate of Market share of the Gap to the weighted
of MFls penetration first two MFIs median
Egypt 13 5.4% 39% 46.0582012
Iraq 3 0.5% 96% 6.028
Jordan 7 111.7% 54% 16.4115918
Lebanon 3 - 98% 5.26177778
Morocco 10 32.6% 64% 114.199578
Palestine 8 54.1% 38.5% 2.9561875
Syria 2 1.7% 100% 5.53725
Tunisia 1 16.7% 100% 0
Yemen 6 0.2% 56% 3.46888889

Source our calculus from PovcalNet (2008) and the MIR{8)

Assuming there no other competitors, such as bémsexclude the poor and informal
lenders, we examine three measurements of congpefitm the demand side among MFIs
in the MENA region. First, the number and penetratiate of MFIs; second, the market
share of the first two MFIs for every MENA countgnd third, a weighted concentration
effect that we design as the gap in the numbeooblwers for every MENA country to the
median number of borrowers (Appendix 1).

MFIs (13) are quite a few in Egypt, but only 5.4%tle population below the $ 2 / a day
poverty line access microfinance (Table 2): the Htpenetration is very low, albeit higher
than in Yemen. Jordan has the highest penetratithexceeding 100%, with seven MFIs
that target both the poor as well as the non-paccording to our typology, four of these
MFIs listed in categories 2 and 3 are not sociaffective (Figure 11). Hence, the
penetration rate is not the best measurement fmpettion although it takes into account
the demand side.
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As regards market power, MFIs in Tunisia and Syia respectively a monopoly and
duopoly (Table 2). The Enda Tunisian MFI listedcmtegory 1 requires a high 33% rate
from its clients who are poor women. In contrast, tiwvo Syrian MFIs from category 3 apply
a very low interest rate: they are inefficient ad not use their market power to cover their
costs with an increase in lending rates. Marketeyo important for the first two MFIs in
Morocco and Jordan: respectively 64% and 54% ehtdi. MFIs in Egypt (13) and Palestine
(8) compete: the first two MFIs gather respectivedfo and 38.5% of customers. Unlike
Palestine, competition in Egypt has a positive iobpan social performance and
effectiveness of the MFIs, the majority is in catggl: they have a very productive staff, are
targeting the poor and implement high interest sratgbove the median), upon which
competition has no impact. The competition indicdtased on the market share of the first
two MFIs thus drives to mixed conclusions.

According to the effect of concentration, the highlee gap, the weaker is competition
(Table 2). The outcomes confirm there is little patition in Morocco and Jordan, in tune
with the market power index. However, the effedlso high in Egypt (46.05); which would
imply the absence of competition, contrary to whatextent of market power suggested.

Figure 11. Axes 1-2: MENA MFIs and country specifieffect (2008)

Factor 2: social performance
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MFls.
Source:our design
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4.3. Inflation

Inflation can be a significant barrier to the deyghent of MFIs: the level of real interest
rates does not only reduce the demand of the patoalbo undermines the sustainability of
microfinance. In the context of high inflation, rel@nding interest rate may become
negative: MFIs must choose between negative reatdst rates, which damage their loan
portfolio, or nominal rates that cover inflation.

The inflation rate in the MENA region in 2008 waary high in Yemen (18.97%), Egypt
(18.31%), Syria (15.74%) and Jordan (14.92%); @ halifferent impact on the expense of
(nominal and real) interest rate for MFIs in Jordand Syria. In Syria, inflation triggered a
negative real portfolio yield (-7%), the expensenoiminal interest rate (7.45%) was far
below the inflation rate (15.74%). Syrian MFIs dCategory 3 recorded very low financial
margin and proved unprofitable; they were urgedhtwease their nominal interest rate to
offset the increase in inflation after 2008. Givtie same situation of rising inflation in
2008, Jordan MFIs have set on average a 33% nonmtakst rate, significantly higher
(over the double) than the inflation rate, and ffieewk from a positive real interest rate
(13.64%). Five of the seven MFIs as of categorieanti 2 were able to achieve high
financial margin to cover their expenses, includimftation and be profitable (Figure 11).

CONCLUSION

We study the lending interest rates of a panebMIels in the MENA region over the period
2004-2012 in order to explain why they are setigih kevel. The examination of the internal
components shows that operating costs are the ded@rminant of lending rates, followed
by loss provisions and financial expenses. Thenfifd margin that is included in the
lending rate depends upon operating costs in thediace and not profitability.

We design a multivariate factor analysis of 53 MFIS2008 focusing on the relationship
between the financial margin and social performaiest MFIs in the MENA region are
profitable while applying a high interest rate thatrrowers would be able to bear. From
clustering analysis, we build a typology into fmategories of MFIs that we compare to the
three zones classification of Yunus and Weber (R0Dfe thresholds thereof are irrelevant
and the choice of the financial margin as a guidirigrion of MFIs proves inadequate.

Three other external factors affect the financiahrgm: competition among MFIs,
regulations and inflation in the countries of th&aNA region where they operate. The
impact of competition on the lending rate and doperformance differs according to
measurements that do not match. Regulatory capseai@n lending rates and the collection
of deposits is usually prohibited; most MFIs chaigierest rates above caps and those
collecting deposits seem to be socially effectiie rise in inflation has a negative effect
upon the level of lending rates; hence, MFIs mustnoincrease their rates to avoid
deterioration of the loan portfolio.

The setting of an adequate level for lending ragesitical for MFIs in the MENA region in
order to be both competitive and profitable, whileiding social mission drift. However, in
the absence of transparent pricing (Microfinancan$parency, 2010), microfinance cannot
develop as socially effective and financially sirsthle because stakeholders (customers,
regulators, donors, competing MFls, etc.) canndtemiaformed decisions.
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Our multivariate factor analysis focused on 200@8nks to the availability of data and the
outcomes of a previous study (Adair and Berguid#,02; however, it faces an inherent
limitation to any cross-section approach. Thuswilenext use panel data analysis upon the
microfinance interest rates in the MENA region. STehould complement our research on
the interactions between social performance arahéiial performance (Adair and Berguiga,
2014), which is the heart of the microfinance issue
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Appendix1. Multivariate factor analysis: a dictionary of variables

Variables Definitions Sources
Depth of outreach Comparison between poverty thresholds ($ 1.25 a&a$ |\WDI, MIX,
(Depth) day) according to Gross National Incoper capita(GNI) |PovcalNet

and Average Loan per borrower according to @8&H capita
(ALGNI)

Loan size ALGNI)

Average Loan per borrower according to Giér capita

(Adjusted) Return On
Assets ROAA)

Adjusted Operating Profit before subsisdies / Ager&otal
Assets

MIX, IMF

(Nominal) lending Financial Revenue / Loan Portfolio MIX

interest rate

(Nominal) payable |Financial expenses / Liabilities MIX

interest rate

Financial margin Portfolio performance — Cost of funds = MIX

(premium) Lending interest rate — Payable interest rate

Operating expense |Operating expenses/Average outstanding loans MIX

ratio

Productivity of Number of borrowers / Number of Staff MIX

personnel PP)

Portfolio At Risk Portfolio At Risk >30 days / Loan Portfolio MIX

(PAR)

Loan loss rate Amount written-off over the period / Outstandindue MIX

Risk coverage ratio |Provision for loan losses / PAR MIX

Women Borrowers % of women borrowers MIX

(FE)

Regulation Qualitative (regulategisunregulated) MIX,
CGAP

Institutional status Qualitative (NGOsrs.other MFISs) MIX

Gap to the weighted |Number of borrowers per country - median number of |MIX

median borrowers per country / Number of MFIs per country

Market share of the |Total number of clients in the first two MFIs / Bbhumber MIX

first two MFIs of clients in the country

Penetration rate Number of borrowers / Size of the population bethes$ 2 MIX,

poverty line PovcalNet

Source authors
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Appendix 2. Characteristics of the 53 IMF (2008)

Performance of MFls

E|I|]J]J]LIM|P|S|T|Y]| Total
Age Infant(<5years) | 3| 3| 2| 0| 1|2|1]| 0] 4 16
Young(5-8years)| 1 | O | O | 1| 2| 0| 1| 0] 2 7
Mature (>8years)| 9 | 0| 5| 2| 76| 0] 1] 0 30
Operating Rural 6|1 0|2|]1|5|5]2|]0]O0 21
area Urban 7/3|5|2|5|3|]0|1]|4 30
Loan Joint-guarantee 9/0|3|0|7|212]0|O0] 4 24
methodology Individual 413|143 |3|7|2]|1]2 29
Institutional NGO 131 3| 3| 2|10 4| 2| 1|5 43
status Non NGO o(o0|4|1|]0|4]0|0]1 10
Regulation Regulated 0O(1]2|1]|10/5]0|1]0 20
regime Unregulated 132 |5 2|0(3|2]0]|6 33
Legend Egypt (E), Iraq (1), Jordan (J), Lebanon (L), Maro (M), Palestine (P), Syria (S), Tunisia

(T), Yemen (Y)
Source authors
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