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Public demand for sufficient regulation
of microfinance organizations (MFO)
increases at present times — not only in
the context of growing micro-savings
business since beginning of the new
century, but also towards the back-
ground of the international discussion
about suicidal acts of several small-
holder farmers in Andhra Pradesh (In-
dia), who found themselves trapped in
excessive debts to microfinance organi-
zation that predominantly focused on
credit-only business. How can could or
should such a regulation look like? Pru-
dential regulation and supervision of
organizations with lending-only busi-
ness usually exceeds the capacities of
governmental authorities as well as of
MFOs. MFOs in those countries that
inflict governmental surveillance to
MFOs (e.g. in Tajikistan) seriously
complain about the efforts and costs
related to the fulfillment of such norms.
Which role can bookkeeping and ac-
counting standards on national as well
on regional level play in this context?
Will increased market transparency
and self-inflicted rules for the microfin-
ance industry contribute to financial
services quality assurance and im-
proved consumer protection?

Regulation of MFO — a balancing act

Regulating microfinance institutions
aims to assure the protection of depo-
sitors’ savings as well as at the sys-
temic stability of a financial system on
the whole. Assuring public trust into the
(micro) financial system is the direct
intended impact of prudential regula-
tion and supervision. According to
CGAP (2003) regulation and bank
supervision is considered to be pruden-

tial as soon as the financially sound
condition of licensed financial interme-
diaries is being externally steered by
legal and regulatory norms to actively
prevent possible destabilizing risks and
the potential loss of small holders’ de-
posits. The essential rational for pru-
dential regulation is therefore to keep
supervision and regulatory action as
comprehensive as necessary (Systemic
stability) but in the same way as minim-
al as possible (cost efficiency and quali-
ty assurance). Amongst practitioners
and scientist there is no dispute about
the assumption that prudential regula-
tion of credit-only financial intermedia-

ries would in no way correspond to the
second criterion of cost effectiveness.

However, exactly this assumption —
stipulating that a complete part of the
microfinance industry is exempted from
systemic control and supervision — ap-
pears to be a main factor for the Andhra
Pradesh tragedy, leading to lack of trust
if not even mistrust into the microfin-
ance industry. It seems that MFOs,
which do not refinance themselves from
their client deposits (“warm debts”) but
predominantly from equity investments,
bonds and selling of shares on capital
markets (“cold debts”), appear to be

Implications of over-regulation in Tajikistan and Uganda

The National Bank of Tajikistan licenses financial services of savings mobilizing Microfinance Deposit
Organizations (MDOs — corporate company), as well as for those MFOs that run credit-only business
under the umbrella of non-commercial funds. The regulating authority demands detailed accounta-
bility from all kinds of MFOs on a ten days or monthly basis. The amount of work time to be
dedicated to such administrative accountability by loan officers, accountants and portfolio managers
— as the MFQ's cost units — is enormous! Thus, regulation becomes a cost driving factor for financial
products and subsequently towards the client.

In 2003 the Bank of Uganda established a regulatory window for deposit mobilizing microfinance
organizations. At that time, the microfinance sector encompassed a multitude of unregulated MFOs
that followed several models, e.g. NGO/Grameen model, the cooperative-model etc. the regulating
authority aimed to integrate the leading MFOs into the supervised regulatory framework. However,
after adoption of the so called “MDI-act” only four MFOs transformed to Micro-Deposit Institutions
(MDls). The obvious low demand most probably rested on the so called phenomenon of “regulative
arbitrage”, according to that an MFO preferred to remain in the unregulated market segment (tier 4)
due to considerable cost advantages compared to the new MDI-window (cost-implications for
transformed MDIs over-extended available capacities of most of the MFOs).

Implications of under-regulation in Uganda

On the contrary to prudential regulation of credit-only MFOs in Tajikistan, more than 2000 unregu-
lated savings and credit cooperatives (SACCOs) intermediate member shares and savings in Uganda.
The unregulated nature of SACCOs imposes a high risk on members; but in the same way those
institutions are often the only alternative to community-based Accumulating Savings and Credit
Associations (ASCAs) in most parts of the country. Statistics about the population’s access to financial
services unfortunately show a decrease from 10% (2006) to 7% (2009) in the cooperatives market
segment, probably indicating declining trust into SACCOs by the population. Some of possible
reasons for that development may be frequent media reporting about embezzlement of savers’
assets, mismanagement and corruption in SACCOs and subsequent closure by governmental organs.



forced to scarify the company mission’s
social aspect to follow values that are
far more focused on business econom-
ics and investors’ return.

The debate of the last months showed
that not only MFOs often lose sight of
their social mandates but even the ac-
tual target group can become signifi-
cantly threatened through immoral be-
havior of MFO staff (e.g. loan officers)
and lack of consumer protection (O.
Schmidt 2010). The economic pressure
perceived by some unregulated and
growth oriented MFOs — to find foreign
equity investment and get access to
capital markets — appears to make the
necessity of non-prudential regulation or
self-imposed quality standards in the
context of the credit business and con-
sumer protection again even more rele-
vant.

Regional and national norms for

microfinance business

In analogy to e.g. a “code of conduct”
on consumer protection regional or
country-wide standards on bookkeeping
and accounting in combination with
sector transparency could be consi-
dered as a promise on professional
ethics and quality assurance given by
MFOs themselves. Unregulated MFOs
(e.g. SACCOs) obligate themselves
towards their relevant apex organiza-
tions to adhere to established norms
and thus assure the implementation of
qualitative minimum standards of micro-
finance business. Reference shall be
made here to two projects in Uganda,
results of which feed into each other to
establish a normative framework as well
as sector transparency and benchmark-
ing for the unregulated segment of the
Ugandan microfinance sector:

(i) Regional cooperative data servic-
es center (DSC) for SACCOs

Only very few of the approximately
2000 financial cooperatives with full
credit and deposit business in Uganda
have been able to develop into sound
member-based financial intermediaries.
Most of them do not prevail over suffi-
cient capacities to implement interna-
tional minimum good practice of micro-
finance. The economic position of a
SACCO in most of the cases remains
totally unknown to management and
board of directors. This often is a nega-
tive consequence of the necessity to
manage and administer complex credit
and savings portfolios — often aldo in-
cluding external refinance provided by
the government — on the foundation of a
manual, paper-based bookkeeping
system.

The establishment of a regional Data
Services Center for SACCOs provides
an effective instrument against that lack
of data to empower management and
control of an MFO for better decision
making and appropriate action; given
that such centrally offered services are
being accompanied by capacity building
measures® amongst management and
board of the MFO.

Adherence to cooperative sector stan-
dards (“good practice”) would in its
consequence lead to more service qual-
ity and transparency for the SACCO’s
members. The concept of a centralized
service provider resembles the model of
central banks (Zentalbanken) in the
German Raiffeisen and Volksbanken
system. The project is being imple-
mented through the collaboration of
Uganda Co-operative Alliance (UCA)
and Deutsche Gesellschaft fur Interna-
tionale Zusammenarbeit (G1Z) as a pilot
approach in Uganda.

! See UBOS (2010): Report on Census of
Microfinance Institutions in Uganda

? £.g. bookkeeping and accounting
standards, financial and economic anal-
ysis, financial and business planning
etc.

(ii) National Performance Monitoring
Tool (PMT)

Since December 2009 the Association
of Microfinance Organizations of Ugan-
da (AMFIU) provides to its members the
Performance Monitoring Tool (PMT) in a
second, more client oriented version.
MFOs use a platform-independent soft-
ware tool to compare and verify internal
accounting data. They have to provide
compiled bookkeeping and accounting
data to the association that will subse-
quently process data received and
present a report about the economic
situation including basic recommenda-
tions for improvement (ratios and indica-
tors) to the MFO. At the same time data
is being fed into a Performance Monitor-
ing System (PMS) which is the basis for
the sector’s benchmarking database at
AMFIU. Beginning of 2011 AMFIU re-
ceived approximately 80 of ca. 300
expected PMT reports (27%). It is envi-
saged to regularly publish status reports
about the microfinance sector in Ugan-
da and to offer MFOs included in the
system to compare their economic per-
formance to other comparable competi-
tors.

The concept of a national benchmarking
system is being implemented through
the collaboration between the Associa-
tion of Microfinance Institutions of
Uganda (AMFIU) and Deutsche Gesell-
schaft fur Internationale Zusammenar-
beit (G1Z). Publication of the first sector-
wide benchmarking report is expected
in the very close future.

Voluntary adoption of quality stan-
dards, market transparency and con-
sumer protection

In those segments of financial systems
that are exclusively non-prudentially or
not at all regulated quality assurance
and consumer protection starts already
with the establishment of a code of
conduct on bookkeeping, accounting
and disclosure requirements for finan-
cial intermediaries. Responsible finan-



cial services rely on three major pillars
as has been defined in the context of
the 2009 MFW4A® conference ,Promot-
ing Financial Capability and Consumer
Protection, A Step Forward towards
Financial Inclusion in Africa®:

1. Regulation for consumer protection;

2. Self-regulation of the industry (e.g.
code of conduct for MFO towards
minimum bookkeeping and account-
ing quality standards);

3. Promotion of basic financial educa-
tion and consumer awareness.

The microfinance industry itself shall be
responsible for the establishment of
high ethical and professional norms; the
industry itself shall assure that financial
intermediaries are treating their clients
with due diligence and stewardship
(Alliance for Financial Inclusion 2010).
Economic entities of the civil society
and governmental agencies bear a high
potential of constructive and symbiotic
collaboration to assure quality and trust
within the microfinance sector as a
whole.

The present article shall not be per-
ceived as a general call for cost-
intensive prudential regulation / super-
vision of the credit-only business of
microfinance organizations, but plead
for the establishment and proliferation
of norms and ethical standards by a
microfinance industry itself through the
application of appropriate and acknowl-
edged instruments. Assured quality
standards and sector transparency,
complemented by consumer protection
and the promotion of financial literacy
can build a supportive framework that
may sustain regulation on consumer
protection to even cost-reducing ex-
tends for governmental surveillance.

But how can such a normative (or pro-
fessional ethic) implemented on a re-
gional or national level? Which incen-

> MFW4A — Make Microfinance Work for
Africa

tives have to be provided to assure that
the normative is being obeyed by the
market participants? As soon as state
institutions recur to legal or regulative
means to sustain the norm, one can
hardly speak about self-regulation any-
more, but more about delegated state
supervision to an agency. Such kind of
incentive might be considered as “nega-
tive”, since sanctioned, and thus may
appear as counterproductive, e.g. for a
members-based apex organization.

More positive potential might be identi-
fied through the commitment of mem-
bers to self-regulation and the ob-
edience of norms established by their
apex body (e.g. through accreditation or
quality certification by membership).
However, the question about how to
control proper obedience of standards
and financing these allegedly called
“privileges” (e.g. access to subsidized
services etc.) indirectly places in the
same way the issue of corruption on the
agenda.

Immoral behavior of client advocates
and loan officers as well as concealed
excessive interest rates for micro loans
can be challenged and mitigated also
beyond state control and prudential
regulation, e.g. through the establish-
ment of institutional instruments like
quality standards, sector transparency
and consumer protection. Sector apex
organizations do play an increasingly
crucial role in that field.H
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