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Identifying the Critical Issues of Microfinance Ingtitutions —
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Abstract: Microfinance means providing financial servicesldov income group.

This paper highlights an overview of Microfinanceo§frams and Microfinance

Institutions in Bangladesh. In recent years, Migrahce Programs have attracted
S0 many poor people in Bangladesh as they weralvietto borrow money from the
formal sector. There are some issues that haveemrigecently regarding the
microfinance institutions in Bangladesh. This pamntified those issues. It has
been identified that there are some issues thaidctse managed only by the
Government of Bangladesh and some issues whichd cbal solved by the
microfinance institutions themselves. In this rehsome suggestions are given.

1. Introduction

Microfinance means providing financial serviceslaar income clients. These clients
include general consumers and also self employegl@eMicro credit means providing
loans to low income micro enterprises. Povertydifisrent meanings. It is the subject of
most concern for the whole world. According to ‘WbBank’ until 2005, there were 3
billion poor people in the whole world. Out of 3liein, only 500 million poor people

have the access to formal financial services. Té®dual people have to look for
Microfinance Institutions (MFI) for getting the ass to fund.

In 2005, World Bank estimated that there were 7008As, which were providing 16
million poor people with services in developing otriies. MFIs have to provide the poor
with credits as the banks are not encouraged wdedoans to that particular group. The
concept of microfinance in Bangladesh was introduice1976 by Muhammad Yunus
and Grameen Bank. For his contributions to thiklfiMuhammad Yunus was awarded
the ‘Nobel Peace Prize’ in 2006. The target of ggsvice is to generate income and
wealth and to reduce poverty. Microfinance is cdesed unique development tool as it
helps to reduce poverty and also helps to mairggrofitable business (Business Week,
2005).

2. Objective of the Study

The major objectives of this study are

To get a broad idea about the Microfinance industiangladesh.

To identity the benefits of Microfinance Instituti® in Bangladesh.

To identify the problems of Microfinance Instituti®in Bangladesh.

To recommend the possible ways to face the problemdMicrofinance
Institutions in Bangladesh.
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3. Methodology of the Study

The mode of this study was descriptive. Consideraffort was given to develop the
appropriate sample plan. The target populatiorhefstudy was the executives of ASA,
BRAC and Grameen Bank. The period of the study thveee months. The extent of the
study was the Metropolitan area of Dhaka city. Tespondents were selected from
Dhaka city. The survey was conducted in August 2008 five respondents from ASA,
BRAC and Grameen Bank.

Since the list of the target population was diffico get, a non-probability sampling
technique was applied. Thus, a convenience sampliogedure was followed to collect
the data from the target population. The secondafyrmation was collected from

websites, different relevant journals from home aimoad, Associations for Social
Advancement (ASA), Bangladesh Rural Advancement @ittee (BRAC), Grameen

Bank and Bangladesh Bank. A qualitative data aislyas applied for the elaboration of
the study.

4. Literature Review

Different microfinance institutions are working the informal sector for providing the
poor with credits. The commercial banks feel hésitdor providing the poor with loans
as they lack security. But MFIs deliver loans withgecurity. They have introduced
group lending where each member will be securedhferother oneln the past, Non-
governmental Organization (NGO) was concerned abmitincome generation
and development of the financial condition. Ovee fhast decade there is an
undeniable trend for NGOs to get on to th&ro-finance bandwagon and move
towards minimalism, while balancing sustainabilapd outreach (Dichter, 1999). A
variety of studies have been done to get an ideautabmicro finance which have
identified that micro finance programs can be afeative way to provide low cost
financial services to poor individuals and famil{ddiller and Martinez, 2006; Stephens
and Tazi, 2006). These programs have been showalpothe development process and
growth of local economy by increasing the livingrslard and increase the disposable
income levels of the poor. (Khandker, 2005)

Micro finance programs help not only to increase itttome levels but also to improve
health, nutrition, education, and so on. Womengaven priorities under micro finance
programs. The micro finance institutions are tryimgrd for empowering women in
different levels by initiating different program3hese programs are considered an
effective tool of poverty alleviation by the MFIBefore micro finance programs, poor
people had to borrow from their relatives or frommrmaylenders where the interest rate
could be enormously high. Moneylenders tend togdharvery high interest rate to more
poor borrowers than to less poor ones. As a reidtpoorer people stay in a very risky
position. This problem of poor people has beeneblby the MFIs. Until now $ 25
billion has been distributed as micro finance Idaroughout the world. It has been
estimated that this industry needs $ 250 billiondibthe poor people who need it across
the world. This industry has been growing rapidlyieh is being a subject to potential
risk unless it is managed carefully. According Micro Banking Bulletin’ at the end of
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2006, there were 704 MFIs that were serving 52ionilborrowers ($23.3 billion in
outstanding loans) and 56 million savers ($ 15l4ohiin deposits). Of these clients,
70% were in Asia, 20% in Latin America and 10%ha test of the world.

5. Role of Commercial Banks in Microfinance in Bantadesh

Commercial banks have different roles to play ireaonomy. They could be agricultural
banks, development banks, export banks and soTtvey have to consider interest rate
ceilings, high reserve requirements and directittiees. For providing the clients with
their services they have to think about high cost high risk. Commercial banks also
grant credit to their clients. In that case, thayénto take collateral two or three times the
value of the loan. Commercial banks do not coneeth providing loans to the poor as
they lack the traditional collateral to guaranteeirtloans. The commercial banks also do
not have the appropriate lending methodologie®teesthe poor clients. As commercial
banks lack the expertise regarding providing ther path loans, their cost is higher.

Again, the poor clients lack education and know&dfgout the operations of commercial
banks. They have fear about the formal bankingesysas the relationship between
customer and supplier is not simple. The relatign&hformal rather than informal. To

offer the Micro Finance Programs (MFPs), commerdi@nks should have an

organizational structure that allows MFPs to wanképendently and also allows the
bank to work efficiently. The majority of commerkclzankers perceive micro finance as
risky, unprofitable and not appropriate with theore business. As the micro finance
loans are small in size, their costs are higher thase of the traditional loans.

To provide micro finance loans, the commercial lsahkve to find strategies that will
force banks to minimize processing costs, increhseproductivity of staff and so on.
Because of lacking of collateral most of the pobpm=ople are not eligible for taking
loans from major national and private banks in Bathgsh. They lack not only collateral
but also knowledge, education and skills, which entiem risky clients for the private
banks. Where the private banks fail, Grameen Bank @her NGOs step forward to
provide the poor with credit. Grameen Bank is thegést provider of micro credit in
Bangladesh. The government also provides micratateugh its Pally Karma Sahayak
Foundation (PKSF). It directly provides micro cteds well as funds to NGOs. In
Bangladesh, commercial and specialized banks ligagidesh Krishi Bank (BKB),

Rajshahi Krishi Unnayan Bank (RAKUB) are involved providing the poor with

microfinance.

6. Role of Microfinance Institutes in Bangladesh

Muhammad Yunus introduced Microfinance in Bangladeim 1976 with the
establishment of Grameen Bank. This bank remaimatigest provider of micro credit in
Bangladesh. In Bangladesh, there are four typesgiftutions that maintain micro
finance activities. These are Grameen Bank, NG&s BRAC, Proshika, ASA etc,
commercial and specialized banks (BKB, RAKUB) aralgrnment sponsored micro
finance programs like BRDB, Swanivar Bangladesh atiters. NGOs started credit
program in mid eighties and their activities in@®@ noticeably higher after 1990 (CDF,
2000).
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With the encouragement of MFIs, some Nationalizean@ercial Banks (NCBs) and
Specialized Banks like BKB and RAKUB have startedjtant credit to the poor without
security. According to ‘Bangladesh Bank’ report2@02, some of Private Commercial
Banks (PCBs) have started to make direct and lekaggrams with NGOs. For the
SAARCFINANCE Seminar on Micro finance (held on Dedeer 2002), Bangladesh
Bank reported that till December 2001, 8.69 peroéi@umulative loan disbursement for
micro finance or micro credit was made under gowvermt programs. Grameen Bank
disbursed 35.46 percent while other banks disbutg&gercent and MFIs and NGOs
disbursed 37.80 percent.

Table: 1 Cumulative Loan Disbursement in 2001

Under Government Program 8.69%
Grameen Bank 35.46%
MFI's & NGO's 18%
Other banks 37.80%

Source: Bangladesh Bank
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Figure: 1 Cumulative Loan Disbursement in 2001

The major objective of MFIs in Bangladesh is toueal the poverty. Bangladesh is
known as the birthplace of micro finance revolutionvards fighting against poverty
(Enamul, ASA, 2004). Up to 2002, the micro finanmegram covered nearly 67.7
million clients throughout the world and in Bangtati, more than 15 million poorest
would have reached the service of MFIs (ASA, Batigh). There are so many MFIs
and NGOs working in this regard. From those, GramBank, ASA and BRAC are
considered to be the top three on the basis ofamdig loan and advances and savings
mobilizations.
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Table 2: Outstanding loans and advances (Amount ifaka)

Source: Annual Reports of ASA, BRAC and Grameek.Ban

Outstanding Loans & Advances

MFIs & NGOs 2006 2007 2008

Grameen Bank 34,144, 897,122 37,546,479,706  4R33B84
ASA 24,077,000,000 27,764,118,831  35,573,964,723
BRAC 22,669,668,040 36,116,164,251  44,804,962,315
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Figure 2: Outstanding loans and advances
From the given data, it can be said that Grameark Bathe largest provider of micro

loans to the poor clients. BRAC and ASA also diskdrsignificant amount of loans
during that particular period to the poor. The MBould not be concerned about the
loan disbursement but they have to be concerneditatie savings to maintain
sustainability. The savings of the members arenth@r source of fund for the MFIs as
they are now not depending on donations in thatigrorin this case, Grameen Bank
again comes to the top position for mobilizing sla@ings.

Table: 3 Savings Mobilization (Amount in Taka)

MFIs & NGOs 2006 2007 2008

Grameen Bank 47, 650,702,448 55,640,755,203 6832403
ASA 3,647,000,000 4,468,526,623 6,217,652,649
BRAC 10,595,093,766 13,467,188,019 15,764,569,644

Source: Annual Reports of ASA, BRAC and Grameek.Ban
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The interest rate charged by the MFIs is not uniguemay vary. Grameen Bank
sometimes charges interest rate almost 20 perceeteas BRAC charges interest rate
ranging from 12.5 percent to 15 percent. For thar \2006, ASA charged 15 percent
interest rate for Business Loans and 12 perceritéodcore Loans. With the realization
that these interest rates on loans were high, AB2007 decided to reduce the interest
rate for Business Loans from 15 percent to 12.8ep#rand for hardcore loans from 12
percent to 10 percent. Where the MFIs charge higgrést rate on loans, they do not
provide high interest on savings. Grameen Bankidensd 10 percent to 12.5 percent on
savings deposits for the year 2007 whereas they §&/percent to 10 percent in the year
2006.

Savings mobilization
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Figure: 3 Savings Mobilization

Microfinance Institutes are established for poveieviation. But the impact of micro
finance programs at macro level is not still clgaPD, Task force Report, 2001). Some
impact shows that before MFIs the poor were dep&nde the local moneylenders and
rich relatives for getting credit. Now a days, thdgy not have to go to moneylender for
credit, rather they can get credit from MFIs. Aadting to MFIs, the eligible poor clients
have now more opportunities to get employment ag ttould be self-employed. MFls
provide the poor with loans without security. Thaiain clients are women as according
to them women are more disciplined and organizedm®@h are now getting credit from
MFIs, which make them more valuable in the familyiey now get the voice in the
family and also have the power and confidence tkentecision within the family and in
the society. Women now move outside of their hofrfeey now go to offices, banks,
markets and other places without a male compangrfakar, Rashid, 2002).

7. Critical Issue of Microfinance Institutions of Bangladesh

The main objective of MFIs is to reduce povertycéwing to CPD Taskforce Report
2001, MFIs’ impact on macro level is not clear. [ghight reduce the dependency of
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the poor on moneylender or relatives or they mightible to empower women but there
are some major and critical issues regarding MHAtgse issues are as follows:

* Though MFIs claim that micro finance helps to poyeleviation, the poverty rate
of Bangladesh is not decreased significantly inghst years. MFIs might reach the
poor but they could not reach the poorest peopéearfuntry. There might be success
of micro finance at the micro level but that does show the significant impact on
macro level. In the recent literature, it is oft@entioned as the problem of Macro-
Micro Mismatch (Sen, 2001).

* The policy of MFlIs is to provide the poor peopleahwgredit so that they could invest
and earn cash flows to repay the loan in time.tBatmain problem is that the poor
people generally use the maximum portion of loamscbnsumption which they are
receiving from the micro finance institutions farvestment. The very poor people
have a limited capacity for handling loans. Therpeomen often become burdened
by the repayment obligation, especially as theyaredit primarily for consumption
(Hulme and Mosley, 1996).

* There are limitations in regulations to monitor #wdivities of MFIs in Bangladesh.
As a result, NGOs are in uncertain position ang #re not able to take risk. NGOs
are sometimes confused about their role in thie.cd®ey sometimes work like
voluntary organizations and sometimes like busirmgsnizations. They have no
clear idea in which group they belong to. If thestdmg to voluntary organization,
then questions arise about their service chargaapuglsory savings mobilizations
and so on (Khandakar & Lila, 2002).

» Different MFIs and NGOs are charging different ret rates and service charges.
The interest rates vary from 10 percent to 20 péraed service charges vary from 8
percent to 37 percent. As there are no specifiingsiimposed by the Government
of Bangladesh to charge interest rate and serViaeges, variations in charges arise
among different institutions. As a result, the polients are being discriminated by
the MFIs and NGOs.

* According to Professor Abul Barkat (Economist ofivgmsity of Dhaka), micro
credit system with unrealistic interest rates wik lead to any human development.
In his study, Mr. Barkat found that 80 percent aimen beneficiaries of Grameen
Bank had got themselves into debt traps and fdr lkaidentified the high rate of
interest (25 percent to 65 percent in some caseasieskey reason for the failure.

* MFIs provide the clients with loans in small amaufihis is a major problem of
MFIs as the clients cannot use this small amounpfoductive purpose. Sometimes
the clients use the entire amount for consumpti@atiser than for investment. 30
percent to 40 percent of loans given by MFIs ardu®r consumption (Rahman,
1999). As a result, the policies of MFIs are appdato be failure in poverty
alleviation.

* Another issue arises about the MFIs regarding &vings interest rate. Most of the
NGOs provide 6-7 percent interest on savings, wiadbwer than commercial banks
savings rate. As a result, the poor clients argérgetewer benefits from MFIs and it
also fails them to generate large volume of cashidlto pay back the loan.



40 Identifying the Critical Issues of Microfinancestitutions— Bangladesh Case

* Overlapping is a critical problem for the micradnce institutions in Bangladesh.
Recent studies showed that most of the poor cliargstaking additional loans to
repay the previous loan. Some identified that thesdlems of overlapping arise
because of high interest rate on micro credit. f&@r clients are being forced to take
addtional loan as the MFIs are charging high irgierate and service charges.
Because of the high service charge, the amounttofbloan disbursement reduces
and the poor clients do not get the desired amaddhts have to constantly monitor
and compare their products, prices and other klgies with other MFIs, which
increase their cost.

* MFIs’ main focus group for providing loan is womeFrhey provide women with
loans to empower them within family and also inisgc But the women in rural
area basically lack skills, education and expeesnés a result, they might fail to
make profitable investment and the ultimate resdlthis failure would be non-
repayment of loans.

* Though the MFIs provide women with loans, most led time they do not have
control over those loans as the male member fovem to make choice. As a result,
the women lose their power over credit and thep &se the voice within their
family. But they have to take the burden as theyeha repay the loan in time. The
women lose their power in the family though theyénto take the responsibility for
the repayment in a Bangladesh Programme (GoetzGanqda, 1995). A study of
women borrowers in Grameen Bank shows that up tof & women in the sample
were passing out on all or most of their loans talemfamily members under
circumstances that gave them little control overuke of this capital (Todd, 1996).

*  Studies have shown that there are low repaymésd ia comparison with traditional
financial institutions (Miller and Martinez, 200&tephens and Tazi, 2006). In
addition, there have been reports of the use ahhaind coercive methods to push for
repayment and excessive interest rates (Busines& VE605; The Financial Express,
2005).

8. Findings from the Survey of Microfinance Instituions in Bangladesh, 2009

While preparing this article, face to face intewievas conducted in different micro
finance institutions (ASA, BRAC etc.) to get an adebout the recent issues on
Microfinance in Bangladesh. Discussions were maddhe interest rate, overlapping
problems, regulations and so on. While doing sbas been identified that the micro
finance institutions, in reality, are charging hiiglterest rates to the beneficiaries. They
are charging an interest rate greater than thatgebaby the commercial banks. The
micro finance institutions are charging a high iegt rate on loan on the ground of high
operating cost incurred by the micro finance instins. For the high operating costs,
they are claiming that their officers have to gatie doorsteps of the micro clients for
motivating the clients to repay the loan. They hveontinuously force their clients to
make the repayment of the loan amount. As a rethidtpperating and monitoring costs
become very high. It has also been identified thatigh Bangladesh government passed
the Micro credit Regulatory Act (MRA) in the yea®db, to ensure transparency and
accountability of micro finance institutions in Bgadesh’'s growing microfinance
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industry , it would be difficult for the governmetat control them. The government can
not force all the micro finance institutions to ol the same interest rates on loan as
there are differences existing in the capital Is\ed costs levels of the micro finance
institutions. Government can not set different ig1n interest rates for different micro
finance institutions. To sustain in the long ruame of the micro finance institutions
have to charge high interest rates on loans.

From the survey, it also has been identified thatlapping remains as a critical problem
for the micro finance institutions as this probleauld not be solved in a short period of
time. As there is no established mechanism for todng the clients, the problem of
overlapping could not be solved. The micro finaintgtitutions in Bangladesh do not
have collaboration to each other. As a resulteitdmes difficult for the micro finance
institutions to get information about the clientsnm other micro finance institutions. The
clients in this field are not optimistic to discéoshe information about their several
borrowings from different micro finance institutmn The clients do not have
transparency in this regard. So, the micro finanséitutions have nothing to do about
this issue and one day the beneficiaries find tledvas into a debt trap without prior
notification. The micro clients use a part of tbari amount for the consumption and the
micro finance institutions can not force the cleend make any particular type of
investment. The micro finance institutions haveititions in giving suggestions about
the use of loan amount because if a recommendeddsssof the client fails then he or
she will blame that particular institution for thailure. Again, most of the time the
clients do not use the loan amount according tostiggestions of the micro finance
institutions. They sometimes do not like the dirgderventions of the micro finance
institutions. There are issues also about the amofithe loans given by the micro
finance institutions. Sometimes, different NGOsvmte larger amount of micro loan to
the clients without notifying that the clients mighot be able to handle the loan
carefully. This situation happens because of tokihg of their (NGOs) proper training
and also because of their inexperienced role i fibid. Because of this situation, the
clients have to face problems. They can not utitize loan amount effectively and
ultimately fail to repay the loan.

9. Recommendations Regarding the Services of Miciofince Institutions in
Bangladesh

The current problems of micro finance institutidreve been pushing the government
and others to think carefully about these issuethabnecessary actions or steps can be
taken to get the ultimate benefit of micro finanastitutions in Bangladesh. There are
some suggestions stated below

* MFIs should have clear visions about their dutiBlsey should carefully recheck
their operations. This industry should not be cdted instead of the supplier of the
found by the user of the fund.

e All the MFIs and NGOs should be concerned aboutritezest rate they are charging
for the loans. The high interest rate charged leyntltannot bring the success to the
clients. For the betterment of the clients, MFlswdt decrease their interest rate so
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that the poor clients will be able to repay thenlaad also get the ultimate benefit of
micro credit.

* The savings interest rate applied by the MFIs iy Vew. They should give high
interest on savings so that the poor clients véllable to generate greater amount of
money and be able to overcome their financial @nwisl

* Micro finance industry should be strengthened byking channels with formal
economy sector. The government should emphasizecreating the proper
regulations for this sector.

* MFIs should have proper accountability and trarspey about their operations.
They should make investment in profitable busingssthat high costs could be
managed without charging high service charges.

* MFIs should ensure the employment of the poor tdieto maintain long-term
financial viability of the clients. They should prde not only the financial support
but also the mental support to the clients. Thenté should be given proper advice
by the MFIs about the use of the loan.

* The MFIs should provide the clients with propeiirirgag. The women’s skills and
knowledge should be developed to empower them fakimg financial decisions
within family and also in the society. Proper edigra should be ensured for the
children and also for the old ones.

* The provider of micro credit should be flexible terms of interest rate, service
charge and other charges. The poor clients shauigiven longer time to repay the
loan. There should be back up plan for the nonyiegat of the loan. Their behavior
with the clients should be much easier so thatctiemts do not feel hesitated about
their services.

10. Concluding Remarks

Micro finance industry has been established toeséme poor and to overcome the crisis
of providing the poor with loans. The MFIs provithe poor with loans without security.

Where the commercial banks fail to provide senbeeause of lack of organizational

structure, MFIs come forward to provide the propervices. Though MFIs have been
cheered for successful repayment rate, they haga becently criticized for charging

high interest rate on loans. In recent times, thaye been even held responsible for
charging high interest rate by the Government aigbkadesh. Grameen Bank has landed
poor communities in a perpetual debt trap (Shag@@y). Some beneficiaries committed
suicides for being unable to repay the loan toNtkds. Questions also arise about the
recovery rate of MFIs. Critics also argued thate¢his no evidence created by the MFlIs
proving that the women in Bangladesh have been wewmal and the rate of poverty has
been reduced. To make MFlIs viable and to sustathériong run, they should address
these problems. They should be more concernedstvieethese issues so that the poor
people could get the benefits of micro finance isessin Bangladesh. The micro finance
institutions should have collaborations to eacteotdnd they should consider their roles
in this field. They should always keep in mind thiair clients are poor household or
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bottom line people. The micro finance institutigi®uld be rational about their clients
and also should take initiatives to eradicate tloeisieal issues.
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