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ABSTRACT

This paper analyses the effects of regulatory and supervisory framework on the financial
performance of microfinance institutions in Kenya. It starts by considering literature on
both regulation and financial performance. The paper describes the Microfinance Act
2006 that came to effect in 2008 thus creating three tiers of microfinance institutions:
prudentially regulated deposit-taking institutions credit only and unregulated informal
groups. Those undertaking deposit-taking business were required by this regulation to

transform their operations to comply with the requirements.

The main objective was to establish the effects of regulatory and supervisory framework
on the financial performance of deposit taking microfinance institutions in Kenya. A
descriptive survey was used with a population of all the nine DTMs licensed by Central
Bank of Kenya sampled for the study. Data was analysed using ratio analysis and t —

distribution analysis.

Since the study was a survey and the number in the population was not so large, all the 9
DTMs operating in Kenya were selected for the study. This study was facilitated by the
use of secondary data. The financial reports from the deposit taking microfinance
institutions was analysed using ratio analysis and t-distribution to establish the effects of
the Microfinance Act 2006 on the financial performance of deposit taking microfinance
institutions.

The study specific objective was to find out whether there was any effect of the Micro

finance Act 2006 on the financial performance of deposit taking micro finance



institutions in Kenya. The analysis was done through descriptive design using the T-test

and mean.

According to the comparison of the performance of the DTM institutions before and after
transformation the results in the study reveal no significant difference in their
performance using the PEARL ratios. The ratio analysis did not meet the set benchmarks
for financial performance according to the WOCCU set goals. The researcher found out
that the Microfinance Act 2006 did not have any effect on the financial performance of

the transformed DTMs in Kenya.

Comparing the performance of the micro finance institutions that transformed and those
that didn’t, it’s evident that there was a significant difference in their performance. The
transformed DTMs had higher mean in the following ratios; Return on Equity, Portfolio
at Risk, Debt/ Equity ratio, operating expenses and portfolio yield. This means that the
performance of the transformed DTMs was better compared to that of those MFIs that did

not transform.

Key words; Deposit taking, Microfinance, Microfinance Regulation, Microfinance Act

2006, financial performance.
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CHAPTER ONE

INTRODUCTION

1.1 Background of the study

Microfinance is the provision of financial services to low-income clients or solidarity
lending groups including consumers and the self-employed, who traditionally lack access
to banking and related services. The services go beyond micro credit and also include

savings and transfer of services (Christen et al 2003).

Regulation is defined by Rosenberg et al. (2003) as “the set of binding rules governing
the conduct of legal entities and individuals, whether they are adopted by a legislative
body (laws) or an executive body (regulations)” In addition, the government might not be
the only possible regulatory institution, denoting with the term also the self-regulation of
groups of institutions via associations or networks as well (Chavez et al., 1993).
Supervision, in contrast, refers to the external oversight aimed at determining and
enforcing compliance with regulation. It is implemented through examination practices
and monitoring mechanisms which determine the real risks faced by the financial
intermediary. Indeed, regulation and supervision are complementary. A clear message
emerges for situations where regulators are not able to supervise all regulated financial
institutions: It is better not to regulate what you can not effectively supervise (Valenzuela

etal., 1999).


http://en.wikipedia.org/wiki/Financial_services
http://en.wikipedia.org/wiki/Low-income
http://en.wikipedia.org/wiki/Solidarity_lending
http://en.wikipedia.org/wiki/Solidarity_lending
http://en.wikipedia.org/wiki/Self-employed
http://en.wikipedia.org/wiki/Banking

Regarding regulation, Medgher (2002) asserts the fact that the Microfinance expansion
needs a strong structure of rules able to deal with efficiency in the mobilization of funds,
ensure suitable risk management and customer protection as a first objective. In terms of
funds mobilization, deposit taking activity seems to be the main reason for Microfinance
regulation. This source of funding appears to be cheaper than commercial loans and
provides decision-making freedom, attracting a huge number of institutions. It also
allows economies of scope between landing and deposits mobilization (Vogel et al.,
2000). However, taking deposits from the general public embodies additional risk in the
microfinance activity. The risk faced by small and uninformed depositors which might
lose their savings because of bad management decisions. The soundness of the overall
national payment system, in the case of small asset microfinance institutions, in most of
the cases is not directly affected as may be from the failure of an important commercial
bank (Rosenberg et al., 2003). Although, a size of deposits or assets sufficient to trigger
regulation can be evaluated considering the overall size of the market and the institutional

landscape in a country specific (Valenzuela et al., 1999).

The case for bank regulation rests on the argument that unregulated private actions create
outcomes whereby social marginal costs are greater than private marginal costs. The
social marginal costs occur because a bank failure has effects throughout the economy as
banks are used to make payments and as a store for savings. In contrast, the private
marginal costs are borne by the shareholders and the employees of the firm, and these are
likely to be smaller than the social costs. Nevertheless, bank regulation involves real

resource costs of a direct nature plus the compliance costs borne by the regulated banks.



Further, a hidden cost of excessive regulation is a potential loss of innovation dynamism.

Matthews and Thompson (2008).

Our understanding of the role or roles played by these intermediaries in the financial
sector is found in the many and varied models in the area known as intermediation
theory. These theories of intermediation have built on the models of resource allocation
based on perfect and complete markets by suggesting that it is frictions such as
transaction costs and asymmetric information that are important in understanding
intermediation. Gurley and Shaw (1960) and many subsequent authors have stressed the
role of transaction costs. For example, fixed costs of asset evaluation mean that
intermediaries have an advantage over individuals because they allow such costs to be
shared. Similarly, trading costs mean that intermediaries can more easily be diversified

than individuals.

1.1.1 Microfinance Act 2006

The Microfinance Act 2006 is an Act of parliament that makes provision for licencing,
regulation and supervision of micro finance business and for connected purposes. It
provides a regulatory framework for micro finance institution and pro poor programs.
The Act applies to every deposit taking micro finance business and specialised non
deposit taking micro finance providing loans or other facilities to low income households.
The Microfinance Act 2006 became operational with effect from 2" May 2008

(Microfinance Act 2006).



Some of the provisions are detailed below; (a) Minimum capital requirement; the
minimum capital requirement shall at least KES sixty million or core capital not less than
eight percent of total deposit liabilities which shall be calculated from the financial
statements. (b) Minimum liquid assets; an institution shall maintain such minimum
holding of liquid assets ie notes and coins, treasury bills and bonds, balances held at
banks after deducting therefrom any balances those owed to those banks. (c) Place of
business; no person carrying out deposit taking business shall carry out such business
outside Kenya or open/close any branch or place of business without prior approval by
Central Bank of Kenya. (d) Prohibited activities; the institution shall not engage in the
following activities; open current account, issue third party cheque, invest in enterprise
capital, trust operations, underwriting or placement of securities. (e) Declaration of
dividends; no institution shall pay dividends on its shares or make any form of
distribution to its shareholders until all its capital expenditures has been written off and
provision has been made for bad and doubtful debts. (f) Application for loans and credit
facilities; a person who applies for loan or credit facility shall provide evidence of his
ability to repay the loan or credit facility. (g) Limits on loans and credit facilities; no
institution shall grant a loan or credit facility to and end-user single borrower where the
loan exceeds its core capital. (h) Insider lending; no institution shall grant a loan or credit
facility to an officer or member of staff of the institution in excess of such limits as may
be prescribed by the Central Bank of Kenya. (i) Limit on shares; no person shall hold
directly or indirectly or otherwise more than twenty five percent of the institution shares.
(1)Management of institutions; every institution shall be managed by Board of Directors

consisting of not less than five Directors, a qualified director shall be approved by the



Central Bank of Kenya, the board of directors shall elect non - executive chairperson
among themselves. (k) Financial year; the financial year of the institution shall be the
period of twelve months ending on the 31st day of December in each year. (m)
Submission of the accounts to the Central Bank; an institution shall not later than three
months after the end of the financial year submit to the Central Bank the following:
audited financial statement with a copy of the auditor’s report. (n) Disclosures in the
financial statement; the financial statement of an institution shall disclose; the person if
any who holds more than twenty five percent of the institution shares, any lending to
insiders, any advance or credit facility exceeding such limit of its core capital. (m)
Appointment of internal auditor; every institution shall appoint internal auditor who shall
report to the board of directors on the financial matters of the institution. (o) Contribution
to the deposit protection fund; all institutions shall contribute to the deposit protection

fund.

1.1.2 Financial Performance

Gupta (1992) asserts that accounting ratios aid inter-firm and intra firm comparisons,
which can be attempted by use of other ways but accounting ratios, are responsible in this
respect. Accounting ratios not only indicate the present position, they also indicate the
cause leading to up to the position to a large extent. Accounting ratios may indicate not
only that financial position is precarious but also the past policies actions which have
caused it. Best rules are obtained when ratios for a number of years are put in a tabular
form so that the figures for one year can be easily compared with those of other years.

Accounting data tabulated for a number of years indicate the trend of the change. This



helps in preparation of estimates for the future. Ratios can also help in ascertaining other

figures if one figure is available.

When comparing financial performance of any entity over a given period, performance
indicators applicable in both periods should be used. Ivan (1984) argues that the
efficiency of an activity cannot be evaluated on the basis of merely one indicator e.g.
comparison of profit with capital. Different indicators should be used. The difficulty
however lies on the fact that different indicators have different deficiencies or may even
move in opposite direction. The says that efficiency of business entities being studied can
only be assessed after relating these different indicators in a system of interdependent

indicators where each is functionally dependent on others.

Weston (1986) concludes that each type of analysis has a purpose or use that determines
the relationship emphasised. The analyst may for example be a banker considering
whether to grant short term loan to a firm. Bankers are primarily interested in the firms
near term liquidity position, so they stress ratios that measure liquidity. In contrast long
term creditors place far more emphasis on earning power and operating efficiency. They
know that profitable operations erode asset values and that a strong current position is no
guarantee that funds will be available to repay a 20 year bond issue. Management is of
course concerned with all these aspects of financial analysis; it must be able to repay its

debt to long term and short term creditors so well as earn profits for shareholders.



Weston (1986) classifies ratios into six fundamental types: (a) Liquidity ratios, which
measure the forms ability to meet its maturing short term liabilities. (b) Leverage ratios,
which measures the extent to which the firm has been financed by debt (c) Activity ratios,
which measure how effectively the firm is using its resources. (d) Profitability ratios,
which measures the effectiveness as shown by the returns generated on sales and
investment. (e) Growth ratios, which measure the firm’s ability to maintain its economic
position n in the growth of economy and industry. (f) Valuation ratios, which measures

that ability of management to create market values in excess of investment cost outlay.

1.1.3 Financial Performance vs. Regulation and Supervision

Shirley (1989) asserts in practice, under government control business entities rarely face
conditions of good performance. They often have objectives different from and
incompatible with profit maximization. They operate in non- competitive markets. The
autonomy is compromised by the government intervention. Their managers are not held
accountable for the results and are not given incentives to improve performance and the
way they are selected and rewarded encourages qualities more appropriate to a central
bureaucracy than a competitive enterprise. Non-viable entities under government are

seldom liquidated.

Another motivation for an adequate regulatory framework is the impact in supporting the
creation of new MFI’s or improving the performance of the existing institutions.
Providing an individual regulatory framework for Microfinance activity may well have
the effect of increasing the volume of financial services delivered and the number of
clients served. It is recommended not to over-specify this structure since it may have a

7



negative effect on innovation and competition (Rosenberg et al., 2003) and can lead to

regulatory fragmentation (Valenzuela et al., 1999).

Moreover, regulation is considered very important for MFI’s which want to expand their
funding sources and improve their appearance in front of donors and institutional
investors. Regulated institutions are viewed as trustworthy activities where to invest
money, and furthermore, donors prefer to allocate funds in licensed and supervised
institutions where at least fraud and illegal use of money are prohibited and monitored
(Meagher, 2002). In addition, supervision is required from MFI’s in order to promote
their self through rating from private agencies and disclosure through dissemination of

their performance indicators, social values and outreach.

1.1.4 Deposit Taking Microfinance Institutions

According to the Central Bank of Kenya (CBK), the prescribed process for licensing a
deposit-taking microfinance (DTM) business requires four main steps (CBK, n.d). The
first step is approval of the name; the second step is to apply for a license while the third
step is assessment by CBK and issuance of letter of intent. Upon meeting the
requirements for licensing, CBK advises the applicant on the next step and requests
payment of license fees, preparation of business premises, and installation of
management information systems and completion of remaining documentation. Upon

satisfaction, CBK will then issue the license as the final step.

In May 2009, Faulu Kenya became the first microfinance institution to be credited as
a deposit taking institution after receiving the license from CBK followed by KWFT

8



in March 2010 , to become the second MFI licensed in Kenya. UWEZO DTM obtained
the deposit-taking license in November 2010 emerging third; SMEP was awarded the
deposit-taking nationwide license in December 2010 to become the fourth deposit taking
MFI in Kenya. REMU DTM acquired the deposit taking license from CBK in January,
2011 as astart up to become the fifth deposit DTM followed by Rafiki DTM, a low end
deposit taking microfinance was established in 2011 to become the sixth licensed
DTM. Century DTM was the seventh to be awarded license in September 2012 while
Sumac DTM was granted the deposit-taking license in October 2012 and became the 8th
DTM in Kenya, finally U & | DTM was granted deposit taking license in April 2013 to

become the 9" DTM in Kenya. (CBK, 2013).

According to ( CBK, 2012), the gross loans and advances for the 6 Deposit Taking
Microfinance (DTMs) operating at end of June 2012 increased by 17.8 percent to
KES.17.9 billion from KES. 15.2 billion as at June 2011. Similarly, the deposits base
increased by 28.1 percent to stand at KES. 12.3 billion from KES. 9.6 billion in June
2011. The number of deposit accounts stood at 1.6 million while the number of loan

accounts were 0.5 million.

1.2 Statement of the Problem

The previous studies have always have laid emphasis on the need to regulate the
operations of microfinance institutions ( MekonenYelewemWessen 2007, CGAP
1997,CGAP 2003, Otero M 2001). The main challenge of unregulated MFIs is limited
access to financial resources. There are major benefits derived from regulation such as

gaining permission to mobilize deposits from the public coupled with the opportunity to
9



offer a wider range of financial services to their clients as collateral and such funds are

usually held by commercial banks.

Regulation and supervision of the microfinance sector is expected to lead to quality
growth, broaden the funding base for MFIs eligible to mobilize and administer deposits,
credit facilities, other financial services, and initiate the process of integrating these
institutions into the formal financial system. The regulation of the sector will enable
authorities to define procedures for their operations, entrance, exit, and ultimately create
an environment for fair competition and efficiency in the sector. On the other hand,
supervision encompasses all means by which regulators enforce compliance with a given

legal and regulatory framework. (Basu, 1998).

Deposit taking involves a potential risk of loss depending on how the deposits are
employed. As such, MFIs intending to take deposits must be regulated and supervised by
an external authority to ensure that deposits are prudently employed and cushioned by
adequate capitalization. According to the proposed Bill, money is considered to be a
deposit if it has been placed by members of the public; repayable on demand or at expiry
of a fixed period or after notice and employed by lending, investing or in any other

manner for the account and at the risk of the person employing the money. (CGAP,2000).

There are insufficient studies in this area with no studies to investigate the effects of
Microfinance Act 2006 on the performance of DTMs in Kenya despite several studies

highlighting major challenges with the implementation of the Act. The pace of

10



transformation has been very slow with very many MFIs maintaining their credit only
status hence the question of whether there are any benefits associated with
transformation. Have there been improvements on MFIs performance as a result of new
regulations?

1.3 Objectives of the study

The general objective of this research project was to establish the effects of Microfinance
Act 2006 on the financial performance of the DTMs in Kenya.

On the other hand the main specific objective to establish the effects of regulatory and
supervisory framework on the financial performance of deposit taking microfinance

institutions in Kenya.

1.4 Importance of the study

This study will contribute to the literature by examining specifically the effects of
Microfinance Act 2006 on the financial performance of DTMs in Kenya, main issues and
progress besides noting the major lessons learned from the experience of adoption of the
Act. This information is expected to drive discussions and act as a basis for further
research on the role of regulatory and supervisory framework for DTMs. The study will

be of benefit as follows;

Customers/ Depositors / Members of the public; the study will be of interest to the
customers and prospective depositors / members of the MFIs. Through the study findings,
the depositors and customers will have adequate information to enable them make

informed decision on which MFI they are willing to take membership. They will also be
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able to appreciate the role of regulation and supervision on MFIs hence boosting their
confidence on financial intermediation.

Microfinance Practitioners; Through this study, already established MFIs as well as those
that are to be registered will have a predetermined option to assist them to be in business
now and in future. DTMs will be able to understand the need to be abreast with the
Microfinance Act 2006 and put in place mechanisms that will help their operations so as
not to be locked out in business. The MFIs which are not yet operating as deposit taking
microfinance institutions will have a reference point when they opt to do so. The
management will also be able to access whether the benefits of regulation outweigh the
costs and make major investment decision by complying with the regulation. The
findings will enable the practitioners focus on the transformation and compliance with

Microfinance Act of 2006.

Government Policy Makers; the interest of the government is to protect its citizens from
exploitation and malpractices of individuals. In most cases the government is compelled
to intervene from time to time on consumer rights and protection. From the study, the
government will be able to determine the extent of success in the implementation of the
new regulations as well as identify inherent deficiencies in the system to come up with
solutions geared towards high levels of efficiency in the MFIs operations. The study
would be used as a benchmark for comparing MFIs performance to other regulators in the

market i.e. capital markets through CMA and banks through CBK.
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Academicians/ Researchers; the study will contribute to the body of knowledge through
suggesting areas for improvement. It will also be helpful to other academicians and
practitioners in the microfinance industry who will want to understand the role of MFIs
regulation as an extra model of financial markets regulations in Kenya as opposed to
earlier on when the CBK was not charged with this responsibility. This is seen as an
indicator of financial sector deepening in Kenya. The study is going to contribute to the
existing body of knowledge in the field. Future researchers may use the findings of this

study as a basis for further research.

Central Bank of Kenya; CBK is the body mandated by the government to provide a
supervisory role to the DTMs. This study will be helpful to the institution through the
provision of firsthand information that regards to challenges faced by MFIs as they cope
with new regulations and thus help develop measures that will address the identified

areas.
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CHAPTER TWO

LITERATURE REVIEW

2.1 Introduction
This chapter details the theoretical framework, rationale for regulation, PEARLS analysis

indicators and empirical review.

2.2 Theoretical Framework

2.2.1 Wagner’s Law of Expanding State Activity

Over one hundred years ago a German economist, Adolph Wagner in his classic book,
Grundlegung der Politischen Okonomie (1863) formulated a ‘law’ of expanding state
activity. He asserted that there is a long run propensity for the scope of government to

increase with higher levels of economic development.

Wagner’s contribution to public expenditure theories is particularly significant when we
consider that before Wagner made his observations, the prevailing view was the notion
that as a country grows richer, government activities would have a tendency to decline
(Henrekson, 1993). To a large extent this view is still prevalent in modern economic
thought. Indeed, many conservative economists in the debate on the role of government
assert that the expansion of government activity in macroeconomic affairs associated

with the Keynesian revolution.

14



Wagner offered three reasons in support of his hypothesis. Firstly, as nations develop,
they experience increased complexity of legal relationships and communications, as a
result of the immense division of labour that accrues with industrialization. Because of
this, Wagner envisaged an enlarged role for the state in the form of public, regulatory and
protective activity. Further, increased urbanization and population density would lead to
greater public expenditure on law and order, and economic regulation due to the
associated risk of more conflict in densely populated urban communities. Because of the
substitution of private for public activity, the administrative and protective functions of
the state would expand. Thus, as nations become more advanced the number and/or
magnitude of market failures would force the state to become more regulatory in nature,

thereby expanding its role and this would inevitably involve higher public expenditures.

Wagner predicted the expansion of ‘cultural and welfare’ expenditures based on the
presumption that as income rises, society would demand more education, entertainment, a
more equitable distribution of wealth and income, and generally more public
services. Public Services were seen as normal goods, that is, their income elasticities of
demand exceeded unity. Wagner cited education and culture as areas in which collective

producers were more efficient than private producers.

2.2.2 Agency Theory

An agency relationship may be defined as a contract under which one or more people (the
principals) hire another person (the agent) to perform some services on their behalf, and
delegate some decision making authority to that agent. Agency can be used to justify
government goals of safety whereby regulatory intervention is required for the protection
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of public savings when it is threatened by the behavior of public institutions ( Stiglitiz,

1989).

Sinkey 1992 is the only theoretician to attempt to develop a general theory of regulation.
He combined agency theory focusing on problems of hidden action ( moral hazard) and
hidden information ( adverse selection ) with the theory of production of regulatory and
financial services where output is dependent on two variable of confidence and
convenience. The role and importance of government guarantees are most demonstrated
in case of distressed institutions. Given the confidence function, a distressed institution is
simply one with low or negative net worth, unstable earnings and unreliable information
(ie low quality information). All this is evidence in breakdown in agency relationships
resulting in increased financial risk and lower return due to incorrect and poor risk
management. It could also be due to imperfection in the information set, which results in
banks being unable to perform their roles as delegated monitors. That is their loan
screening ability is so affected that the credit risk of loan portfolio escalates, resulting in

the above normal and doubtful debts.

2.2.3 Contestability theory of multimarket competition

An important component of regulation process which maintains that market structure
adapts through entry and exit to permit customer demand to be served at minimum costs.
Regulatory interference slows the rate of adaptation by imposing entry restrictions and
correspondence avoidance costs on particular firms. In a free society in which multiple
legislatures and regulatory agencies compete for regulates, tax receipts and budgeted
funds, authorities cannot induce either great or long lasting divergences between the
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actual and the cost minimizing market structure. However this divergence may be
justified if it produces greater stability. If regulatory goals in controlling the banking
sector restricts entry and exit then it is non-contestable market where the economic
principles of perfect competition, cannot be applied, economies of scope and scale may
be best achieved by smaller numbers of larger banks than by the opposite ( Baumol,

Panzar, and Willig, 1983).

Sinkey (1992) now relates the regulatory dialect model in relation to exclusionary rules
imposed on financial institutions, particularly rules producing non contestable markets. In
accordance with the struggle concept exclusionary rules promote attempt to circumvent
such restrictions. Such attempts are, of course not costless. The avoidance costs are the
incremental costs of creating unregulated substitute product or institutional arrangement
such as the derivatives produced by the over the counter markets. As long as the reduced
cost of joint production exceeds the costs of avoidance then joint production is favoured.
In other words if benefits of joint production (economies of scope) exceed the avoidance
costs, avoidance activities are encouraged. The social cost of regulatory exclusion is the
sum of (a) administrative costs of promulgating and enforcing restrictions and (b) the
smaller of the forfeited economies of scope and avoidance costs. Regulatory changes may
be aimed at improving the confidence and convenience functions of the banks but may be
defeated through the regulatory dialectic process, structural arbitrage and the degree of

contestability of the market place
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2.2.4 The Chicago Theory of Regulation

In 1971 a start was made on the development of a theory of regulation called by some the
economic theory of regulation ( Posner, 1974) and by others as the Chicago theory of
government ( Noll, 1989a). ‘The theory of economic Regulation’ by Stigler (1971)
appeared in that year. His central proposition was that “as a rule, regulation is acquired by
the industry and is designed and operated primarily for its benefit’. The benefit of
regulation is that the government can grant subsidies or ban the entry of competitors to
the branch directly so that the level of prices rises. The government can as well maintain
the prices more easily than a cartel besides the government suppressing the use of

substitutes in support of complements.

2.3 Rationale for Regulation and Supervision of Microfinance Institution

2.3.1 Preserving financial sector soundness

The core objectives of financial regulation are to preserve the stability and soundness of
the financial system and to protect the deposits of the public (Llewellyn, 1999). A
primary reason for regulating and supervising traditional financial institutions is

consumer protection for public depositors in financial institutions.

2.3.2 Ensuring institutional soundness

According to the Banana Skins report (2009, pg 28), “the concern most frequently cited
by respondents is that many countries still lack specific MF Regulation, which means
that MFIs are either unregulated, or forced to conform to other, mainly commercial
banking regulation. This is a particular issue for deposit taking, an activity that more

MFIs want to get into. The wrong regulation can affect the viability of the business
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model, undermine depositor and investor confidence and expose MFIs to political

interference”.

Moral hazard issues sometimes arise because the interests of financial institutions vis-a-
vis the interests of consumers per se are not necessarily compatible. Depositors and
investors may not be in a position to judge the soundness of a financial institution (the
issue of asymmetric information) much less to influence the institution’s management
(Stiglizt, 2001).

2.3.3 Information sharing

The existence of information asymmetries defines the special nature of the financial
industry and explains its heavier regulation compared to other industries (Arun, 2005;
Stiglitz, 2001). In fact, the asymmetric distribution of information among the different
stakeholders (shareholders, debtors, and depositors) raises the need to counterbalance
their particular interests through regulation, and especially, to protect the interests of

small depositors (Vogel et al, 2000; Jansson, 1997).

2.4 Mechanisms and Approaches to supervision

External supervision is usually provided to central banks or specialized supervisory
agencies working outside the central bank. Some other counties experience indicates that
all or a part of the supervisory work can be delegated to auditors or consultancy firms.
According to Chaves and Gonzalez vega (1994), prudential supervision refers to the
process of enforcing the regulatory framework. The financial intermediaries are

monitored and directed to ensure that they comply the regulatory requirements and
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not threaten the financial system as a whole. Efficient regulatory policies are useless
they are backed by enforcement mechanisms of efficient supervision (Christen and

Rosenberg, 2003).

2.4.1 Financial Regulation

According to Peck Christen, R.Lyman and Rosenberg (2003) regulation refers to a set
of enforceable binding rules that govern the conduct of legal entities or individuals,
whether they are adopted by a legislative body (laws) or an executive body (regulations).
All the arguments that support the application of regulation to banks are naturally
extended to non-banks (Stiglitz, 2001; Jansson, 1997). However, as Stiglitz (2001,
pg.10) explains “the extent and nature of the regulation may differ markedly between

banks and non-banks depending on the role the latter institutions play in the economy”,

2.4.2 Prudential Regulation

Whereas prudential regulation “refers to the set of general principles or legal rules that aim
to contribute to the stable and efficient performance of financial institutions and markets
(Chaves and Gonzalez_Vega, 1994). Therefore, the purpose of prudential regulation is to
ensure the financial soundness of financial intermediaries (in our case MFIs) and try to
prevent if not reduce financial system instability and losses of depositors money. Whereas
prudential supervision refers to external oversight of the financial intermediaries though

examination and monitoring mechanisms to verify compliance with regulation.

This intends to protect the soundness, financial health and stability of the financial system.
It involves establishing an appropriate framework of norms and incentives by which

financial institutions must behave without taking excessive risks that could affect their
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performance. The goals of prudential regulation are the ones claimed as
justifications for regulating the financial system, i.e., preserve the stability and
soundness of the financial system and protect the small depositors (Arun, 2005;
Christen et al, 2003). Therefore, its oversight should be the responsibility of a public and

specialised supervisory body (Llewellyn, 1999).

2.4.3 Non-prudential Regulation

This seeks to promote good behaviour in the system, focusing on the way the financial
firms conduct their business (Llewellyn, 1999; Hardy et al, 2003). It’s related to
pursuing consumer protection, information disclosure and their fair business practices,
which are similar to the ones applied to their industries (Arun, 2005; Hardy et al 2003;
Christen et al, 2003). It’s argued that non prude4ntial regulation could be self-imposed
or controlled by the authority (Christen et al, 2003). None the less, it is more efficient if
the same regulatory agency is in charge of the design, implementation and oversight of
the prudential and non-prudential standard because of the economies of scale in

information, knowledge and expertise about the market.

It is argued that non-prudential regulation could be self- imposed or controlled by any
other authority (Christen et al, 2003). Nonetheless, it is more efficient if the same
regulatory agency is in-charge of the design, implementation and oversight of prudential
and non-prudential standards because of the economies of scale in information,

knowledge and expertise about the members of the market.
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2.5 Microfinance institutions in local financial markets

The 1990s saw a paradigm shift in approaches to microfinance that moved the rationale
for interventions in credit provision from one of subsidized delivery to the need to build
healthy financial systems (Otero and Rhyne, 1994). This was the result of an increasingly
rich body of detailed research into informal financial arrangements converging with
insights from the new institutional economics and practical experience of lending to poor
people (McGregor 1988). This resulted in a number of key departures from earlier
thinking. First, poor people can and will pay relatively high interest rates for loans and
their concern is for repeated and reliable access rather than costs. Second, poor people
can and do save and practical experience suggested that compulsory savings requirements
linked to loan acce