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ABSTRACT
Microfinance attainedoverwhelming attention and became a buzz-word in policy-makers as well academic researchers.
Microfinance institutions function in the economy with the eventual objective to help the financially poor division of the
society, by administering them with financial support and credit services. However, their aim and ultimate objective of
financial stability and their long term viability can’t be overlooked. Very often, the task of managing both the purposes
becomes a bothered grindstone for such micro finance institutions. The reason behind the same lies in the fact that the
unprivileged section, to whom the loans are provided, lacks a stable income to provide the collateral and repay the loan
amount. Risk management has undoubtedly emerged as one of the most important tools for mitigation of anticipated risks
or failures for a financial institution. However its importance in micro finance institutions has not been realized by many,
except the large scale ones that can afford state-of-the-art risk management infrastructure. A significant challenge facing
these banks is the battle to control its portfolio at risk to remain within the international bench mark. In this paper, the
practical approaches to controlling loan default and other related risks common to Microfinance institution has been
reviewed. The paper also reviewed related literatures on Microfinance credit risk portfolio assessment and suggested the
place of Operations Research experts in tackling Microfinance institutions challenges.
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INTRODUCTION:
Microfinance is relatively a new industry which arose in the early 1980’s after the faller of the

government delivery of subsidized credit to poor farmer. Micro finance there come in as the beginning of
seeking effective market oriented solutions to the provision of substantial and effective financial resource for
poor groups of people who do not have access to financial service from formal government and private
financial institution.Hence microfinance is emerged as his provision of financial service to poor, low income
and active group of people in both urban and rural area in general. So provide financial service to face lack of
capital to start up new business or to improve him existing one.

Microfinance institutions offer small amounts of loans mostly to business people who cannot afford
collaterals to get loans from the main commercial banks. Despite recent growth in the Microfinance sector, the
sector is faced with challenges of loan repayment defaults by clients. Individual groups have tried using
groups’ equity for collaterals which is expected to ensure the revolving of money for the benefits of other
individual members of the group. However, loan delinquency has continued to pose serious challenges to most
Microfinance institutions. This is a very serious threat to the banks sustainability as credit risk affects the
profitability and the general performance of any financial institution. This paper therefore discusses practical
steps which when adopted by microfinance institutions could reduce the default rate to the acceptable level.

Williams J.(2004) defined credit risk as the risk of losing contractually obligated cash flows promised
by a corporation, financial institution, government, etc. (the counterparty) due to default on the debt
obligation. Defaults are usually associated with a credit event such a bankruptcy or reorganization, although
delinquency in payment may also be considered a credit event even if there is not a formal bankruptcy. Also
known as default risk, credit risk relates to client failure to meet the terms of a loan contract. An effective and
sound credit risk management is critical to the stability of Microfinance institutions. Effective credit risk
management is the process of managing the Bank’s activities which create credit risk exposures, in a manner
that significantly reduces the likelihood that such activities will impact negatively on Microfinance Bank’s
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earnings and capital. Credit risk is not confined to a Microfinance institutions’ loan portfolio alone, but can
also exist in its other assets and activities.

CHALLENGES OF THE MICROFINANCE INSTITUIONS
The recent case of micro finance crisis demonstrates the ill-effects of over-lending and illicit recovery

practices followed by the micro finance institutions. The crisis was a result of many such institutes rushing to
meet their sales target, resulting in over-lending to borrowers at exorbitant rates without due consideration to
their repayment capacity. When the time came for the borrowers to repay their loans, they failed to do so,
prompting their lenders to adopt aggressive recovery practices. Burdened by loss of crop (in many cases) and
harassment faced from these micro finance institutions, many were driven to suicide (Kaur &Dey 2013). The
micro finance boom in India soon turned into bust and a huge crisis ensued in the finance spectrum.

If the microfinance credit crisis has taught us anything, is that it is extremely important for banks to:

1. Check the credit worthiness of the borrower (although not base their decisions on the credit worthiness
alone).

2. Offer loans to borrowers at reasonable rates of interest so that repayment of loan does not seem out of
reach.

3. Refrain from employing unethical and aggressive recovery tactics that may lead to unintended
consequences like death of the borrower.

4. Employ better risk management mechanisms within the bank that will check the credit worthiness,
anticipate the likelihood of loan default, and make the management of loans more efficient.

RISK MANAGEMENT
Risk management has undoubtedly emerged as one of the most important tools for mitigation of

anticipated risks or failures for a financial institution. However its importance in micro finance institutions has
not been realized by many, except the large scale ones that can afford state-of-the-art risk management
infrastructure. Many medium and small scale micro finance institutions still find themselves with no systems
to fend them; they rely on traditional forms of analysis like subjective judgment or do not do any analysis at
all. In such cases they are extremely vulnerable to dishonourable debt. The problem spirals out of control
when a large number of individuals or groups default on their loans, causing a huge dent on their financial
returns (MicrofinanceGatewayn.d.).

IMPORTANCE OF CREDIT RISK MANAGEMENT SYSTEM FOR MICRO FINANCE
INSTITUTIONS

Risk management, especially credit risk management, therefore deserves more attention than it is
presently getting in micro finance. A robust risk management system would not only help micro finance
institutions mitigate the credit risk but also help them devise solutions at the time of operational problems.
The risk analysis aids the micro finance institutions to recognize, measure and evaluate those credit risks that
may put a negative impact on the financial status of the institution. Following are few of the advantages
offered by risk management tools (MicrofinanceGatewayn.d.):

1. To keep up with the scope and level of expansion of business: Institutions are growing bigger in
size and reach. In order to stay ahead of dynamism in the market, they need to upgrade their internal
management systems and risk management.

2. Making calculated decisions: Prior to credit risk assessment assists micro finance institutions in
making educated and calculated decisions about the risks that cannot be tolerated. The important steps in this
regard are also decided in advance in order to evade the unexpected losses.
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3. Cost-effectiveness and profitability: Micro finance institutions, particularly in India, are struggling
to stay afloat financially by looking for cost-effective solutions. Risk management methods can ensure that
their capital and cash are managed better with minimal risk to business.

4. Obtaining more funds: The micro finance institutions are funded either by the way of debt or with
the savings that are deposited by the clients in their institutions. In order to maintain a position in the economy
and to obtain more funds by the way of debt, strong financial performance becomes a due necessity. In such
cases, the application of credit risk mitigation strategies or techniques become the obligation of these institutes
and are required to be followed adequately to retain the strong financial position in the economy.

Generally, the following three categories of risks that might face microfinance business have been identified.

LIQUIDITY RISKS
According to Craig and Dan (2011), liquidity risk arises when a microfinance bank is unable to meet

its cash requirements or payment obligations timely and in a cost-efficient manner. Microfinance institutions
have to plan the volume of loans to be approved and disbursed, the withdrawal pattern of their saving clients
(where MFI isallowed to mobilize deposits), and other fund requirements for operational purposes, and should
be able to match available funds against such requirements.

MARKET RISKS
As stated by Fernando (2008), market risks are, by nature, environmental and include risks from

financial losses as a result of changes in interest rates, fluctuations in foreign exchange, or mismatch in the
management of long-term assets and liabilities (investment risk). Microfinance institutions in Nigeria have
been managing their global operations with local borrowing to meet expansion in their loan portfolios as a
way of avoiding, or hedging against, foreign currency exposures. Generally, managing credit risk is an
integral part of microfinance bank operating techniques, with reducing the risks requiring a major operational
effort. As a provider of loan service, the MFI faces the hazard of imperfect selection of credit clients with little
or no collateral security.

OPERATIONAL RISKS
Mersland and Strom (2007) said operational risks arise because of possible system or human errors in

service or product delivery. Potentially, unexpected financial losses might occur as a result of a variety of
issues, such as inadequate or deficient information systems, operational challenges, incompetent personnel,
inadequate skill, deliberate breaches, or fraudulent tendencies. Given the various sources of operational risk,
the most obvious is the interaction of loans and clients involving financial transactions. In the case of normal
traditional banks, the staff undertaking credit assessment is usually well trained, with multiple levels of
crosschecking put in place. Unfortunately, in the case of MFIs, there are usually numerous short-term loans of
small amounts, making elaborate crosschecking not cost-effective. As a result, the possibility of both error of
assessment and deliberate fraud is relatively high.

PRACTICAL APPROACH TO AVERT LOAN DEFAULT RISK

 Building Relationships
 Engaging in Group Lending
 Total Borrower Verification
 Product Standardization
 Regular Reporting
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CREDIT RISK PORTFOLIO MANAGEMENT
Kono and Takahashi (2010) describe the existing literature and theoretical models on innovative

factors underlying the high repayment rates in microcredit programs. They present simple models to argue
that different elements of microcredit, such as group lending solve the problems of asymmetric information in
the credit market. However, a large part of Microfinance Institutions do not offer group but just individual
loans. Many practitioners of group lending are now turning steadily toward individual lending. This give rise
to a very important question: when Microfinance institutions are not associated with joint liability lending
mechanism and offer just individual loans, how do Microfinance institutions then manage their credit risk?

Armendariz and Morduch (2000) highlighted several important mechanisms that allow Microfinance
institutions to generate high repayment rates from poor borrowers without requiring collateral and without
using group lending contracts. These mechanisms include the use of non-refinancing threats, regular
repayment schedules, collateral substitutes, and the provision of nonfinancial services. Typical group lending
scheme include:

(a) each member is jointly liable for each other's loan,

(b) if any member does not repay, all the members are punished (often in the form of denial of future credit
access), and

(c) prospective borrowers are required to form groups by themselves. Group lending model has attracted an
enormous amount of public and academic attention mainly after the success of group lending program in
Grameen Bank.

According to Baklouti and Adelfettah (2013), group lending is an innovative credit contract that essentially
allows the poor borrowers to act as guarantors for each other. In a group lending contract, borrowers are
required to form groups and the entire group is responsible for repaying the loan of any member who is unable
to pay. Each borrower obtains a loan for her individual project but the liability is joint. This joint-liability
induces group members to self-select each other and provides incentive for peer monitoring, such that each
borrower in the group will have information about the other’s actions. Hence, it is believed that this
interdependence between borrowers helps mitigate problems caused by adverse selection and moral hazard
and therefore contributes significantly in obtaining high repayment rates.

SUGGESTED PRACTICAL STEPS TO MITIGATE CREDIT RISK IN MICROFINANCE
INSTITUTIONS

Just as observed by Nyor et al (2013), in order to avoid occurrences of non-performance of
Microfinance institutions, Microfinance institutions should focus more on quality service and good
governance than complain of inadequate finance. This may help avoid sharp practices and poor management
that usually bring about banks’ failure. Furthermore, we recommend the following practical steps for
Microfinance institutions which when wholly followed could reduce the default rate most especially using
group lending methodology:

1. The Bank official should personally visit the group members, either in their shops or houses to ascertain
that the group is genuinely formed and that all members are serious business people and not just members by
name. This will also avoid customers giving fake addresses with the intention to run away with the Bank
money.

2. Loan officer should explain to the group that they are collectively responsible for each other’s loan and
reconfirm that they are agreeable to guarantee each other. This allows members to select only trustworthy
colleagues to be members of the group.

3. Loan officer should ensure that each borrower actually gets the amount of the loan he/she is taking and
other members of the group do not use his or her share of the loan. This is one of the common happenings in
group lending; some smart group members use others to borrow on their behalf.
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4. Clients should be made to save some amount in their account with the Bank each week during the pre-
disbursement training period. This will help the Loan officer to know if the client is in business and to predict
his ability to repay the loan.

5. Loan officer should visit the borrower’s business after disbursement and verify that the amount has been
used as specified. Loan diversion is a major cause of default. The Bank has to insist on this because
sometimes the loan officer himself may be reluctant most especially if he has an interest in the loan.

6. Clients that borrowed under a group must continue to meet even after the loan is disbursed. In fact every
member should pay his/her loan installment to the Loan officer at the meeting in the presence of all the
members. This helps checkmate the loan officer and the group leaders so that they do not use the money.

CONCLUSIONS
The success of microfinance institutions is dependent on the effective and efficient management of its

credit portfolio. These risk portfolios proved to be the source of recurring problems and the cause of failure
for many microfinance institutions. Credit policies, procedures, systems and controls do not always assure
asset quality and earnings. Practical approach is therefore necessary for effective loan portfolio management.
This paper discusses and recommends the practical approach needed by microfinance institutions and the need
to have operations research experts among the Bank’s employees. Operation Research experts could use their
wealth of experience in both objective and quantitative problem solving skills to continually carry out research
on causes of loan defaults in Microfinance institutions and recommend optimum solutions. Finally, further
research should be conducted using operations research approach on the challenges facing  microfinance
institutions especially on why loans borrowed from the banks are not paid as at when due by clients.
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