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ABSTRACT

The appearance of microfinance has been known as a remedy for many social ills rooted in
poverty because of its efficacy in credit dispensation, social equality enhancement and reduction
of poverty. Millions of poor and non-bankable people in developing countries have been
provided access to formal financial services through microfinance programs. However, the
development of microfinance is not a single model for all country and microfinance institutions
(MFIs) have had various degree of sustainability. Many MFIs still face major constraints in their
pursuit of effectively delivering microfinance services profitably. Expansion of microfinance
programs remains a formidable challenge for the development of microfinance industry. What

would be reasons for that inefficiency?

This thesis seeks to contribute to the current state of knowledge and research thoroughly on the
development and the characteristics of microfinance industry by investigating strategic factors
affecting microfinance development in Vietnam context. It applies both qualitative and

quantitative research methods.

We develop comparative analysis between financial innovation of Vietnam microfinance system
and two other international benchmarks namely Grameen Bank in Bangladesh and the Bank
Rakyat of Indonesia (BRI) to figure out what constraints limit the scale and scope of Vietnam
microfinance activities; what types of microfinance models are suitable: whether for-profit
commercial models or social microfinance ventures in Vietnam context. Besides, empirical
work is carried out using both OLS and GMM techniques to examine the impact of institutional
environment as well as macroeconomic factors on MFIs’ profitability. The results present
evidence on a dynamic role of profitability and economies of scale in microfinance. Loan
quality seems to be a very important determinant of MFI’s profitability in Vietnam. Our analysis
also confirms the significant role of State level as well as the decisive role in self-innovation of

microfinance institutions.

Keywords: Microfinance, microfinance institutions, financial performance, financial

innovation, profitability, sustainability,
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RESUME EN FRANCAIS

L’émergence de la micro-finance a ét¢ vue comme un remede pour un grand nombre de
problemes sociaux issus de la pauvreté en vertu de son efficacité dans I’octroi de crédits, dans
I’amélioration de 1’équité sociale ainsi que dans la réduction du niveau de pauvreté. Des
millions de foyers en dessous du seuil de pauvreté n’ayant pas acces aux services bancaires ont
ainsi pu accéder a des services financiers au travers de programmes de micro-finance.

Cependant, le développement de la micro-finance ne suit pas un modele identique pour tous les
pays et les Institutions de Micro-finance (IMF) ont eu différents degrés de rentabilité. Beaucoup
d’entre elles doivent encore faire face a des contraintes majeures pour fournir de maniere
efficace des services de micro-finance rentables. L’expansion des programmes de micro-finance
reste un grand défi qui fait barriere au développement du secteur de cette derniere. Quelles

pourraient étre les raisons expliquant cette inefficience ?

Cette these a pour but de contribuer a I’état des connaissances actuelles ainsi qu’aux recherches
sur le développement et les caractéristiques du secteur de la micro-finance en analysant les
facteurs stratégiques pouvant avoir un effet sur son développement dans le contexte du Vietnam.

Pour ce faire, il sera appliqué a la fois des méthodes de recherche qualitatives et quantitatives.

Nous effectuerons une analyse comparative entre I’innovation financiere dans le systeme de
micro-finance du Vietnam et deux modeles de référence internationaux : la Grameen Bank et la
banque Rakyat d’Indonésie (BRI) afin de déterminer quelles contraintes limitent 1’ampleur et la
portée des activités de micro-finance au Vietnam ; quels types de modeles de microfinance sont
adéquats : que cela soit pour des modeles commerciaux a but lucratif ou pour des projets de
micro-finance sociale. Par ailleurs, des analyses empiriques seront portées par les techniques
OLS et GMM afin d’examiner I’impact de I’environnement institutionnel ainsi que des facteurs
macroéconomiques sur la rentabilit€é des IMF’s. Les résultats donnent la preuve d’une
persistance de la rentabilité et de I’existence d’économies d’échelle en micro-finance. La qualité
des préts semble €tre un facteur déterminant concernant la rentabilité des IMF’s au Vietnam.
Notre analyse confirme également le rdle important de 1'Etat ainsi que le role décisif dans I'auto-

innovation des institutions de microfinance.
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CHAPTER I
INTRODUCTION AND PROBLEM STATEMENT

1.0 GENERAL INTRODUCTION

Microfinance is globally known with its successful role in poverty reduction and gender equality
and social development. Therefore, it has been regarded as a very effective tool for sustainable
social and economic progress especially in developing countries. Policy makers are engaging in
how to develop microfinance sustainably and make it available for their lower income

population in future.

In Vietnam, for nearly three decades, microfinance has made a major contribution to helping the
poor improve their lives through the provision of banking and financial services especially small
loans for their productions and business activities. The continuing growth of microfinance
toward sustainable development has been a crucial component for international integration and
social economic development. The interest of this thesis was to figure out and analyze potential
factors affecting the development of microfinance in Vietnam. These can also be understood as
sustainability of microfinance industry and the permanent performance of microfinance
institutions (MFIs) which are means to conduct microfinance activities. MFIs can be considered
sustainable if they maintain a proportional balance between certain critical elements: long-term
profitability; providing sustainable microfinance facilities to the poor and contributing benefits
to society, community and environment. For MFIs to fulfill their target of sustainability, it will
depend largely on their capacity to finance and promote innovation as well as on the

environment in which microfinance operates.
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1.1 BRIEF HISTORY OF MICROFINANCE

The term of “Microfinance” is very popular with the world today. It has experienced a long
history with the original root lying in numerous traditions and informal systems of credit in
developing economies since centuries. Many of the current microfinance practices derive from
community based mutual credit transactions that were grounded on trust, peer-based non-
collateral borrowing and repayment. The mid 1980s marked a turning point for the microfinance
sector when it tremendously grew and transformed vastly into a significant and self-sustaining
industry. It is reported that more than 3,652 microfinance institutions (MFIs) have been serving
for 205,314,502 million clients worldwide (State of the Microcredit Summit Campaign

Report2012page 3, by Larry Reed, Jan Maes).

Professor Muhammad Yunus, a lecturer of Economics at Chittagong University, is known as
“the father of microfinance”, once visited to a poverty stricken and flood ravaged Bangladeshi
village of Jobra in 1976, when seeing a desperate poverty in that area, decided to lend about 27$
(free of interest) as working capital to a few women there. To his surprise, the women used the
money productively in their modest commercial enterprises effectively and repaid the loan with
thanking. That small loan was considered as providing the first amazing bricks to build a global
movement aiming at alleviating poverty by providing impoverished people with access to credit.
According to Professor Yunus, lacking traditional forms of collateral, especially land, prevented
the poor from approaching to the mainstream financial services. Thus, Professor Yunus’s
alternative way to overcome collateral barriers, is forming borrower groups where peer group-
pressure or mutual liability would guarantee repayment. This successful experiment was to

become the basis of a global revolution popularly known as microfinance.

15
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The emergency of microfinance hasebeconsidered as the answer tbhe poorwho were
excluded by formal financial organizations. Microfinance aims at poowaimérable nofpoor
customes who have a relatively unstable source of income. They are typicalgnseglbyed,

often householdbased entrepreneurs. In rural areas, they are usually small farmeteexrsdwuno

are engaged in small incorgenerating activities such as food processing and petty trade. In
urban areas, microfamce activities are more diverse and include shopkeesevisceproviders,
artisans, street vendors, etc. Their financial demands used to be @igdsttanks toriformal

or communitybased financial arrangements. But microfinance creates access for them to
productive capitaltogether with human capital, education and training and social capitalghhrou

local organization buildingMicrofinanceenables them to mewut of poverty. (Otero 1999)

The role of Microfinancésn’t limited only toproviding capital to the poor to combat poverty on
an individual level; it also brings chargg an institutional levelThe aim of Microfinance io
create institutions thatleliver financial services to the podihat cannot be provided by
traditional finance. Microfinance institutions have been established to adtitesmarket
failure. The organizationthat offer financial services to the very poor exist in various tgpes
institutions: credit unions, negovernmental manizations(NGOsg, cooperatives, and sectors
of government banksBy addressing the gap in the financial market, an MFI can gradually
become part of the financial system of a country and dramaticallgaserthe number of poor
clients. The 19 century marked thdirst participation of formal financial institutions in
providing semiformal microfinance services in Eurgpearticularly in the United Kingdom,
Germany, and ltaliaSince then, microfinance has blossomed throughout the world. The
important role of microfinance in economic development and poverty reduction is more and

more consolidated witlthe declaration of 2005 as the year of microcreditttey United

16
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Natiors'. At that time, the UN Secreta@eneral Kofi Annan said, “microcredit wasitical
antipoverty tool, emancipating women and empowering the poor and their communities”.
Muhammad Yunus even claimed optimistically thathanks to microcreditthe next
generation will only find poverty in omseums. One year later, with establishment of the
first microfinance bank in the world: Grameen Bank in Bangladesh, a Nobs# Bn
Peace was given to Professor Yunus for “his efforts to create econamd social

development from below”.

The developmenbf the microfinance industry represents an accomplishment in economic
history, since ithelps erasing traditional conservative perceptions of economists and researche
in the world. It has overturned established ideas of the poor as consumers oélfseEmnes,
shattered stereotypes of the poor as not bankable, spawned a variety of lending nmgésodolo
demonstrating that it is possible to provide cost effective financial serwicebe poor.
Microfinance offerech potentialsolutionto alleviate poerty while paying for itself and perhaps
even turning a profit. This major innovatigrerhaps more than anything accounts for the

emergence of microfinance onto the global stage.

Nowadays, microfinance landscape has experieaded of changeslts develgpment showed
that microfinance is no more an isolated marginal sector of informal meansan€ifig but
rather constitutes a separate, lowad segment of the broader financial systand a
locomotive of economic growth. The target of building an inckiginancial sector consisting
of a suitable microfinance systemchenea common strategy in economic development of

countries all around the world especially in developing countries like Vietnam.

Global Trends of Microfinance

! International Year of Microcredit website:_http://www.yearofmicrocredit.org/pages/whyayear/whyayear quotecollection.asp
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Microfinance has evolved @mendously over the last three decades. From a marginal
phenomenon, otthe sideof or next to traditional banking systems, finance for the poor has
become mainstream finance in the poor countries. Microcredit now was no long&ssaacth

the image of wmen gathering under the tree in Bangladesh to collect their savings and get
small loans The current microfinance looks entirely different in terms of the clients tleat a
being served, the range of offered financial services, type of institutionsyeavahd their
delivery channel as well as funding sourcHse estimatesdhumber ofmicrofinanceinstitutions

is 10000 worldwide ranging from noiprofit NGOs, Credit Union to commercial banks, of
which 1300 institutions often report and update performance data to Microfinanaadhfor
Exchange (MIX) to support transparency accowftihe stock of foreign capital invested in
the sector witness the triple increase to USD4 billion between-2008 and keeps growing
and now stands at USD 10 billion, of whiatore and more proportion comes from private

sector who can see microfinance as some very attractive assets.

Relationshig between clients and providersvieano longer be simple between the poor and a

socially aware MEIVarious types of relationshiganbe visualized afllows:

Table 1. Different types of relationships between microfinance providers and their @nts

Providers Products Clients
Banks Micro loan (Poor) Families
Financial Companies Small loan Micro entrepreneurs
NGOs Educational loan Small famers
Saving and Credit retailers | Credit card Families in their different
Big box consumer retailer | Mortgage roles as consumers, house

2 MIX information. website: http://www.themix.org/mixmarket
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Insurance Companies
Property Developers
Money Transfer Agencies
Mobile phone Companies

Other new provider

Consumer loan

Checking account
Saving account

Foreign currency account
Remittance

Suppler credits

Leasing

Another new product

builders, parents, savers,

insurancetakers,

Source: Microned/TriodosFacet.
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MICROFINANCE KEY FIGURES

A growing sector: microfinance opens the way towards
financial inclusion
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Microfinancethrough its successes in last three decades has improved its valuable contribution
to achieve the target of the Millennium Goals that number of people living in exyremel
poverty reduced by half between 198@15. Household income of families with access t
credit is significantly higher than for comparable households without acoessedlit.
Increased household income improves nutrition, amtfeags the probability that poor
children from poor families will go to school. Microfinance programs havditited the
graduation of poor households’ clients to a status where commercial sectors of degvelopi
countries, banks especiallgan meet the needs of the poor for credit, savings services,
insurance, money management advice and financial planning. (Eugene Vesltigseever,

during the development process, new tresygisearedvhich could decisivly contribute to the

further growth of microfinance in future.

+ There is a shift to collater#nding in microfinance sectoAt the beginning,

microfinanceonly focused on the extreme poor and vulnerable poor clients especially women
who are considered to have better repayment abilities than male clients iopdayel
countries. Now microfinance clients increased remarkably from the very poeiving 50
USD loans to small enterprises and trade with loans to tens of thoukksidsn both
developing and developed countrieddany microfinance institutions tend to be
commercializedas they gtended toclients in all king of naturewith different demands as
well as the target of being setifficient, This mowe led to changes in tHending method from
less profitable groufending to individualending, mainly targeting entrepreneurs. But with
the shift to individualending, MFIs requiré material collaterals from their credit clients like
lands or house. However, using collateral means that microfinance is backwhsd dlat t
fashioned lending models and tliais movement will prevent women from accessing to micro

loans because in developing countries, they have only limited access to ownimgdperty.
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It is ironic because at the first stage of microfinaneeas womerwho creatd motivations for
the development of a new borrowing method. This sa#tH to the possibility of distortion of
microfinancés historical social mission. Ifact, the best defense agairtbts drift must come
inside of microfinance institutions themselves. Because staying with thesfb@romise a
huge market with of large demand of approximately 2,5 billion poor peoplehasd® never
had formal account in financial institutions (microfinance basder, 2014). And for further
development, microfinance will continue require a lot of support from-coommercial
initiatives and development institutions’here is still a very pomising market for
microfinance institutionso explore,as theypilot this new processprovide new products in
order to reach their clients more and maued bring them to the radar commerce. By doing
that, microfinance institutions for development have to know not only how to improve their

supply capacity but strengthen theapacity to satisfgemand.

+ New providers coming and new partnerships between a more diverse set of actors:
Banks after recognized the potential of the poor, very soon doledsamad came back to pick
up clients that used to be not their interest. By the time, their presence in miwefmarket
has been overwhelming thanks to their big assets, capital funds as well as neamohedr
They integrate microfinance into their mainstream commercial retail. Otherdersvike
supermarket chains, insurance companies ... also discovered the market of the poaneand c
in with different strategies of downscaling. At the same time, fornwer- Government
Companies and Microfinance Institutions fully transformed to register, worlaragk@ank but
still sening poor clients and introdireg modern retail banking services to the poor population.
For non bank MFK, typically because of legacy limitation or incapability to perform sesyice
they choose to combine with commercial bark create a linkage to commercialize

microfinance. In that linkage, microfinance institutions become a crucial chdonel
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commercial bank to disburse their loan capital te lend especially in funding fornsall
enterprise in rural or remoted areas. They also can benefit from banks ioyngbte@cessary
funding, investment and technical assistance. In turns, Banks will be able to helfightsr ¢
by offering a complementary alternative, while achievingirthservice objectives and
narrowing recognized gaps in the market which they couldn’t penetrate before thesrt
structural rigidity. The new linkage nature is the scalp of microfinance institutions to
“access higher levels of credit, augment their portfolios, and strengtheagement and
efficiency levels,”and thescale down of canmercial bank to profifrom this emerging
industry. They bothliedesigedtheir financial producto suite the clientele they are targeting.
Subsequently the fruitful result this new effective ollaboration could be seen in more job

creation, investment and growth of microfinance performance.

+ Funders andunding is not only the role of public money: Already, the number of
borrowers served by Microfinance Institutions is around 10 million. \Ahtlaverage loan size
of USD170, the total market size is estimated USD17 billion. But the potential tnisukie
least more than 20times of current market with more than 2 billion global mgopdor. To
finance the strong demand, MFIs need a huge amount of fund. However, there is no deficit of
funding in this profitable and socially rewarded market thanks to a wide range of public
funders and private organizations, from across the investment land3t¢egse actorbave
committed billions of dollars in global effort to advance financial inclusion. International
funding for microfinance reached at least $29 billion in 2012, (according to CGAP’s- Cross
Border Funder Survey). Still public funding grew faster. The financial angitt have made
more cautios for private funders and slowed down their investment but the money is going to
come back and will do so in even larger amounts. Partly because microfinance as an

investment opportunity has demonstrated its strength and resilience in the fheecots.
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Public funders offer a range of funding instruments, including grants, investments, and suppor
in the form of technical assistance. Poverty reduction, improved economic conditions, and
social welfare are among their main priorities. For private invgstioe incentive is the return

on investment, whether financial, social, or both. Investments are made usingydéit,os
guarantees and are typically directed to refinancing and strengtheeirgaphacity of loan

portfolios, improving market infrastructure, and refining the regulatory envirsnme

In response to the growing interest in financial inclusion, many intermeslidnolding
companies, such as microfinance investment vehicles, have been establishedienteimaly
be both local and international, and they often have a focus on-tatleth double bottom line

approach of financial performance and social performance.

Domestic sources of fund also become more important: saving, bank funding, and bond.
Parties like Compartamos (Mexico) and WVZRli/Colombia have been pioneers in raising
money on the local commercial markets by issuing bonds. These bonds were bought by
institutional investors such as pension funds and insurance companies and will ngbyreasi
become sources of funding. Local market bond issues have the advantages of avaigjng for
exchange risk for the institution and of strengthen the local capital mahketfunding will be

easier in countries with a well develop capital market. The first steps into seagritiz
microfinarce with private placements and wholesales purchases of microfinance portfolio
taking place in Kenya and India. Securitization becomes a standard tool for farsasgin

microfinance, help allowing capital to flow from both local and international rtsarke

+ New kind of products and services: In the years to come, there will be continued
efforts to narrow the gap between products and services offered and the one that csuitl best

to clients’ need. The trend is that clients should learn about their needs and expnesgtihe
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loan officer and MFIs will supply products called a client tailored loans in orderett m
clients’ demands and MFI loan officers could become financial product advisors. Téerefor
the interaction between MFIs staff and clients Hre basis laid for product diversification.
Parallel to product diversification, the role of providing +iaditional microfinance services
continue to increase. There will not be only traditional credit and saving but crddithe
introduction of dernative energy sources for example or some new services like foreign

exchange transactions, remittance or payment of utility bills.

+ Enhanced use of technology: Technology to transform microfinance alreatly exi
Financial institutions which almosteabanks use technologies such as magnetic stripe and chip
(smart) cards, credit rating, ATMs, and peamtsale devices to handle transactions for poor
people. These technologies have helped to implement automatic basic transactiedscé
processing asts and to give customers added convenience. Advance technology such are
internet, wireless technology, cellphone network keeps continuing developmeayslnpbre
and more important role to achieving the goal of opening access for many excludedgeople

finance services.

Box 1: Enhanced use of technology

According to the United Nations International Telecommunications Union (ITU), the number of
mobile cellular subscribers worldwide has reached the 4 billion marks by the end of 2008. The
number of subscribers has surged nearly 25 per cent annually for the past eight years. Mobile
penetration stood at only 12 per cent in 2000, growing to reach over 60 per cent by the end of
2008’. Developing nations account for the majority of the mobile phone users although
penetration rates vary by region and even within countries. Rapidly developing economies such
as Brazil, Russia, India and China are driving the growth in the number of cellular subscribers, with these nations

alone accounting for over 1.3 billion of them by the end of 2008

Source: UN news 25 Sept. 2008

8 http://portal.unesco.org/ci/en/ev.php-URL_ID=27530&URL_DO=DO_TOPIC&URL_SECTION=201.htm
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The wireless access will change not only information flows but alsodimlaservice delivery.

In the coming wireless world, corner grocers, petrol station and lotterysowilletcell phones

can become delivery points/channels for financial and other services. The development of
mobile and branchless have gained a lot of advantages. Thank to mobile bankiogsservi
people will be able to do their transactions without anysjgay contact with bank branch or a

MF credit office. Besides the benefits of improving access and quality sewitte clients,
technology also showed its potential in MFIs baffices such as processing, data

management, risk analysis system...

1.2 THEIMPORTANCE OF RESEARCH ON MICROFINANCE

As the devalping country with approximate 73% of the population living in rural areas and
about 54% of the national workforce working in agriculture, around 80-90% of Vietham’s poor
live in rural areas and around 20% of the rural population has access to any kind of
institutional finance source$Vhen microfinancevas popular in the world anaak a lot of
attention of international development agencies as the important topbverty alleviation,
Vietnamkept pacewith new chances of this emerging finance indusitjth the recognition
about microfinance importance in economic as well as sociatfarell developmentthe
Vietnam Governmentdentified improving microfinance industryo ensure that the rural poor
hawe access to credit and financial serviessone of the most tangible ways to assist low
income households out of poverty dandald national inclusivdinancial sectionlt has become

a key goal in long term to obtain gender quality, sustained growth, economic and social
development.Since then, remarkable progress has been achi&tietham’s Government

positive movements to support the development of microfinance industry led to the issuance of
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a new law on microfinance in March 2005 that allow indepecelém microfinance institutions

to be established. There was also an official commitrrerthe National SociEconomic
Development Plan from 2011 to 2015, teastainableconomic growthmust be coupled with

social development and microfinance which aimed at enstunad) households having access

to financial services is considered as the most important component of the Governmental

Economic Development.

The DFC Group report to the WBeveloping a Comprehensive Strategy to Expand Access to
Microfinance Services (Volume |, The Microfinance Landscape in Viet NamFebruary
2007), documents the rapid growth in Viet Narwsgncial sector and with it the coverage of
low income and poor people (“‘outreach”) by microfinance institutioghestimates that
between 7080% of the poomight beable to access some form of financial service, mostly in
the form of shorterm credit and savings, and ththe formal banking system appears to
reach a substantial number of theWlith progresses in dramatically poverty vetion,
Vietnam was reached its Millennium Goal in 20#hd has transformed from one of the
poorest countries to lower middiecome countryNotwithstanding past achievement, the
poverty agenda still needs attention. Poverty was different between rural ard ardas,
economic regions, ethnic groups, education and gender. Poverty gains are fragiieasignif
share of the population is still vulnerable, living close to the poverty line (one thitteof t
populationequivalent to about 30 million people fall into the poor or near poor gtpups
Poverty was reduced in a much slower pace in the central region, the extremstilbo
concentrated in northern mountain and north central coast, belong to the ethnic mindrdie

latter are highly vulnerable tshocks from climate changes, natural disasters as well as

*Sourcehttp://viethames&overnment Web Portal); Vietnam and World Economies 2009-2010.
ViethamEconomic News

* http://www.worldbank.org/en/country/vietnam/overview
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economic and health shock§he DFC Group/WB study report (Volume— 2006) also
characterized microfinance industry in VietnamitSy ‘fragmentation, lack of regulation and a
degree of inefficiency that raise questions about its sustainability, about its path of future
development and its integration within the financial sector.” Its second volume report goes on
to suggest that the national strategy for increased access to microfinamnoesser the poor
needs to emphasize not so much outreach but rather the efficiency and sustainathéty of
institutions that comprise the microfinance industry and serve the poor

In Vietnam, there were three groups that progid@crofinance services: formalnfncial
institutions; semformal groups including social organizations and international organizations;
and informal providers including moneylenders and savings collectors who operatekin bla
market withoutcontrolling of the Government. The Governmemhulti-pronged approach of
modernizing agriculture, promoting ndarm household businesses and increasing
opportunities for SMEs growth gave momentums for Vietnam microfinance instgutapid
developmentAlthough in Vietnam there still existedformal providers including usurers and
savings collectors, their market shares have declined and replaced by th& nétWwerformal
providers who had a growing extensive geographic presence to cowvénclmwe rural

households

Box 2 Decline in Informal and SemiFormal Credit

The share of informal and sefiormal mechanisms as a source of credit has gradually
declined during the last 10 years,favor of the formal sector. For instance, VBAR®Bhich
was established with the firgh&ncial function of providing directly financial services to ryral
households in agriculture, forestry and fisheries sestoow responsible for a majority of the
loansin rural market In 2004, VBARD’soutstanding loans to farm households accounted for
58% of the bank’s total gross loan portfolio. A twound survey of farm households was
conducted by Hanoi Agricultural University and the University of Sydney in oovinces:
HaTay and YenBai in the North, and BinhDuong and CanTho in the South with roughly 400
interviewed farm households in 16 communes, from two districts in each provinoestAivo
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thirds of them had a loan, with formal credit institutions accounting for the bulk of ther
average, about 30% of households had borrowed from VBARMD, the share being mugh
higher in CanTho.

This was not always so: data from the 1993 Vietnam Living Standards Survey)(Sh&&s
that 40 percent of loans in rural areas were from private individuals, 33 percent ivate pr
money lenders, and 25 percent from banks and other formal sources.

Source: Vietnam Development Report, 200

Now in formal section, Vietham has a wholly Statened norprofit entity that is Vietnam

Bank for Social Policies (VBSP) focused on subsidized “social policy lending” ¢» po
households and disadvantaged groups as defined by Government. Besides, thevebaye tw
state banks namely Vietnam Bank for Agriculture and Rural Development (VBARMDCo
operative Bank (Cop Bank) together with People Credit Funds network providneglits,
saving and some other financial products to the poor households in rural areas with
commercial markeorientation. From 1990s through 2005 some 40 germal MFIs were
formed mainly through the Credit and Savings Program or by Mass OrganiZationsand
Non-Governmental Organizations (NGOs) while another 10 MO/N&s were formed
thereafte However, the dominant roles in microfinance market belonyBARD and
VBSP. VBARD has the most extensive network, reaching some 5 million clients vathge

loan sized USD405. It lends up to USD 625, primarily to farmers without formal call#te

the loan applications are backed by mass organizations tisrvioe loans. The bank also
serves as a distributor for Vietnam Bank for Social Polidye VBSP follows the type of
Grameen Bank which is the bank for only the poor. However, it is supervised by the State
Bank of Vietham and exempted from tax and deposit insurance. It tooknawdsersof
national lending programs previously managed by the Ministry of Agriculture amdl R

Development and Ministry of Labor, Invalids and Social Affairs. The bank now lends to

®Data is from ADB'‘s microfinance assessment research to Vietnam State Bameimier, 2010
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individuals rather than enterprises on the average lz@&nod USD125. Loas are usually
backed by either the local authority or mass orgadmas that ceservice the loan. The VBSP
offer belowmarket interest rates (typically 6% per annum), therefore, in fact,thieidank
which influenced mostly on the market and defines lending policdégtnamese
Government’s subsidy approach and limitations in operation process of microfinance
institutions have raised concerns from financial researchers about nabdity of
Vietnam microfinance institutions. Constraints on microfinance operation itmafie can

be listed as follows:

+ Policy makers he long regarded microfinance as a charitable activity, instebeing a
part of the finance industrySome of MFIs still have many pdrne and are slow in
professionalizing their operationtheir leading bards even lack of knowledge on banking,

accainting management

+ The formal financial sectostill not provide sustainable and widespread access to
microfinance servicgoarticularly in remote mountainous ared$ws, there are still large
number of extremepoor households in Vietnam thaaven't had access to formal credit

sources.

+ Another factor that has hindered the development of microfinance servidestnam was
the lack of data about the local microfinance masgketlack of innovations immicrofinance

activitiesin accordance \wh intenational best practices

+Most MFI have very weak MIS and internal control.
+In terms of financial viability, MFIs are constrained by interest cappleduwith the
limitation of capital fund for expansion. Although MFIs have flourished in both socthl an

commercial terms all over the country, few are profitable
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All these mattershow thatVietnamese microfiance industry is still in infancy and concern

for longterm sustainable developmerdn’t be overemphasized. Indeed, the importance of
sustainabiliy in long livelihood of MFIs has mentioned many times in literatures. It is
argued that “unstainable MFIs might help the poor now, but they will not help therpoor i
the future because the MFIs will be gone” (Schreiner, 2000) or it may be bett¢o

hawe MFIs than having unstainable ones (Adam et al, 1984) because unstainable MFIs
might hurt exactly those whom they are meant to help. Theredtudying strategitactors
affecting development ofmicrofinance institutions in Vietham anbdow MFI can get
financially sustainable becomes imperative andcbastructive meaning in suggestisgme

suitable solutions for the national inclusiugancial strategy

1.2 RESEARCH QUESTIONS

The current microfinance situation in Vietham as stated above has raised the following

guestionsfor research:

1. What are the key factors affecting the development and management of
microfinancein Vietnanf

2. How can measure the effedbthose factors othe micro finance sector?

3. How international experiences in microfinance developoanbe applied in Vietham?

4. Infuture, what is the tendency of the sustainable development of Microfinanceamyze

5. What the Government should doitoprove the landscape of microfinance? What

is the favorable legal network for this young industry?

1.4 GOALS OF THE THESIS

My research idea originated from the Government's contention of building aasalfe

developing microfinance systeand integrating microfinance fullyith the national finance
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sector.The study topic was:Factors affecting microfinance development in Vietham. The
development of a microfinance system could be understood as the sustainability of
microfinance industry and the permanent operation of microfinance institutions wieich ar
needed to conduct microfinance activities, provide microfinance products ancesduovite
unbanked poor clientd.iterature shows that microfinance institutions are sustainable if they
can maintain a proportional balance between profitability in the long termsughey of
products and services for thaetlts’ benefits as well as social benefits to communities
other wordsthe sustainability of MFIsvill depend largely on their capacity of finance and
innovationas well as the environment in which they operate. With that point of view, the study
aimed at two specific objectives: assessing the sustainability of financial innovadimhs
operating environment by comparison with successful benchmarks in the wudldhen
determining factors affecting the financial sustainability of microfinandgutiens. Specific

goals of the study and methodology approaches can be outlined inifiglitalle

Table 2: Goals and methodology of the thesis

« Analysis of Factors affecting to the development

ThesisGoa(s ; : o
! (s) of microfinance in Vitnam

« The current Vietham microfinance active ities
and microfinance location in the whopacture
of the national socio-economic development.

Focus of the Assignment « Innovation sustainability Vietnam microfinan
- Key Areas institutions in compar@sn with some othe
international successful benchmarks

« Factors affecting Financial sustainability
microfinance institutions
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ting the microfinance development in Vietnam

Objectives Works to achieve the outcomes
1.Evaluation of Vietham Participatory and secondary data and literature review| will
microfinance progress and its | be used to carry out qualitative researches, including:
location in the national socio- | | o epiew the country financial system
economic development
« The historical development of microfinanceMietnam
« Assessment of microfinaacactivities and its role i
expanding the national financial system.
2.Assess innovation of The participatory and secondary data and literature reyview
Vietnam’s microfinance will be used to carry out the following proged activities
institutions in development including:
process e Case studies about the successful innovation
Grameen Bank, Bangladesh and Bank Rakyat, Indonesia.
e Comparative analysis of financial innovations betwgen
Vietnam microfinance system with the two aboye
mentioned benchmarks.
3. Assess factors affecting the| Empirical research is reviewed and data are collected
financial sustainability of A guantitative approach is used to study the determinants
microfinance institutions. of financial sustainability of MFIs in Vietnam throughet
estimation of multiple regression models.
4. Propose suitable suggestionsThe participatory and secondary data and literature reyview
for MFIs development and approaches are used to carry out the falhgwproposec
building afinancial system activities, including:
inclusive in Vietnam « Major results of research
« Policy recommandationls.
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Objectives Works to achieve the outcomes

1.5 THESIS STRUCTURE

The thesis is divided into six main chapters including this introductory chapter first
chaptempresents, firstly, &rief introduction on microfinancemnicrofinance benefits andends
and secondlyhe, goals andnethodologyof the thesis. Chapterdeals withtheoretical issues
surrounding microfinance including a broad concept of microfinance, microfinance
institutions, microfinance approles,the international rules and regulations on sustainability
and financial sustainability of MFIs. Chapter 2 also presents a review of Mietea
researches about microfinance subjects. Chapter 3 provides an overvi¢le @ocial
economic and leganvironment of Vietham, the main MFI providers. The chapiealyze
the situation of the MFIsoperations,their characteristicsevaluats the achievements and
weaknesses of Vietham’s MFIs during the sustainable development proQiesgter
dpresentghe eyeriencesf the two large world’s sustainable microfinance institutions and
makes a comparative analysis between these experiences and Vietham maaysaem to
assess similarities and differences, and to draw lessons. Chafleusgson the MFI$
performance andssessethe determinants factotbrough empirical regressive models with

both external and internal causal factors. The detail structure of thesenigeat as follows:

Chapter 1: General Introduction and problem statement
Chapter 2: Literature Review

Chapter 3: Overview on financial system and microfinance activities in Vietnam
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Chapter 4: Comparative Analysis of innovation between Microfinance system in Vietham and
other international benchmarks
Chapter 5: Factors affecting the financial sustainability of Microfinance Institutions in Vietnam

Chapter 6: Conclusion and Proposals

1.6  SIGNIFICANCE OF THE THESIS

In its efforts to analyz the causes and effects of Vietham microfinance developthetitesis
aims atcontributingto seekng answerdo theresearchjuestionanentioned abovegs well as

providingsome suitable suggestions for the national policy makelsvelopa strategy foan

inclusive economy in which microfinance is a part ofriagonal financial system

The thesis is the first study in Vietham research literature in the field which kds us
comprehensive estimation techniques, i.e. time fixed effect static model aMldyNamic
model to test financial performance indicators mcavering determinants of microfinance

profitability.

Empirical results provide evidence that profitability of microfinance institutiongemam is
affected by institutiorspecific factors and macroeconomic, control variables that are not the
direct resllt of institutionmanagerial decisions. In this perspective, the research approach of
the thesis has been organized to provide a tool for exploring profitability detersainant
Therefore, at a policy level, the results of this thesis can contributeitee dgftimal policies

for institutional management of microfinancéhe results of the thesis provide also some
indications on the ways to define credit market policy with the goal of improving thés po

access to finance services
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CHAPTER 2: LITERATURE REV IEW

2.0 INTRODUCTION

In this chapter, waystemized theoretical issues surroundimgrofinanceincludinga broad
concept of microfinance, microfinance institutions, microfinance approattteesternational
rules and regulations on sustainability andaficial sustainability of MFIs and reviewed

Vietnamese researches about microfinance subjects.

2.1 CONCEPT OF MICROFINANCE, MICROFINANCE INSTITUTIONS

While it is commonly agreed that demand for microfinance services is large and though the
term “Microfinance” has been used widely but it seems that there is not a common view in the
definition of microfinance. The main difference among definitions is aboutrahge of
services and target clients. The Asian Development Bank (ADB) definedfim&rce in 200

as “the provision of a broad range of financial services such as deposits, loansnipay
services, money transfers, and insurance to the poor anrthdowe households and their
micro-enterprises”. It is noted that ADB’s definition of microfinance idelsi micre

enterprises, low-income households as well as those below the poverty line.

The Consultative Group to Assist the Poor (CGAP) website defines microdinas
“providing very poor families with very small loans (miercedit) to help them engaga i
productive activities or grow their tiny businesses”. They however also iediwtt over time,
microfinance has come to include a broader range of services (credit}, sasurance, etc.) as
it has been realized that the poor and the poorest ahaslack access to traditional formal

financial institutions and require a variety of financial products. According toCtBaP
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definition, traditionally microfinance was focused on providing a very standdrdizit
product to only the poor and the poorest but not specifically theifmeme households and

their microenterprises.

Researchers such as Kyerbdgabdleman and Osei (2008), Schreiner 2000, Legerwh©€9)

shared the view that: Microfinance is the provision of small scale financiatessuch as
deposits, loans, payment services, money transfers and insurance to low income or un
bankable people. Legerwood, J. (1999) even broadened microfinance as an economic
development approach intended to benefit-loeome women and men (i.e. in sonease: the
low—income households). In term of financial intermediation, Legerwood further emgthasi

that many MFIs not only offer financial services but also provide sociaimetiation services

such as group formation, development of-selfifidence, ath training in financial literacy and
management capabilities among members of a group. Thus, the definition of mmaefina
includes both financial intermediation and social intermediation. With that definition,

microfinance is not simply banking but a development tool.

United Nations Capital Development Fund (UNCDF) defines microfinasemather segment

of the market for financial services.

In Vietnam, until nowin any official legal documents, people use the term of sscalk
finance instead of micrbnance torefer the provision of small scale and simple financial
services and banking products for laveome households and/or individuals particularly poor

households and extremely poor. (Decree 28/20050¥)-

Though there is somewhat different in the definitions of microfinance, its shows a
comprehensive picture of the microfinance industry around the world. Before the pdyr rar

accessed services through the formal financial sector. They addresse@édefomfinancial
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services through a varietyf dinancial relationships, mostly informal. Credit was available
from informal trade suppliers, mondgnders but usually at a very high cost to
borrowersSavings services were available through a variety of informal relationskées |
savings clubs, rotating savings and credit associations, and mutual insurasibessthat have

a tendency to be erratic and insecure. People living in poverty, like eecglse, needed a
diverse range of financial instruments to run their businesses, build asséibzesta
consumption, and shield themselves against riskeancial services needed by the poor
include not only basic financial services such as savings and loans, but also aovantsa

bill payment services, pensions, insurance, money transfer. Mareoxe have been
recognizing the role of various kind of ndmancial services antechnical consultancy both

pre and post the provision of credit service is very important to ensure that the quovisi
credit service is success to the poor and the poorest. Thus, a broadening of tpe afonce
microfinance should be necessary and our current challenge is to find efficientiaht® rel
ways of providing a richer menu of microfinance products. From that point of view,
microfinance can be understood generally as a method of developing the economy through the
provision of smaklscale financial services (credit, saving, credit card, insurance, payments and
other financial services), as well as forancial services such as: business & enterprise
developmentsocial intermediation services, social intermediation, and social services-to low
income men and women to assist them in meeting their cost of living and investing in their
business. A broad definition therefore specifies that microfinance is not oahcérbut also

non-finance as a development instrument.

Institutions that provide these small financial services are known as micadimastitutions
(MFIs) or microfinance organizationg.hey are banks, financial cooperatives and sstlle

financial nstitutions (both formal and seifirmal) that provide microfinance services.
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Microfinance institutions are considered as a tool for poverty alleviation througlovimgr
access to finance and financial services. MFIs have helped the poor to increagealdlyi
investing capacity, alleviating micro business funding constraint and tiy@ift on to a higher
economic status. They also frequently provide social and business developwieas sich

as literacy training, education on health issues, trainingfieancial management or
accounting.According to literaturesthese benefits of microfinance can only be realized as
long as the poor continue to be clients of microfinance institutions (Ahlin and Jiang 2008).
Thus, it isimportantthat microfinance indtutions should find the way forther enablinggeven

the average borrower to graduate from continual dependence on them to enhance long run
development. This will enable MFIs close to the goal of-poterty at the same time with
sustainable developmeritypes of MFIs are classified differentially in microfinance literature
discussion according to their intended missions and objectives, organizati@yadesiaces

provided, ownership of equity/funding sources, regulatory status and decision making

Table 3 Types of MFI

Regulated Banks, regulated nebank financial intermediaries, regulated NGOs
Cooperatives Financial cooperatives and credit unions
Unregulated NGOs, norbank financial intermediaries, MFI projects and others

Souces: Lafourcade et al. (2005); Shaven Widin Bongasu (2015)

Table 4 : Classification of MFIs

Category A Type 1 Simple norprofit NGO

(fund resources depend ( Type 2 Nonprofit NGO associated with limited depesitking

t Id
external donors) Type 3 Incorporated MFI (transformed NGO)

Category B Type 4 Credit Union, Savings and Credit Cooperatives Society

(fund resources come from their

business activities)
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Category C Type 5 Specialzed Bank, Depositaking Institution or Finance

(fund resources depend heavjly Company

on public resource) Type 6 Mutual Ownership Bank (licensed)

Type 7 Equity Bank (licensed)

Source: Van Greuning et al (1999), Shaven Widin Bongasu (2015)

The international conception which defined microfinance argdions are smabcale
financial institutions providing microfinance services to the poor goes in line tvh
Vietnanis Decree 28/2005/NECP. It is stated in the Decrethat: “Smaliscale finance
Institution is the financial institutions operating fmancebanking field with the main
functions of utilizing its equity, lending funds and deposits to provide simple andsrakdl
finance banking services and/or produtts low-income individual and /or householdl'he
Vietnam Law on Credit Institutio@010 allowed to broaden operation area of MFIs to serve
smallsize enterprises, stated that MFIs are “types of credit institutions that ncamdct
banking operations to meet the need of-loeome individuals and households and super
smallsize enterpses”. Under the Decision No. 2195/Q00g dated 6/12/2011 of the Prime
Minister approving the Scheme on building and developing the microfinance system in
Vietnam through 2020, MFIs can be allowed to label as an official MFI only if #ney

licensed by the Vietnamese State Bank (SBV).

2.2 THEORIES ON MICROFINANCE

Scholar interestsni microfinance have lagged behind dsvelopment. Many microfinance
institutions have successfully extended unsecure d small loans to poor and opemmerbat

the bottomof the economic pyramid while that was the failure of traditional banks. To explain
for the success of this infancy industry, many important economic theoriesedreragories

of asymmetric information and economies of scale have explained us that forangial
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institutions are reluctant to provide microfinance services. The theory of groupdemidm
joint liability, which originally is a method of lending but presently developed asoaytive
microfinance, explains Microfinance Institutions can avoid the above stated rrdble
creating financial contracts that impose joint liability and create dynamintines to mitigate
the effects of asymmetric information. The law of diminishing returns shows how
microfinance services can be profitable tkato the fact that the poor businesses can pay high

interest rates and why microfinance institutions can charge those tegtiadhe poor.

Theory on_asymmetric_information developed by the three US economists who won 2001

Nobel Prize in Economic img@d the simple fact that two sides in a transaction do not have the
same information. One of the most vital tasks of the bank is to ensure about the rdpayme
probability of borrowers to protect its depositors and shareholders against riskforihehe

banks need to use information effectively to solve the three economic problemskikidhat

loan contract to provide, to whom and what interest rate. The bank required significant
expenses to gather, processing and storing information on borrowers. Asygninfi@rmation

in credit market can lead to adverse selection and moral hazard, which can be source of credi

risk and be the main concerns of any bank.

Adverse selection arises because the bank cannot perfectly observe tdedstc of
borrowers.They give the same treatments to the risky borrower and the safe onesrSthevh
screening mechanisms cannot effectively distinguish, the standard solutions forrddok a
demand collateral in order to ensure that only safe types enter the market.eHawgeal
microfinance clients are the poor; they don’'t possess sufficient wealtiolfateral under the

bank’s regulation. fierefore, they are denied accessmthe credit services.
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Moral hazard arrives after the transaction when the borrowers mael&éom the terms of the
loan contract or actually use the loan for other purposes. One solutithre foank is to have to
monitor the borrower’s actions after giving loan, and this approach ig.cbisd bank, therefore,
try to demand collateral @asmean of mitigating the problem of moral hazard. Once again, poor

borrowers are excluded from the market because of asymmetric inforipitidems.

Theories on economies of scal@nplies lower average cost as the result of mass producing a

good. In finance, it can be understood as both when loans are large and when the number of
borrowers increases, the average lending cost decreases. This theory in omeaiceges

lender to make large loans rather than a number of small loans to reduce costthertisale,

it suggests that if lenders can make some loans in the same ways, the avesaggainaixed

cost also decreases. Therefore, to expand quickly and keep the costs of handlimgareach |
application low, financial institutions may offer sinfidd and standardized loan contracts but

by so doing can lead to a fadiff in portfolio quality because of economizing on the resources
needed to select the best potential borrower. To find out the solution, financtatimssi have

been interested ifinding new lending methodologies to the economies of scale and increase
the quality of borrower such as making use of advantage of new lending technologies such a

Group Lending Methodology.

Group lending with joint liability: In the late 1970s. the swess of Grameen Bank

introduced a practical solution for the problem of adverse selection and moral hiazard: t
group lending with joint liability which is now known as a theory of social liabditypeer

lending. Indeed, the solution is the idea timstead of offering individual liability contracts,

the bank lends to a group of borrowers who are jointly liable for each other’s lgahot®
member of the group default on his debts, other members in the group must repay the bank a

portion of the defaulting member’s loan in addition to their own liabilities. The group loa
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contract differs from an individual loan contract in that group members are now baliheif
fellow member’s loan. Therefore, safe borrowers will not wish to match ki types snce

the latter are more likelgefault on their loan, leading a higher expected joint liability cost.
Group lending with joint liability overcomes the problem of moral hazard by padiseng
monitoring activity onto the borrowers themselves. They will monitor their eempressure
those individuals who misuse their loan to act accordingly. Since group membergiadllyy
know each other well in advance of the date of borrowing, so their information for each oth
can be available they will save the expense less than it would be for the lenderaasdd the
quality of borrower. Moreover, when financial institutions made loan to the group, #te fix

cost transaction would be lower than if they made individual loans.

The Law of diminishing return and profitable microfinance: In economics, diminishing

return law plays an important role in explaining a firm’s behavior. It states thther factors

are fixed in supply and successive units of a variable factor are added to thethetleatra
output derived from the employment of each successive unit of the variable factoaftersh
time, decline though they may increase prior to that and this may hold for reaenved| as
output. In finance, the law of diminishing return can be expressedhas more capital is
added, the marginal return tends to increase to a point beyond which any additioial capi
could lead to a lower marginal return. Applying this theory into microfinance eahttea
belief that small businesses seem to have higher marginal return than langsdmssbecause
they lack access to capital and any additional capital could be in the fgstaftancreasing
marginal return, while large businesses seem to be in the second stage ofragonasginal

return

As stated aba, due to the high transaction cost, the expense against high risk due to imperfect

information and moral hazard, Microfinance institution tends to charge thegshtate much
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more than the rates that commercial banks chirglee usual customers. Buifact, that the
poor can enjoy their investment opportunities and they can earn profit thanks twv the la
diminishing return and they are willing to repay their loan with high interess$.raherefore,
microfinance Institutions can expect a profitabitel sustainable development by meeting their

high cost by charging high interest rate.

2.3 MICROFINANCE APPROACH

As stated above, Microfinance Institutions are considered todie for poverty alleviation
through improving access to finance and financial services for the poor. This fundibtisof

helps poor households create their income generating capacity to get out of multifaceted
dimension of poverty and reduce their vulnerability to unexpected events. Thus, the
contribution of microfinance to this end has been measured through what is known as
microfinance outreach that is the capacity of an MFI to reach the poorer afahen@cally

active poor. BesideIFIs need to gain financial sustainability through its effective operations

in order to create profits to cover its expenses and develop in long term. The two goals of
microfinance in providing financial services to the poor: for poverty reslu@nd for profit,

result in two different approaches in microfinance, which are mentioned iatUreras the

poverty reduction approach and the financial systems approach (Robinson, 2001).

Poverty reduction approach is the approach of elfarists which consider microfinance as a
tool for poverty alleviation. This approach measures the poverty lendidggdily of outreach.
That is, it focuses on not just large number of clients (breadth of outreach) but latger wim
poor clients (depth of outreachihis approach claims that there is no need to discuss financial

sustainability if services provided do tnbave any impact on client's poverty level. It
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concentrates on reducing poverty through subsidized credit with donor and government
support or social investors (Robinson 2001, Woller and al 1B&8@hg the view of welfarists,
many organizations especially NGOs argue that there is adfadetween sustainability
(profitability) and targeting the poor (outreach) because the poorest areffsttive to

reach when profitability is considered and thus donor support is required to this end. Most
MFIs tha provide subsidized credit have failed to meet the excessive demand fordinanci
services from the poor household in terms of both outreach and financigufieient.
Moreover, for the extremely poor household because of lacking profitablengeléyment

and high risks involving in using loan they may not be able to use the loan effectively
(Robinson 2001) and thus credit may be even harmfulhtem. Indeedif there exist some
productive opportunities, financial services can help poor households get out of poverty
(Gonzaler Vega, 2003) and assist in stabilizing income and eliminatingratilitg to risk

(Zeller and Meyer, 2002, 2003) but if productive opportunities do not exist, repayment

capacity will usually be missing and enforcement of debtraots will impoverish borrowers.

Financial systems approach is developed bynstitutions which focus mainly on financial
sustainability of microfinance institutions to create sustainable financial intedmoadfor the
poor.Institutionsargue that irmost cases, donor dependence is not certain; microfinance must
be able to sustain itself financially to serve the poor in long run. The financiainsumslity is
measured by financial seduifficiency (profitability) of institutions. The most importaetfure

in financial system approach is that it focuses on applying the principlemafewial finance

into knowledge of microfinance market, then constitutes the term commercial imacicH.

The essential and expected goal of commercialization of microfinance is taatiastainable
microfinance which comprises of both institutional sustainability (widereaaty) and

financial selfsufficiency.
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Another important feature of financial systems approach is that it considessidtagnable
provision offinancial services to the lowncome households who camake use of financial
services, but not necessarily the poorest of the dostitutionsargue that given enabling
macroeconomic, political, legal and demographic conditions, financial institutiamsbe
developed to provide sustainable financial intermediation for the economically pativend

low- income households at the local level profitably without subsidy and with wide coyerage
by doing so, the financial systems approach aims at achidargg scale outreach with
broader range of services including credit, saving and other (Robinson 2001). The financial
system approach’s goaf sustainable microfinance is reached by delivering financial services
at interest rates that enable them to c@lecosts and risks and to generate profit. To make the
financial system approach viable, it requires commitments by governrodmaricial market
liberalization, reducing targeting loan and better pricing of financialymtsd However, over
emphasin financialsef-sustainabilitymay lead an MFI into moving away from its poverty

reduction objective (Stack and Thys, 2000). This is known as mission drift. (AubeR0&3|

Like other developing countries, Vietnam is following the traditional poveeguction
approach providing microcredit programs for the poor through mass organizatobtise state
development banks, especially in agriculture and rural development. HoweveriethanVv
Government is now seeking to lighten its subsidy burden arads$uft toward markebased
provision of microfinance through independent NGOs is underway (ADB report, 2008). It is
the true that microfinance can be profitable and following financial sysfgmoach is the
right way, to enable the development of sustdile microfinance. However, if microfinance
institution only focuses on profitability and bett&f poor client, the poorest of the poor are

left aside and the social objectives of microfinance will be disappeared. Tre e a
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balance between a satand commercial goal to support the development of the microfinance

industry.

2.4 MICROFINANCE LITERATURE REVIEW

Microfinance is a hot topic in current development debates although it has long history. A
great deal of attention and funding has berected toward microfinance over the past few
decades Scholar interests in microfinance laggeehindthe development of microfinance
industry. The development of MFI is the grenditions for them to complete their important
goals.However, the factorsletermining the development of microfinance sechorare not
clearly known because developmeraain be measured idifferent way basing onMFIs’

specific characteristics and theisjectives

MFI are considered developed if they contribute to both economic development and poverty
reduction, that made the main difference between MFIs and commercial banks. While
commercial banks try to achieve sustainability before expanding access esertheli are

still young, MFIs focus on their first goals of depthdawidth access right from its
establishment and then their operation, financial and institutional sustaingbifityyen Kim

Anh et al, 2014, Nghiem Hong Son 2006)
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Chart 1: Development process of MFIs

Sustainability 4

[ty ]

Commercial Banks /
,I
/ “/‘,,
o

MFls

NGO MFls

Approach

~
>

Source: Nghlem Hong Son (2006)
For development, it is often mentioned in literature that MFIs have to face double challenges:
not only do they have to provide financial and services to the poor (outreach) but they also
have to cover their costs to avoid bankruptcy (Giovany Ferro-Luzzi and Sylvain Weber, July
2006- Measuring the performance of Microfinance Institutions). Hartarska and Nadolnyak,
2007 also emphasized that the objective of MFIs is generally seen as a double one: to reach the
financially excluded poor and to become financially sustainable for being independent from
donor subsidies. The focus of existing studies on MFIs’ development so far can be divided into
three broad categories: (a) the analysis of MFI specific determinants of performance such as
contract design, lending methodology and corporate governance; (b) macroeconomic factors
determining the uneven distribution of MFIs and the impact of country-level aggregates such
as growth, inflation, poverty and corruption; and (c) the analysis of macro-institutional
determinants of MFIs’ success by disentangling the impact of MFI sustainability factors and
the external environment they operate in’. Recently, the transformation of MFIs into

commercial entities has also increasingly received attention. All studies have theoretical and

7 Dr. Nargiza Maksudova, CERGE-EI- Macroeconomics of microfinance: How do the channels work- CERGE-EI Prague, October
2000.
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practical meanig to affirm the role of microfinance in respond to the need that bank couldn’t
fulfill and flourish where formal banking sector fails as well as supporth®rintegration of

microfinance into the national inclusive financial system.

Sustainability in MFIs, which refers to the ability of microfinance institutitmsover their
operating costs using operating revenue generated from their core acf{Witésr et al,
1999; Ledgerwood, 1999) and its determinants are also main subjects ofhexsedvt-1$
sustainability could be considered as a mean to ensure the development oinamceof
industry. It is argued that the sustainability of MFIs depends on the colewey context
because their performances are -negligibly influenced by the macroeconenand macre
institutional environment in which they are situat@dcounting for context allows a clearer
picture of institutional success and failure to emef@e Ahlin et al, 2010). Empirical
researchers aganroose 2008, 2008nd Christan Ahlin et a2010, S Katshuri Imai, 2009,
2010, 2011..., are pioneefscused on studying the link between macroeconomic facgush

as economic growth, inflation, poverty, corruption and microfinance operation haid t
importantresearcltonclusionsdemonstrat@osiive correlation betweeaconomic growttand
MFI financial performance. Campbell N.D and M. Rogers in 2012 examined the
determinants of return on equity for MFIs. The research indicated that MFIs beguk to |
the capital markets as a source of fun to meet their objective of being finamst@hable
without relying on external funding. Research finding also confirmed that ntacromic
conditions affect MFI return.

Almost empirical researches about determinants of MFIs’ sustainab#ityssad regregm
model with crossountry data. There are a few studies on developing countries with
particular economy and political structure but their results are diffdendle, B. A. (2012)

identified factors affecting to financial sustainability in Ethiopi&luling microfinance
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breadth of outreach, depth of outreach, dependency ratio and cost per borrower. Chijoriga
M.M (2000) evaluated the performance and financial sustainability of Tanzani&s iMF
terms of the overall institutional and organizationalrggth, client outreach and operational

and financial performance. Finding shows that numbers of branches in almost regions of the
nation, loan repayment rate and capital structs are main factors giving effeécamdial
performance of MFIs...Each country dh#heir own microfinance characteristic as well as
different macroeconomic environments so effects of these factors to 8diStainability are
various. This thesis with the topic of analysis of factors affecting to develapaien

microfinance in Vietnamase will help contribudin to literature on this field.

2.5 VIETNAM'S RESEARCH ON MICROFINANCE

In Vietham, since the success of 1986onomic reformthe nation has transformed frdire
central planning to a market oriented economy (Dao Hung 2001, 20@X)jained major
achievement in terms of economic growth and poverty reduction. Rural development and
agriculture are considered as a priogpal in the national development strategpd
microfinances considered as the most important component of tagegyaiming at ensuring
rural households having access to financial services (SRV).2082 a powerful mean of
poverty elimination, the growth ahicrofinance in Vietham has become more and maypél
and drew attentions of both local and foreigneraegeersMost research efforts haweainly
focusedon analysis of microfinance markéd understandthe industry’s characteristics,
highlight challenges and constraints for future development; analysisdtie olemicrofinance
schemes at the local leyalredit rationing;assess impactand efficiencyof microfinance

schemeon poverty alleviation, householdgllfare.
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PiereFallavieris one of the first foreign researchers who are interested with microfimance
Vietnam. The American came to Vietnam tofded trip study in the poorest regions for his
thesis in 1994. Through extensive literature review and participation inrieldiewing, the
authoranalyzed Vietnam’s microfinanda terms of the characteristic and’ the environments
thatMFIs evolve n andtried to identifyindicators of the effectiveness of MFIs in empowering
people out of poverty. His analysis concluded with a relatively positive impredsabn t
Vietnam has potential to develop an efficient infrastructure of MFIs tbatdadeliver a@apted
services to the poor on financially sustainable basis and enable therintegrate the
productive fabric of the society. For that purpose, he suggested Vietham’s micrefinanc
strategy should be +@riented to promote the creation or formalizatadnMFIs and allowed
them to operate on a markaicing base. The study contributedhelp Viethamese regulators
draw out policy directions for the development of the microfinanBesidesindependent
researchersthere are many international projectste¢hnical assistance from World Bank,
ADB, ILO to support the country develop the young microfinance induistiietnam For
example,the World Bank’'sreport of “ Vietham: Developing a comprehensive Strategy to
expand Access (for the Poor) to microfinangervices: Promoting outreach, efficiency and
Sustainability..” in Feb. 2007 showed out their overall assessment of Viemamzsfinance
landscape as well as some recommendations for Viethamese Goveinnafetting the
Decree No. 28/2005 (the regulation permits some NGO organizations can be tradsfaom
formal microfinance institutions) into practicAkdam Carty and his colleague conducted
survey of scheme and issues in April, 2001 assessed-fmartcial schemes operated by
NGO microfinance nstitutions through indicators of outreach, customers’ satisfaction and
the different of cost fees between formal and skmmal microfinance sector. The survey is

conducted base on 84 schemes in operations throughout Vieamamfound that
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microfinance Vietnam is a repressed microfinance systerm where goverment get up
interest rate and it is the level below that market demand and supply wouldis¢gheecide.

A repressed finance systerm leads to the segmentation in Vietnam miccefisaators
which remains dominated by the two big state banks: Vietnam Bank for Agriculture and
Rural development and Vietnam Bank for Social and Policy. Solutions for that is Mietea
Goverment should develop a marketsed microfinance and encourage microfinance

institutions to be self suficiency and sustainable.

The impact of microfinance loans to social welfare and living standard of householdal in rur
areas is also among the most attractive research subjects. Inteegubverty reduction by
approaching to microfinance with major subsidy from the government has intrideese
potential access of the rural households in the country to financial services (Dao, 2002, M
Carty 2001) Cheap credit from governments and donors is provided to theirpooral area
through the network of stated owned banks (SRV, 20@2ny studies were conducted to
assess that influences with a lot of different methodologies including expégimgeantitative
models as well as qualitative approaches. All of them showed the same similae pesiilts.

Dao (2000; 2001b) assessed the seconomic impact of the rural credit funded by Asia
Development Bank and funded by World Bank respectively. The difference in the two projects
is the disbursement network of the two credit funds (the first project was disbhrsaght
Vietnam Bank for Agriculture and Rural Development and the rest one added Peopte Credi
Funds’s network as one more disbursing channel besides VBARD). According to Dag)(2001b
more than 90% of interviewed borrowers in reseatglreys confirmed their income increased
after receiving loans to start up or expanse sstale businesses although even there is still a
limitation in the diversity of work to generate income. Loans have beenynthstlursed for

livestock and farming activities (Dao, 2001; Nguyen et al 20With higher income,
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expenditures for family consumption increased, particularly spending on beltigoling
Levels of assets and savings also increased significabyther quasiexperimental survey

by Swain ¢ al. (2008)to estimatethe impact of microfinance on poverty reductialso
showed positivdeneficialresultson poor’sliving standard. The survey targeteid Mekong
Delta area in Vietnam witthree group®f research people: successful members (thndse
successfully escaped from poverty at the time of the research), poor membaise(siwho
remain poor), and nemembers (who did not join in any microfinance program), covering 134
households in the research area. With approaclpaoficipatory ural appraisal (PRA)
techniques including group discussions andlepth interviews, the findings show average
income per capita of the member households is up to three times higher than that of no
members. The authors also foutitht members had accumulatedrs andbetterquality
assets than nemembers.Not only stop at observation approach which is just observed
outcome fdlowing programe participatigrthe above results can be seen through empirical
researchesHao (2005) used data from the Vietnam Livi@tandard Survey (VLSS) data in
1993 and 1998, in which more than one thousand households were sdomplbs
econometric modelThe author appliegdrobit regression to estimate determinants of credit and
the Heckman twostep method to estimate the impadaredit on household welfare. The
findings showed that access to formal credit has a positive impact on consumpiapiteer
Lensink and Pham (2012) used panel data with a sample of about 3,200 households, obtained
from VLSS 2002 and 2004 to evaluate the impact of microcredit provided by VBSPf-on sel
employment profits in Vietham. The findings indicated that microfinance hadiyeoand
significant impacts on se#mployment profits of the borrowerdMore importantly,
microfinance had positive impacts on poverty reduction and these impacts wete mo
significant for the poorest households.
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However,while the impact of credit on household poverty reduction is found positive but
some small, formal financial sectors have shown itself unsustainable in gedlhirpoor.
There are still many poor households in Vietham that could not access to formasaveces

even though theyave vast demands for using loan capital and they have high repayment
capabilities to debts.they have refused borrowingguuction capital from the bank®( Dao

Hung 2000“Credit Solutionsthe Poor in Vietham” and his further research report “Outreach
Diagnostic Report: Improving household Access to Formal Financial S8vicehe effort to

figure out cause of that problel®Rham and Izumita (2002) assumed an excess demand for
credit in the rural market and thus saw credit rationing as a function of act¢hssmarket or
external credit rationing. They found that reputation, the dependent ratio anchahataof

credit demaded are determinants of credit rationing. Their results imply that poorer
households are more likely to be rationed. The research conclusion of Pham and Isoumita a
credit rationing has reminded us to a previstugly of the Rural Credit Market in Vietm” by

Tran Tho Dat, 1998. The research used logic model and OLS regression to examine
determinants of households access to formal credit in Vietham. His result shavddrmn

size, farm size squared, total number of household, the possibility of mjeclgilateral and
social participation have significant impact on the probability of access nmafaredit. It
means thathe poor or extreme poor in rural areas who have no collateral have been objective
of credit rationing to become thankable. Lookig more at several quantitative empirical
researchs on Vietnam rural credit which discdegerminants of credit and determinants of
credit rationing by authors like Quach Manh Hao 2@&%ong H Nguyen or Mikkel Barslund

and Finn Tarp gve us quite simila answersfor who, loans can be appoved. Borrowers are
rationed at all levelthe amount of credit that they may receive is affected by various factors,
of which education, household savings, t@nailibility of credit and the area devoted to
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farming are mportant. Lenders likely prefered better off households rather than the really poo
that leads to the unbanking stituation of the very poor in rural areas while they ameghe

targeted clients in traditional microfinance

To fulfill the gap of formal lank to provide financial services to the poor, since the early of
1990s, there are the establishment of some govermelatdd institutions such as TYM fund,
Women Union’s Fund or CEP fund as well as the emerge of some NGO institutions like Save
the Childen US or the Adventist Development and Relief Agency International (ADRA).
These institutions had been grown expansion access rapidly and had been believed to
contribute to poverty reduction and the development of microfinance industry (Nghiem 2005).
Through a survey of 46 NGO schemes in the north and the central regions of Vilgtaem

et al conducted a research investigating the efficiency of these prograerasuthbrs use data
envelopment analysis (DEA) methods to assess the technical efficiensgad@cefficiency of
microfinance schemes. The empirical results reveal that the average technicakgficmes

of schemes surveyed is 80%. Especially, schemes operate in remote area seem ® be mor

efficient than other schemes.

According to interational literatures on microfinandealancing outreach and sustanabiltiy is

the key tosucces®f some big famous microfinance providéRhyne 1998, Robinson 2001,
Gonzaler Vega 2003). The results encoudagetnamese local researckdink performance

of Vietnamese microfinance institutions with various factors that could impact fiberdf
operations and long term operatiom figure out the relationship between outreach and
performance sustainabilithmong studies, there are two authboéhchosesystem ofPeople

Credit Funddo study but they used two different econometric modeksople’s Credit Fund
Systems (PCFshas demonstrated to be the successful microfinance provider that reaches

sustainability while serving the leimcome householddHowever, PCF operations are also
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various, because each PCF is individually independent in term of finance and management.
Many PCFs work very sustainably, while few others are in bad conditmng is suitable to

be chosen tdest the relationship betwe@utreach and sustainability. With author Nguyen
Thu Hang, the Polanco model is applied k7 grassroof of PCFs in Thai Binh and Ha Tay
provinces in period 2002009 to analyze the relations between outreach and FSS (ROA).
Finding of the papeconfirmsabout the tradeofin microfinanceperformance outreach has
negative relation with FSS in PCF case. However, effect of other factors setliscaegation

and help PCF expand outreach to the poor and reach FSS simultanEouglyampledan

size relatepositively to ROA and negatively to number of borrower. Estimated results suggest
that for PCFs reaching sustainability, outreach will be deepened if PCEasaanumber of
borrower and/or decrease ROA and/or call for aid; for PCF, which has not reached
sustainability yet, it should increase margin and/or raise ratio mabgilan asset and/or put up
loan size. Margin (interest policy) is one of the most important policies that P&fdsh
consider. WhileLe Thanh Tam (2008) with his Ph. D thesis “Devet@nt of Rural Financial
Institutions in Vietham” followed model of Christen (1995) and Thys (2000). The result of
empirical econometrictest showed theagreement with the hypothesis @omplicated

relationship between sustainability and outreach.

Althoughthere are severampirical researches, in comparision with other toes) Vietnam
has stillfew of in-depth studies on factors affect to financial performance of institutions. There
are not only outreach which has impact on financial sustainabilityaybfinancial institutions
but the others. The hole in Viethamese literatures on financial performameerofinance
institutions would be a very interesting subjects to explore and indeed, it crelatesfa

motivation for the conduction of this thesis.
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2.6 CONCEPTION FRAMEWORK

Conceptualframework is the system of concepts, assumptions, expectations, beliefs, and
theories that supports and informs us the main objective ofedearchin visual (Miles &
Huberman, 1994; Robson, 2011lt can explan either graphically or in narrative form, the
main things to be studiedthe key factors, concepts, or variableend the presumed
relationships among thenThis study is conducted to analyze factors that affects to the
development of microfinance in Vietma. These could be understood as the sustainability of
microfinance industry as well as permanent operation of MFIs which are neansduct
microfinance activities. There are many criteria to evaluate the performamsierofinance
industry but the mogtopular method among analysts called “Critical Microfinance Triangle or

Triangle Theory of Microfinance” proposed by Zeller and Mayer (2002).

According to Zeller and Mayer, there are three critical dimensions thatdsheutonsidered
thoroughly in evaluating MFIs’ performance: financial sustainabilityreaah to the poor and
impact on welfare. The inner circle represents MFI innovation in technology, golici
organization and management that affect how well each objective is met. The atléer cir
represents the environment which broadly affects microfinance performance includes the
human and social capital possessed by the poor, the economic policies of the country, the
quality of the financial infrastructure that supports financial transactimmpsovements in the
environment make it easier for MFIs to reach the three objectives. Basing on &elle
Meyer's frameworkthe researchwill focus on the assessment ttee environment in which
microfinance operates, the finance innovation of MFIs and faetifesting to the financial

performance of MFIs.
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Figure 1: Critical Microfinance Triangle

Human Capital, Policies, and Financial Infrastructure

OUTREACH
TO THE POOR

INSTITUTIONAL
INNOVATIONS

FINANCIAL IMPACT
SUSTAINABILITY

Source: Zeller and Meyer (2002)
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2.6.1 Suistanability of microfinance institutions.

Sustainability is equated in microfinance literature and parlance with finapdtafficiency

and may be assumed typically link with4arofit commercial organizations. But it is not true,
almost twaethird of sustainable microfinance institutions are NGOs, cooperatives, pubks ba

or other noffor-profit organizations (Rosenberg et al, 2009). In general, the term
“sustainability” is refers to the loagrm continuation of the microfinance program after the
project activities have been discontinued. It entails that appropriate systeépsoaesses have

been put in place that will enable the Microfinance services to be available on a continuous
basis and the clients continue to benefit from these services in a routine manneraldlista

can be viewed from an institutional or project perspective. From institutiongbeotie,
sustainability is taken to mean full cost recovery or profit making and assoeudtethe aim

of building microfinance institution that can last into the future and provide seoncasong

term basis with either its own resources or debts secured foommercial sources which
organization must have ability to repay and without perpetually relying onrrgoeat
subsidies or donor funds (Christen 1997, Meyer 2000, CGAP) and from a project perspective,
sustainability refer to the life of a project beyond a period during whiclm@gades come from
external resources such as donors (Legerwood 1999). These two perspectives have been
showed that sustainability is a question of seffiance in the medium to lortgrm in which
income from microfinance operatis/services should be greater than cost of operations or
service delivery. Sustainability not only immediately understood as finanaias ter
resources term, it has broader dimensions including institution sustainabilitketma
sustainability, legal paty environment sustainability and impact sustainability. Institutional
sustainability looks at those dimensions of the organization which deals with thealinte

organizational environment such as organizational, managerial and financial .adpectser,
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of which financial sustainability of MFIs has always become the critical pbiiotcas in their
sustainability analysidt is a necessary condition for institutional sustainability.

Some people doubt on whether the necessary of sustainability of imacid institution in

long term when donor’s funds stop. They argue that sustainability of the micro ee®rpri
more important than the longerm existence of the financial institut that stood behind the
startup.... It implies that the longerm sustainability of MFIs is not important as long as
money was given to micro entrepreneurs and a-gpattelp was given. However, literature
proves this fact to be wrong. First, possibilities of promoting sustainable merpeses have
been explored through microfinance institutions. Microenterprises stiigingup usually

need small capital to keep maintaining their operations and still it is difficult for thet@oor
manage that small capital need. The poor need to have access to financial sernggerm
basis rather than just a onetime financial support. Short term loan can chélengsbility

of microenterprises and worsen the welfare of the poor (Meyer 2002). Second, miceofinanc
institutions themselvesould befinancially selfsustanable; they hold out a promise that
development can be made to pay for them and even generated a surplus to fund an ever
expanding number of beneficiaries on permanent basis. This promise has capgredtion

and mobilized resources and attentionpalicymakers, donors, development prichiers and
increasingly formal sector financial service institutions. Befonest MFIs have long only
reliedon donor’s fund to finance their growth and donor’s subsidies have some certain impacts
on some sore biress decisions of microfinance institutions. However, by the time the desire
to achieve massive scale, obtaining long term sustainability together with thef fedying

too much on donors can undercut both scale and efficiency has spurred instituthmavate,

cut cost, and improve products and services, reinforcing calls for professionglatesty

and good governance. None of this is likely in setting dominated by subsidyheske
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progressive efforts help microfinance institutions gradually escape frdsid&zation to
become independent financial institutions that can “pay for itself and must to doisadath

very large numbers of people” (CGAP-good practice in microfinance).

2.6.2 Financial sustainability of MFls

Financial sustainability has been considered as the backbone of every microfinance
sustainability activity. According to Dunford (2003), financial sustainghiieans being able

to continuously operate or function towards microfinance objectives without depending on
donor support. This definition implies the ability of MFIs to depend oncgefation as well

as their possibility of making profit out of microfinance operations. ThereforeFlawith

poor financial performance or a MFI whose profitability is determined efteering some of

the operating costs by subsidized resources or funds will not be classifiedaasidi
sustainable. Financial sustainability can be measured in several indicetiorassoperational
sustainability (OSS), financial sedtfficiency (FSS)pr profitability indicators Although it is

also argued in literatures that sustainability doesn’t imply profitghiMorduch 2005) due

to the fact that a lot of success microfinance institutions in the world iprdn NGO
institutions, microfinancesustainability is a step toward profitability. There are many levels
in sustainability of MFIs. Noiprofit NGOs institutions have considered poverty reduction as
their main goals so they just need to obtain operation sustainability (OSS) wheo® i
cover their operating cost to maintain their operations regardless the souree®rmies.
Financial seHsufficient institutions could cover their costs by operating revenue without
using any subsidized base. However, microfinance institutions if acpre¥gability, can

not only cover their operating costs but also cost of funds, cost of inflation andnother

cash cost without subsidized funds. They even can use their profit to geneeds &nds
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for reinvestment and expansion (Christen 1997, Morduch 1999, Makame & Murinde 2007,
Rosenberg 2009). According to CGAP 2004, MFIs can achieve both microfinance
sustainability and profitability if they are able to reduce their transactiots,cofering

better products and services that meet clients rggatkrate enough revenues and be able to
find new financing ways to the unbanked poor househélisncialsustainability of MFIs
should be evaluated in a muttimensional context where there are several components of
performance can be used to meastt@ewever, eaclof which can be translated into many
observable variabledepending on research targets so determinants of MFIs sustainable is
still a debated subjecindicators ofOSS, FSS, ROA, ROProfit margin... are usually used

to measure financiasustinability becausean MFI must cover the cost of funds, operating
costs, loan writedffs and inflation with the income it receives frdees and interest (Havers
1996, Anduanbessa, T.2009). But, they could be calculated and applied differently up to
study purposes. Other factors that are noted in literatures of their influence onidinanc
sustainability of MIFs are also various and not the same due to the use of difflerent
variables by researchers. For exampbeprderto identify indicators of outreach, the loan
size and the number of borrowers are usually taken as proxies for the depth ofhoutrea
Finance innovation can be seen through kinds of microfinance productions services, new
technology process, types of financial institutions taking parprioviding smalscale

financial service....

Literatures show that there are tradeoff betwkeancial sustainability of microfinance and
outreach.Some argue thdinancial sustainable is not possible by reaching the poorest people
on planet and there isteadeoff between outreach afidancial sustainable. The others think
that outreach and sustainability is complementary in nature. As microfinastitetions seek

to reach as many poor people as possible in the long run to fulfill their goals of poverty
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elimination, it must keep a balanced budget, all while growing to meet the ofeexizanding
clients. It is clear that this outreach is only possible on a sustainable amehefi@asis and
sustainability is considered a mean to achieve outreach. rFadeal MFI, institutional
sustainability refers to the ability to continue operating as developeatcifahanstitutions to
successfully provide financial services to the poor (Khandler and Khalily 199%o Iteders

to the ability to be financially sainable in order to become independent from donor
subsidies. (Hartarska and Nadolnyak, 2007). Therefore, for the development of the
microfinance institutionsinstitutional sustainability was the key to successful provision of
financial services to the poor and financial self-sufficiency was a necessary condition for
institutional sustainability (GonzalefVega 1994, Hollis and Sweetman 1998)ustainable

financial MFIs can become permanent part of the financial system.

For all above reasonanderstandig the factors affecting sustainabilepdhow MFIs become
profitable financial sustainability gery important because it helps evaluate the future of MFlIs

and helps figure out what should be done to make these MFIs sustainable and hence ensure
sustainale provision of microfinance services and sustainable poverty reduction through

outreach.
2.6.3 Financial innovation in Microfinance Institutions for sustainable develpment.

Generally, innovation refers to the introduction or use new ideas, or waysngf thimgs.
Innovation has been widely recognized as a significant phenomenon in any ecsecioi®f
either developed or developing countries. According to Davila et al (2006), innovation is a
necessary ingredient and an integral part of a businespresgs. Miller (1986) and Merton
(1992) also highlighted the importance of new products and services in the dinamcia.

Microfinance indeed is a subset of financial innovation targeting the-soaé clients with
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micro financial products and services that they can afford. Financial innovation i
microfinance can be defined as the emergence of new financial products, r@mizatrgn
forms, new processes and systems that financial institutions employ to do $usines
constantly improvement of the iskng product and activities of financial institutions to
expand the range of financial products and services, better process, effidiemt teymeet the
emerging needs of the stakeholders. Financial innovation can be sucdessfalps reduce
costs or increase revenue through introduction of new services, products to ngpen
opportunities of financing and investing a&ll increasing market clientgliversification
choices in the terms of portfolio size and sources of financing. Financial innovahobec
measured in three dimensions: product innovation, process innovation and institutional
innovation. To fulfil the dual mission for development, the MFI's capacity for innovasion i
very crucial. It enables MFi® tacklethe challenge of poor lidge between MFIs with their
clients for improving efficiencylow, lending to better returns and clients' satisfaction (Miller
1986). Often microfinance innovation is inclined towards improving the financiablaffdity,

accessibility of financial serves and reduces information asymmetry.
2.6.4 ConceptualModel of factors affect to MFIs’ financial performance

There are a lot of factors affecting tfieancial sustainabilitypf microfinance institutions but
they can be grouped into internal and external factors. This study will use bottalirged
external determinants include capital asset ratio, porfolio quality, geaaing size of
microfinance institutions, level of GDP, inflation rate to test and examine tatronships
between them with microfinance institutions’s profitabiliOA is chosen to beroxy
variable of profitability and defined as dependent and the others mentionedsfemte

independant variables.
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Figure 2 : Conceptual framework on potential determinantsto MFI’'s profitability .

Internal Factors Financial External Factors
Capital asset ratio Performance GDP level
Loan quality (Profitability — Inflation
Gear ratio -ROA)
MFI's Size

Source: Modifier from the model of Miriu 2011, Abebaw Yenesew

2.7 CHAPTER CONCLUSION

This chapter has reviewed and systemized the existing theoretical issues dridalemp
literature on microfinance. In summary, microfinance is the provision of soaé §nancial

and norfinancial services to unbanked poor people. MFIs aganizations that access to
financial resources from banks, government, international donors or other finartdiatioms

to conduct microfinance activities, providing financial services to the poor. Bemgjdered

as tools for poverty reduction arstcial development, MFIs need to attain sustainability to
reach their dual targets. The chapter also provided us the interesting link roditveeeial
innovation and MFI's sustainability under the effect of environment within whichsMFI
operate. There amany dimension of sustainability, among which financial sustainability has
been captured the attentions of researchers throughout the world most due to its\aaporta
the livelihood of MFIs. Factors affected to financial sustainability &1 buld be divided into
two groups: internal and external group basing on management characters.ofkénining
these factors to see how they could dominate the profitability of MFI as wellsassa®)
MFI's innovation capacity and their operating environment in comparison with migncke

in other benchmark countries will help us have comprehensive view on the development o

Vietnam microfinance.
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CHAPTER 3:
OVERVIEW ON FINANCIAL SYSTEM AND
MICROFINANCE ACTIVITIES IN VIETNAM

3.0 INTRODUCTION

Chapter 3 providedn overview othe social economic and legatvironment of Vietnam, the
national financial structure, main microfinance suppliers as well as theirctdréstcs. The
chapter presented a picture of Vietham microfinance operai@iyatel the achievemats

andchallenges t&/ietham’s MFIs during the sustainable development progress.

3.1 THE COUNTRY OVERVIEW

Vietnam is located on the eastern margin of the Indochinese Peninsula and cowers som
331,688 km of which threefourths is mountainous and hiltggions, a coastline of 3,260 km

The two largest cities are HoChiMinh City and Handhere are 59 provinces and five
municipalities with a total of 671 districts subdivided into 10,876 communes. Vietnam’s
population is over 91 million peopfeAccordingto the Living Standard Surveyublished on

theT" January 2013the total workingage population o¥/ietnam agedunder15 years older

was 68.82 million, of which 52.79 million people were in the labor forg&e population
density varies considerably in Vietham. Most Vietnamese live in rural éeasnd 72% of

the population). The main ethnic groapKinh (Viet) makes up 86% of the total population

while 14% are from the 53 small, heterogeneous ettpaps of whom the largest are the

8 Source: CIA World Factbook.
° Vietnam Statistical book 2013.
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Tay and Muong. These ethnic minorities, however, remain vastlyrepegsented on the

poverty map of the country.

Vietnam is successful in drastically reducing poverty rates. From 1993 to 2008, 48% of t
population, or 35 million people, were lifted out of poverty, reducing the percentage of people
living under the national poverty line from 58% to 14,5% by 2008, and by these standards was
estimated to have been reduced to 12,6% by 2011. Vietham is poised to rivekentsium

Goals by 2015. Similarly progress in thacé of steadily rising incomes is evident when
assessed by international standards of 1.25USD and 2.00USD person/day. Progrisss has a
been substantial in other dimensions of veling, ranging from high primary and secondary
enrolments to improvements in health status and reduced morbidity and mortalitywetowe
the prevailing poverty of ethnic minority in the country is of particular concermoédh
Vietnam’s 53 ethnic minority groups make up 14% of the population, they accounted for 45%
of the poor 2011. Most minorities continue to reside in more isolated and less productive

upland regions of Vietnam.

Table 5: Vietnam data on population 2005-2012

2005 2006 2007 2008 2009 2010 20p1 2012

Total population 83,5 84,4 85,2 86,1 86,9 89,5 90,5 91,5
(million)

Population growth 1.04 1.02 1 0.99 0.98 1.1 1.08 1.05
Economically Active 48.76 48.69 48.62 48.57 48.52| 48.49

Population (%)

Adult literacy ratg(%) 90.3 94

Life expectancy (years) 70.61 70.85 71.07 71.33 71.58| 71.9% 72.18| 72.41

% of population below 16 14.8 14.5 14.5 14.2

the national poverty line
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Population density 253.48| 256.11| 258.72| 261.31| 262.58| 270.44| 273.37| 276.32

% of population in rural 72.72 72.10 71.47 70.85 70.23| 69.61| 68.96

areas

Human Developnma 0.573 0.58 0.59 0.6 0.6 0.611| 0.614| 0.617
Index
Human Development 127 128

Ranking (out of 187)

Source: Index Mundi, UNDP reports
Nationally, more than half the workforce is employed in agriculture, fgrestd fisheries
(54% as of 2009). Most of these households have access to land. In addition to farreas, at |
35% operate nefarm household businesses. The improvement of physical infrastructure has
contributed to the reduction of poverty. Similarly, access to irrigation, high value (stmbs
as coffee, spices, shellfish or fish in addition to rice) and to a local market dgsitipacts

income generation from both farm and rfarmm activities.

In 1990s, Vietnam was among one of the poorest countries with the GDP per capital of
98USD. Butthanks to successful results of economic reforms, the GDP per capital income has
risen over the past few years from 410USD in 2004 to 835 USD in 2007. The country
surpassed GDP per capital of USD1000 in the late 2000s, and now is defined as the lower
middle- income country by World Bank. However, there is a large difference between the
average per capital incomes of 793USD/year for urban residents and the ruraé parag
capital income of 374USD/year Poverty is more strongly related to eththiamytogeography

and remoteness. In 2008, only 10% of Kinh and Chinese were poor while 52% of ethnic
minorities lived below the poverty line. Poverty is vastly more persistent in thkenor
mountains, Central Highlands, and along the flpomhe delta coastlise where ethnic

minority residents live.
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With the rapid pace of urbanization, the urban poor in Vietham raiise a problemA
growing number of workers from rural areas are migrating to the cities tio wqurivate
industry and service and many of these jobs are informal and lack employmefitsbguch

as: lower wages, lack access of health insurance, and their children cannot accassned
without resident certificates. The main reasons for Vietham’s huge suategsverty
reduction are government policies to distribute agricultural land to rural househmds a
support for the integration of agriculture into the market economy while job amraatithe

private sector has been promoted as part of the overall economic reform since 1986.

The labor foce of Vietnam is estimated at 51,87 million people and the agriculture sector
continues to employ the highest percentage of workers. (The rate has slolivigddéom

64% of the labor force in 2000 to 54% in 2007) As the engine of economic growth vidue pri
sector is generating increasing employment in the growing manufactadnggavice sector is
generating increasing employment in the growing manufacturing anidessectors, including
trade, finance and a booming tourist sector. With decreasieg odtinfant mortality and
increasing life spans, key demographic challenges for the country will beotitaguing
creation of jobs for the 1,6 million young people entering the work force everyiye@asing

the supply of skilled labor and the generation of resources to care for an agirggipapul

With massive economic growth in recent years, Vietham has an overall low ugemapto
rate. Vietnam unemployment rate averaged 2.52% from 1998 until 2012, reachingirae all
high of 4.5% in December 1998 and a record low of 1.81% in December‘201zeal

numbers, 1.84 million Vietnamese were unemployed in 2012.

1% Unemployment rate in Vietnam measures the number of people actively lookirgjdtr as a
percentage of the labor force. The figures annourtme@eneral Statistics Office of Vietnam.
69



Factors affecting the microfinance development in Vietnam

3.2 VIETNAM'S MACROECONOMIC CONDITIONS

Vietnam has during the last two decades developed into a dynamic angrdashg market

and the counyfs economyentersits consecutive third years of relative stability proving that

its macroeconomic conditions continue to improvéetnam’s focusing on maintaining a
moderate inflation, a stable exchange rate, increase reserves and redugeristsmir order

to get out of its recurrent macroeconomic instability that started in the counfQ07
Inflation has declined significantly from a peak of 23% in August 2011 to 6.7% in June 2013.
The official exchange rate has been relative stable with a melomove of Vietnam’s
authority recently to widen the exchange rate band by 1% rather than defandamgy when

the Vietham dong came under pressure. The stock of reserves with the Central Bartkeéha

than doubled in the past two years with reserves covering up to 2.8 months of import at the end
of the first quarter of 2013. Although Vietham’s macroeconomic condition remaible,sta
growth is weakening due to the absence of broad structural reform. Econaoyth dpas
slumped at 5.2% in 2012, the lowest level since 1998. However, it continued to extend its slow
growth into the first half of 2013, registering a growth rate of 4.9% in thegiastter and 5%

in the second quarter. This slow growth rate was expected to remaixt i years because it

would take several years to address structural problems facing the country.

Officially jointed in World Trade Organization (WTO) in 2007 and achieved middle iacom
status in 2010 (USD1,298), Vietham now is an active member of the Asia, Pacific Economic
Coopeation (APEC), the Association of Southeast Asian Nation (ASEAN), the FAsgiape
Meeting (ASEM) and regional Free Trade Agreement (FTAS). Integratith the world
economy helps Vietnam improve its business climate and enjoy a surplusadétbalane in

near terms. Thanks to the well performance of export sector, especiallynforezgted

enterprises, Vietham hdsr thefirst time posted a trade surplus since 1992 and obtained the
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capital current account surplus of 5,9; 5,6 of GDP in 2012 and in 2013 respectively. Strong
foreign direct investmenDI inflow together with the surplus in balance of payment helps

supporting international reserves of the country.

Vietnam’s economy performance has relied on strong performance from agecuidustry
construction, service and trade where the growth has been decelerating atoadl. <erowth

in agriculture, fishery and forestry sector slowed down to 2,7% in 2012 from 4% in 2011 due
to a number of natural catastrophes including drought in the North, floods in the Nonthl Cent
region and Mekong River Delta, diseases in livestock and falling prices ofagiostltural
products after the 2007 global crisis. While service sectors grew up lightly $ervice
growing by 6.42% last year against a GDP growth rate of 5.03% and productiattyets

higher than in other sectors), domestic sector is wglhkening becausef several factors
including low productivity, structure of resource allocation, impaired bank batdresds and

inefficiency of severiestateowned enterprises.

In 2011, the Government decided to shift policy from aiming at achieving high economic
growth rate to stabilizing the economy through tighter monetary and @eo#&ol. Then, a
broad three pillar economic program was set up in early 2012 proposing the resiguaturi
public investment, stateolwned enterprises and the banking sector. According to that, the
State Bank provided liquidity and facilitated the merger of several swedk banks over the
past two years together, tae same tim@anplementech measure to stop all deposit taking and
lending activities in gold in commercial banks to reduce bank balance sheefThskState
Central Bank has also strongly required commercial banks to lower lendisgaradeput
additioral stress on banking sector productivittesBy all these enforcethe interbank

market’'s function has largely been restored; bank liquidity has eased with higth gro

' World Bank’s report.
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deposit and lower funding costs. The State- owned Enterprises dominate key industry. Recent
estimates show that SOEs account for one-third of all business assets, and one-sixth of
employment. They account for one-half of corporate income tax revenue and one-third of
domestic value added taxes.'*The Government has also outlined restructuring plan for State
owned enterprises (SOE) in which the Government will retain full ownership of roughly 50%
of SOEs that mostly operate in public service areas or are of strategic interest, around 43% of

SOEs will be equalized and the rest will be restructured, sold or liquated. 1

Chart 2 : Contribution to GDP
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Sources: HSBC

"2 IMF’s data and information.
" IMF’s report on Vietnam’s economy.
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Chart 3 : Vietnam’s trade volume (USD billion)

250

200

150

100

B Import

I Export

——Trade volume

50 -
0 - T | | | | T |
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Table 6: Vietnam’s key economic indicators:
2009 2010 2011 2012 | 2013 2014
(forecast)
Real GDP (percent change) 54 6.4 6.2 5.2 5.3 54
GDRP (in trillion VND) 1,809 | 2,158 |2,780 3,245 | 3,684 | 4,155
GDP (in billion USD) 101.6 | 112.8 | 134.6 152.8 [ 170.0 | 187.0
Per capital GDP (in USD) 1,182 | 1,298 | 1,532 1,814 | 1,997 | 2,174
Gross national Saving (% of GDP) 30.7 31.6 29.7 33.0 29.4 26.3
Gross national Investment (% of GDP) 37.2 35.7 29.8 27.2 24 .4 23.1
Customer price index (period average) 6.7 9.2 18.7 9.1 8.8 7.4
Customer price index (% change, year end) 6.5 11.7 18.1 6.8 8.2 7.9
Core inflation (end of period) 6.6 9.8 14.3 9.6 6.5
Public sector debt (% GDP, end of period) 46.9 51.7 47.9 51.3 50.4 50.5

73




Factors affecting the microfinance development in Vietnam

Current Account Balance (% GDP, end of 6.0 -3.8 0.2 5.9 5.6 3.3
period)

Gross internationaksserves (in billion USD) 14.1 12.4 13.5 25.4 38.1 46.1
Real effective exchange rate (dong/USD, end @fl6.2 | 117.4 | 122.7 122.0

period)

Sources: IMF report released on August 9/2013,

3.3 OVERVIEWIEW OF VIETNAM'S FINANCIAL SECTOR

Financial system ismportantin a modern economy. It helps contributing to the economic

growth by its cordunctions of mobilizing and facilitating the allocation of financial resources.

It channels household saving to corporate sector channel and distributes invdstme

among firms; it allows inter temporamoothing of consumption by households and

expenditures by firms; and enable households and firms to shar¥.righs Government also

intervenes in financial system to influence macroeconomic variables suchegest inate,

inflation ...These functions are common to the financial systems of all economteanpas

present, East and West. However, the fahthese financial systems variesnsiderably

among economies due to the differences in size, complexity, avaiabieology as well as

the differences in political, cultural and historical backgrounds. In \iietradter renovation

known as “DOI MOI” in 1986, the country’s economy shifted from a centrally planned to a

marketoriented economy. The financial sector takes center stage in the renewed efforts to

reform the Vietnamese econon®efore Doi moi, during the era of central coordination and

planning, the Viethamese financial sector was completely subordindtenstrument to the

achievement of Government oljees in the productive, statavned sector.

There was a

“mono-bank” system(the World Bank 1994) with the operation of the only three financial

4" According to Franklin Allen and Douglas GaleGamparing Financial Systens
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organizations: The National Bank of Vietham (NHxédecessor of State Bank of Vietham
nowadays); Bank for Investment and Development of Vietham (BIDV) and Barfkofeign
Trade of Vietham (VCB) in which the NBV had a monopolistic position. The NBY thre only
financial institution allowed to supply shderm loans to industrial sectors while BIDV had
authority over infrastructure funding and the capital investment funding to stateed

enterprises (SOES).

The beginning wave of economic reform in the period 1B8® resulted in transforming the
monobank system into a twter banking system through the sepiara of the large State
owned Commercial Banks (SCB3from the National Bank of Viethnam and the creation of
new State Bank of Vietnam (SBV) upon the new legislation provided by Ordinance on the
State Bank of Vietham, passed on May 23, 1990. The Governimgated the new SBV
acting as the central bank and assigned its commercial banking activities tortisedim
specialized state owned commercial banks. In 1990s, there was also the entry abghint s
bank (JSBs) and foreign bank branches which aipdr limitedly under restrictions. Non
banking financial institutions such as finance and insurance companies (ex. Rost Of
saving Co...) have come to exist in the economy as well but mostly executed the function of
mobilizing funds in longterms fromgeneral public. July 2001 remarked the appearance of

stock market in Vietnam but it is still infancy.

1515Four large Statewned Commercial Banks (SCBs) are: Vietcomban&ombank,
VBARD, and BIDV. Nowadays there are another two statged commercial banks, the
Mekong Delta Housing Development Bank and the Bank for the Poor
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Chart 4 : Financial institution system
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3.3.0 Banking sector

Vietnamese banking sector is concentrated at the top but fragment in the bottom. After “Doi
moi”, the State bank of Vietnam has still kept its traditional role as a central bank of the formal
financial system. With a wide network branches in almost 59 local provinces and 01 regional
office in Hochiminh City to look after the south, the State bank of Vietnam (SBV) regulates
and supervises banks, non-bank financial institutions, the regulated-financial cooperative,
People Credit Fund. Some certain commercial banks are still assigned to provide banking
services to special market segments. For example: Vietnam Bank for Agriculture and Rural

Development mainly focuses on rural and agriculture sector....
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During the last 20 years since the beginning of the banking reform, this sexcg®dmaa lot of
changes in terms of asset exgian, types of bank, quality operations.... There are about 100
players in the banking market today including stateed commercial bank (SOCBS), joint
stock commercial banks (JSCBs), joint venture banks (JVBs), foreign banks argh forei
branches (FBs & FbhsThe footprints of foreign banks and foreign branches are increasing
while the number of joint stock commercial banks declined due to mergeesjaalizations

The total domestic assets of the whole systenmieesely triple from VND 1,1193 trilliotdSD

53.3 billion) in 2008 to VND3,272 trillion (USD155.8 biIIioJr?)in 2012, up 2.5% to 2011.
However, Vietnamese banking capital sizes are still lower in comparisorragittnal peers
such as those in China, Japan, India, Malaysia, and Thaiflafde SBV deirled to put
pressure on its commercial banks to maintain and increase theirs bank capitecgdeq
through regulations on minimum chartered capitals and minimums capital adeqtiacy ra
(CAR)*®.

Although very limited in number, the domination in Vietnamieaekingstill belongsto the 5
SOCBs which hold over 60% of the banking sector’'s assets and nearly half of all bank deposi
and total loanHaving a wide countepetwork and strong brands, SOCBs possess a large
client base. Particularly, thanks to the hgelof the Government, SOCBs even monopolized in
some areas such as lending to SOEs. However, in the relation with SOEs, thejualgyes
deteriorated due to the ngerforming loan that belonde SOEs higher than other enterprises
(nearly 60%, acading to SBV’s statistics by the end of 2010). During the last recent,years

the SOCB’s market share has significantly shrunk, and has been gradpdled by JSCBs

'®IMF: Vietnam 2012 article IV Consultation 7/2012

" vietnam was not on the top Asian banks based on total assets and marketataqitaliz

¥ Minimum chartered capitals = VND 3,000 billion (equivalent to USD14lliam), Minimum
CAR=9%.
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which are operated activel8y the end of 2010, JSCBs have successfully grabbed frem th
SOCB around 43,4% and 37,1 of deposit and credit market share respdntivetyising on

retail banking and better catering the need of small and mediums enterpsesln®st
JSCBs have registeradpital between VND200€000 billion, some of them couldn’t meet
the requirement of SBV on minimum chartered capital and capital adequacy ratio.
Accordingly, they have to face with liquidity problems and some small and wedsJlg&®e

to be merged.

The competition in Vietnamese banking market seems tohdrder and harder with
participation of more and more foreign rivals. The year 2011 saw 53 foreign banks and foreign
branches in which there are many famous names in list of top world’s best bankSIE,
Citibank, ANZ, Deutche Bank, Societe Genegal.t ieir operations are still under their true
potential due to the Government’s limitation in terms of asset and banking actiVhese
foreign participants have advantages of high technology and management, sogthisticat
products and services with highuality and they particularly have many international
experiences in retail banking which is still considered as potential fieldetnam banking
market now. Some foreign banks are still holding stakes in domestic JSCBs. lgitiv@roe

of 2011, the SB permitted to lift the limits in fund mobilization for foreign banks, creating
more favorable playing field but at the same time more challenges to domestieernal

banks to restructure and upgrade their operations to enhance their competitiveness

There is another participant in the banking sector: The Cooperative Bank. This bank is
renamed from the Central People’s Credit Fund which was established in 1995. People’s

Credit Fund was a communibased financial cooperative with local People’s Creditdsu
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operated in almost 54 provinces and cities. Now it is the bank under the supervision of SBV
and operates under the Banking Law and Credit Institution Law and is allowed to attract and
mobilize from shareholders including local PCF and the four SOCBs, donors and public

deposits.

Chart 5 : Number of banks
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Table 7 : deposit/credit market share between banks

JVBs & FBs JSCBs SOCBs

Deposit Credit Deposit Credit Deposit Credit

market market market market market market

share share share share share share

2005 7.9 9.5 17.8 16.4 74.2 74.2
2006 8.1 9.3 23.0 23.7 68.9 67.0
2007 8.8 9.0 33.1 33.9 58.1 57.1
2008 8.1 10.5 359 33.8 56.1 55.7
2009 7.5 9.1 42.8 36.7 49.7 54.1
2010 8.9 13.6 43.4 37.1 47.7 49.3

Source: VCB- banking sector report September 201 1.

Chart 6 : Change in asset, equity, chartered capital
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Vietnam bank sector had experience a period from 2002 to 2010 of vexyrdashg pace

with the average growing rate of 34% and 28.91% in credit and deposit respectiatiyab
thanks to the dealopmen of private sector, the booming of real estate sector in 2007, 2008 as
well as the expansion wave of banking network and flexible monetary policy fiem t
Government in order to pump credit to support exfgatli GDP growth. However, in
comparisorwith regional peers intermsof profitability, Vietnam is still lower with the returns
onasset at 10.9% while others are ab»8&6. Since 2011 until now, the financial situation of
Vietnamese banks has deteriorated due to high rate gferdorming loan(NPL). This rate of

the whole sector increased sharply from 3.44% to 4.5% by March 2013 among commercial
banks. But international banking researchers warned that in reality, this frqist be much
higher than the announced one, raising concerns about they qidinancial figures as well

as quality of credit. In order to cope with the situation, SBV forced its comrhegsi& to
make effort to improve debt classification and provision. In addition, VietnanetAss
Management Company was set up under Brecrees3 issued on May 18, 2013 by Prime
Minister to buy bad debts from banks at book value through special zero interegtdige
maturity-bonds or at market price without bond. This company operateprotihand is part

of SBV, whichis considered to be a visible step of the Government.

The growth of credit and deposit in last 2 years sadedine to 12% and 11% in 2011
respectively, the lowest rate ever recorded. Credit to the economy at klwdetbe attributed

to several factors like: the cautiori commercial to extend credit due to high NPL rate,
instead, they tried to collect debts; the collapse of real estate balloon pdevesti capital
flew into this risk sector, the Government’s tight credit policy. In additionndu20022010

in Vietnanese banking market, there has been always an existence of liquidity risk because
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credit growth is much higher than deposit and GDP growth. (This average growth rate in
percentage is 32:29:7). Economic researchers said that credit growth ranging from 14% to 20%
can generate a GDP growth of 7% without causing a credit bubble but when this figure exceed
20% the health of the economy will be threatened "°. Therefore, in the Vietnam’s current
economic situation, it is better to “grow slow than grow with Vulnerability”.20 Now with

continued growth in deposit, limit growth in credit together with the strong support from SBV

in macroeconomic stabilization, the system liquidity has been gradually restored.

Chart 7 : Banking credit, deposit and GDP growth
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1919 Report from Vietcom bank
"' World bank report
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Chart 8 : Deposit/credit distribution

Credit distribution by banking group
in 2011

Deposit distribution by banking group

in 204{knding
policy Other 2%
banks credit
5% intstituti

ons
46.86

(]

m 2 lending
policy banks

m Other Credit
institutions

m SOCBs

Source: State Bank of Vietnam.

Chart 9 : ROA/ROE of some regional countries
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Table 8 : Non-performing Loans of Financial Credit Institutions in Vietnam

Non-performng Loars to Total Gross Loaof Financial Credit Institutions in Vietna(fo)
Group of Vietnamese Credit Institutions 3.44%
Stateowned commercial Banks 3.62%
Joint stock commercial Banks 2.44%
Finance Companies 3.11%
Financial Leasing Companies 51.7%
Group of Foreign Credit Institutions 2.09%
100% Foreign Banks 1.21%
Joint venture Banks 4.46%
Foreign branches 1.63%
Finance Companies 5.52%
Financial Leasing Companies 5.88%

Source: Direction and solution for restructure of banking sector 2011-2015
Although still set up the ceiling interest rate to guide commercial lender, in 208Bthkave
allowed financial institutions to negotiate their interest rate with their clients bas#tkio
client assessment. However, since 2008, the bank system lemgama&la chaos in interest rate
movements due to high inflation and liquidity risk. By 19/08/2011, the SBV had adjusted
discount rate 3 times, refinancing rate 4 times and OMO rate 6 times in an effomigo b
inflation under control. The period from March to May 2011 also witnessed the intates
racing among banks due to VND liquidity tension. Although the VND deposit rateappsa
at 14%, the actual rate that banks offered to customers was much higher than that.

Accordingly, the lending interest rate soared up to above 20% at some points of timBVThe S
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forceful in requiring banks to lower the lending rates, for both new and existing loans, bringing
the lending rate down to 17% - 19% in September 2011 via the agreement withthel2 largest
banks, in which participating banks strictly maintain the VND deposit rate cap of 14%.
Currently, it is believed that 60% of loan portfolio is subject to a lending rate of below 15%.
Semi- formal microfinance organizations and future microfinance institutions regulated under

Decree 18/165 will not be subject to the interest rate regulation.

Policy lending is a key feature of Vietnam’s financial sector. The Vietnam Bank for Social
Policy (VBSO) is set up to serve the poor and other beneficiaries of Government support. It
lends on subsidized and non-market terms. Therefore, its interest rate offered below 10%,

created an unfair playing field among competitors in the Microfinance sector.

Chart 10 : Deposit/GDP and Domestic credit/GDP
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3.3.1 Non-banking sector
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Financial Leasing Companies:The first financial leasing company was established in 1994
by Vietnam Foreign Trade Bank (Vietcombank), however, financial leasing market was
officially launched m Vietnam in 2005 after the Decree 65/2005/ND-CP by the Vietnamese
Government and until now it is far under its true potential with a limited awaresfes
customes about financial leasing activities. There are 12 financial leasing companies in
Vietnam tody including joint stock companies, 100% foreign companies and domestic leasing
companies which are owned directly by SOCBs. These companies perform mediumgand lon
term credit activities by leasing industrial and/or construaigumpmenttransport meas) and

other types of capital to manufacturers. Although competition between leasimgagies is

not high, their market share in term of capital mobilizationlanding have been reported low
too due to the fact that they cannot compete against traaitommercial banks and almost
Vietnamese leasing companies have only simple leasing activities. Theyy meobilize
capital from bank parent$doans but the regulation of State Bank for that type of loan is too
strictand some commercial bangaw theirratio of outstanding loan on mobilized capital over
100%. All leasing companies have to face to the liquidity troubles though they havéaodry

to collect bad dbts and limit bad debts occurringhere are the followingtheir operatios are
providing medium and longerm credits through leasing activities to manufacturers, they
usually spend great amount of capital to buy high value assets like new adgaimeent
technology chains for leasing without collaterals while having small registengitad®* and
modest mobilized capital. In addition, financial leasing companies cannetvag their

customers to use their asset in the right purposes, sometimegdkese their assets back in

2 There is no discrimination between domestic and foreign owned leasimganes in terms of required charter
capital: they all have got registered capital of VND100 billion before 2080V@tD150 billion from 2010
onward Decision 40/2007/QENHNN Novemter 2, 2007.
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poor conditions or even cannot get them back. According tordatated by the National
Financial Supervisory Committee, financial leasing firms had total assets@f1@IX® trillion

but negative equity of VND 2,1 trillion, p&al adequacy ratio (CAR) at minus 11% while their
bad debt ratio has risen about 59%. Theywe the highest bad debt ratio among credit
institutions. Ten years ago, the establishment of financial leasing companietnam had

been considered to have bright future and opportunities for small and medium enterprises to
assess to formal capitialit now they are really in hard time situation.

Insurance Companies:last recent years, insurance sector in Vietham has seen a noticeable
growth thanks to the growth of Viethamese middkss population with their rising income

and awareness on the need of both life andlif@roverage. In addition, the Government has
decided to give much more spending on infrastructure and seelialare projects in order to
boost economy growth and stoke demand for insurance coverage both personal and
commerciaf>.According to the Association of Vietnamese insurers in 2011, direct written
premium jumped 21.6% over 20Iel to 37.5 trillion Vietham Dng (equivalent to USD1.78
billion). Nortlife insurance accounted for the majority of overall premium at 57% with the
domination belong to domestic insurers. At the end of 2012, the total number of insurance
companies in Viethamese market was 57 in which 29 waslifieomsurer, 14 was life
insurance companies, 12 were insurance brokers company and 2 \wveg@ace compaes.
Besides there were 32 representative offices of foreign insurance amdnoesiwbrokers
companies. In 2013, the market wowedlcomeat least two more new insurance companies:
one is 100% Australia investment company and the other would be a joinirevdife
insurance company of BIDV Insurance company (BIC). The fact shoats\ietnamese

market is moreopened and invitesoreign investors. More and more foreign insurance

22 pccording to DeloitteGrowth opportunities for financial services in Vietnam
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companies get access to the highly potential Vietnamese insurance market. Recently there are
about 11 foreign-invested non-life insurers out of a total of 29. With respect to life insurance,
the market is clearly under the control of 14 out of 15 life foreign insurance companies.
Regarding brokerage services, there are 7 domestic and 5 foreign invested companies operating
in this area with foreign firms making up more than 80% of the market for brokerage services.
Foreign partners taking part in insurance market not only come for Asia such as South Korea,
Singapore, Taiwan, China but Europe and America also. Although the insurance penetration in
Vietnam is still low: 0.68%, 0.59% for non-life insurance and life insurance respectively over
GDP Vietnamese insurance market still have a lot of room for both domestic and foreign
investors to grow. It is considered to be one of the fastest growing insurance markets in the
world with a double- digit growth for the past few years and is expected to go on with the same

growth trend in the coming years also.

Chart 11 : Insurance premium % of GDP
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Stock exchangeVietnam has been endeavoring to launch a stock exchange since 1992, but
until 2000, that intention becanmeal with the establishment of Securities Trading Centre in
HoChiMinh city (late HOSC). Five years later, a sister bourse, the Haook exchange
(HNX) was set up and trade mostly smedp and OTC stocks. Initially, only 2 equity issues
were listed: Refrigeratio Electrical Engineering Joint Stock Corporation (REE) and
Telecommunication Material Joint Stock Company (SACOM), but as 2012, therg2@re
companies listed the one of the two stoaksshange

Over the past 9 years, the value for market capitalizations of listed compavietham stock
exchange has fluctuated between more than USD32,933,060,000 in 2012 and USD 154,
365400 in 2008% The products available for trading are Vietnam equities, Government
bonds, corporate bonds. Foreign investors can take part in the market through opening account
in one of the local brokerage firms. The operations of the two stock markets are under the
control and supervision of the State Securities Commission (SSC) under the &etani

which was enacted by the Vietham GovernmenR@®7. The year 2007 was also the
spectacular year of Vietnamese stock with theiN@ex soaringo all time high of 1,174 but

after that the market downed quickly. In 2008, the market fell 66% from 921 to 316, since then
it has rarely crossed 500. In 2011, Vietnam was the third worst performing market in the
world, losing 27%. However, recently with the stability of macroeconomic condibgeshier

with effective measures of Vietnamese Government to spur ingestsuch as: letting
foreignersbuy largershares of their companies, add covered warrants, derivatives and other
products.In 2013, Vietnam'’s regulators are planning to merge the Hanoi and Hochiminh city

exchange. These positive impacts help make Vietnam’s economic as well as Vietiigm eq

% Date provided by Mundi.
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market brighter and more attractive to foreigners. According to Bloomberg, international
investor has bought USD244 million of Vietnamese stock so far this year, the most since 2008

and the VN index is now up 48% since the start of 2012.

Chart 12 : Market capitalization
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34  ACCESS TO THE FINANCE THROUGH THE BOTTOM OF THE PYRAMID

The emergency of microfinance is the answer for “unmet” question of financial sector. In
Vietnam, microfinance plays a very important role in the National Poverty Reduction Program
with the target of establishing and developing a system to provide financial services for
economically disadvantaged people. Therefore, the traditional market of Vietnam’s
microfinance is about 13 million poor and low-income people, or 2,1 million poorest and 1,5
million low income households in the bottom of the economic pyramid (BOP) whose are

mostly rural. In this market, Vietnam Bank for Agriculture and Rural Development (VBARD),
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VietnamBank for Social Policy, Goperative Bank with its 1,037 local People’s Credit Funds
constitute the market leaders, the backbone of this sector. Bahiglesis the participation of
semiformal Microfinance Institutions which are institutions with breamtial mandate, and
affiliated with either government, mass organizations (MOs) and/or ittmmabNGOs. These
microfinance institutions are being formalized under the two Governmenti®ete and
circular relating to microfinance institutions in Viema* Finally, informal lender groups
including family members, friends, ROSC&Sand money lenders composed of pawnshops,
marketing agents, small traders...also provide microcredit in cash or in kind withtestmor
tenorand mostly without collaterals. Thesredit decisions just only based on their trust or

knowledge about borrowers thanks to living in the same community with each other.

With a participation of various sources of microfinance providers, chastitest Vietnam
microfinance market is highlfragmenteddevelopment and overlappimg some places. The
domination of Vietnam bank for Social Policy in this sector with its subsidized mperand
political targeted lending programs results in sensitivity of interest rate ahty g@idinancial
services as well as a specific concern about the sustainability of miaadinastitutions.
Rural poor accessing the formal, sdormal and traditional service providers often must
satisfy their requirements from a combination of the multiple availsdaleces and product
ranges. However most micoustomers would prefer to use one provider for all their financial
needs, but few providemare fulfilling this broader demand. Therefore, customer generally
appear to compose a suitable package of finarsgalices for themselves from multiple
sources and multiple borrowing is wide spread and largely undetected due to lack of

coordination in the formal sector to compare client portfolios and the absenceddf cr

424 Decree No. 28 and 165 and Circular No.02. These regulations allowed for dicam$enon
licensed microfinance institutions.

%> Ho/Hui which are local Rotating Savings and Credit Association. (ROSCA)
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reference systems (credit bureau), clietingpand other eartyarning systemsNowadays,
the demand among the LIHs of Viet Nam is for wadisigned, affordable and customer
responsive financial products delivered flexibly and conveniently; such asr lange
differently structured loans as well as for a broader range of senmo#sding micre
insurance, leasing finance and remittances, the ‘unmet demand’ in Viet Nam'’s
microfinance market does not relate to ‘outreach’, taiher to the lack of ‘onstop’

service outlets offering a broader range of custerasponsive financial products.

Table 9: Percentage of poor households selected by localities borrowing
or having debts in the past 12 months by source of loan

Yea | Whole | In total households borrowing or hagebt by source of loan

country VBSP | VBARD | Credit Political Private | Relative/Friends Others
Organization| Social money

Organization| lenders

2005 | 53.9 522 | 1938 3.6 8.1 9.5 25.9d 3.5
2006 | 55.0 53.3 | 19.9 3.5 7.8 9.6 25.8 3.3
2007 | 55.3 543 | 18.9 3.3 7.9 9.9 25.8 3.5

Source: ADB -2010

It is estimated that roughly 70 or 80% of the poor are able to access some foranoifafin
services, mostly are sheadrm credit and savings and that formal banking system appears to
reach a substantial numB&rreflecting the rpid growth of formal bank and the “crowding
out” of informal sectors. However, when having capital demand, rural households still have
trend to find loans from informal credit providers although in “this black market”, money
lenders even can provide loanavery high interest rate. It means that not all the mentions

poor especially the poorest have access to formal financial services or in aher w

6 World Bank: “Developing a Comprehensive strategy to expaoesa to microfinance services”
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microfinance services in Vietnam do not effectively reach the poorest. The facs et
among the poorthere is a “break out” of some who are able to be clients of VBARD
commercial bank, who are the eligible for targgbeticy credit programsthey are clients of
VBSP- and who are totally excluded from the attractive formal market, then finding their
borrowings from informal financial providerResultsfrom market survey reported that only
half of households classified as the poor by local authorities and to be served bynrthle f
banks The Vietnam Bank for Social Policglthough defined itself asi¢ bank for the poorest
takesthe responsibility to distributéargetedpolicy credit program to these disadvantaged
clients locating its limited funds to some nRpoor households. IEMA study found VBSP
providing credit to notpoor household in all studyillages 31% of VBSP’s loan went into
higher income group, and onlyl% went into the poor&st However, thanks to VBSP, formal
financial services has reached ethnic minorities who are considered as poorethtiian
Vietnamese. Among ethnic minorities8% of all loans and 70% of all resources borrowed

stem from the formal financial sector in which loans from VBSP account for 33% of a

credit®.
Table 10: Access to Credit by Ethnicity in Vietham
% of households % of resources borrowed from different lenders
borrowing from different
lenders
2006 2004 2006
Lenders Kinh & Ethnic Kinh & Ethnic Kinh & Ethnic
Chinese minority Chinese minority Chinese minority

" [IEMA study 2006, World Bank 2009
8 ADB 2008: Report on Microfinance Industry.
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Formal 25 36 61 68 70 69

VBSP 7 18 3 16 5 30
VBARD 17 18 42 51 47 38

Other banks 2 0 17 1 18 0
Informal 21 23 39 31 30 31
Employment Support Fund 1 1 1 0 1
Credit Organizations 2 1 4 2 4 6
Mass Organizations 3 3 1 3 2 4
Money Lenders 4 5 6 5 4 5
Friends & Relatives 12 13 25 19 19 13
Others 1 2 2 3 1 2
Total 41 34 100 100 100 100

Source: ADB: Report on Microfinance Industry in Vietnam 2008

Semiformal players in microfinance include N&@overnment Organization microfinance
programs. They have some certain positive characteristics in comparisofonwidi players

arnd seem to reach the poor even more effectively than the VBSP. They can makehase of t
advantage of Mass organizationstwork to providing very smaliscale loans of average
VND1,603,200 (equivalent to USD102) to women and the poor in the remote and
disadwantaged region. It is generally accepted that the smaller the amount, tlee @@or
clients because betteff are not interested in small lo&hBesides, microfinance products of
semiformal microfinance providers are usually in line with other develapraetivities such

as health care and agricultural extension in order to achieving the goal ofypedexttion.

#The average loabalance per borrower of VBSP are higher (around VND2,498,500 or USD160)-
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Almost profitability of microfinance
institutions comes from their loan Figure 3

interest due to the limitation in number

and types of financial products and
ommercial finance

services in  Vietnam microfinance

market. The main available are savings,

Micro-

credits, almost non- products or services .
finance

of micro insurance, remittances, financial

Agricultura

leasing.... So far it seemed that most of .
finance

Vietnam microfinance providers only
focus on boosting their credits to clients
rather than enhancing their small-scale saving products. Reasons are: for formal providers, as a
commercial bank, VBARD prefers long-term deposit than small-scale savings in short tenor
because of increasing costs, others such as VBSP and Vietnam Post and Saving Company
don’t have much motivation to expand saving services because they are required to transfer
their mobilized savings to other Government investment vehicle such as Vietnam Bank for
Development or face to deduction of Government target budgets. Semi-formal microfinance
providers are authorized to provide credit but not allowed to accept savings from non-members

until they are licensed and the Decree 28/165 comes into effect. 30

In the traditional BOP market, besides clients who are the poor and low-income earners,
demand for financial services is also created by the majority of micro-enterprises which is run
by the entrepreneur him or herself with help of the household members. These micro-

enterprises are defined as enterprises with a monthly revenue of VND 6-40 million (USD375-

% ADB: report on microfinance industry in Vietnam 2008.
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3,750) and employing less than 10 staff. Many of memterprisedon’t register business,

they operate as business households. However, unlike commercial finance (including
corporate, privatand/or large enterprises finance) or small and medium enterprises wdich ar
considered as the engine of the economy and always are cared and offecdnbgrcial
banks. These business households find difficult to access to credit and other fimaatib

from formal or semformal microfinance providers due to not being qualified as the “poor”
and unable to provide collateral as lendeesjuirements. Informal money lenders are willing

to offer finance to them but always at the interest rate that @o@gajdize their business.

3.5 MICROFINANCE DEVELOPMENT IN VIETNAM

3.5.0 History of Vietham’s Microfinance

The development of microfinance in Vietnam can be divided into 3 stages: original,ierpans

and in-depth development
a) Original stage: (before 8®)

According to conventional definition, microfinance was understood as small loare atrfre
high interest rate, with or without collateral. With this meaning, microfinance itafe
emerged and existed in Vietnam long time ago and very popular in the countryladytic
the countryside under the form of small agriculture and daily village affaire of Wrase
people. While its contribution to the economy is limited, it plays a big role intiagsis

household and people overcome their adversitidd#ficult lives.
b). Expansion (from 1990 to 2000)

Since the end of 1980s, along with Doi Moi “Renovation”, microfinance has dffieiatered

into Vietnam. During this robust economic growth, with rising income and dropping poverty
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level, demand forifancial services hascreasedapidly especially in rural areas where are
the homesf around 80% of Viethnamese population including lower income households as
well as the poorest ethnic minority. In the beginning, microfinance wasluded to Vietham
through international organizations, international -gomernment organizations, and official
bilateral and multilateral international development assistance programs. gklithallithese
programs have the same objectives of hunger eradication, poverty reduction, and income
equality, their operation methods are greatly various. Some projects ordg ai providing
microfinance services while other projects implemented broader programs ih whi
microfinance taken as a component together with many otheal sottivities. There also
existed some programs in which microfinance was considered as a social tool td auppor
residential unit in a certain period of time. The microfinance sector develagea wtrong
support of Vietnamese Government because ofdttethat the Government has used financial
services for the poor as a strategic tool in poverty alleviationcphatly in rural areas.
Through Stat@wned banks, the Government channels subsidasetto poor households to
achieve poverty reductionbgectives. However, at that tintee benefit of credit to the poor
had been exaggerated so that the importance of other services like savings, paprnt s
and insurance have been underestimated. Both the Government ambveammental
programs focusedn providingcredits and its coverage targets to respoogetceived unmet
demand for credit of the rural poor but paid less attention to the quality of the dindelts,

the repayment capacity of borrowers as well as the sustainability abfim&ce providers.

Increasingly, however, more marketl arrangement has developed.

Almost Vietnam financial intermediaries were established in the 1990s to fulfiltagdie
authorized by the Vietnamese Government i.e. provide roi@dit, subsidized rural edit

except the Vietham Bank for Agriculture and Rural Development which wasgpsiet 1988
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with the firstnamedas: Vietnam Bank for Agriculture (VBA). Immediately after establishime

the bank was geared to be margaented in order to be sustainable and sufficient in providing
agriculturefocused financial services. By 2003, VBA was transformed fidly commecial

bank with the new name of Vietham bank for Agriculture and Rural Development though it
still remains focus on rural households and aguecaltsmall and medium enterprises. It is
considered as the biggest commercial bank embarking on rural ared miénkan extension
network throughout the country. The bank provides subsidized rural credit through individual
lending and joirdiability group, using conventional banking methods VBARD also worked
with mass organizations such as women’s union or tinerfa union to deliver microcredit to

its clients. Even if VBARD doesn't target directly the poor, it is estimatetd 4% of its

clients arehe poor.

The People’s Credit Funds (PCF) were set up in 1993 after the collapse of traditaoiia
cooperatives whose main purpose was to collect small deposits and provide credit to
individuals farm households and business and production cooperatitieat time, the target

of PCF just aims at mobilizing savings from members against the-twedged public banks.

The Central Credit Fund (CCF) was also established to act as the PCFmsiiakon and
providedsupport to the local PCFs. In 2013e t@Gentre People’s Credit Fund was transformed
into the Cooperative bank. The new bageratesinder the Credit Laws and the supervision

of State Bank of Vietham

In 1995, with concern®n the exclusion of the poor and other target groups from the
commerdal operations of VBARD and PCF, the Government decided to directly intervene in
microfinance market by creating Vietham Bank for the Poor which was adengdsby

VBARD. In 2003, Vietham Bank for Social Policy was established based upon -the re

organizaton of the Bank for the Poor and separation from VBARD for the purpose of
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detaching policy lending from commercial lendikgom thatdate, VBSP has risen as the most

dominant player in microfinance market.

After the reforms in the late eighties, the Hungeadication and Poverty Reduction (HEPR),
launched by the Viethamese government in 1998 focused on improving poor people'spaccess t
financial services, especially in rural regiofi$is plan was considered as a framework for

integrating poverty reduction efforts targeted at poor households and poor communes.

Besides, Viethamese Government also encouraged the creation gbsaali microfinance
institutions and the implementation of microfinance programs through -poliical
organizations such as Women’s Union, Labor Union, Farmer's Association, Veteraais U
etc. Among them, Women'’s union is the largest union, pioneering in the field of microfinance
activity development and attracting a lot of projects funding for microfmahdas been one

of theonly legal partner for international n@overnment organizations and programs wishing
to provide microfinance services in the country. To develop toward the professiomalizat
some social fund started to specialize in microfinance such as TYM funch wias

established by Viethamese Women’s Union or CFP Fund founded by Hochiminh Labor Union.

Also in the 1990s, the international development agencies of some countries liken Swede
(SIDA), United Kingdom (DFID), Belgium (BTC), the international development
organizations such as UNDP, UNICEP and many international-goe@arnmental
organizations also coordinated with mass organizations in carrying out savingealitd cr
project. Microfinance models funded by those organizations are diversified due tal seve
kinds of purposesand implementation methodafter being transferred to local partner, some
projects have upgraded their legal status to becmmependent organizations with main

activities of providing microfinance service. Although their operationsddtieulties because
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of legal limitation applying for noprofit organization models, international organization in
Vietnam play an important role in laying the foundation and developing microfimaodel in

Vietnam.
¢) In depth-development (from 2000pcesent)

In 2002, the Vietnam Living Standards Survey indicated that VBP wasatiedemicrocredit
provider to poor households in rural areas with 58% of the market, followed by VBARD with
24%. PCF had a 3% market share of the rural credit market, sédmieformal organizations

had a 7% share.

By 2003, the formal financial sector (VBARD, VSPB, PCFs) reached appretinvamillion
households, among them 3 million rural households, representing over 90% of the outreach of

rural financial services in Vieam

Until 2005, there are abodD semiformal organizations which were formed mainly through
the Credit and Saving Program or by Mass Organizations; the other 10 orgasizetre set

up later. These serAmrmal organizations allowed to continue their operation in their current
unregulated form under the transition provision of the new credit institution Laoveeuér,

all of them when having enough of necessary conditions need to apply documents to transform
into regulated form or integrated with the togrformer especially when they are in the same
mass organizations. In 2010, the first Vietham’s licensed Microfinantéutien TYM was
operational. December 2012, MIFI was the second microfinance institution which was
officially licensed by the StatBank of Vietham. On 22/08/2014 Fund Thanh Hoa Poor
Women (FPW) is officially granted a license. Many of them such as: MONP, Ginh
Minh/SED are on the process or completed the requirement of State Bank of Vietnam for

Microfinance Institution licensing.
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Today, in Vietham’s microfinanceector, besides Microfinance Services Providers (MFSPs)
there isan emergence of Microfinanc&upport Service Providers (MFSSPs). They are
institutions that provide nefinancial support services like technical and trainsegvices to
develop andstrengthen the capacities of microfinance services providers such as Vietnam
Development Information Center (VDIC), Microfinance and Community Development
Institute (MACDI), Community Finance Resource Center (CFRC), MicroGaeaWaking
Group (MFWG). While there aneery few providers of these training, the MFIs and donors are
encouraged to take advantage of the abimsted providers for their respective capacity
building offerings. At present, most MFIs are still conducting their own trainlighaseemed

to be inefficent and quality is not assured.
3.5.1 The Role of Viethamese Government in Microfinance

Unlike in othereconomies with deep microfinance penetration, such as Bangladesh, Indonesia,
and India, inVietnam, microfinancenstitutions are characterized by government control and

subsidies.

Vietnam’s microfinance system consists primarily of stat@meddirected institutions
disbursing loans and collecting savings with the assistance of mass g@adgnnected
organizationgor women, farmers, youth, and veterans. These mass organizations aredffiliat
with the Government but operate mostly independently, such as the Vietham Wamemis
(VWU) and Vietnam Farmer’s Union (VFU), have nationwide coverage and manageomuch
the microfinance delivery process. For example, the VWU administerhiahef Vietnam
Bank for Social Policy (VBSP) loans and collects the interest. (VBSP csiliéict only the

final payment of principal.)
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On 16 June 2010, after almost &&ar top levedeliberation on earlier drafts, a new Credit
Institutions Law was finally passed. According to assessment of Asigaldpenent Bank
(ADB), this landmark legislation-not seen even in countries with major advances in
microfinancethat integrates microfin@e as a subset of the financial system where it rightly
belongs. The new CIL allows negotiated interest rates between lender and b@mowso
longer refers to a “base rate”, giving liberation of interest rates in tlaadial market. Its
broad coverageof microfinance and the general application of prudential standards of
governance to the operations of key institutional microfinance players such at oFis,
people credit funds and cooperative banks, set the enable legal and regudatewdrk for

developing a robust, sustainable and responsive microfinance sector in Vietnam.

Under the new credit institution law, VBARD, people credit funds, cooperdianks and
the licensed microfinance institutions will operate under the supervision &tateBank.
This will resolve issues of lack prudential and internal control standardser Oth
microfinance programs and projects of political organizations, soalidical
organizations ..that were implemented prior to the Lawll be allowedto continue their
existence and operation until they could be transformed into formal institutions owisthe
will be merged into big and effective ones especially when they are in the saaneatign
system. This movement showed that Vietnam Government visions a diersity of
microfinance service providers offering a range of quality financial sentacéow income
households, help avoid sudden disruption of these programs and projects and at the same
time create a reasonable transition period forma numbers of déctive semiformal
microfinance institutions into formal one® avoid twetier system of regulated and
unregulated credit institutions. A concern is that Government neither has paeitgao

carry out an SBMike supervision of the entities under transition nor should it develop such.
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MFI in transition need learto be familiar with internal control, audit standard of formal
credit institutions to ensure their viability and effectiveressvell as incentives or measures
from Governmentto promote the consolidation and merge of the many small and weak
MFIs. According to ADB, having a few but well trained, wedisourced and focused MFIs is

a much better option than having many weak ones with little prospect to be dulstaina

On December'® 2011, the Prime Minister signed Decision No. 2195/ approving the
Project: “Building up and developing the microfinance system in Vietnam to 2020”.sT&is i

important basis for the development of microfinance in Vietnam in the near future.

Vietnam for Microfirance Committee was-established under the Decision No. 381/QDy

dated 18/3/2014 of the Prime Minister. The Department forms a Permanent assting gr
including a number of officers and experts participating in providing policy advice and
coordinationto the work plan of the Vietnam Microfinance Development Strategy-2020.

The policy targeted on the development of an inclusive, responsive and sustainable

microfinance market.

In 2014, besides granting official license for Thanh Hoa Fund (FPW), CreditaksssFund
of the Women Union, Vietnam is also allowed to pilot social lending fund to provide capital
support to poor women by the end of 2014 according to Dispatch No. 1700/KPTHP

dated 14/03/2014 Government Office (CSF)

Specially, the CirculaNo. 33/2015/TTNHNN dated 31/12/2015 of the SBV on safe operating
ratio of MFIs coming in force since 01/03/2016. This circular is very significaatder to
replace the Circular No. 07/2009/ANHNN dated 17 April 2009 of the SBV on safety ratios
in opeation of smalsized financial institutions. The Circular specifies how to determine the

minimum capital adequacy ratios, solvency ratios as well as modifications drtidresdto
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some of these points: (i) addition of "Debts of Microfinance Institutionts'the Tier 2 capital
portfolio when determining the minimum capital adequacy ratio; (i) The denominator fo
determining the solvency ratio is the "Total Voluntary Deposit Balance".
Decision N0.20/2017/QB0'Tg dated June 12,2017 of the Prime Minister on regulation on
activities of microfinance programs and projects. It is the detail guidelioes @overnment
about conditions for registration of microfinance programs and projects, the autudlity
process of granting and revoking registration certificiate microfinance programs and
projects, information changed in the certificate of registration, implementatiah an
organization of microfinance programs and projects, financial regime, amsiunting,
accounting and reporting and State management obpgkeation of microfinance programs
and projects.
3.5.2 The market main player

a) Vietnam Bank ér Agriculture and Rural Development (VBARD).
Established on March 26th, 1988, and having operated under the Lafetoiam’s Credit
Organizationsthe ViethamBank for Agriculture and Rural Developmehas been a leading
commercial bank to play a decisive and important role in capital investment for the
development of the agricultural and rural economy as well as other béldsetnam’s

economy.

VBARD is the biggst bank in Viet Nam in terms of fund resources, assets, number of staff,

operating network and customer base. At the end of 2009, total as3&BABD reached

VND 479,000 billion, an increase of 22% compared with 2008; total funding resources reached
VND 434,331 billion, and total outstanding loans to the economy reached VND 354,112

billion, of which outstanding loans to agricultural and rural areas was VND 242,062 .[iilion

is the first bank in Viet Nam to receive and develop foreign projectsciedp those of World
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Bank (WB), Asian Development Bank (ADB), and Agence Francaise de Développement
(AFD) and European Investment Bank (EIB). By the end of 2006, 98 projects with total
capital of US$3.6 billion had been received (including 12 additional projects in 2006 for
US$512 million) of which US$1.1 billion has been disburséthile VBARD does not
directly target low incomearners, these donfunded programs and targeted credit lines

in addition to framework agreements with the Mass Organizationdrticular the
Women’s Union and Farmer’s Union) have provided the bank with a substantial rural
credit portfolio also reaching LIHSince 1995, VBARD has reoriented from lending mainly

to State Owned Enterprises (SOESs) to lending mainly to households (HHs) and inslividua
1993, 30% of its lending was to HHSs, rising to 68% in June 2001, but declining to 58% in
December 2005 and 2006. In 2009, about 70% of the total outstanding loan is in agriculture
and rural areas. The removal of government restrictions on interest ratey iROD& has
enabled VBARD to operate on a more commercial basis and has increased its Igsofitabi
recent yearsBy the end of 2009, VBARD reached 4,2 million customers, of which 4,1
million are active borrowers, making VBAREanking the second provider among the
financial institutions providing microfinance services (savings, tradbney transfers
etc.) in rural Viet NamHowever, thepolicy that institutions are required to provide loans at
subsidized rates to households living in remote (Zone 3) areas continues to tletrict
commercial operation of formal financial institutions, including VBARD. Witile subsidies

are funded by the Government, reimbursement is reportedly delayed, which magdssed
VBARD'’s incentiveto expand lending in remote areas. However, as an agricultural bank,
VBARD has specialized in lending to rural households and SMEs involved in agriculture or
off-farm enterprises. In regard to VBARD's clients, 40% of its clients bofrom 5 to 10

million VND. However, outstanding loans of loans with less than 5 million VND only gained
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VND1,375 million, making up 0.38% and loans with less than VND 35 million, they gained
12.52% of the total portfolio. Loans below VND 10 million do not require collatérdei
applicant is sponsored by the Women’s Union or the Farmer’s Union. Loans above VND 10
million require collateral. Loan terms are typically 6 months, and renewablanbther 6
months. Interest rates range from 0.8 to 1.2 percent per month, dependthg current
market rate. Repayment formulas vary from lump sum to regular installments. Debt

rescheduling is not uncommon, but a higher interest rate applies to arrears.
b) Vietnam Bank for Social Policy (VBSP)

« VBSP was established in 2003 as the transformation of Vietham Bank for the Poor.
The nonprofit bank VBSPook over small scale policy lending programs managed by
statedowned commercial banks and other state agencies (Ministry of Planning and
Investment, Ministry of Labor, Invalid and Social AfgilPeople’s Committee at all
level...). Thus the current goal of bank is to offer full range of financial services to
the poor households and individual or organizations who are eligible to social benefits
and policies at preferential terms and subsidized rate. VBSP is exempted fikangba
regulations but is required to submit financial and other reports as requireméateof S
Bank of Vietham. With head quarter in Hanoi, the bank has branches in all 64
provinces, 600 transaction offices at district level and 8500 mobile transaction points
with more than 7,819 staffs and covering around 99% of the total communes in

Vietnam.

o There are two lending methods in VBSP: for-sopoor household borrowers,
VBSP’s staff directly carried out all credit processes fipproval, documentation,

loan administration, collection and remedial management. For poor households and
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other lending groups loans are released through the Credit and Saving Group. In 2009,
VBSPs reached 5.09 million household borrowers from 197,507 Credit and Saving
Group. Of the total Credit and Saving Groups entrusted by VBSP, 93% are affiliated
with either Vietnam Women’s Union (42%), Vietnam Farmer’s Union (37%) and
Vietnam Veteran Union (14%). For poor households, the maximum loan without
collateral is VND7 million (around USD 450) and VND 10 million (USD650)
maximum with collateral. The interest rate is 0.5% per month and 0.45% in difficult
and mountainous regions. Repayment are made monthly, or quarterly depending on

negotiations. For small loan, the loan principal is due at the end of the loan.

Chart 13 : Outstanding loan through mass organizations
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Total outstanding loan in 2009 amounted to 72.66 trillion VND (USD 3.97 billion)
from 10.34 trillion (USD661 million) in 2003 or annual average increase of 83%, in

which 82% were to the poor household (44%), student’s loan (25%) and loan to
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business in disadvantageous are 13% while 18% represented loan come into the other

14 lending program.

Chart 14 : Outstanding loan and saving in VBSP

Outstanding loan and saving in VBSP
80,000 (billion VND) ,, .,

70,000

60,000 52,510

50,000
40,000 34,941 .

I outstanding loan
30,000 24,139

outstanding saving

20,000

10,000

2003 2004 2005 2006 2007 2008 2009

Source: VBSP’s annual report.

o The outstanding saving value of VBSP is very low because almost products are
product policies with undiversified and low interest rate. In fact, VBSP is not a bank
with enough basic banking operations. Its deposit rate is not attractive as commercial
bank and it is known as special financial institution to conduct tasks of providing
social credit to the poor mandated by the government. Therefore, the bank has a weak
and deficient saving mobilization with a continuously sharp decrease: saving value in
2009 reached 28 billion VND, decrease -91.25% in comparison with the value of 637

billion VND in 2003.

¢). People’s Credit Funds (PCF)
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Peope’s Credit Fund was established in 1993, organizedtwdomanagement levels
(Centre and local levels). The Centre People’s Credit Fund acts as an aipgxoims

to support and strengthen the operation of local People’s Credit Fund. In July 9 2013 it
was transformed into Goperative Bank (Gop Bank). The neviormed bank will
continue its responsibility to develop and supervise banking services for the system of
people’s credit funds. The @wp Bank is different than other commercial bank
because it waset up by voluntary members who contributed capital in accordance
with legal regulations. Like many other microfinance institutions, the nel &xad its
system target to serve disadvantage people, low income earner and small esterpris
while limiting loans with high interest rate and ensuring social security and
sustainable poverty reduction. They help also to contribute to the development of the
collective economic sector. Like its previous Centre People’s Credit Fund, whe ne
bank provides loans to local PCF and +R@F membersat market rate with the
capital fund from domestic and international sources. For PCF member, when having
demand, they can get traditional loans and loans against deposits or equities with
interest rate at 1.25% per morghd 15%per year from the centteank. These loan

can be either short term (less than one years) or long terms ({Boyedrs). For non

PCF members, they have to borrow with higher interest rate than PCF member
ranging from 1518% per years. In 2009, the PCRwark borrowed from its centre

fund the amount of VND2,985 billion (or USD161.39 million), represented for 14% of
the PCF’s network assets. The maximum a PCF can borrow from its centre fund is up
to 50% of the PCF's total loan outstanding. This pruden#gl may limit the ability

of the PCF to leverage its equity to fund more loan and thus improve its abilitglto len

greater loans to its membership, improving its profitability.ides offering loans,
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the centréoank will continue its partnership with @thfinancial organizations such as
Western Union and Bao Viet insurance Company to provide remittanceesenii

non-life insurance products.

The system of People Credit's Fundss of 2009, the number of People’s Credit’s
Funds is 1,037 with the tal number of PCF network of 1.50 million or an average of
1,449 member per PCF. The network’s total assets stood at VND21,176 billion
(USD1,145 million) from VND83,675 million (USD8million) in 1994, increasing an
average of 3.9% annually. Outstanding loan in 2009 stood at VND18, 618 billion
(USD1,006 million). Loan portfolios are generally diversified covering afucal
production, processing crafts, services, consumption, traddepositsfrom clients
reached VND15,368 billion (USD831 million) in 2009. HCF, it is challenging to
mobilize saving for lending operation because its external borrowing sowwces I
usually scarce and confined operation area in one commune/ward, leading h@ysolve
management is more serious. There are many PCF branches wisimauatstdeposits

of less than 50% of total capital sources.

d). Semi-formal Organizations.
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The semiformal microfinance providers are ndank institutions including Mass
Organizations, NoiGovernmental Organizations and the credit component of
National program for poverty alleviation. They are authorized to provide falanci
services but not allowed to mobilize capital from members. It is estimated that
around 57 international NGOs are supporting microfinance activities in Vietimam
addition, there are two major Governmesglfated microfinance organizatianghe
Compassionate Fund (TYM) set up by Vietham Women Union in 1992 and the

Capital Aid Fund for Employment of the Poor (CEP) establishedhbylLabour
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Confederation in HoChiMinh in 1992. They are also the two leading microfinance
institutions in Vietnam in terms of size and performance. In 2010, the Compassionate
Fund (TYM) was licensed to transfer from unregulated microfinance progoa
formal regulated microfinance institution in Vietham undez titew microfinance

regulation (Decree 28/165).

In comparison with formal microfinance providers, séonmal players don’t have

large network nationwide, and limited outreach. They have their presence in 36
provinces (57%), 132 districts (23%) 2,900 communes (27%) of the country and
reached nearly 500,000 clients, mostly are poor and the poorest households. To
expand their outreach and operation, these organizations usually rely on a limited pool
of internatioral donor funding because until now they ardl siot allowed to access
commercial funding. However, they have their certain advantages: having more
international experiences coming from NGOs, their operations are closertto bes
practices of the worldnicrofinance and they provide wider and magpropiate

range of finance services to the poor than formal sector. Besides cheztigsate only
semiformal MFIs apply compulsory savings among their members to maintain
cooperation and responsibility. The savings amount is subject to regulation of each
organization and usually follow loans-§26) or the monthly absoluteontributed

value (VND 310 thousand)

Table 11: Outstanding loans and savings of some semi-formal MFls as of 2009

Name

Cotmpulsory | Voluntary | Total Ratio of | Total Ratio of

saving (VND | saving capital savings/total | outstanding outstanding

million) (million) sources capital loan (million | loan/total
(million) source (%) | VND) asset (%)
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TYM 32,483 1,446 176,526 19.22 140,174 64.95
CEF-HCM 97,588 10,553 424,408 25.48 388,23 91.48
FPW-Thanhhoa | 0 1,814 10,958 16.55 19,340 85.01
Binhminh- 2,212 135 11,298 20.77 12,490 85.08
SEDA

PYKT-HCM 3,207 35,632 9.00 n/d n/d
MFI - 4,352 40,585 10.72 38,222 94.18
Tuyenquang

Fund for poor | 8,606 55,672 15.46 51,341 92.22
women Hatinh

Vietnam- 21,009 3 69,350 30.30 59,416 85.68
Bilgeum

Source: MFWG and survey results of researchers group in MFlIs

« The compulsory savings is much bigger than voluntary savings. However, the
compulsory savings ratio only makes up around 21,4% in total capiiede. There is
no legal regulations from Vietnam Banking System on compulsory or voluntary
deposit when borrowing but it is very important for microfinance operations because
this is a measure to encourage formulate saving habits and prevent risksr in po
community.While semiformal providers provide a full wide of credit products, most
clients start out with basic shdadrm loan from VND200000 (USD6.5) to VND 5
million (USD300). Interest ranged from 0.9% to 2% a month, higher than the one of
formal commercial bank. That is because of the fact that almostfeemnal
organization are exempted from the State Bank’s regulations on interest rate excep
some National Credit programs, thus they can set up their interest rate higtdarin or
to cover their operation costs. The loan term varies from 6 to 12 months but never

exceeds 24 months. Repayment can be made on a weekly, or monthly period

112



Factors affecting the microfinance development in Vietnam

Box 3: Vietnamese microfinance organizations vs. their global peersnine fast facts

The “typical” microfinance organization (MFO) in Viet Nam differs in many ways from
those elsewhere in Asia or the world, as benchmarked by the Microfinance Bulletin. Below

are nine of the most salient points that make Vietnamese MFOs unique:

1. They are not privately owned. Due to the absence of a legal framework for MFIs and the
‘Viet Nam-specific’ role that mass organizations have, all MFOs in Viet Nam are owned by
public or semi-public entities, even if independent management boards may be in place.
Licensing under Decrees 28/165 will legalize private ownership structures, which

commercial investors in general prefer.

2. They are small. They have fewer clients and smaller loan portfolios than their
international peer MFIs. Their average number of clients is half the global average of MFIs
and one-third of the average for Asian MFIs, even at similar age. Their average loan

portfolio is one tenth of the international average for MFlIs.

3. They have lower (recorded) expenses, both in terms of operational and financing costs,
than their international peers. This may be because Vietnamese MFOs receive a number of
implicit subsidies from the Women’s Union ranging from free rent to heavily-subsidized

credit officers’ salaries.

4. Because the costs are lower, Vietnamese MFQOs are better able to cover their (reported)

expenses than international MFlIs (as measured by OSS).

5. They are more poverty-focused by having a smaller loan sizes than their international

peers (relative to the per capita income of the country).
6. They lend almost entirely to women — unlike many MFIs outside Asia.

7. They generally do not borrow, like their foreign counterparts. They are funded almost
entirely by donations, equity, and savings. This reflects the absence of microfinance
regulations that permit borrowing and may change with Decree 28/165— although many

Vietnamese MFOs may be too small to attract lenders.

8. they charge lower interest rates, as measured by their portfolio yield (nominal). As a
result, they only have around half to one-third of the revenue/assets of their international

peers. This may be because of the competition from the subsidized lender VBSP, or because
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lower (reported) expenses allow MFPs to charge lower interest rates while still covering

COSIS.

9. Credit officers are more productive, with a higher caseload for credit officers. This
relates primarily to the prevalence of group lending products among Vietnamese MFOs, but
may also be partly explained by the relatively high population density in Viet Nam
(particularly in some rural areas) and by the fact that client monitoring activities are often

done by
Women’s Union staff on behalf of or as seconded staff to the MFO.

This table is based on an upcoming article by Steven Penning, Save the ChildAord

Bank: Vietnam Microfinance Report

V2

e) InformalMicrofinance Providers

So far, the formal financial sector cannot fully meet rural households’ denf@ands
loans, leaving a large berth for the informal credit market to opeBsfore the
eighties until thenineties, loans from informal sources (e.g., moneylenders, ROSCAs,
friends, relatives and other private individuals) represent around 70 percent of total
loans™. It is believed that many households borrowing from the formal sector also
borrow from the informal sector so the 1998 survey reported the informal sector
could still represent as much as 30 percent of total loans despite the greatteffor
improve credit provision to rural areas. The main advantage of informal creditesuppl

is generally convenient and locally based with simple transaction precadd loan

can be applied for consumption purposes. However, while friends and relatives
provide loan with freenterest, most private informal lenders charge interest rate up to

three times higher than intereatefrom the formal banks.

L The result of Vietnam Living Standard Survey in 1992
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+ Private Money Lenders

Moneylenders are usually the better off in the same community with borrdiveyshave rich
pocket of money or goods and know quite clearly about the borrowers. They are always
available to provide smatficale credit on range of terms (seasonal, daily) for borrowers
whenever they receive demand from their clients. In fact, there is no data on the néimbe
people using this kind of credit but it is very popular especially in the Viethamlsanaeas
where people know the family living situations of each other quite well and correctly. This
credit method is very simple and made by a writing papers between creditor and borrowe
certifying a credit transaction is carried out with the signatures of theltweanain features of
moneylenders are that they observe a market approach in providing credit anateégon

high rate with payments made on a monthly basis arout@@ per month (Dao, 2002). The

service is flexible but bearing a high opportunity cost.

+ ROSCAs: (Ho, Phuong and Hui)

- Ho: The name means Relatives or Friendship and originates in the North of Vietnam
It isa traditional small credit group from 5 to 20 members, organized by local people. The
members often have the same career e.g. groufasmérs, groups of traders, groups of war
veterans etc. Each group operates as an independent organization hamalagiomo to other
groups or to formal institutions. A group leader is elected by members to awslausits and
keep records. Members digit savings are used to form funds, which will be lent to each
group member in rotation. Savings can be in cash, paddy or gold. The amount of monthly cash
savings depends on the agreement reached within the group.

- Phuong: Phuong does not charge interest on loans. Each member deposits required
periodic savings and is entitled to receive an intdrestloan once in a credit cycle. Minority

groupsin mountainous areas, where intefiesairing loans are not considered a friendly way to
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helpeach other, fawr this approach. The groups are smaller than in the Ho, varying from 5 to
8members. One may understand this mechanism as a rotating savings and lending group.

- Hui: The name of Hui originates from the South of Vietham. The Hui has operated
somewhat like a&do in the north. Unfortunatelynany members borrowed as much as possible
by offering incredibly high interest rates (5 to 20 per cent per month). Thewmaasused to
invest in land, trading or assets for speculative purposes. Such investmerdsadagheeturn
during the boom 19888. Howeverit ended because some members even borrowed from one
person to repay the other, anticipating that the future returns would cover all defysHia
collapsed (VO HUI) as borrowers lost the ability to make repayment. Al fidsi is now
considered as "cheating credit" in Vietnam.

+ Borrowing from relatives and friends; Credit terms are flexible depemdfirige relationship
between creditors and borrowers and on the availability of extra income sautberee
interest rate. The Vietnamese culture dictates that one should help poais foe poor

relatives by handing over the money rather than lending it to maintain good relations

3.6 CHAPTER CONCLUSION

The chapter presented a country profile of Viethamoverview of recent developments in the
country and the global environment within which microfinance operations. Thanles goetdt
supports of Vietnam Government, microfinance in Vietnam has been estabhshgchdually
become part of the nationfshancial system. There are many advancements in the legal and
regulatory framework that help open a window for the creation of licensed MFIs however
participation by private sector in this field is limited. The Vietham Government aslitte
tendency to see microfinance as social tool to combat poverty and directly inténvére

provision of microfinance services with the targeted policy lending and inteteststzbsidies
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through operation of Government poverggduction Fund for Viethnam Bank foo&al Policy.

That movement of Government keeps creatingewen playing field in microfinance sector.
Dominance of large statemvned microfinance providers and the popularity of target lending
at subsidized interest rates have efficiently kept the lev&lonstate microfinance lending
low. Although semformal MFIs seems to be active and efficient in rural areas, they still have
relatively small clientdase. They operate not under the supervision of Vietham’s State Bank
but heavily involve with noifinancial mass organizations. Therefore, they are affected by
pressures from mass organizations rather than economic incentives. Theoonpeddti
microfinance in Vietham will be analyzed thoroughly in next chapter in comparisbn wit
microfinance in other behmark countries so that we cassess what will be the factors that

could motivate or hinder the growth of the industry.
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CHAPTER 4

COMPARATIVE ANALYSIS OF FINANCIAL INNOVATION
BETWEEN VIETNAM MICROFINANCE AND SOME OTHER
INTERNATIONAL BENCHMA RKS

4.0 INTRODUCTION

The appearance of microfinance has been a panacea for many social ills rooted in poverty
However, it is nota standard solution in the kind of “one size fits all” to worldwide
underdevelopment and poverty. As the concept of “ongiqadlstate, one language and one
culture” which has beeaxistingand theorized long time ago since the birth of a nation state in
French revolution, each country has its own sedonomicpolitical-legal context, a unique
culture, a distinctive dominandeology, a special set of values and a governance structure
thus, poor people there havefame different poverty demands with diversity challenges and
threats.In the beginning when microfinance just emergadst governments acted the same as
activdy supporting the survival of microfinance through lending progranth wirect or
indirect subsidies. However, the rapid development of microfinance sectotl a&s \Wee new
transition of microfinance toward profitable commerce have led to microfinarssgom drift

and encountering national financial regulators’ opting between two approacicesfinance

for the social development target or microfinance for profit. Basmgheirhighly contextual
development with participasitof both irternal and extmal concomitant as well as the
financial demand of the poor in each country, States decided their own development
approaches, framed suitable microfinance institution models, tried to ietegoaton of
microfinance spectrum into their respective retpddinancial sectorsnlthelast four decades,

microfinance has spread across most continents with various models as per ldsal nee
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including associations, bank guarantees, community banking, cooperatives, ucriedi,
Grameen, group, individual, intermediaries, {gmvernmentalbrganizations, small business
and village banking model#dicrofinance in Vietnam with its distinguishing characteristics
such as rurabased microfinance, involvement of soe@litical organizations in microfinance
and Statesupported Policy lending bank is now in the evolution process of transforming from
unregulated into regulated institutions toward a sustainable inclusive finantamsys
requires adynamic innovation an@ completeunderstanding of microfinancevolution to
know what should bthe suitable conditions for development, what could shape its gravath a
what factors constraint it. Although itisipossibleto build a unique developmefdrmulafor

all microfinance institutions, it makes sense to consider smoeessful practicing benchmark
models in some developing countries in Asia area to shed light on the changih fiel
Vietnam and identify the conditions that limit the scale and scope of microfinetinées in

this country. Keeping that in mind, ithis paperwe undertake Grameen Bank model in
Bangladesh and village banking model of Bank Rakyat in Indonesian (BRI}@astcaies to
make comparative analysis withe microfinance system in Vietham in term of financial
innovation and methodology. TheGrameen Bank and the BRI are chosen for this analysis
because these two countries and Vietham are developing counttiesAisian areathat has
been calleda cradle of microfinanceby the World Bankwith a large potential demarfdr
microfinance in rwal areas Moreover, the two banks are the two greatest successful
benchmark representatives for the two microfinance approaches: Grameen BamKinst
leading microfinance bank in the world focusing on developing sustainable microfinance fo
poverty dleviation; whereas Bank Rakyat, Indonesia is the world largest sustainable
commercial microfinance system, the first evidence of developing microéntocprofit
target. The presentation of cases can't be fully comprehensive. Rather we intend to take
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selective business approach, focusing on financial innovation and the adaption of miceofinanc
institutions models with institutional environments variance accordintbecontext of host
countries, local demands for microfinance services toward safeguarding the sowtid ajr

the microfinance market.

4.1 BACKGROUND OF MICROFINANCE IN THE THREE COUNTRIES

The model of microfinance in Bangladesh as it originated at Grameen$Sardracterized by

tiny loans to women with fixed terms aranounts, group llality, weekly meetingsand
forced payments into a group savings account. The success of Bangladedimamicehas

been seen iexperiences of Grameen Bank which has beenkmelvn all over the world.
While many in the microfinance industrya outsideequate microfinance with Grameen
model, the bank quietlgeptinnovating itself re-engineeringts model to pursue an expanded
vision. The introduction of Grameen Bank Il in 2002 marked the most dramatic shift, re
tooling the bank’s operation thoroughly with new lending methodologies, products and support
services. Today with the innovation, there are aofadepartures from the original model in
which the biggest change is the relaxation of formal group liability. Group habiiit no

longer been usetb reinforce loan contragtsistead they use groups to facilitate interactions
with clients and may offer various incentives for peer support. Other changes focused on
making microfinance more valuable with clients both in terms of better productssamngle
business proces&rameen Bank may be the best example of how a sustainable and effective
decentralized structure of competent dedicated lermensl havea positive social impact in

the country’s most impoverished regions. Microfinance has gfowan enormous scale in
Bangladesh with approximately 23 million borrowers in the country for roughly 15@mill
people. These high numbers reflect merits of microfinance in both smwikleconomic
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contexs of Bangladesh. While Bangladeslevelopsmicrofinancewith social development
targets, Indonesia was one of the first countries to develop commercial miccefimAsia

with regulated financial institutions providing the bulk of microfinance servicesichvBank
Rakyat Indonesianits are dominarmactors, receiving twehirds of savings mobilized in the
formal and semformal microfinance sector. BR$ the oldest commercial bank in Indonesia
which was statedwned company until 2003 when it listed 30% of the shareghen
IndonesiarStock Exchang@DX). From a government-owned agricultural development bank,
BRI made good use of government seed money and trwd\Bank loan during an initial
phase andould be transformed to be the country’s second largest lender by asset and the
largest sustainabl microfinance network in the world. Its business fesusn providing
carefully crafted micresavings and microcredit products to laveome people at market rates

of interest. It also has a comparatively smblit growing, corporate business. With an
outreach of50 million saving accounts and 25 million borrowers through a network of more
than 10,000 outlets operating real time online covering both urban and rural areas, the bank can
cover its costs frortheinterest rate margin and finance its expan&iom its profit. The bank

can create an easy access for their poor clients to their financial serviceatvaihy credit
bias and at the same time mobilize their savtugteffectively, making an increased volume
of loanable fund by exceede&dde margin betweethe demand for deposit service atite
demand for creditTheir smart incentive financial policies, and motivated staffs together with
continuously effective innovations in internal management and supervisions hetpBdR It
Micro-Banking Divisiom weather the Asian financial crisis well and &®ee a unique
profitable bank every year since 1986 even during the crisis years of the latent@90the

country’s financial system collapsed.
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In comparison with Indonesia and Bangladesh, microfinandersecVietnam appeared later
thanks to the influence of global miefimance developmentt emerged during a period of
national robust economic growth since 2000 &ad grown rapidly. Demand for financial
services has increased with rising incomes awogpmng poverty levels. Vietham lowered its
poverty headcount from 58% of the population in 1993 to 37% in 1998; 29% in 2002; and as
low as 24% by 2004neaning thabnethird of the population has been lifted out of poverty
during this periodHowever, poerty was different between rural and urban areas, between the
two gendes, amongeconomic regions, ethnic groups, and groups categorized by their
educatioal levels Poverty was reduced in a much slower pace in the central region, the
poorest in the country and northern mourgand thenorth central coast while the proportion

of ethnic minorities in the overall poor population increasgglesenting an existing huge
demand of microfinancen rural areas, especially in remoted mountainous akéamanis
current microfinance systeralthough extensive in most recent yedras been still shallow
penetration. Government uses a dual approach that is both +thadest and statdriven to

ease the financing constraints of poor and rural househbédgeted plicy lending with
subsidized interest rates remaisigbstantial in the country’s microfinance sector through

operation of government poventgduction funds under the Vietham Bank for Social Policy.

4.2 RESEARCH METHODOLOGY

This chapter uses cases qtaive comparative methodology (QCA). It is a method that
bridges qualitative and quantitative analysis. QCA provides powerful tool fossaare
analyzes causal complexity by interpreting qualitative data whilst also tpekicausality. For

QCA, in ths article, we collected a broad range of secondary data from many online sources

such as annual reports, international organizations documents, survey results frawlaitoer
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researches, online data to reviewed and analyzed in case studies and then make aomparativ

analysis to fulfill the research.

4.3 CASE STUDIES

4.3.1 Grameen Bank

History of the Bank

- From an action project to bank.
The origin of Grameen Bank can be tracked back to 1976 when professor Muhammes Y
head of the rural economicsogram at the University Chittagong, launched an action project
to examine the possibility of designing a credit delivery system to providengaservices to
the poor in rural areas. The objectives of the project were to “extend credit tesiipdlor
men and women, to eliminate the exploitation of moneylenders, to create opportonsielé- f
employment for the vast multitude of unemployed people in rural Bangladesh; theng
disadvantaged, mostly the women from the poorest households, within theoffcd
organizational format which they can understand and manage by themselves; ardthevers
ageold vicious circle of “low income, low saving & low investment”, into virtuous cimaie
“low income, injection of credit, investment, more income, more savings, more irergstm

more income” (Yunus, 1982; Grameen Bank, 1986, Rahman 1993)

The project was piloted and gained good results in several villages in Chitegghnover the
period 1976 to 1979, demonstrated its strength and viability. With the collaboration of
Bangladesh Central Bank and other nationalized banks, the credit project teadedxto
Tangail District in 1979. Success in Tangail led to further extension of the mgjeatices in
the districts of Dhaka, Rangpur and Patuakhali. In October 1983, the project whsnrads

into an independent bank by government legislation. It is called Gramedn vidach in
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Bangla means Village Bank. At the beginning, the government provided 60% of thlepiaiti

up share capital of the bank and the rest 40% procured by the borrowers of the bank. In 1986,
the government share capital was reduced to 25% and the rest was from thersoiToday

the Bank is owned by the rural poor whom it serves. Borrowers of the bank own 97% of its
shares, while the neaining belongs to the govenent (The Prothom Alo, 29 June 2012). GB

is the only an organization that provides interest free loans to the beggars.

It is important to realize that the Bank has evolved as the result of a long learmwegpr
Grameen Bankow has nearly 8.4 million membersiearly 97 percent of whom are women

and has lent over $12.5 billion, allowing millions of women and their families the oppwgrtunit

to lift themselves out of extreme poverty. (Grameen Bank’s annual report 2013)afsen

Bank members gain experience and prove their reliability, they may takeamdt for joint
enterprises. The loan amounts for joint enterprises are much larger and may be up to
USD6500. More than 100 different kinds of joint activities are financéaisnvay. Most joint

loans are for activities in agriculture and forestry followed by activitietivestock and
fisheries and the running of mills and factories. Well established Grameen Barideraeran

also borrow ugo USD300 for building a house. House loans are repaid over 10 to 15 years.
To date, more than 1800 houses have been built with these loans. All loans are repaid in
weekly instalments. The Bank's recovery rate is extraordinary. Glo38% of its loans are

repaid-and on time. (FAO’s report, Jamal Nazrul Islam 2012, Grameen Bank at a glance)

The bank has gained its funding from different sources, and the main contributors hade shift
over time. In the initial years, donor agencies used to provide the bulk of capaal i@tes.

By the mid-1990s, the bank started to get most of its funding from the central bank of
Bangladesh. More recently, Grameen has started bond sales as a source of finarmedsThe b

are implicitly subsidized, as they are guaranteed by the GovernmeiaingfaBesh, rad still
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they are sold above the bank rate. In 2013, Bangladesh parliament passeaCGBamie Act’
which replaces the Grameen Bank Ordinance, 1983, authorizing the government to esake rul

for any aspect of the running of the bank.

The bank is also engad in sociabusinessand entrepreneurship fields. In 2009, the Grameen
Creative Lab collaborated with the Yunus Centre to create the Global Sodia@&uSummit.
The meeting has become the main platform for social businesses worldwidestéo f
discussions, actions and collaborations to develop effective solutions to themessng

problems plaguing the world

Financially, the Bank is almost sa@fficient, even running with a st profit. To its
members, Grameen Bank is much more than a bank in the conventional sense. Through a
variety of programs, it supports activities to improve sanitation, healthtiowitreducation,

family planning, dowry less marriages and mutual helpragnts membersThe success of
Grameen bank has made it become famous over the world and its model has beerdrigplicate
more than 100 countries and now benefits tens of millions of otBacsesses and potential

benefits of the GB micro credit systeiwudd be summarized as follows:
* it exhibits an average of 97% repayment rates,

* the members of GB enjoy an average household income at least 25% higher than

nonmembers,

* the number of GB members living below the poverty line has rapidly decreased,

* the landless benefit most, followed by marginal landowners,

* there has been a shift from agricultural wage labor teeseffloyment and petty trading

a shift which results in an indirect positive effect on the employment and wagdé®nof ot
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agriculturalwage laborers, and which has impacted poverty alleviation and economic

improvement at a national level, and

* group savings have proven as successful as group lending.

Organizational Structure of Grameen Bank

At present, Grameen Bank is the largest niicemce bank in Bangladesh and probably the
biggest micro credit organization in the world. One of the main factors behind thesotce

the bank has been the way it is organized and managed. It is purely a bank that provides
banking services only to the poor for the target of poverty alleviation but is designedan
commercially viable terms. It extends credit to the poor to invest in productitegsseuch as
processing and manufacturing, agriculture and forestry, livestock and fsshegigicesand

trade. The bank is exclusively for poor people and it is directly owned byadkenell. The
government has very little material stake in the bamowadays it owns only 3 % of the bank

and has three nominated members on the Board of Directors (Yunus 2012). Over the years,
the bank has evolved its organizational system and associated practices in respgbese t

specific developmental needs of the target clients.

Grameen Bank’s organizational structure is highly decentralized. hierdrahitaconsisiof

four level of administration and three level of organizing borrowers. The organization i
constructed by geography and function. Pyramidal banking structure incledidignd units,

centers, branch offices, area offices, zonal offices and a headiofiideaka (Latifee, 2008).

The Board of Directors consist of 13 members of whom 9 are selected from among borrower
shareholders, the rest includes bank’s Chairman and other 3 nominated members appointed by
the country’'s Government. This board approved the bank policies and serves as the link
between the Bank, the Ministry of Finance and other government organizations. Thggngana

Director is the chief executive of the bank, taking responsible for the owepddimentation of
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the policies and has to maintain close contact with various departmental headhé@adhe
office and zonal managers to assist in formulation and change of policiesrms bof
administration, at the bottom of the Grameen hierarchy is the branch officeh wehic
considered the main operational organ of the bank. It is basically anesgansibility unit

and locate in villages. One branch serves a cluster eftb20centers and it has a manager, six
or seven workers, two to three trainee workers and an accountant. The branchseféces
and organize the target clienteles, supervise credit operations, and reconametnoh Sof
loans. The second tier is the area office, which looks after the operations of abbbt 10
branch offices and being assisted by program officers. The areageraworks under the
supervision of the zonal office that is located in the district headquartdre dopp of the
hierarchy of the field level. The zonal manager is responsible for handling accauoht
managing funds and has also assumed responsibility for monitoring, evaluating and
supervising the social development programs. The head office of GB isditudte capital

city Dhaka. It is responsible for monitoring and evaluation, research and develppment
supervision of training, and similar actieis which are benefited from access to information

from different operational areas.

Within this hierarchical structure, unconventional organizational approach standsnlike

other commercial venture, the work is not focus on head office. Insteadhtie organization

focus on the centers, groups and borrowers. The bank applies the philosophy that the bank
should go to customers no other ways around. For the target, Grameen Bank execute the
customerdbase delivery system and strikes to integrate odllits borrowers into the
organization, practically making the bank and its clients to be one big organism. raives

are required to purchase one share of the bank, becoming bank’s owners (97%). In Grameen

Bank, trust between staffs and clients is #trong management system to devote all basic
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decisions effectively. All banking transactions are carried out in front of thetsland bank
staffs in grassroots levels. Efficient fidbésed training is given both staff and clients. Clients
become a pain the bank’s structure as the bottom of the bank’s organizational hieardhy
also theoretically the most influent factor in GB’s decisioraking progress. Widely opened
structural boundary of the bank helps bring clients into the organization to monitor and be hel
accountable for loan and other functions. The Head office only bears a little ibgjtpns
except for strategic issues such as basic policy, research and developemicratic
leadership practices are given by the rotation among members of @rdeysoup leadership.
The field officers are encouraged to send monthly directly to the Managing ddirect
summarizing different aspects of their works. The Managing Directoewsvand public all
significant issues, concerns and suggestions in the internal monthly magazichsavéhi
reached all bank officers and workers. These methods of communication ctimsiGeameen
Bank's employees as responsive, committed and productive teams contributing to the

development of the bank.

Once a year, Grameen Bank rates its branches according &tdivenanagement system in
order to give confidence competition and to achieve the objectives of sustainabimo@era
poverty alleviation. Braches are awarded stars of different colors bagbdioatievements

against following five benchmarks:

e Green Star—a 100 percent repayment rate (66 percent of the branches qualified
in2003).

e Blue Star—profitability (66 percent of the branches qualified in 2003).

o Violet Star—deposits exceed loans (33 percent of the branches qualified in 2003).

e Brown Star—100% of literacy. It measures by showing all children of borrowers attend
school (13 percent of the branches applied in 2003).

3232 yunusGrameen at a glance.
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e Red Star—borrowers have crossed over the poverty line (4 percent of the branches,
which represented more than 125,000 families, applied in 2003).

This kind of rating carried out no financial rewards but Yunus believes that kind of

competition created sufficient motivation to foster friendly competition batvieeanches.

Changes in organizational structures

National political crisis and the historic flood in Bangladesh in the late 1990« the bank
encounter some repayment difficulty., 88 managers and staff decided to pilot a number of
experiments with new products and new ways of managing service provision in order to
stabilize the bank and help poor families to prevail poverty. Members of the bank stopped
paying their weekly installments and stopped attending the weekly neeetiitly bank
workers (Dowla and Barua 8, 2006). The chamrgeslted in restructuring bank’s organization.

By 2001, Yunus announced the launch of Grameen Generalised Systerm or Grameen Bank I,
that is replaced the classical Grameen bank with new range of different terms. oments

of the new model were desigd so that (i) they should meet client demand, and (ii) they
should be profitable for the Bank. Changes that were put into practice in the aevedar

model include (Dowla and Barua 250, 2006):

1. A shift from group loans to individual loans.

2. Development of new products such as the Grameen pension scheme to cater the need of
retires.

3. Active campaigns to collect savings from nonmembers to raise additional loan funds

4. Allowing borrowers to borrow against their savings, unless they have paymeats.arr

5. Offering only one loan product, the basic loan, rather than multiple loan products.

6. More flexible repayment schedulestallment size is variable rather than fixed.
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7. New branches no longer have to borrow funds from the head office fordistditsement.
They can beelf-financed by collecting funds from members and nonmembers.
8. Easing loan terms, saving requirements, and repayment conditions for beggaosrest of

the poor.

The results have been staggering. The Bank has not only bleeto atabilize itself but has, in
effect, relaunched itself and its trajectory. While it took Grameen 25 yeaeath a client
base of 2.5 million, it took only three years, from 2001, to recruit the next 2.5 million clients
(Rutherforder al., 2006). Over the period 2002 to 2005 the Bank tripled the deposits it held
(US$478 million) and doubled its portfolio of outstanding loans. The Bank’s loans portfolio
became smaller than its savings portfolio. It built up a large fund for bad loanignoarsd
profits rose from 60 million Taka in 2002 to 442 million Taka (US$7 million) in 2005. This
growth consolidated for the philosophy that the poor can pay back and the Grameearitself ¢

develop and has capability to manage its assets.

Grameen Bank: Financial Performance

Grameen Bank always reported profitable in every year except thaege 3883, 1991 and
1992. Even in the very start up period, its financial margin (about 9 percent eféts)ais

high in comparison with other commercial banks (3 to 4 percent). However, the bank has to
bear a huge administrative cost of approximately 50% of its total cost whilmeaial banks

must spend 25 to 30 percent of total costs for administration. Therefore, ttadlyretiic get
financial viability Grameen Bank ndeto gain financial revenue high enough to at least
equalize its cost of operations which include administrative cost, loan defaulhdosbst of
raising resources. Before 1993, the interest rate required to break evenignast of funds

had always been higher than its averagdeoding rate, so it can’'t meet its cost of lending.

Only since 1993, Grameen bank has been operationally efficiency. The Grameest ke
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how to keep continuously positive profit belongs to its on time changes iniihatrategyto

guarantee its source of fun

Tablel12 :Grameen Bank’s Financial and Economic Viability

Year |Profits FinancialSalary |Break |Average On |Subsidy alDependency onSavings and
(million Margin Cost as %even rate|lending Rate (% of Foreign Funds [Deposits as ¢
taka) of total |of interesiof Interest  |Loans (foreign funds gof Loans

1989 2.26 9.33 40.83 [17.64 12.90 21.12 90.76 29.52

1990 10.22 8.77 42.32  |20.34 12.90 21.57 93.57 33.32

1991 11.92 9.20 49.73  22.79 16.50 21.12 94.64 29.50

1992 |(-5.65) 9.75 50.02 |16.50 16.74 16.80 99.93 31.25

1993 |9.56 9.48 144.06  ]14.85 15.96 11.90 58.12 42.44

1994 [21.74 8.43 29.43 |16.30 16.51 3.72 3.73 26.13

Note: Figures in parentheses represent growth rates from precedinggeare: Khandker,
Khalily, and Khan (1995).

Table 13: Trends in profits of the Grameen Bank, 13Bb{million taka)

Year Profit Growth rate of |Reported |profit as percentage g
Reported |Revised |Operating reported profits Total Assets  |Equity
1986 0.36 0.36 3.17 - 0.40 0.04 1.01
1987 0.44 -2.56 7.16 22.22 0.34 0.03 0.77
1988 1.17 -32.66 4.46 165.91 0.59 0.06 2.76
1989 2.26 -57.34 5.94 93.46 0.76 0.08 3.13
1990 10.22 -65.46 13.9 352.21 2.47 0.26 14.19
1991 11.92 -61.47 -17.59 16.63 2.16 0.25 10.42
1992 -5.66 -68.03 -23.45 -141.44 -0.73 -0.08 -3.79
1993 9.56 -77.36 -29.50 269.38 0.72 0.08 6.37
1994 21.74 -54.60 -15.11 127.41 1.08 0.13 10.04
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Table 14 Trends in profits of the Grameen Bank, 2002-2011 (million taka)

Year 2002 2003 2004 200% 2006 2007 20p8 2009 2010 2011

Total 2,753 3232 3489 4746 633p 6790 7831 9797 12435 14265

income

Total 2,087 2115 1671 2379 2978 3689 4373 5629 6804 7125

expense

Total 22,60 | 27143 | 33653 44624 59383| 68953 2800 1030012539 | 14044

asset 2 4 5 6 1
Reported 59 357 422 1000 1399 106 371 1304 7897 683
income

Operated | 2,146 2473 3112 5109 5959 6133 6542 7429 8%13 10686

income

increase 605.08 | 715.2 1695 | 2369.| 179.6 | 628 2210 1283 1157

of income 5 4 6

Profit as 2.14 11.04 12.09 21.0f 22.06 7,58 473 13(31 6,08 478
% of
total

income

Profit as 2.82 16.87 25.25 42.08 46.94 2.87 8.48 23]16 11.12 9.58
% of
total

expense

Profit as 0.26 1.31 1.25 2.24 2.35 0.15 13.P5 1.26 6.08 478
% of

total asset

2002 | 2003| 2004 2005 2006 2007 2008 2009 2010 2011 pP012 |2013

Return | 293 | 10.6 | 8.98| 21.2] 258 179 212 5.64 107 8pP7 1y.1 13.6
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on 3% | % 2% |3% | % 1% | % 4% | % 0% | 5%
equity

Operatin | 102. | 111. | 109. | 115. | 117. | 101. | 112. | 102. | 104. | 103. | 106. | 105.
g self 00% | 10% | 88% | 65% | 41% | 02% | 20% | 63% | 46% | 31% | 17% | 15%
sufficien
cy

(0SS)

Financia| 99.6 | 107. | 105. | 110. | 112. | 94.8 | 106. | 99.2 | 99.2 | 95.7 | 99.6 | 99.5
| self 0% [88% |70% |40% |28% |4% |07% |[1% |0% |9% |[2% | 9%
sufficien
cy (FSS)

Before 1993: Being subsidy dependent.

Grameem Bank got its funding from many sources. Before 1993, the Grameen bank’s
operations depend to a large extent on the availability of outside funds. Initially, the
International Fund for Agricultural Development (IFAD) provided most of these fural8%
interest rate. Bangladesh central bank also provided matching funds at thentesiest rate.
Other international agencies such as IFAD (International Fund for AgnialDevelopment),
NORAD (Royal Norwegian Devepment Cooperation), SIDA (Swedish International
Development Agency), ODA (British Overseas Development Agency) and tnd F
Foundation also become financiers of the Bak&k.of December 1993, foreign sources had
contributed 58.1% of total Grameen Bank resources and TK2,886.3 million or 34.5 % of total
funds were provided in the form of grants (for revenue antbrmfing). Given its access to
grants and cheap funds from official sources both foreign and domesticnkhdidbaot have to

use borrowed funds from the commercial banks until 1992. Such inexpensive funding has been a
key instrument of the Grameen Bank’s phenomenal expansion in terms of organaterage

and lending. The exceeds of borrowing funds at high concessional interest gateparsons

with the financial needs of its clients helped the bank earn a vital interest ibgomi@vesting
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and often arbitrating with these funds. It also helps the bank pay soicalpadonors’ interest.
This measure of profit include income from dirgcants gives the underestimated views on the

bank’s true cost of raising resources and shows profit years @ year

In 1992, the bank tried to seek financing in local market through issuing bonds and debentures
and that made decrease the indicator of siybas % loan outstanding and dependency on
foreign fund to 3.7%. However, without the guarantee of Bangladesh’'s Goverriheehink
couldn’t benefit local fund through bonds and debentures. According to Khandker “when the
bank issues bonds in 1995 to gexte market resources at the market rate, it had difficulty
mobilizing market resources. In that year, all nationalized commeraaklidead tremendous
liquidity and were eager to buy Grameen bonds, but with the government’s guarantee. The
Government had to step in and Gramee Bank was rescued for its shortage of liquidty in t
year” The bonds and debentures were sold to national banks with the interestyratefu@mn

4-6% according to the due date years, even lower than the deposit rate that baktofis

clients and far lower than market rate interest. Assuming an average cosoofl&¥ds and a

rate of 9% in alternative safe investments, Bangladeshi nationalized batiks (@overnment
through its guarantee) implicitly subsidized Gramein the amount of 258 milliomaka
(USD6.4million) in 19941995about USD3.10 for each of Grameen’s two million members

33 S0 obtaining fund by issuing bonds and debentures to local market is indeed in some extend
to be another kind of Government subsidy that give to Grameen Bank and had help indirectly

increasing profit of Grameen bank

However, reliance on subsidized resources can’'t be a permanent feature of aljnaiatie

institution. External resources dependence with grants and concessiomstrate brings its

33 Research from Jonathan Modurch 1999:. Role of subsidies in microfinance evidemcéhe
Grameen Bank.

134



Factors affecting the microfinance development in Vietnam

external influences (Yanus 1993, Hassan and Guerrero 1997, Khander 1999) and virtual profit
due to the economic cost of funds (the opportunity cost) used for credit and other operations is
not compensated with the income it generates feordihg at market rate. Evidence shows that

in 1994 when the bank had to face with big repayment troubles and the extreme slowdown of
external funds, the longerm survival of the bank was threatening. It was estimatelb%3 of

bank’s total outstanding loans remained due date one or two years (Morduch 1999), ruining the
bank’s institutional sounds and thus driving the decrease of external funds in relatised

almost 4 per cent. Grameen bank with high profile of social missions and the triushdeiat
between the banks and its clients for loan repayment could easily accesséssional funds

but when it was trouble, the bank was at risk of meeting operation cost and had to borrow Tk
3,250 million (or 46% of its resources) from the commercial baatkthe market rate. Bad

situation forced the bank to decide to <change its financial strategy.
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Table 15 External funds available from different sources, 1985-94 (million taka)

Year Bangladesh [IFAD Norway |NetherlandSweden [Ford CommercialGrants* [Total Foreign funds ¢

Bank (NORAD) f2 (SIDA) |Foundation anks a_share of tot
(%)

1985 206.60 180.10 [0.00 0.00 0.00 3.96 43.30 - - -

1986 80.80 587.60 [0.00 44.30 0.00 3.96 0.10 5.92 886.98 190.88

1987 19.00 556.30 [123.40 44.30 156.20 [18.08 - 7.33 905.61 [97.90

1988 14.80 747.20 |187.90 144.30 220.70 [18.08 - 180.54 [1,413.52 [98.95

1989 193.80 957.10 [267.90  44.30 238.90 [18.08 - 377.22 [2,097.30 [90.76

1990 183.40 1,085.70267.90 44.30 238.90 |66.37 - 967.12 [2,853.69 [93.57

1991 173.00 1,085.70267.90  144.30 238.90 166.37 - 1,351.46 3,227.63 |94.64

1992 |- 1,257.70[267.90 44.30 238.90 66.37 3.10 2,445.86 4,324.13 99.93

1993 3,500.00 [1,352.60(267.90  44.30 238.85 166.37 - 2,886.27 18,356.29 58.12

1994  [3,500.00 | - - - - 3250.00 [261.49 [7011.49 3.73

Note: *Grants include revenue grants and grants for odending.

Source-. Grameen Bank, world bank report on GB performance and sustainability.

136



Factors affecting the microfinance development in Vietnam

Transforming into free-subsidized bank

In 1995 after the implementation of the Grameen Generalised Syf@Bameen Bank ll),
Grameen bank’s leaders decided to stop requesting donor money in order to avoid feng inter
on business operation from foreign actors and move toward to biinaelfe. The years 1998
marked the last year when the bank received eatt@ids (Yunus 2006: Banking with the Poor
without collateral). Since then, the bank has relied almost entirely on borrowertslepusi

local loans. For that target, two main financial policies have been deployed:

+ Increasing number of savings depoitsn members and started accepting deposits

from non-members in 2003 to finance its bank’s operations.

+ Increasing fixed deposit investments in commercial banks in Bangladbsh trzn

disbursing more capital as loans.

These financial strategies haween considered to be smart and made use of the most
advantages of the “special status” of Grameen in comparison with other |arafimaince
providers who have the right to mobilize capital only from their members. Theynhoassist

the bank in changing its funding profile but also contribute to achieve many objeaftithes
bank such as avoiding currency exposure risks and market saturation, expansion pesthw s

maintaining liquidity,
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Chart 15 : Deposit/ Borrowings from banks

¥ Borrowings from Banks ™ Member Deposits
In million

3550k
30,000 17
25.000 1
20,000 1
15.000 17
10,000 |~
5.000 -

2002 2003 2004 2005 2006 2007 2008

Source: Grameen Bank Audited Financial Statements

However, there are still many doubts on Grameen bank’s long term financial sustainability.
Annually, Grameen bank account are monitored and completed by certified public accountants
but they do not strictly conform to international accounting standard in terms of measuring
profit, loan repayment rate and loan loss provision. Besides measuring profit by including the
income from direct grants, the bank always moves categories and expenses around to ensure a
modest profit to be posted. “Some disbursements are treated as expenses before profit is
calculated while other are treated as allocations after profit is calculated”**. Loan loss provision

are made only to the extent that the bank can still report positive profit.

3* Morduch 1999: The role of subsidies: evidence from Grameen Bank.
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4.3.2 Case of Bank Rakyatindonesia (BRI bank)

Indonesia has the largest economy in Southeast Asia and a classification of esng@m
industrialized country in the world. Being a member e2@major economies, Indonesia plays

as a driving force within the Association of SowatieAsian Nations. It is also one of the first
countries to develop commercial microfinance in Asia with regulated financial frostgu
providing a bulk of microfinance services. Standing out of the Asian Financial Gfribie late
1990s, Indonesia economy started to come back on track in the mid of 2000s and continues to
prove resilient to the Global Financial Crisis 2€®9. The country keeps maintaining
impressive macroeconomic indicators:yéar compound annual growth of 5.8%, un
employment at 6%; both public and private debt felt down sharply at 25% of GDP while
international reserves has grown fast and inflation has been under cthifokse successes

are results from many economic reforms to address structural weakrniegsese regulatory
efficiency and modernize financial sector. The financial system of Indoimesiominated by
banks, accounting for 50% of GDP and 80% of financial system. However, activitiesieed i
concentrated in a few large commercial banks with estimation ethodeof the banking sector
asset and deposit base belongs to top three-astated commercial banks in which Bank
Rakyat Indonesia (BRI) took an early lead in Indonesian dacgée commercial micrbanking

and has been the dominant player for more thardeeades. This oldest bank in Indonesia was
statedowned company until 2003 when it listed 30% of the shares on Indonesia Stock
Exchanged (IDX). From a governmemwned agricultural development bank, Bri made good
use of government seed money and a world bank loan during an initial phase and can be
transformed to be the country’s second largest lender by asset and the lastgsialsle

microfinance network in the world. Its business focus on providing carefully draftero

%5 Indonesia data 2014-Economic outlook
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savings and microcredit prochs to lowincome people at market rates of interest. It also has a
comparatively small but growing, corporate business. With an outreach of &M rsdving
accounts and 25 million borrowers through a network of more than 10000 outlet operating real
time online covering both urban and rural areas, the bank can cover its costs fromraieres
margin and finances its expansion from it pr8fiEspecially, the bank’s micreredit products

like a nontarget loans from $85000 at rural market interest and unrestricted deposit services
are very attractive and meet demand of retgiedr clients. The bank can create an easy access
for their poor clients to their financial services without any credit bias aitidleasame time
mobilize their saving cosdffectively, making an increased volume of loanable fund by
exceededvide margin between demand for deposit service and demand for credit. Their smart
incentive financial policies, and motivated staffs together with continuoulibctige
innovations in internal management and supervisions helped the Bri-Baciing Division
weather the Asian financial crisis well and become a unique profitable bank eversinga

1986 even during the crisis years of the late 1990s when the country’s financamsyst

collapsed.

% Official website of bank PT Rakyat, Indonesia.
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BRI, a leading Indonesian bank
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Chart 16 :

Number of ‘outlets’ at December 2014 Average Net Interest Margin (NIM) - Formal lenders

BRI's NIM of 8 5% in 2014 was the highest
of the four big leaders in Indonesia, indicating

129% 1 microfinance can be highly achieved. Indonesia
BJB BRI has a huge lead in terms of geographical |has the highest banking margins in Asia.
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microfinance growth? - KPMG Indonesia.
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The triumph of Bank Rakyat Indonesia in helping the poorpradiding microfinance services
sustainably and profitably is not only the pride of Indonesia microfinance higoithas far
reaching implications for the future of commercial microfinance globalty fan social and
economic development generafly The evolution journey of BRI could be divided in to two
phases: from 1895 to 1983 and from 1984 until now. The first phase was marked with the
success reform of the BRI mickmnking unitsunit desa(village units) and the second phase
was linked with the restructuring of BRI as a whole. Factors contributingeteuccess of BRI

lay on its continually innovation and keeping adaptable with environment chaingmgdooth

inside and outside the institutions.

Factors driving changing momentums for Bank Rakyat, Indonesia

External factors gave impetus for the bank reforms at initial stages. iehstohanges in
Indonesia in controllegiovernment, legislation as well as political economic in macro level had
great impacts into BanlRakyat. Under the Governments’ policies, the bank restructured
continually, kept changing its operation directions to adapt to Governnregtsrements. In

the context of stable political economic context, correct financial policies from rGaoent
contibuted to shape a new form fBRI, gave them a new direction, marking a great turning

point in the bank development way.

Going back in time to the origins of bank Rakyat Indonesia (Bank BRI) to know about the
change of the bank from subsidized governnigantk to one of the biggest financial self
sufficient microfinance institution in the world.h& starting point of BaniBRI foundation
began with some details that were similar to the origin of Grameen Bank in 8asiglaBRI’s

ancestor, the Briyayi Bank of Purwokerto was created in 1895 by Raden Wiriamaadya

¥ Marguerite S. Robinsewhy the bak Rakyat Indonesia has the world’s largest sustainable micro
banking system 1 December 2005
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Javanese government official who always crediteancial opportunities for the po@nd put

his trust into their capability of loan paying back. In 1894, Raden Wiriamagalya a low
interest loann his own money to a teachir help him pay back usurious loan that the teacher
had borrowed from money lender to finance a family ceremony. Not only Reaten
Wiriammadyaalsoused to extend loan from the local mosque’s treasury to civil servants and
others. In December 1895, with the approval of his Dutch colonial superiors, he founded the
Hulp en Spaarbank der Inlandsche Bestuurs Ambtenaren, for the civil semtcg Qrpriyayi,

in Indonesia. In 1897, under a new manager, de Wolff van Westethedeank expeeinced its

first reorganization and renamed Poerwokertoesche Hulp, Spaar en Landbouwb@n&die
popularly known as Volksbank (the people’s bahk)ended for the Indonesian elite in its first
years, the Dutch administration organized it as member owned institution with duteeac
creditworthy Indonesians of any occupation, as well as European civihsemahe regency in
Indonesia. Its products were expanded to include savings and credit in kind as gasdh. The
bankhad protection provided by the government or state. It became the model for two types of
institutions: banks for the priyayi, and cooperative banknsgjitutionsfollowing example of
European banks at that tifmeth a more diversified clienteléAlthough having a londpistory

since 1980s, the present form of the bank only emerged after Indonesia’s wfficiall
acknowledged independence in 1950 when the bank renamed as bank Rakyat, Indonesia (BRI)
and was declared a governmemtned bank conducting banking business in general including
saving, credit and other services; guide and supervise cooperativeslagesvilanks; handle
government programs and acts as a special bank for groups that were beyond thegareddi

other financial institutions.
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During the 1960s, BRI underwent several structural changes to promote the goverrsoeat’
agenda. The bank was even merged with anothermtated bank to support cooperatives of
farmers and fisherman with subsidizing lending and then separated tees@blished as
commercial bank which provide finance for small enterprises and microesespas well as
agricultural production through Bimbingan Masal (Bimas) (mass gu&jampcogram of
subsidized credits to farmergfoups. To manage the Bimas program, BRI establiahestwork

of unit desa in ricgrowing areas, mostly one per sdistrict. The number of BRI unit desa
supported by a government subsidy grew rapidly from 18 in 1969 to 3600 in 1983. Although
having authorization to mobilize savings, this source of fund remained insignificant. The
financing source of these unit desa still depended mainly on government fundsewfigears

of operation, the portfolio quality of these subsidized lending programs deteriorptely.ra
Bimas programs failed terribly with orleird of their clients were in arrears. The default rates of
Bimas borrowers surged to above 50% as of 1982, resulting a heavy loss. Failure of Bimas
programs was consequences of many mistakes in banking management and operations:
Government ‘s fixed loaterm and ceilings, subsided saving and borrowing interest rate, illegal
extra charges by loan officials, onerous procedures, frequent delays beyomaetioé planting

and restrictions of allowance loan purposes to productimmted agricultural targgtaralleled

with poor skilled staff. All these faults poisoned the purpose of Government’s effionptove

farm productivity and increase food sslifficiency. Besides, financial market had some
troubles: oil price declined sharply in 1982 reduced leda@is oitrelated revenue and forced
government to withdraw from the expensive subsidized lending program. The loss qfooil ex
initiated an era of deregulation and a shift from suwglplyen to a demandriented approach.
Government was no longer repdal by increasing market forces to be prime mover of

development. Policy measures in 1983 comprised full interest rate deregulationmihatign
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of credit ceiling and a reduction of central bank liquidity credit. When BIMAS wasephaut at

the end o0fl983, future of unit desa network were put at risk; BRI was given two options: either
introduce drastic measures to increase the profitability of the units or closeltven. With the
encouragement of Indonesia Ministry of Finance, BRI opted the latter, conuanitrdesas into
rural banking network, opening a new chapter for the development of the bank in term &f both i
form and is practice operation methods as well. This marked the beginningre¢ess which
eventually made BRI one of the largasid perhaps the most successful provider of commercial

microfinance in the developing worfi

*Hans Dieter Seibel with Agus Rachmadi- Growth and Resilience of Sawirsgst Commercial
Microfinance Institutions: The Case of the Microbanking Units of Bank R&lkyglonesia
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External factors have created motivations for theinitial reform of the bank:
- The oil gice collapse ir1983 and the decline in oil revenues forced the government to impose

austerity on budgetary expenses and subsidies.
- Economic pressures madeipolans adopt a commercial pach to rural microfinance

- During the scalingip period, sible macreeconomic coditions conomic boom with an
average of 5.0% growth in real GDP per capital over 1980-1997) and a series of financial
sector reforms provided @nducive environment in which the new Unit system could develop
and prosperThe government’s lorgerving economics team provided continuing kgiality
leackrship, characterized by a finghpne combination of vision and caution. In order to
accelerate commercial transformation in BRI network, some Government decdiects the

turnaround included:
e Government supported fund for BRI units just in two early years but no longer.
e BRI was informed that the units would either succeed commercially by then losbd ¢

e Only commercial credit to be available at the units. Although government dewid¢o
stop the credit subsidies at BRI but limited them at branches at district level int@rder

take subsidies out of the units and let market forces operated there.

¢ BRI units were able to operate autonomously and stayed free from government
intervention such as credit targeting, interest rate restrictions or arfeiatee in lending

decisions.

Internal factors such as the bank’s local innovations in organization, business operatam, hum
management and financial performance affected the bank’stéomg sustainability and
transferred the micrbanking unit fronsubsidy into seffeliance.
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Innovation in I nstitution organizations
The organizational structure of Bank BRI comprised of four tiers in which the upresesnt

the bottom layer:
+ The Head Office in Jakarta
+ Regional offices supervise and do internal auditions for branches and units

+ Branches at district level responsible for their own retail business aghpr lending as

well as guild and supervision on the Unit desa located on their area of operation.
+ Desa Units or called BRI units at sdistrict level as well as village service posts.

Although both branches and units are part of the same organization, the Unit Desac@ystem
be clearly distinguished from the branch network in terms of target greeipsces and mode
of operation.Microfinance services are provided through BRI urRestructuring BRI units
was undertaken through a careful and strategic deemaking process from choosing unit
business location to organizational structure and management. The BRhematsefined as
the nucleus of the entire systeimstead of being located in riggown areas as before now
common found in central location of the sdiBtrict town near the market placEheywere set
up as a highly decentralized and semionomous financial entitio ensure flexibility and
quick respond to customers’ requirements. There were osigadl, limited structure team in
each unit includindour staffs a manager, a loan officer, a teller and a desk offiEaéryone
were well trainecand retrained by geonal BRI education and training center with marketing,
accounting knowledge; clear mission and division of responsibilities in mindprafessional
working skills. A teller at a unit could handle various transactions such as rransyers,
check cleang, bill payment and other noncash transactions in one Sigfs were also

provided incentives which served to motivated them to make their units attain the lutreac
147



Factors affecting the microfinance development in Vietnam

transparency, and profitably that were expechenvever there were also penaltiepecially

for unit managers of poorly performing unlitse losing their lending authorities and promotion
chances Happens when loan arrears exceeded 3% for a certain period). Each unit covered
about 1618 villages at suddistrict andserves an average @D000 savers and around 1000
borrowers. If the business of a unit expaadd staffs’ works could be oviraded the Unit is

split to keep the operation small arfidcus. BRI units were placedinder their own
administrative structure, supervised by branches and audited by regionad. affieg could
adopt marketbased interest rates on loans and transformed into full service rural banking
outlets.The accounting system allows each unit’'s performance to be evaluated as prefit cent
they have their own lence sheet, profit and loss account. A standardized management
information system MIS centered on a few key performance indicators protimety

information to managers and supervisors at all levels.

At the head officethere isa separate divisiomanaying performance obnit Desa Business
(BUD) and consolidatindgpusinesgeports from the regions into a natiodavel management
information system that provides the basis for policy decisibusing the first decade of
transformation, the Unit Desa opépnswere directly supervisetly the President Director
himself. Today it is under the responsibility of thilanagingDirector and an international
consulting teanfrom the Harvard Institute for International Development (HIID) sponsored by

the World Bank and USAID to provide Policy and technical advice

Innovationsin ingtitutional financial strategy and business performance.
Changing of the Bank Rakyat Indonesia was undertaken comprehensively apldtelyn
redesigning organizational structure combined with innovation in financig¢gyrand business

performance. Like many other microfinance institutions in the world, at titeugtperiod BRI
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unit desa received funder reformfrom two major sources: an injection of Rp210 billions of
seed capal in 1984 from the government for loans and initial administrative ;cast World

Bank loan ofUSD102 milion, distributed as follows: US® million in 1987 for technical
assistancand USD97 million in 1989 for liquidity support. However, financialsarom local

and international donors couldn’t make the bank to be passive in their business operations. Their

financial sector policies work and conductive to financial innovations.

At the customer or market segment level, the units moved away the previous commodity
approach and adopted-salled incomeapproach instead. Potential unit customers were not
only focus on farmers, crop agriculture and seasonal loans as before but anyone who twas able
save and repay a loan. The bank provided credit to any creditworthy person for any-income
generating activity such as petty trading, agriculture and agricuiiymat trade, industry,
services, horticulture, operation of small plantations and liveseleked activity as well as

customer credit.

At the product level, innovations in savings and loan products were emphasized through the
attractive design of two new savings and loan products at the units. One callecheéimpa
Pedesaan (Simpedes) was a saving products for those living or doing business ireaaral a
This product provided for unlimited withdrawals at any time and had a lottery compmitient
prizes and awarded at wdlblicized public events. Simpedes has become BRI's most
attractive saving product, outperforming time deposits and other savings productsieoy wi
margin. There are no fees to open an account and except for the smallest l{danddmn
USD10), it has a positive real interest rate and therefore favoured bpdome households.

The other innovation was a general rural credit pcodKredit Umum Pedesaan (Kupedes)

which provided for monthly installment payments and was open to all borrowers for any
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purpose. Kupedes enabled the units to diversify their portfolio away from maintulagal

loans and toward various business and consumer loans, rural as well as urban. Portfolio
diversification is thus ingrained in a single product. Doing microfinance abper for
commercial target, so BRI units still require collateral from borrowers howeeve flexible in

all kind of forms tha suitable with clients and especially noollateral for small loan up to
USD500. Sufficient collateral is required from borrowers to cover the loan value iorthef

land titles or by the pledging of buildings, motorcycles or other propertiesllinithe loans

were given amounting to betwee$8 and $1,000 but over time the maximum loan size
increasednow it could reach USD10008RI also introduced an incentive system for timely
repayment of the loans with two components: a refund of 25% of the amount of interestl due a
the expectation of repeat loans of increasing size if all installments wereopaione).
However, a penalty of 0.5% per month is imposed on the borrowed amount for late payments.
For customers who did not have enough to fulhik required collateral so as to qualify, they
may surrender properties such as their radios and TV sets just so to instiphsgrhelogical
impact on them as borrowers although admittedly BRI actually could noaglof such
collaterals.This turnedout to be a powerful instrument for arrears prevention, as approximately

95% of the borrowers repaid their loans on time, a proportion which increased to 98.8% in 2007.

Unlike Grameen Bank of Bangladesh, funding of Kupedes was not dependent on funds from
abroad but was funded by locally mobilized savings. In order to ensure that BR break

even within 3 years, the KUPEDES interest rates was set at 1.5% flat per moméhaoiginal

loan balance (equivalent to 33% annual effective rate. Under thenrefeasures, high priority

was given to mobilizing savings which became an integral part of the villagehilssophy.

The successful SIMPEDES rural saving products were designed and conducted basattson r

of many research and extensive market swgay the demand for savings and loan products
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involving low-income people. These studies provided evidence that people in rural areas tend to
be savers rather than borrowers and they would like to have freedom to withdraw their mone
whenever they want. Hence, unlimited withdrawal savings products were seenfiectaree
instrument of resource mobilization. Following the success of SIMPEDES, its wbatepart

called SIMASKOT with an emphasis on security was introduced in 1989. As @sgvoduct

for the urban community, SIMASKOT has the same basic features of SIMPEDES fxdae
interest rate structure. Interest rates for SIMASKOT is generally higharthat of SIMPEDES
because the former takes into account the larger savings capacity ofcugt@amers and the
stiffer competition that BRI faces with other banks operating in the w@ateEas. Hence, interest
rates ranged between 11% and 14.5%. TABANAS BRI is also another government saving
program offers similar features as SIMPEDES but is not as popular becals&atiaio more

than two times a month but lotters combined with prizes in cashes which is thettnactiva

ways to rural customers in Indonesia. TABANAS aimed at school children and studdats. S
deposits with positive real returns throughout the years and easy accesatdoaapefor any
purpose at market rates of interest combined with powerful incentives tcs cliedtstaff had

help the units turn profit in 1986 and in 1988, they accounted for 30% of BRI’s total net income.
During 1989, the units broke even in terms of savings mobilization and loans outstanding and
began generating surplus liquidity and by December they generated eguaetis/lof USD63
million. Since that time, BRI units have been completely financiallyrsédnt in mobilizing

their own resources, covering their costs, and earning a profit. In term of volundeptisstto-

loan ratio has been about 2:1, thus only half of the fund mobilized by the Units weledexs/c
KUPEDES loan and the other half wéransferred to the branch system. For the units, the fund
transfer was attractive because they were paid an interestheat®called transfer pricavhich

was normally set slightly above the interest rate paid on time deposits. THuhdsaeasily
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absabed the units’excess liquidity and channeled the fund into large corporate loansréhat we
rapidly expanded during the 1990s. The total sum mobilized and transferred to the branches

from 1898 to 2008 amount to USD 23.7 billion (Seibel 2005, 2007).

Chart 17 : Deposits and loans outstanding of BRI microbanking units 1984-2008
(in million USD)
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Source: Seibel 2007- Growth and resilience of Saving-based Commercial Microfinance Institutions:-

the case of the Microbanking Units of Bank Rakyat Indonesia

Strategy of BRI units to maximize theuteach and yet remain profitable is includexgong
customers both the poor and the ypmor and cater for therespective demands for smaller and
larger loan sizes, whereby the latter creabsidizethe former. Excluding the nepoor from
their clientele would substantially theoutreach to the poorOnly small local financial
institutions, such as cooperatives and other villaggedinstitutions, can handle wersmall

loans coseffectively. In order to reach all segments of the rural population with financial
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servicesthe bank takes a differentiated rural financial infrastructure in whicbuatypesand

sizes offinancial institutions compete with each other

Besides retail microfiance business, in order to increase profitability, Bank BRI took effort to
strengthen its wholesale segmdR| participates in a treasury single account of government
budget and acquires minimum 70 percent of money flow from the government budget. The bank
has established an institutional business division dedicated to capturing thesoppasurty

with institutions and organizations. Low cost fund andidfased income are the ultimate goals

in this segment; services include salary crediting and roastagement.

Aligned with the institutional business expansion strategy, BRI has chasg&dategy in the
corporate loan segment by focusing on financing state owned enterprises /goNerojeets
and corporate business that have a link with microsamall businesses. The main objectives of
financing SOE/government project is to save capital due to lower risk wHi@®E exposure
ranging from O percent to 50 percent. More importantly, financing corporate laesirtbat link

with small businesses will create trickle down effects to BRI's microfinargraeset.

Diversifying loan products with other banking services helped almost doubled loan patfoli

BRI during the fouryear period from 2005 to 2008: from USD7.7 billion to USD14.7 billion.

As of 2008 almost half the portfolio has been in microloans up to USD5,000 (27%)layd sa
based consumer loans up to USD20,000 (19%). These two business segments with relatively
small loans have by far the best performance, with NPL ratios of 1.0% and 1.1éttivety

Small commercial loans up to $500,000 account for 28% of the portfolio, at a considerably
higher NPL ratio of 3.5%. Mediuscale loans up to $5 million account for 7.7% of the
portfolio, at a yet higher NPL ratio of 6.3%. Corporate loans, kept below 20% of the ipatfol

per decision of the Government as the bank’s majority owner have an NPL ratio of 4.5%.
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The two smabscale business segments, micro and consumer lending, despite an already
excellent performance in 2005, succeeded in bringing down their NPL ratios byoalethitd,

notably unimpeded by the global crisis 268008 Small and medium commercial loans
improved their performance slightly, the latter however with a higher rat908 compared

with 2007. The most impressive restlis been achieved in corporate lending, much of it
agricultural, with innovative approaches in supply chain finance and in agribusiness public
private partnerships, its NPL ratio cut down to about a quarter of its 2005Qeket. financial
indicators ado showed quite good resuR©OA, felt slightly, from 5.4% in 2005 to 4.6% in 2007

and 4.2% in 2008, while ROE fell from 37.9% in 2005 to 31.6% in 2007, then rose to 34.5% in

2008. There isalmostno visible effect of the global crisis on the performaricBRI’s portfolio

as a whole

Table 16: BRI portfolio composition and NPL ratios, 2005-2008
Business segment Loan size in Non-performing loan ratio Portfolio 2008 in %

US$ (2007) 2005 2006 2007 2008

Microbanking Up to 5,000* 1.55 1.36 1.19 1.02 26.6
Small consumer | Up to 20,000 1.62 1.91 1.67 1.08 19.0
Small commercial | Up to 500,000 4.06 6.32 5.71 3.52 27.6
Medium >0.55 million 7.48 5.87 5.67 6.33 7.7
Corporate >5 million 16.93 13.55 4.62 4.53 19.1
Total 4.68 4.81 3.44 2.80 100.0
Total in billion 7.68 9.61 12.09 14.71
US$

*Raised to US$10,00tbward the end a?008.

Source: BRI 2009
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In the process of expansion and sagletheir business in order to raise equity capital, Bank
Rakyat, Indonesia was among first few rofarance institutions in the world started accessing
resources through public issue in the capitakket.BRI became a partially patized public
company in November 2003 after the sale of 41 percent of BRI shares to the publib #moug
initial public offering (IPO). The bank is listed on national stock exchanges and had sold
internationally. The IPOs and listings have allowed bank BRI to tap into the treaims
investor community and take advantage of myriad new opportunities. The successdue WO
strong interest from investersts shares were ovweaubscribed by 16 times and was the largest
equity deal since the financial crisis. Total proceeds from the IPO andotmngp 4.1 trillion

(US $486 million), of which around Rp 2.5 trillion (US $297 million) is to be transferred to the
state budget and the remaining is to increase BRI's capital. Accordihg papeAsia Money,

BRI become “the best newly list company in 2003”. By December 2004, the share gitice h
reached nearly three times the strikeegar Since the start 05.3 f the crisis, Indonesia has had
difficulty attracting foreign investors (to a significant extent becadsmntinuing problems in

its legal and judicial systems). But BRI is a striking exception. After its initiblip offering
government owned 59.5% and 40.5 belonged to the public in which 55.3 went to foreign
investors and 44.7% to domestic investor. However, by 31 December 2003, most of domestic
owners sold their shares making a change in the public ownership with compas2io®%
domestic and 79.1% foreign. Going public has required a paradigm shift for BRI; it has been
crucial for the bank to comply with capital market regulation and gain the trusai@wlders.

This has also signaled to capital market that the rfim@noce sector is a potentiaburce of

profitable investment
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4.3.3 Case of Vietnam

Vietnamese microfinance characteristics.

In comparison with Indonesia and Bangladesh, microfinance sector in Vietnaneabpztar

thank to the influence of global micfmance development. It emerged during a period of
national robust economic growth since 2000 #&ad grown rapidly. Demand for financial
services has increased with rising incomes and dropping poverty levels. Viewaned its
poverty headcount from 58% of the population in 1993 to 37% in 1998; 29% in 2002; and as
low as 24% by 2004meaning that a third of the population has been lifted out of poverty during
this period.The DFC Group report to the WBeveloping a Comprehensive Strategy to Expand

Access to Microfinance Services (Volume |, The Microfinance Landscape in Viet Nam
February 2007), documentedrapid growth in Viet Nam'sinancial sector and with it the
coverage of low income and poor people (“outreach”) by microfinance institutlbestimates

that between 780% of the poor are able to access some form of financial service, mostly in the
form of shortterm credit and savings, and thlaé formal banking system appears to reach a
substantial number of therklowever, poverty was different between rural and urban areas,
economic regions, ethnic groups, education and geRdeerty was reduced in a much slower
pace in the central region, the poorest in the country and northern mountain and north central
coast while the proportion of ethniminorities in the oveall poor population increased
representing an existing huge demand of microfinanceural areas especially in remoted
mountainous area¥ietnamese current microfinance system although extensive in most recent
years has been stdhallow penetration. Government uses a dual approach that is both-market
based and statdriven to ease the financing constraints of poor and rural householggt Ta

policy lending with subsidized interest rates remains substantial in the ¢sunicyofinance
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sector through operation of government poweeuction funds under the Vietnam Bank for

Social Policy.

Of the three-primary formal sector financial service providers (Viet Nam Bank for Afjtioel

and Rural Development [VBARD], Viet Nam Bank f&ocial Policy [VBSP], and People’s
Credit Fund [PCF]) serving LIHs, only VBSP targets the pooeatly with belowmarket
subsidizd credit (albeit on an exclusively supjlgven basis, driven by socmlitical
‘coverage’ targets)Activities include leding to the poor, job creation activities, student loans
and lending to floodesistant housing. VBSP’s services are currently necessary for sdasl po
purposes but it also raises many doubts on the sustainability of the system asdeled social
policies versus financial principlds a State owned Commercial Bank (SOCB), VBARD on the
other hand has the strongest systems for commercial banking, but has not integrafethncer

into its product range as a specialized and potentially profitable service & pastomers in its
own right. VBARD appears not to be convinced yet that the poor might be a profitatiet m
segment, perhaps because it cannot competedreadth the subsidized VBSP. Nevertheless,
VBARD estimates 47% (end 2003) of rigral borrowers or some 2.8 million households to be
poor, making VBARD the largest provider of the full range of microfinance serviceagsa
credit, money transfers etc.) in rural Viet N8m Finally, PCFs are possibly the most demand
oriented of theformal sector financial service providers in Vietnam at present by way of their
savingsled and membeowned nature, however their market share and growth potential are
constrained by licensing criteria related to area of operation (geographgoaechge The
dominance of the statawvned banks and the popularity of targeting lending at subsidized interest
rates have effectively kept levels of mictending from norgovernment organization (NGO)

type microfinance institutions and privatesctor entities insignificant. Of the social

% World Bank: TOR for DFC study to develop a comprehensive strategy fessate microfinance
service in Viet Nam, 2006.
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organizations and government programs involved in rfioance activities, the faraching
Vietnham Women’s Unions (VWU) and the Vietham Farmers Unions have by far thie mos
experience. One of the most characteristics of timesestate MFIsis almost always heavily
involved with mas®rganizations (for example Vietham Women’s Unions which are intertwined
with the government and are also subject to intervenbgriscal government officials) showing

a direct involvement of Government in the provision of microfinance services in Viefhiaen.
business performance of these Mtatemicrofinances institutions hdseen relative small and
limited in comparison with statewned organization in term of client bases, lending amounts,
loan sizes. Except TAO YEU MAY Fund (TYM) and the Capital Aid FUND which have loa
portfolio of USD15 million or USD20million with 40000 and 80000 clients respectively, the
other nonstated microfinance institutions havesfurom few thousand to 10,000 emtits with

loan portfolio of less than USD1million. They operated in rural areas, providiaf krans
which ranged from USD150 to USD300 for almost women. These institutions don’t §eneral
borrow from commercial sources for their capitedye beerdepemnent mainly on international

aids or donors. They are not under the supervision of Vietham State Bank

Box 4: Viet Nam Unigue nonstate Microfinance Institutions

The typical microfinance institution (MFI) in Viet Nam is differentnmany ways from those in Asia or the rest of the

world. Eight of the most salient characteristics that set Vietnamesg apgtt are that they:
1. havefewer clients—half the average worldwide and onethird of that in Asia, even across papsgro
2. havesmaller loan portfolios—a tenth of international (world or Asian) standards;

3. havelower (recorded) expensedn terms of their expenses/assets ratio, which mostly reflects theear |o
operational expenses, although their financing costs are al®o. [@hat they have lower expenses is the result of
their receiving a number of implicit subsidies from the Vietham WosnEnion (VWU), ranging from free rent tp
heavy subsidies of credit officers’ salaries. As these are some oftlaams of MFIs internatimally, it is not
surprising that Vietnamese MFIs are better able to cover their (reportpdhses than international MFIs (as

measured by operational sslfifficiency);
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4. are more poor-focused by having smaller loan sizes (relative to national per ahpitcomes) than thei

international peers;
5. lend almost entirely tawomen,unlike many MFIs outside Asia;

6. generallydo not borrow, as their foreign counterparts do, because they are funded almost entirelyitiyaady

savings. This may reflect the absence of microfinance regulatigitsery recently;

7. chargdower interest rates as measured by their nominal yield. As a result, their revenue/aatietis from &

half to a third of those of their international peers. This may be th# edther of the competition from the subsidized

lending of the Vietnam Bank for Social Policies or the lowepd@rted) expenses, allowing them to charge lo

interest rates while still covering costs; and

8. havemore productive credit officers, who have higher average numbers of clients served. This might be

explained by the fact that client monitoring is often done by VWU staff.

Source: Vietnam Microfinance Working Group. 2008. Viet Nam Microfinance Bulletin

Microfinance Operation Assessment.

=

wer

partly

Although banks in formal financial sectors and MFIs in skEmmnal sectors to some extent can

meet the needs to borrower by offering variety of options, the needsttisopoor, especially

the rural and remote areas for rural services are variable. The poegdstspecial schemes and

special programs to survive while bettdf clients need flexible schemes which allow them to

borrow at any time to expand their family business for poverty escape. Followirngdabtzibe

the need of the rural poor by credit purpose category and loan structure by banks

Table 17: Needs anl expectations by each category

VERY POOR MIDDLE POOR BETTER OFF RICH

Demand side

To survive for To buy seeds, To open To expand the
shocks (health, fertilizer business farms (large
disaster) (services, small| scale fishing

To grow garden or

and medium ponds etc.)
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husbandry

sized husbandn

To buy seeds and - Needs for
agricultural inputs | Needs for 7 ml to 8 raising) above 35 mil
To raise small mil VND Needs for to 200 mil
husbandry Needs above 10 mil VND)
from 500.000 VND VND
to 2 mil VND
Supply side
Services Some funds (WomenVBSP, Runds or VBARD; VBARD
/Institutions Union, TYM, CEF, Targ?et programme | PCF/CCF Commercial
M7 as MFIs and can'tmeet the Others: banks

NGO)

Programme 135 for

demand due to the
limit in credit line to
1-5 mil

Programme 12(
for vocational

available

poverty reduction and jobs
VND/borrower
VBSP and VBARD
normally do not Programme 135 for
approve the high poverty reduction
credts for poor due
to high risks
Procedures | Avoid complicate Need the poor list | Complicated
certification at _ and approval from Costly with
commune authority | the commune frees
authority and bank
documentation
Scheme Group guarantee Individual lending Individual Flexible
scheme Based on need lending scheme
Savmg.together with Fixed scheme Based on need
borrowing Fixed scheme
Membership
Offers Interest and principle Term up to 3 years, | With collateras | With
divided equally-easy| interest pa.ld e_:very Documentation collaterals
for the poor to repay| quarter, principle processing free| Documentation

Still big difference to
credits and saving
interest (free to set
based on the market

pad two times during
the loan periods

No
)mortgage/collaterals

Higher (market
interest rate)
Saving is
separate

processing freg

Higher (market
interest rate)

Saving is
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Group activities:
trainings included

Difficult for the poor

to accumulate big
amount for repay

separate

Source: Vietnam report on microfinance-ADB 2013

Table 18: Loan structure by banks

VBSP VBARD PCF MFI/Funds/NGOs
Target groups Better off and | Poor, not very Middle Poor and very poor
Middle poor
Loan amount 1.3 mil VND 1.8mil VND Above From 200.000VND
300.000VND
Terms 3 years 3-5 years 1-3 years Up to2 years
Purpose of HH business Business Multi- purpose Seasonal
borrowing Living expenses
and micro HH
economic activitieg
Other options No savings Saving separate With savings | With small savings
from borrowing mobilization

Source: State bank of Vietnam 2013

It seems that banks like VBARD and VBSP though carrying the social purpasgpport the

poor and rural development but tends to go to large scale and big credit. Although the operations

of NGO MFIs’ operations help reach microfinance untouchetketagegment but can’t cover

the gap of microfinance formal market. This might imply the exclusion of the pediesbnly

want the seasonal and small scale to survive over unexpected shocks. In teionoofedit

delivery, VBSP still played significantole with a sharp increasef micro-credit to poor

households and social policy lending targetupsthanks to rapid growth of VBSP’s portfolio

with Statemobilized funds through budget allocations, compulsory deposits fromostatd
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commercial banks (8CBs) and fully Government guaranteed borrowings. As of December

2013, VBSP had lent out toriillion clients, about more than half of whom are reportedly from

poor households. Below is the profile of miaedit delivery by key institutions in Viet Nam

Tablel19: Microfinance loanin 2013

Institution Number of clients | Loans Outstanding| Average Loan Percentage
(millions) (USD million) Size (USD) (%)
VBSP 7.0 5,350 764 46.2%
VBARD 15 1,390 927 41.1%
PCFs 11 1,294 1,176 12.8%
MFIs/NGOs 0.8 189 236 0.9%

Sources: VBSP Report; VBARD report, Central Credit Fund and Vietnam Microfinance Sector

Assessment prepared by ADB technical assistance.

However, VBSP’s subsidized policy lending depenént on public resource, when fias
attaned remarkable outreach, it is also becoming an increasingly heavy fiscah Horde
Governmentandmay notbe sustainable in the long term. The bank is subsided for operational
expenses and staff remuneration, can change interest so frequently thdkithean't adjust

and may lose their client$his in turn would adversely impact on the development of a market
driven microfinance sector, which is crucial in promoting competition and effigiascyell as

in widening the choices of clients for microfinance providers and the senhegsoffer
Besides, the effectiveness of people credit funds is needed to be considered. Under the
government control, close of 50% of Central Credit Fund’s loan portfolio has beeadgtant
recipients outside of PCF network, with loans to SOEs, small and metzenenterprises and
entities and individuals who are not members. It is not in line with internationavfmasmce
standard practices and could be harm to the business performance of People Credit Fund

themseles and other MFls also.
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There are basicalliwo types of loanspresently being accessed by rural poor and low income

households:

One-Time Loan: This loan is available in short term (12 months or less);tenid (> 12
months to 60 months), and long term (> 60 months with no documented maximum)
advances. It is referenced aSaae-time loan” because the borrower must fully repay the
loan before being eligible to request another loan. Loan size and intatesisr
established based on the requested repayterms, the business plan and the collateral
value. Usually, interest is paid monthly and principal is repaid at the end of therloan te

however instalment payments can be arranged.

Seasonal Loan: This loan is typically available to farming HH winave two or more

crops that overlap during the growing season (i.e. rice, vegetables, aquacwdtyre, e
Loan is providedor the first crop and if capital from the first crop proceeds is required to
finance inputs for the second crop, rather than repay the loan on the due date, the borrow
must submit an application for a second crop loan. It is essentially a formmof loa

extension.

Other loansthat are presently available but not as popular with and/or accessible to rural

poor and low- income householdse as follows:

Mortgage Loan: This loan is available tbetteroff borrowers with land/house, savings or

bonds that can be hypothecated or mortgaged as collateral. While most rural poor and
low- income households in Vietnam have land that can be mortgaged, they are reuctant t
do so as it is the only asset they have of any value and they fear losing it datiey

repay the loan.

Credit Limit Loan: This kind of product is available in VBARD than PCF, VBSP or

other microfinance institution3.he bankestablishes a maximum lending limit and loan
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term (i.e. one year) based on the borrower’s loan application and makes periodic
advances within the limit at the borrower’'s request. These loans are avddable

business or consumption purposes.

Consumption Loan: This loan is available for primarily urban consumer consumption

purposes (i.e. household appliances, motorbikes, home improvements, life cycle needs

etc.).

Credit for Working Abroad: Many Vietnamese work in other countries to support their

families at home. This loan is available to cover transportation and living costs for the

borrower while abroad.

Loan interest ratesare charged and paid monthly and vary based on the approved term
and are established within varying rangeshe discretion athe loan providers through
negotiation.The previous restrictive interest rate policies as established and regylated b
SBV haveremovedin recent years. There are now no limits on the maximum lending

rates that can be charged.

In contrast with thevarioustypes of loan option, saving are not common among the poor

in Vietham rural areasAccording to microfinance’s customer survey reports on from
VBARD in 2009, poor customers have high capacity of savings: even those at the lowest
level in rural areas magave around VND100 thousand (USD5.00) a month, while most
informants who are in the middle level do saving at level from VND100 000 to
VND500000 (USD5.0025.00) a month, bettaff can retain up average more than 1
million Vietham Dong (more than USOKB00).But very small percentage of poor people
actually do it. If families have surplus money, they want to buy home equipmaiot

house or invest in their small household business. The people with a need for depositing

their savings are often the one#io have a large amount of unusual money (from
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winning lottery, compensation for land collection (mat), remittance by family member
working overseas...) but they are not able to run business (possible reasons: aging,
health, lacking knowhow...). In somerural provinces, clients are more familiar with
local saving groups(ROSA modeldgnformal microfinance) which were formed
dependingon tradition ofeach locality and by occupatiomhe form is more common

with smallbusiness persons than with farmers. It is possible that business persons have
relatively stable income evelday, hence it is convenient for them to take part in the
group saving by day, by week or by monilhe man advantage of saving grais the
capacity for mobilizing capital flexibly, gekly and promptly. Those, who are the first

from the saving group can contribute a small amount but she/he can receive promptly,
from the savings fund, a large amount as much more times as than any possible forms of
saving via a bankApart fromthat, itis quick as they are not required to follow any
procedures, do not need to go away from home. Moreover, it is flexible as there are
varieties of form depending on their need, people can call for the persons whdshare t
need to take part in the group. Another attractive advantage of saving grdtgnisto

high rate of interest. Howevethis form also has a disadvantagfehigh risk In the
localities with saving groups, there often exists phenomenon of «steaimgte group
savings by group membersklowever, because of its advantages and attractions in
combination with the need of people for capital at urgent times, this form of saving
group is still vital.A long time ago, saving group is a form developed to help each other
or to save a large amoumsed for big events of a family. Therefore, todagré arestill

a number of semnfficial saving groups such as the ones of mass organizations
(Association of Veterans, Women’s Union) andafficial groups, for instance, group of

relatives, friends, peers, colleagues using forms of saving for that pimdosd of gold
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or currency In some province where saving groups become tradition, farmers often do
seasonallye.g. vegetable season, shrimp season etc. Sometime, taking part in saving
group is not only to create opportunity to mobilize capital but also to communicate
among players, to share kndww experience, help each other when meeting other
difficulties in their life. Also, it is where they are able to share their feeliegmtions

with membes of family, village...Sometimes, their taking part in saving group is not
because of an ecomic purpose but only becausetbéir wish to help relatives, friends.
Therefore, although accepting that deposing saving into banks or othefosmaili
microfinance institutions has less riskfie people still want their savings to have

advantages of saving group, which are agibés, flexble, quick and at soft intereste.

In order to raise awareness, develop good habits and get beneficiaries saehd, together
with large branching networthat allow poor clients easily to accdssthis kind of services
VBARD and VBSP as well as other sefoimal MFIs offered savings products that are
designed especially for poor households. These saving produdtdiddrthe amount that can

be saved but focus on the regularity and timeliness of such saving measures to help the poor t
develop their asset from small amount to large sums for the use of expandingsbasithes
dealing with risks. However, scale of macsaving is still limited in comparison with credit loan.
The semiformal NGOMFIs also mobilize savings, mainly in form of compulsory deposits that
can only be withdrawn upon full repayment of the loan and viewed more as a partitgear
to the cliens micro-loan. Major NGOMFIs offer limited voluntary savings since they cannot
compete in paying market interest rates, an added burden to their relaigiedy operating
costs. VBARD by far dominates the savings service market with its extendiverkeand
commercial banking orientation. Below is the misavings profile of major microfinance

players in the country:
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Provider Est. No of depositas
VBARD 5,267,000
VPSC 411,830
VBSP 2,148,000
PCFs 1,500,000
NGO-MFIs 430,000
Total 9,756,830

Source: ADB’s report on Vietnam microfinance
Beside traditional banking products: loan and savings, nmsrance, still largely
misunderstood by rurdiouseholdsThe usual coping mechanism of the poor HHs against life
changing events such as relying on savings, borrowings, and/or selling of assetdd push
them to further poverty. Existing laws allow smaltale financial institutions like PCFRsd
MFIs only to be agents of insurance companies, with a few local insureadyatsfering both
life and nonlife products appropriate for the lesvcome market. The most notable is Bao Viet
Life that offers a range of lowost life, livestock and health insurance. Others like AIA
specialize in credit life insurance through an agency agreement with. Janidential has
insurance products for women and children undef’ Bome seminformal MFls with external
partners (e.g., ILO, RIMANSI, Action Aid) have also pilot tested Mutual Punds (MAF) that
were proven successful in other countries. RIMANSI's experience with TYMvat-

documented and shows that mutual assistance funds can be quickly and viably set up, with good

“0 DFC Report for the World Bank (2007); Vietnam: Developing a Comprehensivedsttat
Expand Access [for the Poor] to Microfinance Services. Promoting Outreachefdfiand
Sustainability
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market acceptander the two pralucts: life mutuality and loan mutualityfowever, with the
prohibition on ownership of insurance schemes by MFIs and PCFs, the only option is to develop
MAF and other micro insurance products in agency agreement with existing amd mor

progressive insurers.

Decree 18/2005/NECP passed in 2005 provides the legal framework for MAFs to transform
into regulated Mutual Assistance Insurance (MAI) organizations. A MAh ilegal entity
established to do insurance business throughsaplbort and selfielp among rambers.MAI
members are both policy holders and owners of the organization and a right togparircijs
management making MAI ideal for lemvcome groups. However, the minimum capital requirement

for setting it up is presently considered prohibitimd ao MAI has been set up to date.

Other financial products and services like remittance payment and trargi@woney are very
underdeveloped. Although all banks in Vietnam offer a wide range of financial ppduct
including money transfer. Some remitteancompanies like Western Union and Money Gram
operate as agency relationship with banks the amount of transaction are limégaedebeleents
are mostly working people with low incomes, mainly demanding credit loan.RIB#ith its
extensive branching network seems currently to be the best positioned to offer iottoer m

financial services besides credit and savings.

Wholesaling of Microfinance Funds

In today Vietnam microfinance landscape, besi@&F's wholesaling functions for the PCF
network,VWU has feen piloted to establish wholesale fund to provide funding for Social Fund.
However, with the intial capital of few dozens of billion dong and limited stafh@ap the
piloted wholesale fund model needs more time to be proved and evaluated aseelfetcent
years, the Bank for Investment and Development of Vietnam (BIDValsasaken on this role

but only on a project basis, as it often acts as the executing agency for daltyemtid donor
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funded projects. Under the World Baflhded Rural Finace Project Ill, it wholesales USD 10
million (from total USD200 million project funds) to qualified credit institutions foilemding

to microfinance clientsPolicy Lending and Government Subsidies®’

VBSP receivedGovernment support in various forms: fajdgetary allocation and Government
guaranteed loans for funding its portfolio growth; (b) subsidies to cover it$iveejaancial
spread and cost of operations; (c) 2% compulsory deposits from SOCBs; ande¢rtgtions.

The success of VBSP in achieg its mandate backed by substantial Government resources and
subsidies, and 98% coverage of commune’s ateo seen to discourage the endfyother

institutional players

Unlike VBSP, other microfinance institutions lack of Government’s financippart. They

often don’t have enough funds to develop stably. Their funds often come from charity grant
which are always bound by low interest rate commitments when relending sccpnificover

their costs. Among them, the two first regulated Microfoceimstitutions TYM and M7MFI

can mobilize funds from international resources, deposits and borrow from other credit
institutions. However, it is not easy due to many difficulties such as: the gaaipations don’t

have valuable assets to meet the remoent of security properties for local borrowings; for
international, they are still too new players to have enough reputation for overvaeas |

mobilizing savings from poor people are rather much limited.

Summary aalysis of thestrategic environmentf anicrofinance sector:
Advantages:

- Macro-economic and political stability and the adoption of madketen strategies

for development and poverty eradication efforts

- Good outreach capacity:

*L ADB'’s report on Vietnam’s microfinance.
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Semiformal MFIs capable of rapid and vialdgpansion, othensiay be merged to a

few lage and transferring into formal MFIs showing capability to fill the gap of

untouched market by formal financial sector.

An effective People’s Committee system for problem debt resolution and potential

base for information exchangea@mmune level

The gender orientation of mass organizations like Vietham Women Unions benefit

women in accessing micifimancial services.

Presence ofeveral MFI capacitypuilding providers, notably the Banking Academy
and Bankng University regulated b§BV

Disadvantages.
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Government’s aggressive “social policy lending” through VBSP’s a disincetttive
other players, reducing competition and choices; and increasingly a hsealy
burden with marginal financial benefits to the target HHs;

VBSP’s dispropdionate focus on credit deprive its large client base from needed
savings and other banking services, while limiting VBSP’s to mobilize resources

from its market, perpetuating its dependence on Government;

CCF dependence on Government funding and supgiitthe concomitant political
influence, undermines CCGIFCFs symbiotic relationship vital to their strengthening;
very small regular membership base of PCFs resulting in limited capital and

prospects for expansion;

Current roles of People’s Committee améss organizations in the credit process

may politicize micrecredit delivery and pose “moral hazards” over the long term;

SBV lacks the capacity and capability to supervise and provide oversight to a

potentially large number of MF players dispersed uhnéocommune level.

Lack of credit information exchange;
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4.4 COMPARATIVE ANALYSIS

Microfinance institutions working in a certain country are influenced by not oohgmon
economic factors such as country population, income levels and degree of markebhpbrrti

also institutional contexts with factors such as consumer tastes, emplopeetaéris,
geographical characteristics, governmeggulations and local ethical norms. According to the
institutional theory literature, institutional environmi& vary across countries. The concept of
institutional distance which was developed in the international business lgesdtited that
cultural, administrative, geographical and economic differences are imipfatéors in shaping

the conditions of profitable expansion of business models across national and cultural borders
Under this theory, national institutions play significant role in establishing, restricting or
incentivizing, providing resources and capabilities, defining legitimate awytithate behavior

for business institutions. Applying this concept as theoretical perspectiverofimance to look

at the role of national institutions in shaping diffusion of global microfinance sodelare
showedwith the diversification of institutioal innovation to adapt with the host country context
among countries as well as help explain what types of microfinance modeikedy work

under what type of institutional conditions; why Aamofit models maybe more appropriate than
commercial micrdhance ventures in some contexts. In the cases of Vietham, Bangladesh and
Indonesia,the different specifics of institutional environments among the three mianzin
industriesresulted in the differencn the choice of microfinance approach, businessieh

degree of freedom in regulation and financial innovations.

The first different feature is microfinance perspectives among the three countries’ governments.
This difference presented not only distinguishes ideologies among States in terms of
management policies but also how the countries’ institutions influence in shaping different

microfinance institution models in the three countries as well as differences in the degree of
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freedom of microfinance regulation. According to the perspective constructims and
constructivism perspective, State’s preferences and the way it shapesdisspddw, rules,
norms and institution point out to its deegoted value and belief system. The State is not only
political actors but social ones as if it has mind and ef its own. This is the reaseovhy States
choose different paths to development, adopt specific policies in their unique waygshapi

own socieemnomicpolitical-legal context a distinctive dominant ideology, a special set of
culturalvalues and a governance structivécrofinance is likely to fall into the rubric of those
industries that require strong local adaptation than global standardizationofiidince
institution can be profitable in some suitable conditions but it is unlikely tlyadiagle business
model will work with the same success across all business environment. Although dtadmV/i

and Bangladesh follow microfinance for social development approach, the way to emwtrol
manage microfinance industry of the two States amferdiit. In Vietham, Government uses
dual approach: marketrive and state drive to control and deal with microfinance problems
while the State of Bangladesh applies financial deregulation, letting the mavieetadher than
making State expressive inflnces on microfinance operation which bBame similar features

with theways the Indonesian State does in managing their commerciaidiatr microfinance.

Thus, it needs a separate set of regulation. Microfinance institutions are noteiahm
enterprses but social businesses. That point of view leaded to the establishment and operation of
Grameen Bank under special Grameen Bank Ordinance 1983 as a specialized bankhe serve t
rural poor. It is a private bank with privatéizens comprising the majty of its Board
Members and its shareholdefhe Board of the Bank, not the Government, is the competent
decisionmaking body. Grameen Bank is not, therefore, expected to conduct its operations in the
same manner as nationalized or other governimenedbanks to which their own laws apply.

Grameen Bank’s Board operates independently, innovates freely, free &gutatory
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intervention. In Grameen Bank, work is not focused on head office, they apply direct custome
approach. Trust is the strong managen®dtem. Among microfinance institutions in the
world, Grameen bank seems to enjoy the most freedom in regulation, its onlyidimitg

asking for permission from Bangladesh Bank when opening new branches Bagtadesh

Bank supervises Grameen Banldperation but do not interfere into its business activities.
Supervision is conducted through collection of all kinds of information from GraBaek on

a regular basis in prescribed formats with a view to closely monitoring thé@iastof Grameen

Bark or onsite inspection visits and recommendatiorederelated to the Bank’s management.

Until now, there is no law in Bangladesh that limits the rates. However, with the ofie
microfinance for development targéte BangladeshiGovernment has fixethe interest rate for
governmentun microcredit programs at 11% at flat rate. It amounts to 22% at declining basis
Although being nota stateowned lank, Grameen Bank’s interest rate is still lowlan the
government rate with different rates on each lsaneme: 20% (declining basis) for income
generating loans, 8% for housing loans, 5% for student loans. The board of the Bank sets the
interest rate such that after paying all expenses, including the cost of ith giteevbank makes

a modest profit. The profit is returned to the sharehddderowers in the form of dividends.
Although there are still many controversies in the way the bank computegditarderest rate,

on balance, Grameen bank loan seems tprétty cheap particularly in the fact ththe bank

applies 0% (interedtee) loans for Struggling Members (beggars).

In Indonesia, commercial banking has been a long tradition. Different financiat @roare
converted by different regulators and regulations. This is as much the resudt luktibrical
development of these different institutions as it is about differences in prodegtsfter.Bank
Rakyat is one among stadened traditional commercial banks, under Indonesia’s banking

laws, the bank operates under the supervisiothefcetral bank which have the role of
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maintaining the stability and value dtiie rupiah, governing the smooth functioning of the
payment system and regulating depteking institutions, particularly bank§he appearance of
microfinance unit desa network the Bank Rakyat is indeed as the new form of commercial
bank enteringhe microfinance market. It is considered as the microfinance operatingodivabi

the bank.The aganizational structure adhe BRI is a 4tier layers in which the village unit
division of BRI is in the bottom tier, buhe microfinance division of the bank is separated and
independent of BRI large commercial banking network. BRI units desa system has keten abl
operate autonomously and stayed free from government intervention suctdégargeting,
interest rate restrictions or any interference in lending decisions.comignercial crediis to be
available at the units. Althoughe government decided not to stop the credit subsidies at BRI
but limited them at branchestaedistrict level in order to take subsidies out of the units and let
market forces operated there, all unit desas can enjoy the deregulated intecest pod
transferred in to sellependent profit centers and received the management directly from head
office. Leades of thevillage-based unit can decide and adjiigtinterest loan basing on the real

market.

While Grameen Bank in Bangladesh follows microfinance for social develupand BRI
bank, Indonesia applies microfinance for profit approach, Vietmanicrofinance is somewhere
between the two. With the dual approach of mabested and state driven in microfinance
management, the Vietname$&overnment directly participagein providing microfinance
services in rural areas. The two largest banks wgrkinthe field of microfinance:are the
VietnamBank for Agriculture andRural Development anthe VietnamBank for Social Policy
(VBSP), whichareboth stateowned. They are supervised the State Banlof Viethamunder
the Law on Credit Institutions.Most other norgovernmental organizations have heavily

involvement with mass organizations which are intertwined with the governmemtraradso

174



Factors affecting the microfinance development in Vietnam

subject to interventions by local government officialbe interference othe gvernment in
microfinance actities is for the purpose of keeping microfinance not going out of the social
business target, hefg eliminate poverty all over the country. It has advantages of distributing
the Government’s lending programs to poor customers in a lowest bottom of tht/,soc
understanding local conditions. Even BRI although followed profit targeted commercia
microfinance, still didn’t stop their subsidized lending. But instead of implememntingit
levels the bank confined to branch levels in order to maintain fialahealth and credit
discipline. In Vietnam’s case, the VBSP is established for the State’diebjetserving policy
targeted customers particularly extreme poor in remote disadvantage wheyeneeall the
Government’'s assistance and out of outreachcarhmercial banks due to unprofitable.
However, after running operation for a while, together with the fact that there isao cl
classification criteria in rating poor for targeted policy clients, VBSP wutbsidized loan fund

and interest has raised @@nns from economic researchers about risk of distorted market due to
uneven field for competitions between stakeholders as well as other issues sochl &isnard,

high loan defaults and eroding State’s Budddte participation of local mass organipais
could lead to inequality in executing the business operation due to corruption, cumbersome
procedures or management teams who are lack of knowledge in banking, accounting and
microfinance market. For formalized microfinance institutions (MFI), thee®ank of Vietnam

has imposed an interest rate ceiling, whereas-t@mial MFIs have to comply with the Civil
Code. Accordingly, the negotiated interest rate has been applied since 24 No26dvheut
should not exceed 20% per year, excluding those loans stipulated in other laws oloregulat
With that regulation, Viethamese national regulators hope to avoid fraud on thechkdaldk
market that often saw heavy rates and brought negative consequences tietlze ldowever,

the question is: does thew Government’s ceiling interest rate can help Vietnamese institutions
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cover all their operation castcost of fund, loan loss provisions ag@rnprofit so aso cortinue
and expand their business. According @&AP, compared with international standards
microcredit interest rates in Vietham are lower thtam average of 27%er annum globally in
the rest of the world while in Vietham microfinance institutions’ revenues com#ynfi@sn

microcredit, other microfinance products and services are not very popular.

It is not possible to know which microfinance model is the best: Stateeéd onesprivate
ones, commercial banks, ngovernment institutions or credit institutions with cooperation with
social mass organizations. Indeed, basing on the instiltthstance theory, basing on specifics

of each nation, one model can work well in one location and the other in another location, and
some locations maybe so institutionally divergent that microfinance may not waltk andin

which case public welfaror grant programs may remain the only viable optlortBe cases of
Grameen Bank, Banglash and Vietnamese microfinance system, it seems that in less
developed economies like Vietham or Bangladesh where there are still few selfalew
conditions, high rate of extreme poor or middle poor in populat@nparedwith other level

but high value of community ties and strong social enforcement, States tend to hasegetsl t
poverty elimination combined with improving the living standard by supportcglswelfare
services. In that context, ngmmofit microfinance institutions have conditi® to better grow
because of the participation of other social partners besides microfinantgiamstiand their
ways of doing microfinance business go in linethwiStates’ development viewsyhile
commercial microfinance growth should be likely more suitable in the ecormmmiexts where
small scale production networks operate in a relatively stable manner untepdiitical
economic stability to ensure the conditions of basic survival for its participantsSgcieralso
suggested that there shouldn’t be convergence on a single modepradfion for-profit,

traditional banks, group lending, solidarity group, village banking...can existesnaié each
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other to dominate that depends on local needs to expand microfinance’s reach and avoid
dependence Regulations and development directions from States still have and remain a
significant role to contribute to the foundation of microfinance institutions atliphiase and

the choice of States in microfinance approach decides the way they opehetenicrofinance
market. For the sustainability of the microfinance sector to be integratedhmténancial
industry of a nation, we need the favorable conditions in regulation from States to support
microfinance operations. Although changing regafes from State levels has been a long and
complicated process, the relationship between microfinance institutions ansl @t#te host
countries area two-way interation, microfinance stamip institutions could develop until some
certain points where thrematurity will react to State regulation, requiring for a necessary

change in policies to motivate their growth further.

Difference in microfinance objective leads to targeted customer area of BRI bank is more
flexible in comparison with the other two however, the bank limited in traditional banking
services and products while the two others contribute to deal with other social development

issues such as gender equality. Grameen Bank as well as microfinance system in Vietnam
especially VBSP focus on poorer and women clients while microfinance vilkggr system of
state owned commercial BRI Bank considered their clients are amgbnenly farmer but
trader, worker..who has potential to save and pay loan. With that way of doing business, BRI's
customer base are majority middle poor or better off who are not very poor and &laweey
demand of borrowing to expanse their household business. In contrast, microfinsgretaam

and Bangladesh through Grameen Bank move beyond microcredit to other developmesd servic
like women empowerment, education, health and hygienarticularly in Vietnam, a
microfinance institution called “Vietnam Woman Unions” provides Viethamesaen in rural

areas chance to access to financial services, trains to become chef in their hdussheses
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If institutional environments gave momentums to frame and reform various kind of microfinance
institutions models through regulations and policies from States’ level, the sustainability of
microfinance institutions in long term depend mostly on their internal financial innovation such

as product and process innovation to be compatible with the local needs. However, in
comparison with Grameem Bla and BRI bank, Vietham microfinanaestitutions are less
flexible particularly in products innovations as well as finding alternatbletiens for their
financing source troubles. Microfinance institutions in Viethnam mainly oféelittonal products

such as loans and savings. Among the latter are samcgsunt for very modest part. Some
semiformal NGO MFIs provide remittance payment and transferring money but stillis
limited. Micro insurance products are almost young and not popular among Igus.c
Grameen Bank on the other hand, diversifies their products and services for all demaird of the
clients: apart from offering microcredit loans as a core produatso offes micro-saving,
micro-insuranceand pension fund. Their staffs are alwaysse to market to find and catch
clients’ taste and report to the bank to adjust their products and services .dn tieadising the
higher climatic risk faced by the agricultural activitidse bank offes micro-insurancehat are
welcome by farmer &nts. Micreinsurancenot only reduces the burden on the borrowers when

a disaster happens but also saves the financial accounts of the GrameenoBaudleficits
caused by uncollectible loans. Other microfinance products offered by GranaednaBe
penson fund and scholarships to the outstanding children of the borrowers. The pension fund is
designed to help the poor to build a nest egg for their old age. Among the subsidiary
microfinance products offered, the Grameen Bank pension fund savings progsatheenost
successful programme in the Grameen B@Yiknus, 2007b). In 2007, total deposits in the
pension fund amounted to USD 400 million, which represented 53% abthl deposits in the

bank (Yunus, 2007h)Not having various kind of products like Grameen Bank but saving and
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loan product of BRI bank Indonsia are designed basedcesearch and market's survey on
customer’s need. That is reason why their two main products Simpedes and Kupeddk are we
known all over the country and become the most attractive banking products. With saving
products Simpedes, the poor can enjoy no fee to open account, no minimum balance, no
compulsory deposits or withdrawal restrictions and interest paid mamthéyl but the smallest
balances (less than 10USD). All Simpedes accounts link to Banksnial lotteries that are

held in bank’s branches;imners and local people are located within a small area so they know

each other and make the product schemes popular.

Funding source has also been considered as critical requirement in determining the growth and
overall health of microfinance organizations. In order to finance their lending and meet other
financial and social objectives, microfinances institutions need to find ways to access to funding.

While Vietnamese microfinance institutions is still financial dependent, Grameen Bank in
Bangladesh and Bank Rakyat, Indonesia are the two big microfinance leading self-sustainable
organizations in the world. They overeame theobstacle of funding resourdinitation in their

own ways. Grameen Bank chose to diversify their banking products and services to ear
revenues for their lending fund and cover the cost of their operation. Besidese@r&ank

tried to seek financing in local market by issuing bonds and debentures, increasimgy s
deposits from member and narember clients. Instead of disbursing meapital as loan, the
bank moved to earn profit by increasing fix deposit Investment in local cominberi&.
Grameen Bank can also seek to borrow capital from Bangladesh Palli Karma Baugdktion
(PKSF), a wholesale for the expansion of microcredit programs if any. Usik&een Bank,
funding resource for loan portfolio in Bank Rakyat, Indonesia comes from publigys&®aving
mobilization has been an integral part of the unit banking philosophy and strategy. The bank

applied compulsory saving accounts together with other kind of voluntary savingsingealis
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that not allborrowers are able to go to the bank regularly because of their family coemtstm
as well as transportation constraints. BR#&ff took the initiative go to the borrower’s howuse
business premises on a daily or weekly basis to collect their savings. B8&dlegsas among
the first microfinance institutions taking part in capital market. The bank lists in tionala
stock exchange and sold internationally. The success in stadketbrings to the bank the

chance to raise their capital to invest in business expansion.

45 CONCLUSION

What draws thicchapteris the rise in popularity of microfinance services worldwide and the
need of Vietham microfinance development toward-deffendent sustainability. It is helpful to
chalk out similarities and ddrences in practices and motigles as well as the soeszonomic

and political construct of a society that chooses and adapts them. As previodsly sa
microfinance is not a “one z@ fit all” solution so it is not easy to apply microfinance model
from one land to another, thehapteremphasizes the role of flexibility and adaptability in
microfinance innovation among countries in which matkete and customerentralized are
key factor that can lead to the success of microfinance operation. The article oncemmore fti
supports for the argue that there is no better than the othgsrofidtor for-profit commercial
institutions. All type of microfinance institutions can exist demdate each other to dominate
that depends on local needs and even in the same countries several kinds of microfinance
institutions can be operated at the same time if they are suitable and adaptStateith host
country. The important things are St regulators should find the ways to create a favorable
and fair playing field for all interested participants. Otherwise it coulddmstaints for the
development of their own microfinance industry. Besides significant fofetade levels, the
artide also confirms the decisive role in sglhovation of microfinance institutions through

introduction new products, services or their financing process for theistéomgsustenance.
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Being adaptable with institution environments and continually innovating in conguctin

business operations as well as introductions of new products and services as locateneeds a

successful secrets of all leading microfinance organizations in the world.

Table 21: Summary of comparison of Viethamesenicrofinance institutions,

Grameen Bank

and the Bri Bank

Viethamese
Microfinance

Institutions

Grameen Bank,

Bangladesh

Bank Rakyat (BRI

bank), Indonesia

Characteristics

State subsidised and

Control

deregulation

Unsubsidised and State

Unsubsidised ahState

deregulation

Source of operation

Government grants an

soft loans

-International donor

grants
-Interest rate

-Savings (but not much

d-Interest rates
-Saving

-fixed deposit
investment in other

commercial banks

-selling share to its

borrowers to rize

-Interest rate
-Saving

-published in capital
market and sold
international to raise
fund

equity
Products offer TFraditional loans and | -Microcredit -Microcredit
savings products -Microsaving -Microsaving

-Other microfinance
services and micro
insurance are not

underdeveloped

-Micro-insurance

-Pension Fund

Interest rate

Negotiated

Different on each loan

schemes

Applied fix flat rate for
loan product but real
interest rate for saving

products.
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CHAPTER 5
DETERMINANTS OF FINANCIAL PERFORMANCE OF
MICRO FINANCE INSTITUTIONS IN VIETNAM

5.0 INTRODUCTION

Most Microfinance Institutions deal with a double bottom line: try to reach diahn
sustainability and increastheir socioeconomic impact at the same time. Microfinance
institutions are therefore hybrid but thare similar tobanksbecause they are alsegulated,
supervised and, for some MFIs, thegn collectdeposits. This operational diversity makes any
empirical analysis of their performance difficult (Cull 2009&)oreover, MFI's financial
performance data hadeenconsidered aproprietary and hard to obtain. It ¢dearthat for
achieving good finance performance, microfinance institutions should comply petiifis
rules, which areecessaryor themto exert apositive impact orthe welfare d poor people.
Unfortunately,not all MFIs have been successfuSome MFIs have found their own way to
financial viability or sustainability while many of them have failed in this efféarious reasons
have been cited for this failure or success althomgh conclusively Thus, financial
performance of microfinance institutions has been one of the issues thdtyreaptured the
attention of many researches throughout the world. This chapter is aptadigina response to
the need for a better understigng of the determining factors of microfinance profitability in the
case of Vietham. This study presents some evidence on the link between mnc®fin
profitability, on one hand, and finspecific, industryspecific, and the macroeconomic context,

on the other hand.
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51 LITERATURE REVIEW

Many studies have been conducted to deterrthieéactors affecting the performance of MFIs
in various countries. Most of them employed quantitative analysis methodsfigmmgimple to
multiple regression with variousets of measurement factors apmd to large and well-
developed MFI samples. However, the level of significant of these factoes vath studies:
some are found to be significant in one economy or applicable to a set of MFIsasoma
significanton different sets of datén existing lterature the level of sustainability is measured
through many different financial indicators such as the Subsidy Dependency (lBD&x
suggested by Yaron in 1992, or through other similar indicators such agghetESubsidy
Dependeng Index (ESDI) or the Implicit Subsidy Dependency Index (ISDI). Otimere
common measures are the standard financial indicators such as returns ofR@¥sgtee(urns
on equity (ROE), adjusted return on assets (AROA), adjusted return on equi@EJAR
operational selfsufficiency(OSS); financial seBufficiency (FSS). Theyave ben calculated
and applied in different ways among researchers depending on their goals and metiaddolog

choices

Christen et al (1995) conducted a study on eleven successful MFIs using sawgtal si
regression models (one independent variable) with eleven observations each. Hatwwever
examined only successful MFIs and ignored the simultaneous effect of olbgante
determinants of financial sugtability, whichled tobiasedestimatesMoreover, the number of
observations was too small to achieve statistically reliable conclusionbythareing questions

on the generalizabilityof the results. Later, in 2000, Christen modified methodology from
simple to multiple regression mddéo determine factors influencing financial sustainability of
MFIs using financial parameters on Micro Banking Bulletin (MBB) daia his research,

Christen argues that commercialization, which is characterized hiyapilify, competition and
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regulation does not have any effect on large differences in loan size betgalated and non
regulated MFls.

Woller (2000) studied factors driving the financial saifficiency of nine village banks in
South America countries such as Colombia, Mexico, Nicaragua, Uganda... He usedlfinanci
ratio analysis and a series of bivariate correlatiogtween financial seBufficiency and nine
indicators of financial sel$ufficiency in the sampled institutions. The methodological wesk

of this study is that the simple correlation just indicates whether or not two learia@ove
together in the same or opposite direction. It does not necessarily mean that one should be
causing the other (Mcclave 2008, Sincich 2008, Dietman 1991). Vaviables may be
positively correlated just because a third variable cause them to behhseway

Schreiner (2002) expanded the outreach variable to what he called seven aspemtadi byt
integrating the financial and social parameters in micaoite financial sustainability. With the
cooperation oWoller the same year, they examined determinants of financiasugé@liency

using thirteen village banks. This study improved the previous methodology by adding the
number of institutions to thire: and time period of study to three years and focusing on aspects
of outreach proposed by Schreiner. However, more thapeBCcen of studied MFIs were
presented-INCA-a nonprofit microfinance organizations which uses a village banking model,

a model different from other microfinance institutions studied, leaditgasin the study The

study analyzed the relationship between outreach and financial sustainabilifguaidthat
interest rates, administrative efficiency, loan officer productivind ssaff salaries, are
determinants of financial sedufficiency. Insignificant variables include all other staff
productivity measures and institutional scales. The finding thus both confirm amaddictibe

best practice consensus by the absence of influence of the number of borroveenssiroft

financial sustainability. Probably, the most notable finding of the stuthatshe average loan
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to GNP per capital GNP is inversely associated with financial sefficiency, suggesting that
providing loan to the poorest imgsible and can be sustainable.

OlivaresPdanco (2005) focused his study on commercialization and outreach on 28 Latin
American MFIs. The study used OLS multiple regression analysis to intestipare tradeoff
between depth of outrea@nd financial sustainability exits by exploring the determinants of
loan size. The methodological weakness of this study is that the analysis did notuti@ve m
period observations and was dominated by a simple regression approach. It includeadeonly
observation from each MFI for two different years. The results of the regnesslicated that
the type of institution in terms of NGO versus financial institutions, regardless iofy be
regulated or ngthas no effect on loan size. However, competitiontaedage of the institution
turned out to be significarior predicting loan size scale. The models confirm an old belief in

microfinanceaccording to whiclthere is a tradeff between depth outreach and sustainability.

The study by Makame and Murinde (2006) was set to explain cognitive dissonance around
microfinance outreach and sustainability. Specificaltys study was meant to show how the
microfinance outreach and the sustainability levels are explained by comalmation factors.

The study is based on the work BjivaresPolanco (2005). Instead of a single period cross
section analysisMakame and Murindéntroduced a balanced panel analysis to overcome the
methodological weaknesses in OlivaRdanco 2005. This study was based on data obtained
mainly from microfinance information exchange (MIX) organization for 33 M&lfour East
African countries in 6 years. The study therefore excluded MFIs whiahoarenembers of the
market MIX which could have enriched it. iShesult is consistent witthe finding of Olivares
Polanco 2005 about the old belief of mission drift and inverse relationship betweei age
microfinance institutionsand average loan. Although data utilized in the study suggest that

regulation and profitability (ROA) appedo be not significant in explaininghe depth of
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outreach in their regression, the significant influence is enough to show thagltee the ROA,
the lower average loan and vice versa and regulation is positively relateerage loan. The
study also confirred that operational and finandyalefficient MFIs are likely to produce a
positive and largeROA, andthata microfinance institution can be efficient while at the same
time using subsidies hese esearchersoncluced that MFI oriented toward efficiencynay be

allocated subsidiesothat will ensure that they will not loosen their standards.

Cull et al (2007, 2009) explored pattern of profitability, loan repayment and edsttion
among the sample of 124 MFIs from 49 countries. They used multiple regressions, model
focusng bothon financial performance and outreach, using three dependent variablesi&fina
seltsufficiency, operational seHufficiency and return on asset) with a limited number of
independent variables. The study gives some embeiddence for a tradeoff between the
depth of outreach and profitability by examining whether more profitabilidgs®ciated with a
lower depth of outreach and whether there is a move from serving the absolutely poor to
wealthier ones in order to achieve higher profitabilifihe esults showedfirstly, that
individual-based lenders performed better than gioaged lenders and, secondly, tlaat
increase irthelending rate affects the loan portfolio due to adverse selection and moral hazard.
further researchby Cull et al in 2009 analyd different aspects of MF]garticularly their
different legal status. NGOs and banks are comp#&oedxplaining the different motives,
capital structure, operation costs and efficiemegardingsustainability they do not findthat

the average cost per loan influence the financialssdffciency of MFIs.

Bogan, Johnson and Mhlangay (2007) define an MFI being financially sustainable when OSS
reaches 110%. Their methaoday be seen tbe a reasonablene when analging a single

country with certain characterissicThe model used sample of 300 top assets MFIs in Africa,
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East Asia, Eastern Europe, Latin America, the Middle East and South AAsi@sscountry
analysis was carried, not takimgto account thedifferent leve$ of debt and inflation rates in
countries, leadingo bias andsubstantial errors. Moreover, in computi@fS by the ratio
between operating income and operating expenses including financialttestathorglid not

add the provision for loaro$sesThis is another issuéor discussion. In fact, the definition of
operational selsufficiency varies among different MFIs and donors. Some researchers use the
formula: OSS = operating income/ (Operating Cost+ Loan loss provision fckh@ostf

The difference centers on the inclusion of financing costs due to the argumerdttahtMFIs

incur financing costs equallysome MFIsfund all their loan portfolio through concessional
loans, donations or grants, do not need to borrow funds or cs#lectg and thus do not incur

any financing costs. While some others as they move progressively towarddingability are

able to accss concessional or commercial borrowing and thus incur financing costs. The choice
of formulas is personal because they are both correct, however, all MFIs incuringperat
expenses and the cost of making loan loss provision and they should measure on management of
these costs. The research bednassuminga link betweenthe theory life cycleand the
development of MFIslt wasassumed that in the formative stages, the funding sources of MFIs
come mainly from donor grants or soft loans, and turn into private debt capital witbtixest
covenants and/or guarantee when they mature, and then finance by the avaifabélditional

equity financing in the last stage of MFI evolution. But the results showed that viatos

rather than life cycles seemed to be déidko sustainability.Such factorsare the size of MFIs
assets and capital structure. The ratio of debt relative to assets is fdamddgatively related

to financial sustainability and grants in the opposite with the MFIs’ expeatsasofactor that

hinder the development of MFIs into competitiveness and sustainability. Among attoes fa

“The formula is given in Microbank Bulletin Issue No.8, November 2002.
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analyzed, no regional differences have been faigificantamong five sukcontinents under
study.Furthermore, a influence was found bthe sustainability relad on the legal status and

lending types (individual or group) chosenM##I.

A recent study by KyereboabBoleman and Osei (2008) examined how governance indicators

impact microfinance institutions ‘outreach and profitabiftgrformancesThis study used a

panel data analysis based on secondary data obtained from 52 conveniently safigled M

operating in Ghana for at least ten years. However, with the view thatabenpe of debts
exerts pressure on management for efficiency, profitability, subthipand the debt payment
obligations, this study focused only on the role of governance on profitabilitpwnebch of
microfinance institutions. Thus, other factors that cafféct outreach and profitability were
not covered. But Coleman and his colleagues are among first reseavhberied to fill gap
studying the impact of capital structure on thefggenance of MFIs in developing countries
(Ghana).Theyfound that debt hag positive impact on performancandthatthe high leverage
is positively related to the outreach. Colenaaua his colleaguedefinedoutreach as the annual
change in the customease than total number of clientheir findings showed that the higher
leverages cause a bigger expansion of the clientele base and therefdrer gf@mium which
translates ito an increased profitability for the institutiovhich can befurther usedo service
the debt. Moreover, the results of Coleman showed highly leveraged MFIs perfoemitett
reduction of annual defautates and enjoy scale of economies #ngs, they are im better
position to deal with moral hazard and adverse selection.

Adongo and Stork (2010) refer to the calculation of a bezadn interest rate to derive the
financial sustainability of MFIs in Namibia. They use the residual, kbegan, interest to
represent financial sustainability given by the Usury Act maximum ratetlan break even

interest rate required by the MFI to achieve sustainability. The last intatesnvisions that a
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financially sustainable MFI will need to cover its costs and risk provisioms the interest
income that it generates. This approaclghhibe questionable because it assumes that a MFI
generates only income from interest on loans. In fact, other studies densahitedtin average
MFIs do earn only 90% of their revenues from loan portfolio related actiitieerest, fees)
whilst the emaining 10% is generated from other activities (Gonzaler 2007). In the context of
Namibia, researchers found that the status of institutions affected negtiwslystainability of
MFIs, particulaly multi-cooperatives joining together because theyatpérless efficient. They
provided both financial and ndmancial services but didn't separate the cost of the two
different kinds of services. The result also showed a further positive retatiohstween
financial sustainability and start up fund of MFIs from donors. But in opposed to the
theoretically posited relationship between group lending and sustainadtipjirical study in
Namibia evidenced that MFIs who give loans to individuals are more sustainable than thos
dealing with lending groups. Besides, external factors such as low per capitadei doesn’t
influence the sustainability of MFIs but the regulation factors. Adongo and Sidrkhaathe

lack of regulation is a concern for microfinance providers. It is necessary taeravtlear
strategic direction and ensure a conductive environment for the development of the
microfinance sector.

Peter Muriu (2011) is among pioneers in using dynamic system GMM (geneéraiet@od of
moments) new methodology currently in use in the empirical investigation of the financial
performance in banking and finance. The analytical framework uses an unbglaneédataset
comprising of 210 MFIs across 31 countries operating from 1997 to 2008 to examine which are
determinants of microfinance profitability @& is used as proxy for MFI's profitability). The
estimation results show that MFIs that empédyigherlevel of depositsas a ratio of total asset

is associated with improved profitability, assuming that the deposits progremstigfficient.
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Additionally, MFIs with higher portfolieassets ratio are more profitable but impact depends on
MFI age. The study concludes by drawing some policy implications geared tosaess to

long-term debt to enhance microfinance profitability and to strengthen the finaiatigitys

5.2 OBJECTIVES OF THE STUDY

Previous studies have some gaps sucfeasesearches on MFI's profitability in developing
countries with particular economy and political structures; researchsenalgthodologieare
basedon linear models in order to measure the effect of numerous internal and the overall
banking environment factors on profits. Although their results may be adequate fdyiiignt

the determinants of profiit, seems not sufficient due to the fact that most of them focus on static
models, andhus donotaccount for some features of profit (persistency of profits for ex@mpl

In this study, both dynamic and static ma@dalte employed to examine factors affecting

microfinance institutions’ profits in order to chettierobustness of the estimation.

In existing literature, profitability is usually expressed as a function of both internaéstam
and external determinants. Internal factors originate from financial instgut@ccounts
(balance sheets and/or profit and l@sount) and can be called as Mipecific factors.
External factors which are not related to the managerial decisions but tiedlecticroeconomic
and legal operation environmenislso affect profit of the MFIs. Learning fronprevious
empirical work this study will also investigate in a single equation framework the effect of
MFI-specific, industriakpecific and macroeconomic determinants on MFI’'s profitability:

1. To asses and analyze the extent of IWdflscifics such as Capital Asset ratio, portfolio
guality, gearing ratio, size, type of microfinance institutions adf@nancial performance of

MFIs in Vietham
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2. To analyze the effects of external or macroeconomic such as level of GDP, infiétion r

on financial performance of MFIs.

The study will tessome following hypothesis:

1: Financial performance is positively related with capital Asset ratio of MFlgtmadm

2: Portfolio quality and financial performance of MFIs are inverselyedla

3: MFIs financial performance is in a positive relationshith MFIs size.

4: Gearing ratio is negatively related with the financial performance of.MFIs

5: Real GDP is positively related with the financial performance of MFlIs

6: Inflationrate is negatively related with the financial performance of MFIs

Table 22: Literature Summary .

Author Country Method Dependent Independent Direction of Supplementary
and year of coverage variables Variable effect information
publication
Christen et | 11 successful| Comparative| Return on -Loan size + -Thestudy demonstrated
al (1995) | microenterprise analysis of | asset (ROA) no clear tradeff
finance actual -Number of + between reaching the
borrowers

progams from

Senegal, financial (mainly female large number of people
Dominican results clients)
Republic,
Bolivia, Simple -Loan Loss N
Indonesia, regression
Niger with one -Administrative -
Colombia, independent expenses

program and

very poor and reaching
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Costa Rica, variable -Operation
Bangladesh, Expense
Kenya,
-Saving Depaits
-Interest Rate
Christen et Latin Comparative| Profitability | Number of Loan whichis characterized by
al (2001) American analysis (ROA) outstanding profitability, competition
and regulation does not
Competition Loan have any effect on largel
(market delinquency differences in loan size
penetration between regulated and
rate) Type of products nonregulated MFIs.
Regulation
(Type of Average
MFI- Outstanding
Regulated | Loan balance as
or Non a percentage of
regulated | GNP per capital
MFIs)
Number of
clients serves
Woller Nine village | Simple OLS| Financial Portfolio Yield There are three indicator
(2000) banks in Self (%) have large and
Colombia, Simple Sufficiency statistically significant
Mexico, correlations (%) Interest Spread correlation coefficients
Nicaragua, among (%) with Financial se

192



Factors affecting the microfinance development in Vietnam

Uganda, sample of 9 Administrative sufficiency: portfolio
Kyrgyzstan, village Expense/Average yield, interest spread,
Mali, Honduras| banking Loan Portfolio number of borrowers.
institutions (%) Although these are only|
simple corréations and
Salary do not imply causation
Expense/Average but the strength of the
Loan Portfolio correlations relative to
(%) those other indicators
suggests that for FSS,
Cost per both the interest rate ang
Borrower (USD) scale appear to matter
most, indicating that for
achieving FSS, village
Staff
banks should charge high
Productivity )
interest rate at an
(No.)
adequate spread over
costs and scale up.
Depth (%)
Salary Structure
(multiple of
GNP/capital)
Number of
borrowers
Schreiner 13 village Panel Financial Administrative
(2002) banking regression Self expense ratio
institutions Sufficiency
from Real portfolio
Colombia, EI yield
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Bolivia,

Tanzania, Togg

Salvador, Cost to borrower
Ecuador, ratio
Honduras,
Kyrgyzstan, Staff
Malawi, productivity
Nicaragua,
Peru, Uganda, Loan officer
productivity

Staff location

Average staff

salary

Portfolio at risk

Borrowers

Average Loan

an to GNP
Olivares 28 Latin oLSs Loan size Type of No effect The experiment test
Polanco American multiple Institution confirmed a tradeff
(2005) MFls regression between profability and
Age of _ depth of outreach
Institutions
Sustainability _
(ROA)
Number of active|  Not clear
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clients
Competition +
(market share
ratio)
Gender (pct of Not clear
women clients in
portfolio)
Credit Not clear
Methodology
Regulation No
relationship
Efficiency Implied
negative
Makame 33 MFls in Panel Average Return on Asset +
and East African regression Loan
Murinde Region Outstanding Efficiency -
(2006)
Regulation Not
significant
Average Not clear
outstanding
borrowers
MFI staff +
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Competition

Age

Cost per

borrowers

Cull et al 129 MFls in 49 Panel FSS, OSS, Portfolio yield + No clear evidence abou
(2007,) countries regression ROA mission drift
reported Labor cost Not clear
financial
information on Capital cost Not clear
MIX
Loan size Insignificant
Age
Size of MFlIs
Lending Type Individual
lending +
Women No effect
Borrowers
Bogan Top 300 MFIs Profit 0SS, FSS Debt/Asset - MFI should rely on less
(2007) reported on regression grants, soft loan and
MIX Grant as percent - other type of donor
of Assets funds.
Share Capital -
Type of MFls Insignificant
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Regulation Not all
significant
Age -
Portfolio at Risk | Insignificant
Region
Kyereboah 52 MFIs in
Coleman Grana
and Osei
(2008)
Adongo and| Selected MFIs FSS Donor +
Stork in Namibia Involvement
(2010)
Group lending -
Per capital No effect
income
Muriu GMM Profitability Portfolio to +
(2011) (ROA as Assets
proxy of
profitability) Deposits to +
Assets
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Debt to equity

Indeterminate

Capital

(equity/asset)

Portfolio at risk

Efficiency

Age

Indeterminate

Size (total asset)

Indeterminate

Loan size +
Share of women +
borrowers
Inflation Indeterminate
GDP +

Rural Population

Population

growth
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53 METHODOLOGY

According to Creswell(2003) there are three common approaches to conduct a research
namely, quantitative, qualitative armdmixed method approach. Quantitative researchvigya

for testing objective theories by examining the relationship among variéethe other hand,
gualitative is a means for exploring and understanding the meaning individual or gscupg

to a social or human problem with int@ntdeveloping a theory or pattern inductively. Mixed
methodshelp emphasize the research problem and use all available agstwachderstand it.
These approachese often utilized in empirical research to collect and analysis data toanake
general statement about a certain issue on the world based on a sample of obsdrv#tisns
chapter, our goal is to test the applicability of existing theories (whateadgirknown ad

found in other studies) to MFIs in Vietnam by analyzing fietors affecting theelationships
between variableS hus, oursolution isanempirical quantitative approach which is built basing

on the methodology used in previous studies in microfinance (Muriu 2011, Kyereboadh
Colemand and Osei 2008, Cul et al 2007, Anathasogolou 2005, Woller and Schreiner 2002):
employing multiple regressiomodelsto investigates theole of internal and external factors on

MFI's profitability.

A crosssedional and longitudinal pan@hethodologyis utilized toachieveour stated objective
because of advantagsschas:panel data is generated from large observed sample individuals
which enhances tracking changes in constructs (measured variables) aoiistefs overtime.
Panel data can better detect and measure effects that simply cannot be obseamnednosp
section or pure time series data longitudinal. The techniques in panel datai@staiaw us

to control for certain unobserved characterss of individual institutions and facilitate causal
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inference in situations of short time period panel. Therefore, panel datargive informative
data, more variability, less collinearity among variables, more degfesedom and more
efficiency”; In addition, by studying repeated cresectional observations, panel data is better
suitable to study the importance of lags variable for dynamic changesvéhgeérs’ period is
selected even though the age of studied saofdiéFIs is over 5 years lmause it is the period
within which relevant data can be obtained. The study is basdohear functional forrs
without any test because of widely usgagproacheand good results in literature (Athanasoglou
et al 2006, 2008; Muriu 2011...0ur empirical analysis is conducted using Stata econometric
software because of is a usetfriendly andan effective analysis tool for researchers. It has
online technical support and learning resources which make its use more convergaso
recommended and conorly used in literature: “the use of STATA makes the task of

implementing panel data regression quite easy. (Gujarat 2003)

5.4 DETERMINANTS OF FINANCIAL PERFORMANCE

The focus © this chapter is MFIs financial performance. According to CGAP, financial
pefformance is one of the indicators used to measure the success of microfinsifcgons in
terms of its financial returns. It is often consideasd yardstick used by investors to conduct
due diligence and assess the status of an investment; ibissdd as the tool by government
supervisors to assess compliance with regulatory measures and monitorfiheadth of the
financial sector. All MF$, from nonprofit NGOs to profitorientedmicrofinance institutions
must havea good financial perfoanance,i.e., must be profitable over the losigrm in order to

be selfsustaining. Profitability allows an MFI to continue operating and to grow.

Profitability means ability to make profit from all the business activities of ganmation,
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company, firm, or an enterprise. It shows how efficiently the managementadan profit by
using all the resources available in the market. The term Profitability howevaotis
synonymous to Efficiency. Profitability is a measure of efficiency arahiimportant yalstick
for measuring efficiency. However, the degree of profitability cannoakentas a final proof or
indicator of efficiency. Sometimes satisfactory profits can mark meffcy and conversely, a

proper degree of efficiency can be accompanied kgbarnce of profit.

Although people often use the term ‘Profit’ and ‘Profitability’ interchangeatilere is a
difference between the twierms Profit is an absolute term, whereas, the profitability is a
relative concept. However, thsvo termsare closty related and mutually interdependent,
having distinct roles in business. Profit refers to the total income earned Eynihduring the
specified period of time, while profitability refers to the operating effmyesf the firm. It is the
ability of the firm to make profit on sales. It is the ability of firm to gefisint return on the
capital and employees used in the business operation. There are different wagastwem
profitability such as: return on asset (ROA), return on equity (ROE). RetuAsset indicates

of how profitable a company is relative to its total assets. It gives an idea oéffioient
management is in using its assets to generate earnings. On the other hand, returry on equit
measures a company’s profitability which shows how much profit a compansatgenwith the
money shareholders have invested. This measure gives a sense of how well conmpasings i

its money to generate returns.

A vast literature posits that ME® achieve full potentiamust become financiallyustainable.
Financial sustainability indicates the ability of an MFI to survive in the-lamgby means of its

own income generating activity without any contributions from donors. To analyze the
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sustainability of an MFI, economic researchers oftenwseof the most important ratios which

are Operational Self Sufficiency (OSS) and Financial Selfficiency (FSS).

OSS (%) = Operating income/Operating Expense

OSS> 100%: The organization is considered to be operationallsuggtfient

FSS= Adjusted operating income/ Adjusted operating expenses

Operational selbustainability is when the operating income is sufficient enough to cover
operational costs like salaries, supplies, loan losses, and other administosise And
financial selfsufficiency indicates whether or not enough revenue is earned to cover all the
operating, financial and loan loss expense as well as to maintain the value gfandlguasi
equity in the organization in relation to inflation. Financial-seifficiency (FSS) is # adjusted
version of Operational Se8ufficiency. It requires adjustment because financial statement must
conform to standard accounting practices and to take acocoluintflation as well asof the
remove of effect of subsidy and donations. Unless 100% FSS is reached, thetéomg
provision of credit services is undermined by the impact of inflation and the contintessig

to rely on donor funds.

The Microfinance Financial Reporting Standard recommends the use of ROA andsROE a
measures of MFI prahbility rather than OSS and FSS. OSS and FSS were the earliest attempts
to measure whether an MFI could cover its costs and maintain it program. Asctbé@nance
industry evolvedMFIs began using more commercial approaches to measure financiakyiabil

or profitability. This included more traditional financial measures such asnreturassets
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(ROA) and return on equity (ROE). The two indicators are financial metrics rthawell
established and well understood across the commercial spectrum.cistiey are useful
regardless of the legal status or mission of an MFI. Comparing to ROE, tloé BE¥A takes
into account the risks derived from the leverage and is the key bank profitabildy ra
(Althanasoglou et al, 2005). In this chapter, followirspme previous studies and
recommendation by Microfinance Financial Reporting Standard, ROA was choseprasy
for profitability to measure the financial performance of MFIs. The R€ffects the ability of
MFI's management to generate profits from the MFI's assets. It shows thes garined per
unit of assets and indicates how effectively the MFIs assets are managedraiegegvenues.
This indicator is also the most common measure of profitability in bank or in othaciaha

institutions. (see Adite, 2012, Sima, 2013).

Return on Asset = Net profits/Average Total Asset

Return on Equity= Net profit/Average Total Equity.

MFIs financial performance could be affected by a number of determining fattorsost
literature MFIs profitability is expresed as a function of internal @rexternal determinants.
Muriu(2011) also points out that the determinants of MFIs profitability can be dividedniato t
main categoriesnamely the internal determinants which are management contrpbaiole¢he
external deerminants, which are beyond the control of management. The internal detesminant
of MFls financial performance are those management controllable factofs adwount for the
inter-firm differences in profitability, given the external environment. In thigpter, to test the

effect of some determinants of financial performance of MFIs in Vietnam, $actere
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extracted from different studigsamelyon capital asset ratio, portfolio quality, gearing ratio or

debt to equity ratio, size, GDP and inflati@te.

Portfolio Quality: For microfinance institutions, whose loans are typically not backed by
bankable collatera] the quality of the portfolio is absolutely crucial. Portfolio indicates the total
funds available for the MFI to use as loans to its clients. Portfolio quality isaaungeof how
well or how best the institution is able to protgsiportfolio against all forms of risks. Changes

in credit risk may reflect in the health of MFI's loan portfolio which may affestpgrformance

of the institdion. When MFIs are faced with poor portfolio quality, they may write offidhas

from their books or refinance the loans by extending the term, changing the pagimeshile,

or both. Theory suggests that increased exposure to credit risk is nornsaltyated witha
decreasef firm profits Consistent with the theory, Miller and Noulas (1997) postulate that the
higherthe risk exposure or the higher the accumulation of outstanding loans and the lower the
profitability. We thus expect that loan at rigk negatively correlated with MFIs financial
performance. Portfolio quality is often measured through credit risk. whithbe proked by

the loan loss provision to loans ratio. In this study, it easulated as thaccumulatiorof past

loan due 30 days or more (PAR >30 days).

Capital asset Ratio: The capital to assets ratio is a simple measure of the solvency of MFIs. This
ratio helps an MFI assess its ability to meet its obligations and absorb ueeXijosst Expected

losses should generally be covered through provisioning by the MFI's accountingolici
which removes expected losses from both assets and equity. Thus, the ratio measures the

amount of capital required to cover additional unexpected losses to ensure th&t tisendl|
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capitalized or potential shocks. The ratio ¢dtal equity to total asset show us the capital
strength of the microfinance institutions. The cost of insurance against baykmight be high

for a MFI with a low capitahsset ratio. It means that MFI with higher capital to asset ratios are
considered relatively safer than one with lower ratios. Therefore, we expatitaigmositive
effect from the equity to asset raba MFI's profitability. This argument is also similar the

conclusion rached byAthanasoglou et al (2006,2008); Muriu (2010)..

Gearing Ratio / Debt to Equity Ratio: The debt to equity ratio is calculated by dividing total
liability by total shareholder’'s equity. The debt to equity ratio is a commosureased to
assess a firm’'s leverage. Accorgi to Muriu 2011: the significant correlation between
performance and gearing ratio is an indication that more debt relative tp isqused to finance
microfinance activities on one hand,and that longerm borrowings affect positively
profitability by accelerating MFIs growth than it would have been without debt financing, on the
other handTheefore, it is expected that adequate level liquidity is positively related witrsMFI

profitability.

Portfolio Management: According to existingiteratue, there is a relationship between bank’s
profitability and loan portfolio. It is expected that the growth of loan portfolio iedt to the
increase of its profitability, taking into account the #iskurn tradeoff. Despite the higher
operating cost of holding a large portfolio of loans, bank’s profitability should incretse
higher ratio of loans to asset as long as interest rates on loans are ébesald the bank
applies amarkup pricing. For microfinance institutions, one of the main importaris gea
providing loans to poor clients to help them eliminate poverty. Thus, like traditional banks.

loans are among the highest yielding assets an MFI can add to its balan@ndhbey provide
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the largest portion of operating revenue. In this respect, unlikesblsiftts in Vietnam require
very a small voluntary deposifrom their clients, they have to face high credit risk. In a bid to
survive and maintain adequate profit level in the high competitive environmé&is,tidnd to

take excessive risks. Thegher volume of loansuppled the higher the interest income and
hence the profit potential for M&l However, together with extendirtbe volume of loan
products to clientssome MFIs also choose to diversifyeir investmenty depositingtheir
funds in other banks. In this chapter we test the hypothesis: There is a positive relationship

between the relative percentage of loans in the assets and profitabilMfFof a

Efficiency Management: MFI's efficiency is better measured by the operating expeato
because ishows us how well MFIs is streamlining its operations and take in to acbeucgt
of the input and/or the price of the output. The total MFI cost (net of interest payraeriig c
split into operating expense and other expense sutdxas, depreciation...but only operating
expense can be considered as the direct outcome of MFI management. The efficapense
management can be calculated by dividing total operating expense to gross lfudio.pohis
ratio measures the institatial cost of delivering loan services. The lower the operating expense
ratio the higher the efficiency of an institution. This ratio is affected biyghorsize, loan size,
staff salaries costs and credit methodology. Empirical studies also pdimhitirafinance is
costly business perhaps due to high transaction costs and information costs (Gad@aland
Muriu 2011). Inefficiency in management fund can significantly decr&&Sks profitability

(Muriu 2011). Thus, in our test, this ratio is expected to be negatively related to retuseion as

Size of Microfinance (Total Asset): the profitability of a MFImay also be affected bis size.

Large MFE have larger capitatanbenefit more from scale and scope econonaadtheycan
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reach a relativglbigger number of clients than small one. The size of a MFI is measured by the
value of its assets (Bogan et al 2007; Hermes et al,2008). According to Cu(R€04a) the size

of a MFl is significantly positively linked to its financial performanceeig&fore, this variable is
included to capture the economies or diseconomies of scale. Generally, the edferbaing

size on profitability has been proved to be positive to a certain extent. However, blegbnd t
level, financial organization becos®o complex to manage and diseconomies of scale arise.
Therefore, “sizeprofitability relationship could be expecténl benondinear” (Athanasoglou et

al 2008). To capture the relationship between MFIs size and profitatdity also accounting

for potential noninearity, we use natural logarithm of total asseft MFIs as a proxy of size.

Regulation of Microfinance Institutions. According to CGAP, regulation of microfinance
institutions is a set of government rules that apply to microfinance. Theyea®st to protect
MFIs’' clients, bring about fair play in the microfinance busin#gss,ebyenabling environment

for the operation, development and growth of the microfinance industry. The move towards
regulating microfinance institutions will enable MRts increase theifunding from collected
deposits and borrowing from the capital market. Bogan et al 2007 assert that atecegul
microfinance institutions have limited option of capital source. This stbéanthe regulation of
microfinancemay increaseMFIs loanable fundsand profitability. However, literature also
showesthat regulations sometime restrict the development of the microfinance institutions by
setting a regulated interestte, making microfinance institutions unable to cover their. cost
MFIs maybecome unprofitable due to the interest ceiling below the required interesthites
MFI need to brealkeven (Adongo and Stork 2006, Namibia case). In this studywill

examine whether or not regulation status makes a different in termsfitdlptity by including
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a dummy variabldor regulation into the model. The dummy variable will be one if the tested
microfinance institutions are regulated, and will be zero otherwise

Macroeconomic Variable (External Factor)

Real GDP. real GDP growth isised as a proxy of the macroeconomic environment. Arguably,
this is the most informative single indicator of progress in economic developnmamt. P
economic conditions can worsen the quality of the loan portfolio, thereby reducinglphofi

In contrast, an improvement in economic conditions has positive effect on the pitfitaibil
MFIs, (Muriu, 2011). Thus, the variable is expected to exhipisitive relationship with MFIs
profitability.

Inflation rate : Microfinance institutions always operate @conomic changingenvironment.
Macroeconomic variables such as inflation rates are likedyféxt the financial performance of
MFI.  According to Revell 197%he extent to whichnflation affects financial institution’s
profitability will largely depend on whether inflation expectations are anticipated. When
inflation is fully anticipated the financial intermediary can appropriaéeljpst interest rate in
order to increasds revenues faster than the costs and realize higher profits. Convérsieéy,
interest rate isn’t adjusted fast enough to inflation rate, increase imegshbe greatethan in
revenue, causing negative impact on profitability. To measure inflatignvatese a measure

of price changes in consumer goods sexvices (Consumer price index)

208



Factors affecting the microfinance development in Vietnam

Table 23: Variable description

S/N |Variable Description Variable name in |Expected
standard name regression model (effect
MFI -specific
Factors

1 Capital asset ratio| Equity/Total asset CAP +

2 Portiolio  QualityOutstanding balance, Iq PAR -
(%) overdue>30 days/ gross Iq

portfolio

3 Gearing Ratio Debt /Equity GR +

4 Operating ExpeniOperating Expense/ Grg OEP -
Ratio Loan Portfolio

4 Gross LoalOutstanding loan/Total Asse OLA +
portfolio to asset

5 Size of MFI Natural logarithm of the tot SIZE +

asset

6 Regulation Dummy Variable +/-
Macroeconomic
Factors

7 Economic growth |Real GDP growth (%) GDP +

8 Inflation Rate (%) IFL --
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5.5 SOURCE OF DATA AND REGRESSION MODELS

The study is based on data collected from annual report, financial reptresrespective MFIs
and primary data. In this chapter, the study sample include members of PeopteFGnedi
System, some other micro financial institutions including NGOs and otitech registered in

MIX, having 5 year data with 3star quality. We exclude Bank of Social and Policy because of

it special characteristics of that barfdember branches of VBARD who take part into micro

financial business are also been put out of thasea neither because of their secret financial
policy so we cannot have enough necessary data in 5 years. As seen in ChRptgles
Credit Fund System (PCFs) with the financial cooperative model has demahg#ratgccess in
reaching out rural andow-income customers while keeping its operational and financial
sustainability (World Bank, 2007; Ozaki, M and H. D Seibel, 2008). PCF system includes
Central People’s Credit Fundthe apex institution, and200 individual intercomune level
PCFs. However, individual PCFs work independently and not all PCFs are good. Many PCFs
work very sustainably, while few others are in bad conditions (Ozaki, M and H. D Seibel, 2008;
ADB, 2010. In 2013, People Credit Fund changed inteoflmank with 36 branches which
categorized by 1200 credit funds member. Branches aipgbank in fact take responsibility as
financial head clues of individual credit fund, direct their operatiDasa for this research was
data of 36 branches provided by thead office of PCFs (Cooperative Bamkjh the collection

of financial data of individual membéase credit fundsnnual reports, and related researghes
financial data of other NGOs and other microfinance institutions are colleoteddovernment

Cener Banks, as well as their annual report, recalculation from converted dasae Aised to

210



Factors affecting the microfinance development in Vietnam

analyze for the periods of 5 years from 2010. External-specific variables were taken from the
world development indicator (WDI) from world bank
Conceptual Model.
This study investigates the effect of internal and external factors on MFIs’ profitability in a
multi-variable and single equation. Linear functional forms without any test thanks to the
widely- used evidences and good results in literature (Athanasoglou et al 2006, 2008; Muriu
2011...).
The conceptual or general panel data regression model postulated is:
Vp=a+ Zﬁkxakr T &

k=1
it = Vi+ uy
In which Yj, is the value of dependent variable (measure of MFIs’ profitability) of cross-section
MF]; at time t, where i= 1...n and t=1...T; ais a regression constant. B measures coefficient to
be estimated. Xj; represent k explanatory variables and ¢ is the error term with v; is unobserved
MFI-specific effects and u; the idiosyncratic error. This is one-way error component regression

model where v; . IIN (0, t‘rzv) and independent of u;; (0, o_zu)

Model Specification

Static model

In the assumption when markets are in equilibrium, in order to identify causal relationships
between variables, static analytical framework is relevant with the following model:

Yim o+ iy By Xit+ Zon=y B XIT + &0

€= Vi+ Uy

211



Factors affecting the microfinance development in Vietnam

in which: X7} presents for MFI-individual industrial characteristics; Xi are macroeconomic
factors, € is disturbance in which v; is unobserved individual-specific effect; and uj; is the
idiosyncratic error.

Dynamic model: There is no certainty that conduct or performance measures observed at any
point in time represent equilibrium value. Like bank, MFI’s profits show a tendency to persist
over time (Muriu 2011) reflecting impediment to market competition, informational opacity
and/or sensitivity to the macroeconomic shocks to the extent that these are serially correlated
(Berger et al 2000, Athanasoglou et al 2008). It is also reported in literature that there is a
positive and statistically significant relationship between the lagged profitability and
profitability implying profit might be determined by the previous period. Therefore, rather than
the standard static linear regression model which is relevant when identifying causal
relationships between variables when markets are in equilibrium, we use a dynamic model by
including a lagged dependent variable among regressors.

Yi= a+ 8Yic+ Zy=y By Xip+ Zn=y B X7 + &0

Yi1 : one-period lagged profitability and 6 is the speed of adjustment to equilibrium

Specific models:

In this study, we use “return on asset” (ROA) to capture the profitability of MFIs in Vietnam.
The explanatory variables Xj are grouped into MFI-specific, industry-specific and
macroeconomic variables. Amidst several indicators available for each component, capital asset
ratio and leverage ratio, total outstanding loan to asset, portfolio at risk are chosen to represent

MFIs’ management of asset and loan portfolio quality, size, legal status are proxies for industrial

specifics and GDP and inflation ratio are macroeconomic factors.

212



Factors affecting the microfinance development in Vietnam

ROA= a + B1*CAP;i+ B2 *OLA | +B3 *GRi; + B4*PARIit + Bs*SIZE; + Bs*OEPR; + Be*REGH+ B7
*GDPy+ Bg*IFL i+ &t (Static model)
ROA= o + dROA; 1.1+ B1*CAPi+ B2 *OLA: +B3 *GRj; + B4*PARIt + Bs*SIZE; + Bs*OER; +
Be*REG+ B7 *GDP;i+ Bg*IFL i+ &y (dynamicmodel)
Where P31 to Bg are the coefficients of the variables
a; stands for the intercept term
CAP;. stands for Capital asset ratio for MFli at time t
PARIt: stands for portfolio quality for MFIi at time t
GRit: stands for gearing ratio or debt/equ#yio for MFli at timet
OLAIt stands foiTotal Performing Loan/ Total Asstir MFIi at timet
OER; stands for Operating Expense/Gross Loan PortfiolidVIFli at time tSIZEit: stands for
size of micro finance for MFl i at time t

REGis dummy variable stwinglegal statu®f MFI in Vietnam

REG=0 if MFl is not regulated and REG=1 otherwise.
GDPit: stands for growth domestic product of the country

INFit: stands for inflation ratéor MFIi at time t

We add time effects in the error component of the mtmlebhpture some developments if any
that could take place in Vietnam’s microfinance industry during the studgdpérhus, error

term is turned into

Eit = Vit A+ Uy
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in which gj; is disturbance in which;¥s unobserved individuapecific effect;4; is unobserved
time effects and juis the idiosyncratic error. We will test the joint significance of the
unobservable time effects with the iypothesis as follows:

Ho: £o=AKs=...=4Ar=0

The Lagrange Multiplier (LM) test result shows that with thze(4)=l().48 and the Prob

=0.03680.05 then we reject Ho, time specific dummy variable is significant, thus we will
estimate the model adding yeskcific dummy variables to control Ar. We experimented with
many dummies and the only significant coefficiemthat of the 2011 dummyVe expand the
model with time effect afllows:

ROA= o + Br*CAP;+ By *OLA; +Bs *GRy; + B4*PARIit + Bs*SIZE; + Pe*OEPR, + B*REG+ Bg
*GDPyi+ Bo*IFL i+ AY'1 - & (Static model)

ROAi= o + SROA 1.1+ B1*CAP+ B2 *OLA +B3 *GRy + P4*PARit 4 Bs*SIZE; + Be*OEPR) +
B#REG+Bg *GDP+ Bo*IFL i+ KY1 + & (dynamic model)

In whichgi=V; + Uy

Y1is dummy variable for the year 2011
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5.6 DATA DESCRIPTION
In this part, we will present summary statistic for all dependedtindependent variables

using the pooled data set over the period 2010-2014.

Dependent Variable

In this study,return on Asset (ROAJanged from the minimum value 60.4182 to
maximum of 0.1472. Its a ratio of microfinance income to their total as3éte ROA
reflects the ability of MFI's management to generate profits from theshVdSsets. It
shows the profits earned per USD of assets and indicates how effectively ihaddéts

are managed to generate revenues. MFI includes in the sample of this study psriod w
indicated the average positive value of 02 cents in everyone USD investment they made
on the total asset and the profitable MFIs earn 0.14 cent of profit after tax forl@ sing
USD investment they made on total asset. On contrary, net profit MFIs lost @14df ce
everyone USD investment they made on total assets of the firm. This dlessthates

the disparity of rates of return earned by MFIs.

Independent variables

Regarding the variable Par>30, the higher its value, the riskier the cvefiip, which

can have a negative influence on the financial performance of the MFI because it is an
indication of poor repayment rate. For this study case, the mean of thelp23% and

the maximum i9.09% and minimum is @ respectively. Anyportfolio at risk (par > 30

days) exceeding 10 % should be a serious cause for concern; because unlike loans of
commercial banks, most loans are not backed by bankable collateral. Thehefoesult

of the study showshat during the study periqdhe prtion of the portfolio in arrears or
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unpaid is1.23% on avera@, whichis quite good, buthe maximunm9.09%6 result implies

that the credit portfolio of some MFIs in the sampliighly risky.

In relation to the Capital to asset ratio varialtheere wasmuch deviation in capital to
asset ratio of selected MFIs with mean value of 21.36% the range from 3.57% t¢ 83.4%
the standard deviation of 19.24%. This ratio is a simple measure of the solvency of
regulated and unregulated MFIs, which helps to assesabiligy of MFI to meet its
obligations and absorb unexpected losses. It is suggested that an initialasggtatatio

be no lower than about 20% for MFIs, subject to downward adjustment as the institution
and the industry gain experieffdelndeed there are strong arguments against allowing
MFIs to leverage their equity capital (borrow a greater proportion of fuads)
aggressively as commercial barthus, CGAP advised that MFIs should be subject to
maintain or even higher the above suggested ratio to safeguard their portfaiar. In
study, the capital to asset mean value could be above the standard requiremerdlof capit
adequacy ratio partly because of the fact that greater part of the sample Viethirhgs
assets is funded with donor contributiotieat are generally considered capitaheT
maximumcapital asset ratio valiestimatesuggestedhat about 83.14%f the total assets

of someMFIs in the samplevere financed by shareholdefsinds while the remaining

was financed by deposit liabilitieddowever, the ratios also showed us week borrowing
capability of the sample MFIs to leverage their fund. In long term, it could be argonce
because donor funding source is not stable and it could decrease by the time.

The gearing ratio othe Debt to eqity ratio is another ratio for the capital adequacy of
MFIs because it measures the overall leverage of the institution. This ratimisrest to

lenders because it indicates the extent to which an MFI has leveraged its ownofunds t

3 Microfinance handbook: An institutional and financial persp%:ﬂi-\/(:e-Joanna Legerwood 1999,
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finance its portfolio and other assets. In the study period, we thahthe average value

of 1.30and maximum value df3.38 and Gminimum value The ratio indicates thain

the average, Viethamese MFIs is dbllver leveragein comparison with average ratio of

5.2 in South Asia region and world average rate of*4/&s said above, week borrowing
capability could be one of disadvantage for MFI's operation in long term and it needs to
be concerned because MFIs should be financial sustainable and independent from donor
funding source.

The MFIs size plays an important role to maintain the position of a MFI in the tmarke
The mean value of the variable is 14.79 in its natural logarithm value, whereas the
maximum and minimum values are 19.09 and 11.76 respectively. Tragawficiency

of sample MFIs was 10.29%, the maximum was 14%. Indeed, the average efficiency of
sample MFIs was low in comparison with that ratio of 23% in region but it is jusigeser
proxy ratio that take from report of VMFVG basing on scale of loan portfolio so they
couldn’t reflect all the operating expenses in reality.

In general,although almost Viethamese MFhas high ratio of gross loan portfolio
(84.29% in average) they can control risk quite weth low loan delinquencyate in
average andat high operating expensilowever, greater proportion @indingsources
comes from shareholders or Governmgohor fundswith low interest, voluntary saving
amount still limited and not enough for funding lending activities Thisvidtbe appear

later to beone of problemsfor business performancas MFIstry to be seHsufficient

without donors.

44 Data from Performance Indicators for Microfinance Institutiog-f/]}crorate 2003
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Table: Data Description

Variable Obs  Mean Std.Dev.  Min Max
10a 190 0216463 0539468 -4182 Un
ola 190 8429506 0055514 201724 9863
0ep 190 1029589 0200675 0424 1
nar 190 1227455 1559714 0 9.09
gl 190 1305892 1.402408 0 133
capl 190 2135811 1923795 0357053 8314
size 190 14.79514 1589331 117614 1 9.0083
gdp 190 0584 0046426 052 064

inflationcpi 190 0912 0506127 041 187

Regulated 190 8157895 38868 O 1

Correlation analysis

Multiple correlation is a measure tife degree of association between dependent and all
the independent (explanatory variables) jointly (Gujirati, 2004). The anahgsisneant to
indicate whether variables were correlated or not. In correlation analysisstimate a
sample correlation coefficient, more specifically the Pearson Product Morogetaion
Coefficient. The value of correlation coefficient ranges betwédeand +1. Closer to 1
means strong correlation and a negative value indicates an inverse relatiomsmp @
goes up the other goes down). The correlation coefficient of O indicates treaish®
linear relationship between the two variabldsvariables are not correlatethen using
several simple regressions or one multiple regression models could give theesaits
(Dougherty 2006 as cited Yonas, 2012). The main aim of @himgducorrelation isto
investigate whether there is a perfect linear combination among variable. Jiie re
showed us that variable is correlated; consequently, one multiple regressioneis mor
suitable than several simple regressions due to the fact that with several sgngdsions,
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we couldn’t measure the partial effect of individual variables. The level aélabon is

very lowso we can rule out any problem of multicollinearity which reduces the efficienc
of the estimatesAccording to Gujarati, (2004) multicollinearity could only be a problem if
the correlation coefficiestamong regressorare above 0.80 According to Hailer et al,
(2006)cited inBirhany (2012)multicollinearity could only be a problem if the correlation
coefficient among regssorsareabove 0.90 which is not the case of Wariablesin this

study. In addition, to test more about the possibility of multicollinearity problems, we
computed the variance inflation factor (VIF) for each coefficient to test.if >10 or

1/vif <0.10 indicates troubles. The result of the test shows that the VIF is 1.55 within the

threshold of norexistence of multicollinearity.

a oa par oep gl ¢ apl sz gdpinflat~i Regula~d

03 1,000

la 0.2200 1,000

ar 0.2762 -0.1857 1,000

08 0.0245 0.1824 0.1126 1.0000

ol 0.1471 00041 0.0418 -0.0048 1.0000

capl 0.4101 0.3191 -0.0147 02509 -0.3042 1.0 000

size 0.1252 -0.0110 -0.2641 -0.0710 0.1452 -0.2 366 1.0000

gdp {0.092 01407 -0.3542 02880 -0.1677 0.0 700 03185 1.0000
inlatoncpi 0.0362 01542 -0.0454 0.0771 -0.3030 0.0 926 -0.2598 02256 1.0000
Requlated | -0.0774 -0.3357 -0.0156 -0.1649 0.1801 -0.6 126 0.1340 0.0000 00000 £.0000
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Variable VIF IVIF
capl 219 0.455872
Regulated 1.69 0.592834
gdp 1.64 0610918
inflationcpi 1.54  0.650033
size 1.52 0.659642
grl 1.43 0.700626
ola 140 0.715454
par 129 0.775526
0ep 128 0.781217
Mean VIF 1.55
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Before running the regression, we conducted some test to check some necessapyiass for
multiple regressio.
Test for serial correlation in error term. In multiple variable regression, it is assumed that the
covariance between the error terms is zero that means the errors are uncorréiated amother.
If the assumption is not hold, errors are acmorebted and causes the standard errors of the
coefficients to be smaller than they actually are and tsguRred to be higher. For this kind of
test, we use Wooldridge test. The test result showed tetp > 0.0421 showing that there is no
presence of s@l correlation

Wooldridge test for autocorrelation in panel data
HO: no first-order autocorrelation
F1 3= 4434
Prob>F= 0.0421

Test for existence of heteroscedasticityit is hard to assume homoscedasticity in the model
because most of exogenous variables are time variant across MFIs so error nhayenat
constant variance. We used Breusdgan test to teshe null hypothesis that there is constant

variance across the range of explanatory. Thalpe of the test statistic is statistically significant

and X2(9) =605.89 showing that we can soundly reject the null hypothesis. In the case of

heteroskedastic ars, OLS estimators will still give unbiased and also coefficient estimates but
they are no longer BLUEthat is no longer have the minimum variance among the class of
unbiased estimators. The reason is that errors variance appears in thedotomuompte
coefficient variance, so when they are heteroskedastic, the coefficiadarstaerrors could be
wrong and hence any inferences made from estimates could be misleading. Twitdeal
heteroscedasticity, we use robust standard error. Stata includes options witloutiogs for
estimating robust standard error. Heteroskedasticity causes stasrdarsl to be biased. OLS

assumes that errors are both independent and identically distributed, robust standanelax
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either or both of those assumptions. Hence, when heteroskedasticity is presentsteoiniasd
errors tend to be more trustworthy. With Stata, robust standard error can usualighder via

the addition of two parameters robust and cluster.

Breusch-Pagan / Cook-Weisherg test for heteroskedas fcity
Ho: Constant variance
Variables: ola par oep gr1 capl size gdpi nflationcpi Regulated

iy = 6058
Prob>chi2 = 0.0000

-Test for Random Effect versus Fixed Effect Modl: Like many other previous studies about
determinants of MFI's profitability, our experiment research has to cofie two problems:
omitted variables and the endogeneity problem. Omitted variable bias occurs whemponent
variables were not incledl in the models but affect the dependent variable significantly.
According to Ganka Daniel Nyamsogoro (2010) and Hsiao (2007), in order to deal witedomit
variables, we need to know the nature of omitted variables: time specific and/or indsyelcidc
omitted variables. The endogeneity problem occurs when an explanatory visiableelated
with the error term. Endogeneity can arise as a result of measurement d¢aoggaession with
autocorrelated errors, simultaneity and omitted variablesddal with this kind of problems, it is
necessary to use a panel methodology because it helps taking into considerapoteniial
endogeneity of the regressors, while at the same time controlling forspiecific effects,
increasing the sample sizedadegree of freedom. In our case, there is a correlation between the
MFI and/or time effects and the exogenous variable. The solution for dealinghevéindogeneity
problem is the MFIs and the time effects should be estimated as dummy vandhleparel
data, estimation bias is lower than with either tseees or crossectional data estimation.

However, if we conducted a regression analysis on the panel data using OLS ntetloadd i
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have risen the heterogeneity bias because we would have ignored the differenees b&Els.
Therefore, instead of OLS, we could use more appropriately least square fe®doeffandom
effect models, as suggested and used in previous studies.

Fixed effect model examines that the individual differences in intercggaming the same slope
and constant variance across individual. Since an individual specific effétteisnivariant and
considered as a part of the intercept, unobserved individual effects can bel aldveecorrelated

with other regressors. Thuset changes in variables over time (as a result of unobservable effect
of omitted variable) can be used to estimate the effect of independent variables goetitede
variable. Fixed effect model is suitable if we want to control for the omittedolesithat differ
across MFI but are constant over time.

Random effect model assumes that individual effects are not correlated witegrassor and
then estimates error variance specific to groups (or times). Therdferandividual specific
random effed are component of the composite error term. The intercept, and slopes of regressors
are the same across individual. The difference among individuals (or time pergsds) their
individual specific errors, not in their intercept. It is appropriate wihersample is believed to be
randomly selected and to be representative of the population.

The choice between fixed effects model or random effects model can be done through the
Hausman specification test. If the null hypothesis that the individual €ffeetuncorrelated with

the other regressors is not rejected, a random model is favored over its fixed coisntéinsg we
estimated the fixed effects model, save the coefficient, second, we did the gamandom
effects models and then compared tve results with each other through Hausman test value

which is larger than the critical cBguare, then the fixed estimator is the appropriate choice. The

Hausman test statistic %52(10): 8.68 and jvalue >"<2= 0.5623 but warned (V-¥W_B is not

positive definite). This means that the test is not conclusive, Hausman statisticombgve

222



Factors affecting the microfinance development in Vietnam

resulted in the best possible value. Reasons for that are homoscedasticity tne gesnite
differences of variance are among the main assumptions of the Haussman testenthenacale

of at least one of the coefficients is incompatible with running this test (in sey wa can see the
coefficient of grl negative and very small). Therefore, in order to make sure dingetee best
model, we conducted Mundlak test to alternative to Haussman test. Unlike Haugshan t
Mundlak approach could be used when errors are heteroskedastic or haveuptagrelation.
Under the Mundlak test, we lWvitest that the pandével mean of timearying covariates are
jointly zero. If the coefficients are jointly zero, it means there is [@iioa between the time

invariant unobserved variables and regressors. Then thedifferls assumptions are sagsi.

Otherwise, random effect model will give the consistent result. The seshtiwed thafﬁ2

(6)=6.24 and pvalue %°=0.3967 evidenced that we are wrong to reject the null hypothesis.

Thus, the RE model would be appropriate.
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— Coefficients —
(b) (B) (b-B)  sqrt(di ag(V_b-v_B))
fixed_group random_group Difference S.E.
ola 0547725 0625332 -.0077607 .0 145526
0ep 3118275 3101012 0017263 .0 156436
par -.0056965 -.0065857 .0008892 0 004957
gl -0019917 -.0018983  -.0000934 .0 007339
capl 1060323 1417516  -.0357194 .0 209576
size 0119241 0125191  -000595 .0 010972
gdp -5.276731 -5.580095  .3033635 .2 079578
inflationcpi -4634267  -.35409  -.1093368 0 743909
year
2011 .0822583 0705098  .0117485 .0 094969
2012 .0064493 0041174 002332 .0 023006
b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient un der Ho; obtained from xtreg
Test: Ho: difference in coefficients not syst ematic
chi2(20) = (b-B)'[(V_b-V_B)(-1)]( b-B)
= 868
Prob>chi2 = 0.5623
(V_b-V_B is not positive definite)
. estimate store mundlak
. test mean_par mean_grl mean_capl mean_size mean_g dp mean_inflation mean_ola mean_oep
(1) mean_par=0
(2) mean_grl=0
(3) mean_capl=0
(4) mean_size =0
(5) o.mean_gdp=0
(6) o0.mean_inflationcpi = 0
(7) mean_ola=0
(8) mean_oep=0
Constraint 5 dropped
Constraint 6 dropped
chi2( 6)= 6.24

Prob > chi2 = 0.3967

-Test Random Effect versus Poole®@LS Model: We further checked for the appropriateness of

using RE model as opposed to pooled OLS. We applied the Breusch and Pagan Lagrangian
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multiplier test for random effects. We test the null hypothesis that there weradonraffects
and thus, the pooled OLS was appropriate. The result shows thavaheepof the test statistto
be statistically significant. We reject the null hypothesis to indicate the existén@amdom

effects. Thus, we confirm that RE model is suitable.

Breusch and Pagan Lagrangian multiplier test for ra ndom effects
roa[codel,t] = Xb + u[codel] + e[codel,t]

Estimated results:
Var  sd = sqrt(Var)

roa .0029103  .0539468
e .0007026 0265067
u .0010459  .032341

Test: Var(u)=0
c hi bar 2(01) = 112.91

Prob > chibar2 = 0.0000

The staticrandomeffect panel model gives us a snhapshot of all effects on the dependent variable
from changes in the explanatory variables whichsaleced within the same period as the change
occurs. In other words, iastatic analysiswe ignore the passage of tiradwe seek to establish

the causal relationship between certain variables reladittge same point in time, assuming some
determining factors as remaining constant. Dynamic analyzing method is ralisea®y taking
account changes in the explanatory variables through times. Dynamic modet® iftayged
values of the dependent variable as an explanatory variable in the regression equatlosr, toge
with lagged values of the explanatory variables. When estimatihgnamic equation, we are
likely to encounter several econometric problems:

+Endogeneity: The possibility of reverse catin fromprofitability to capital liquidity structure

may result in simultaneotexquation, thereforehe independent variable may be correlated with
the error term.

+The presence of the lagged dependent variable gives rise to autocorrelation
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+The pankdata set has a short time dirsam.

All these problems make standard fixed effect estimators inconsistembdicated by Baltagi
(2011), least squares estimation methodology produces biased and inconsistent watmehod
model is dynamic. In order to deal with endogeneity, standard econometnischseiggests using
relevant external instruments that are uncorrelated with the error term. efputaes not easy to

find out valid instruments that can fulfill all necessary conditions. Thereforeg atwanced
dynamic panel data estimators are required to estimate consistent elasBeitiesal Method of
Moment (GMM method) is our good solution because its methodology allows us to use the set of
instruments contained within the data itself but still not limit to the external instrumemtg. if a
Moreover, it helpgo test the impact overtime as well sreduces théias that resudtfrom
heterogeneityThere are two main available estimators to use in the case of large N, small T
datasets: Arrellan& Bond and Blundell & Bond. We have to determine which of these
estimation technique is suitable. The Blundgdind estimator requires more assumgithran the

first one but is more efficient and still consistent when the data is highlyndemeon premus
periods.

Arrelano &Bond suggest an estimator constructed to deal with the endogenous fneilagged
dependent variable. That is Difference Generalised Method of Moments (G#filtaor, which

uses estimates of the sample mean, variance... to estimate the parameters of Titisrest.
approach is broadly similar to standard instrumental variable estimators wéleniffvariables
being used as instruments for the lagged dependent variable. In order to usentlaitorestiis
necessary to meet tlwequirement that there should be no serial correlation in the idiosyncratic
errors and the explanatory variables are weakly exogenous otherwisetthmaemsation is not
valid and hence the estimator is inconsistent. If the time series is close ta @niait root,

Arellano-Bond estimator can perform poorly. With a fixed number of years panel and a substantial
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number of observations, Arrellano and Bond suggests estimating equation with GM§1dras
first-differences by first differencing the initial @gtion. The instruments include all available lags
of the dependent variable plus lag of the other explanatory variable. But thenérafid Bond
estimator has been criticized when applied to panels with very small T, instriaremnteak

Blundell & Bond propose a system of equation/GMM estimator that accounts for thisnproble
SystemaGMM is derived from the estimation of a system of two simultaneous equations, one in
level (with lagged first differences as instruments) and the other in the fifstedides (with
lagged levels as instruments). Under Blundéslhd estimators it is assumed that the initial
observations must have a very small impact on the observed observations.

We are also confronted with the choice of using-ste@ or twestep estimationThe onestep
estimator assumes homoscedastic errors while thestepoestimator uses the first step errors to
construct heteroscedasticity consistent standard errors, relaxing teempai®on of
homoscedasticity and more relevant when explanatory variadledes time invariant variable.
Therefore, two steps estimator is asymptotically effective.

In this study, we chose the two step&MM method because it is more efficient and presents
theoretical advantages over the Arrelldmnd estimator. It was @eloped to estimate models
using data where the autoregressive coefficient is close to one (ie: datasngly determined by
value in the previous period.). To check the model specification validity, we caltidatHansen
test of over identification ofestrictions, this test examines the lack of correlation between
instruments and error term. We also implement an autocorrelation test kingiée existence of
first-degree and secortkgree autocorrelation as model should not have second order
autocarelation. To account for the small sample bias, we use robust small sampletecbrre

standard errors proposed by Windmeijer (2005)
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5.8 DISCUSSION OF THE RESULTS

Regression analysis generates an estimated equation to describe the stakiomadhip between
predictor variables and the response variables. Now let's examine the output oftibe st
regression. In this chapter, we estimate the same linear specification ilotland without

macroeconomic control variables and present the robust resthis empirical model as follows:

. esttab, r2 ar2 se scalar (rmse)

1) @

roa roa

ola 0.0513  0.0614
(0.0353)  (0.0330)

0ep -0.0334 0.318*
0127y (0.123)

par -0.00289  -0.00641%*
(0.00185)  (0.00176)

grl -0.0000760  -0.00193
(0.00218)  (0.00215)

capl 0.0926%+  0.145%
(0.0237)  (0.0264)

size 0.00235  0.0125%
(0.00197)  (0.00240)

gdp -5.718%**
(0.786)

inflationcpi -0.295
(0.170)

Regulated 0.0349*
(0.0165)

Y1 0.0631**
(0.0237)

_cons -0.0690 0.0514

(0.0413)  (0.0494)

N 190 190
R-sq

adj. R-sq

rmse 0.0308 0.0265

Standard errors in parentheses
* p<0.05, ** p<0.01, *** p<0.001



Factors affecting the microfinance development in Vietnam

R? value of model 2 which includes macroeconomic determinants is 0.4489 (44.89 %), which
implies that approximately 45% of fithess can be observed in the sample regressidhis can

be further explained as, 45% of the variability of ROA is explained by the independeiiesr
(Capital to Asset ratio, portfolio Management, Operation Expense, Sizdiomfl&DP, gearing
ratio, Regulation, and Portfolio at Risk>30 days) jointly. The remaining 55% of chiange
expained by other factors which are not included in the model. This value is rigldtigh
enough to enhance the explanatory power of the regression model). The cusffarieach of the
variables indicates the amount of change one could expect in ROA giveuaibehange in the
value of the variable, given that all other variables in the model are held constanhull
hypothesis of Ftatistic (the overall test of significance) that tfésRequal to zero was rejected at
1% as the jvalue was suitiently low. The F value is 0.000 which indicates strong statistical
significance, which enhanced the reliability and validity of the modathEvariable and its

significance are presented in detail under the following sections.
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Random-effects GLS regression Num berof obs = 190
Group variable: codel Num ber of groups = 38
R-sq: Obs per group:
within =0.2997 min = 5
between = 0.5216 avg = 5.0
overall = 0.4489 max = 5
Wal dchi2(10) = 93.37
corr(u_i, X) =0 (assumed) Pro b>chi2 = 0.0000
theta =.65661204
roa Coef. Std.Err. z P>[z| [95% Co nf. Interval]
ola .0613612 .0330178 1.86 0.063 -.003352 4 1260748
oep 3177707 123139 2,58 0.010 .076422 7 5591188
par -.006413 .0017595 -3.64 0.000 -.009861 6 -.0029645
grl -0019346 .0021463 -0.90 0.367 -.006141 3 .0022722
capl 1445654 0264134 5.47 0.000 .092796 1 .1963348
size .0125093 .0023958 5.22 0.000 .007813 7 .017205
gdp -5.717689 7862318 -7.27 0.000 -7.25867 5 -4.176703
inflationcpi -.2945848 1696141 -1.74 0.082 -.627022 2 .0378527
Regulated .0348545 0165375 2.11 0.035 .002441 6 .0672674
Y1 .0630929 .0237113 2.66 0.008 .016619 7 .1095662
_cons .0513755 .0494041 1.04 0.298 -.045454 7 .1482056
sigma_u .03235056
sigma_e .02644823
rho .5993803 (fraction of variance due to u_i)
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Interesting resultsappear in both significant and nemgnificant findings. Looking at the
regression coefficients, we can see that: among the MFIs specific indapevatiables:
operating expense management, loan delinquency rate>30 days, size, capitat, tGRBse
Reguhted, year 2011 had a statistically significant impact on profitability eglserdoan
delinquency rate, capital to asset, size, GDP are the four variablesngffectROA the most
significant while there is no influence of gross loan portfolio, debt tayeaduflation.

Loan Portfolio to assetandOperation Efficiency

In the empirical literature, the ratio of loan portfolio to asset is used both as areneasredit
risk and lending specialization. Loan are less liquid and more risky than otbhty iass MFIs’
portfolio. MFI with a relatively high portfolio to asset ratio may be at greas& of failure
because more loans means that more risk of default and more additional costs imcurred i
managing credit risk. Operational efficiency which is meakbseoperating expenses divided by
total assets is a performance ratio showing how well MFIs is streamlining itatiops and
taking into account the cost of the input and/or the price of output. In Vietham, almost MFIs
specialize in lending, they have high loan portfolio to asset ratio. Although daghplortfolio
rate could be translated into high interest revenue, their Ex@wibject to significamy higher
transaction costs including cost of fund for-lending, loan loss and administration cost.
Efficiency in managemene¢xpenditureshould ensure a more effective use of MFIs loanable
resources, which may enhance MFIs’ profitability. In our examination, theiyeostatistically
significant of operating expense to total asset ratio at the le®Dpsuggested thekpense
managemeris an important determinant of profitabilitgr MFIs in Vietnam

Portfolio quality

Portfolio quality is a measure of how well or how best the institution is able tcptotal funds

available for the MIs against # forms of risks. Literature shows that wide exposure to credit
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risk is generally related to low firm profitability. In our study, the doafht of the portfolieat

risk at > 30 days is negative, as expected and statistically significant lav¢h@f0.001. This
confirms the hypothesis that a significant reduction in the portétiiesk at > 30 days should
have a positive impact on the MFI's financial performance. In other words, a higblipewt-

risk would limit the revenue derived from micredit operations and therefore decrease the
amount ofloanablefunds. The negative value of the coefficient@f06 of the portfolieat-risk
clearly illustrates this problem. The portfolio at risk (PAR) shows how eftic@ MFI is in
makingdebts recouwsg. A high PAR implies low repayment ratds., an indication of inefficient
MFI, therefore, the less financial performance. The sign of this ratio is tmrissth Muriu,
(2011), Yonas, (2012), andin line with theview that there is a negative atibnship between
quality of portfolio and profitability. The findinguggestedhat MFIs in Vietnancould expand
profitability by screening and monitoring more efficiently credit risk andg thy improving the
estimation of future risks. According to asults, MFIsshould focus on credit risk management
in order to improveredit riskevaluation

Capital to Asset ratio

Key to the ability of a microfinance institutioto absorb unexpected losses is the ability to
monitor capital adequacy and solvency ratios. Capital adequacy and solvencyletdinsine
the risk taking behavior of MFIs. Literature shows us that there is significant megzftect of
capital adequacy and solvency on the levels of-peforming loans.Well capitalized
microfinance instifitions tend to be less inclined to expand their performance especially in taking
riskier loan activities, which will affect significantly to theeturns and profitability. In other
words, MFIs operated oweautiously to avoid eating their regulatory itap tend to
ignorgpotential profitable opportunities over the periods. It also implies that setting bp hig

capital regulatory requirement may have a negative impact on MFIs’ perfoemaHowever,
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inadequate capitalization and liquidity will lead to bildy to absorb severe shocks and
ultimately, to collapseAnalysts suggest that minimum capital adequacy for MFIs should exceed
the Basel Il recommendations by at least 50%, i.e that MFIs should mainpéisl ealequacy
ratio of 12% or highéP. In ourcase, we use capital ratio whiakas computed bysing total
equity/total asset as the proxy for the capital and solvency ratios. €ficient of the capital to
asset ratio (CAP) is (0.09266) This shows that for the study period 2009 up to 2014 capital
strength of Vietnam MFIkada positive relationship with their financial performance or holding
constant all other variables. Therefore, hypothesis No.1l, accordinghtch financial
performancehold apositive relationship with capital asset ratio ofl€l is supportedy our
estimatesThis resultis in line with the argument that well capitalized ME&® more flexible in
dealing with problems arising from unexpected losses and against credit riskssaltsl in a
better chance for financial perfornm Moreover, the result is statistically significant and
conclusive. Therefore, we confirm firmly about the perceptions of majority ofs NbFanch
managers that capital to asset ratio can have a significant impact on the finafeiedgrere of
their MFI. This result is consistent with tlkkenclusionsof Muriu (2011) and other researchers
like Athanasoglou et al (2008); Demirgl@int and Huizinga (1999)...but contradict the view of
Goddard et al (2010) who finds lower profitability for high capitalized banks in tHgidrzl
banking industry

Size of MFI (Total Asset):

Natural logarithm of total asset of MFIs is used as a pfoxyhesize of MFIs. As with relative
market power theory and scale efficiency theory, size of a firm expands its mpavwetandits
profits. The significant result for MFI size at the level of 0.001 confirms the ecesarhiscale

hypothesis in the microfinance intermedatprocess and shows the importance of MFIs’ size

5 Meegan (2004), Estelle Berger (2010)-Addressing Capital Adequacy for MFIs: A risk management approach-page 5
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affecting MFIs financial performance in Vietnam during the study period.r@$dt is in line

with hypothesis namely financial performance has positive relation thvittsize of MFIs in
Vietnam, indicating that large MFIs in the industry have significantly enjcsigdificant
economies of scale. This resulbndirms Cull, DemirgueKunt and Morduch (2007), Muriu
(2011) and also consistent with Merland and Strom (2009), Athanasoglou et al (2096)siith
provides more evidenctor the argument of Muriu (2011): failure to become profitable in
microfinance ispartly due to lack of scale economies. MFIs may have to institute a dual
objective of profit maximization whilgointly pursuing a managerial goal of firm size
maximization.

Gearing ratio or Debt to Equity ratio

The debt to equity ratio is a common measure used to assess a firm’s leveragéarwords it
shows us how much the MFI uses equity and debt to finance its assets. As the dabeitre
financial leverage increaseslighly leveraged MFIs may perform better by enjoying scale
economies, enimzing their ability to boost profitability, Howeveahe excessive use of financial
leverage can severely limit future cash flow and create a lot of riskamduptcy Management
tends to prefer equity financing over debt since it carries lesdnd&rtunately, equity financing
is more expensive. Continually relying on equity financing will led to addsscertain amount
of decisionmaking authority, a factor that could inhibit growth strategies just as muchaek of
funding. In practice, the various capital structure theories don’t explain actuatingabehavics
and experiment researchgs faralso have givenmany contrary resultdn our study,the ratio
showed up a negative coefficien0.,00186) and it is not statistically significant nadnle. This
implies an insignificant relationship between financial performance andetireng ratio for the
study period especially with the inclusion of macroeconomic fadwid's profitability wasn’t

influenced by debt financingh Vietnam during ourstudy period.Non-financed microfinance
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institutions were concerned by the negative impact of long term borrowingemmtbfitability

hence depend more on their internal source of financing. Their assets @eforaed by equity
rather than by bormeing from other sources. The result is not consistent with Muriu, (2011),
according towhom an increasdn debt relative to equity exerts a positive impact on MFIs
financial performance. But it has the same sign with the researches of Cassar and Holmes
(2003) and Hall et al (2004) whfound a negative association between profitability and both
longterm debt and shoeterm debt ratios. The resudtipportsthe hypothesis, indicating gearing
ratio has negative effects on financial performance of MFIs igtnem and consistent with
branch managers’ perception that the rise in the gearing ratio would not haveve pogiéict on

the financial performance of their MFI.
GDP and Inflation.

Economic growth is among the most commonly used macroeconomic vaaslties a measure
of total economic activity within an economy. This study used real GDP grevétpeoxy of the
macroeconomic environment. Regarding to the inflation factor, we use the €Risratproxy
for Inflation rate. The consumer price indexaseres the annual percentage change in the cost to
average consumer of acquiring a given basket of goods and services. dihsh@ss that the
both of GDP and inflation exert a negative effect on the profitability &isMn Vietnam.
Reasons for inflation’s negative impact could be that inflation wast anticipated MFIs’
managers wouldn’t adjust rates timely and overhead costs would rise quiaekeinflation
resulting in poor profits. This effect is statistically insignificant so that infiaisonotone of
important determinant of MFI's profitability. While the negative estimated ficosit of
inflation supports the hypothesis that inflation rate is negatively assocvatbd MFI's
profitability, the negative effect of GDP is opposite with the etquksign. One can view GDP as

measuring the size of the market in which MFIs operate. In upturn, theteeviiigh demand for
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credit than in downturn so expect MFIs’ profitability to be positively related dket size as
measured by GDRHowever, in ourresult, the statistically significaninegative effect of GDP
with the p<0.001showed that MFI's performance is sensitive with a change in this
macroeconomic variable but the sign effectin contradictionto our hypothesis as well as the
theory which asserts that economic growth enhances profits and downturn lgdaiéests the
interest income This economic growth improves business environments and lower MFI's entry
barriers but it increases competition consequentlyVietham, competitive environment in
microfinance field is quite high withmore and more finance institutions including stated
commercial banks, Bank for Social Policid&;0 institutions, Mass Organizations Fundsto
expanse their outrea@s much as possibte consolidate their pdsns in microfinance market.

In our study period, growth GDRenthand in hand with an increase of inflation ledatase in

cost of fundas well as high pressure to maintain competitive interest rate with State Bank for
Social Policies thalampenedeaiously MFIs’ profitability. Besides, the negative effect of GDP
to MFI's profitability in the study periodnay also be due tother reasons includinghe
preference or the choices of clients on deposits lthaimg loanr MFI's utilization of too high
proportion of debt in comparison with their deposit for further investment that could cidslte a

burden and reduce their profitability.
Regulation:

Regulatory status is measured as a dummy having value 1 if MFI is reguwateddnking
authority, 0 ¢herwise. Our result showed that the impact of regulation is statistically sighifica
with the level of 5%. The positive sigguggestdhat regulated MFIs have more likelihood of
good governance system than wregulated MFIs. This result is inconsistenth the findings of
Peter Muriu(2011), Cull et al (2011), Hartaka(2005). However, it goes in line and sufgports

the argument about the advantage of regulations with respect to MFIs’ pertesn#IFIs need
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to be regulated is to protect their customesgecially poor and lowncome people, from losing
their hard earned saving. Regulation is also required to prevent bad practices in lending, and to
maintain transparent and regular reporting, as well as certain minimndasta for governance

and the quality of management. In Vietnam, a growing number ofnalomicrofinance
institutions have summited their documents to be licensed to become formal “small scale
financial institutions” as official part of the national financial industry. H@vethe mmber of
allowed registering institutions is still very limited. Being licensed also providegp@od to

MFls, particularly in raising capital from the public, and for borrowing chpgan from
international organizations. Being licensed is a guardotebe repayment of foreign currencies
after registering loans to the State Bank. In fact, when setting up dummy esiialdtand for
regulations, we found that the stringency of regulation depends on the legal stattituobirs

so that we were ot able to determine whether the various types of MFIs faced reporting
requirements, regular onsite supervision, .... At the end, to obtain data for the resedrath tove
take the information of MIX, anan the website of regulatory authorities of micrafirce
institutions themselves. We also found that formal MFI are still facing manguiliiés s in
implementing current laws and rules such as taxes, interest rates addyliqtherefore, our
empirical research suggests that Vietham’s regulation reg#dd to be completed and should
create incentives, and not obstacles, for the sector to grow, as we found-teapdiformance

Is positivelyaffected by regulations.

As was already mentioned, static analysis can give us only a snapshot on the causal
relationships between profitability of microfinance institutions and selected explanatory
variables at a given point of time. However, it does not allow us to analyze the possible
dynamic persistent effects on profitability which is well documented in the existing literature.

To deal with this concern, we use the two step GMM estimators developed for dynamic panel
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models. We present hereafter the results provided by this estimation method.

B/ Dynamic panel models

The result of the F tests, as in the cakthe static panel models, allows us to conclude that the
determinants used in the study can be considered as a providing a sigaifecgtianation of
MFIs’ profitability in Vietham during the period of the study. All diagnosticsste$ the GMM
systen also give us satistéory results. Fralue of Hansen test is 0.281. ArellaBond test for
AR(1) in first differences rejects the null hypothesis but it is expected since Aej=€; — .1 and
Aeit1= r1— 8r2both has g1 The test for AR(2) in first differenae more important because it

will detect autocorrelation in levels. Given thergdue=0.069we cannot reject the hypothesis of

no seconebrder autocorrelation. Given the validity of the instruments and absence of second
order autocorrelation, we can canti for the system GMM dynamic estimators are consistent

and robust.
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Dynamic panel-data estimation, two-step system GMM

Group variable: codel Num berofobs = 152

Time variable : year Num ber of groups = 38

Number of instruments = 17 Obs per group: min = 4

Wald chi2(11) = 2604.89 avg= 4.00

Prob >chi2 = 0.000 max = 4

Corrected

roa Coef. Std. Err. z P>[z] [95% Co nf. Interval]
roall .6684274 0376178 17.77 0.000 .594697 8 742157
gdp 5270449 2.126858 0.25 0.804 -3.64152 1 4.69561

inflationcpi 7309421 3776533 1.94 0.053 -.009244 7 1471129
capl .0942288 .0270131 3.49 0.000 .041284 1 1471736
par -.0110967 .0017547 -6.32 0.000 -.014535 8 -.0076576
ola -.0463267 .0208167 -2.23 0.026 -.087126 7 -.0055268
oep .0728457 .0886643 0.82 0.411 -.100933 2 .2466245
grl -.0002532 .0014617 -0.17 0.862 -.00311 8 .0026116
size -.0000267 .0019979 -0.01 0.989 -.003942 5 .0038892

Regulated .0063107 .0108322 0.58 0.560 -.0149 2 .0275414
Y1 -.0966234 .060133 -1.61 0.108 -.21448 2 .0212352
_cons -.0445076 .1322031 -0.34 0.736 -.303620 9 .2146058

Instruments for orthogonal deviations equation

Standard
FOD.(AgLandoflandarea Agvalue size ola oep grl Regulated Y1)
GMM-type (missing=0, separate instruments for eac h period unless collapsed)
L(1/4).(roall L3.par L3.c apl gdp L.gdp L2.gdp L3.gdp inflationcpi
L.inflationcpi L2.inflationcpi L3.inflationcpi) collapsed
Instruments for levels equation
Standard
AgLandoflandarea Agvalue size ola oep grl Regul ated Y1
_cons
GMM-type (missing=0, separate instruments for eac h period unless collapsed)
D.(roall L3.par L3.capl gdp L.gdp L2.gdp L3.gdp inflationcpi
L.inflationcpi L2.inflationcpi L3.inflationcpi) collapsed
Arellano-Bond test for AR(1) in first differences: z= -2.60 Pr>z= 0.009
Arellano-Bond test for AR(2) in first differences: z= 1.83 Pr>z= 0.068
Sargan test of overid. restrictions: chi2(5) = 4.44 Prob > chi2 = 0.488
(Not robust, but not weakene d by many instruments.)
Hansen test of overid. restrictions: chi2(5) = 2.44 Prob > chi2 = 0.786

(Robust, but weakened by many instruments.)

Difference-in-Hansen tests of exogeneity of instrum ent subsets:
GMM instruments for levels
Hansen test excluding group:  chi2(1) = 1.16 Prob > chi2 = 0.281

Difference (null H = exogenous): chi2(4)

1.27 Prob > chi2 = 0.866
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According to the results of the system of GMM estimates, the lagged depedi@hbievis
highly significant and positive indicating that the effect of profitabilityprevious periodas very
important, implying that the dynamic specification is likely to be more realistic thastahe

one, confirming the persistency of profitability in practice. The estimatefficdent of the
lagged dependent variablé alue) suggests that cent level of profitability will be 66.8% of

the previous year level of profitability, irrespective of the current valuehefindependent
variables. Together with the dynamic persistency of profitability, the loss poovision ratio
(PAR), chosen as agxy for loan quality and capital ratio (capital to asset) seemed to be the two
other very important determinant of MFIs’ profitability in Vietnam. PAR tiegasign showed

us that the lower the loan quality in previous periods, the lower profitability of MiFthe
current period. In the static fixed panel model, we could observe the effect of imgolatthe
profitability. That effect is not high (p<0.5), in the dynamic panel model, savhabuldn’t see
evidence abouthe impact of regulation. However, the positive sign suggested the advantage of
regulation on MFIs’ profitability capability. The result is inconsistent with thdifigs of Peter
Muriu(2011), Cull et al (2011), Hartaka(2005). A growing number of informal miaonta
institutions in etham have summited their documents to be licensed to become formal “small
scale financial institutions” as official part of the national financial industiywever, the
number of allowed registering institutions is still very limited. According to SBatek of
Vietnam, being licensed and regulated MFIs have a chance in raising capitéhé&gublic, and
borrowing capital loan from international organizations. Being licensed is amjearfor the
repayment of foreign currencies after registering ldanbe State Bank. However, in Vietnam,
the vast majority of MFIs are small and informal and operate as voluntaryaagswiat the
local level. It is hard to regulate them. Besides, there are still a lot of obstadgsilations; for

example, regultzons on the financial regime were not issued in a timely manner by the State
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bank and Ministry of Finance for small scale financial institutions. Moreowegraeregulations
have been developed specially for small scale financial institutions whichneem@nsistent
with the specific operations of microfinance. In fact, when setting up dummables to stand
for regulations, we found that the stringency of regulation depends on the legal atat
institutions, so that we were not able to determirneether the various types of MFIs faced
reporting requirements, regular onsite supervision, .... At the end, to obtain dite fesearch,
we had to take the information of MIX, and of the website of regulatory authoafties
microfinance institutions theselves. We found that formal MFI are facing more difficulties than
informal MFIs in implementing current laws and rules such as taxes, intates and liquidity.
Therefore, our empirical research suggests that Vietnam'’s regulétioresd to be cometed

and should create incentives, and not obstacles, for the sector to grow

With regard to the set of macroeconomic factors like GDP growth andonflate could see
that MFIs’ performance is not sensitive to macroeconomic variables. In obinés,vgtéstically,
the profitability of MFIs is not affected by the macroeconomic conditiorshéivs that the

microfinance sectais relatively resilient in the face of unstable macroeconomic conditions.
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&)

roa

roall 0,668
17.77)

gdp 0.527
(0.25)

inflationcpi 0.731

(1.94)

capl 0.0942%**
(3.49)

par -0.0111%**
(-6.32)

ola -0.0463*
(-2.23)

oep 0.0728
(0.82)

grl -0.000253
(-0.17)

size -0.0000267
(-0.01)

Regulated 0.00631
(0.58)

%1 -0.0966
(-1.61)

_cons -0.0445
(-0.34)

N 152

t statistics in parentheses
* p<0.05, ** p<0.01, *** p<0.001
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CHAPTER 6: CONCLUSIONS AND IMPLICATIONS OF RESULTS

6.0 INTRODUCTION

Microfinance has played an important role in fostering sustainable economic desetopin

many developing countries through the provision of a wide range of financial poaiudt
services to the poor, leimcome households and micro and small enterprises. Vietham stands out
for the largesale coverage of its microfinance system, but questions have been raised about the
system'’s longerm sustainability and whether it is achieving the antipoverty impact desited. T
interest in finding answers for these issues stimulated our motivation to exptbenalyze the
factors which influence the development of microfinance in Vietnam. Irchiaigter, we conclude

the thesis by summarizing our main findings. We show how they meet the objectilrestadsis

and address research questions that we raised at the beginning of the thesis. Some
recommendations are then proposed which are based on the findings of the thelys. Fina
propositions for extending this research are suggested.

6.1  MAIN FINDINGS

The development of a microfinance system depends on the sustainability of maiccefi
industry. Institutions which conduct microfinance activities supply microfinancdupts and
services to the unbanked poor customdrse existing literature shows that microfinance
institutions are sustainable if they can maintain a balance between profitabiligy lonthterm,

keep providing products and services for the clients’ benefits, on the one hand, and thefsupply
social benefits to communities, on the other hand. Therefore, the sustainabilitgrofimance
institutions can be looked at different dimensions related to their innovation cagazEtgding
sustainability.With that point of view, in order to achieve research objectives, this study firstly

asesses the elements that formed finance innovations of Vietnam’'s MFIs such ag produc
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innovation, process innovation and legal innovation by comparing them with those of two major

successful benchmarks in the world. Secondly, the study examined the &dietctiag financial

sustainability of microfinance institutions using an empirical analysis basesjssion models.

Main achievements of the thesis can be summarized as follows:

We briefly described the historical development of microfinance, globatofinance
development trends, a broad concept of microfinance, MFIs, microfinance sustginabilit
and how MFIs get financial sustainability (the first two chapters)

We provided a brief summary about microfinance sector in Vietnam, as well axikle s
economic and legal environments. An overview of the institutional players is also
presented (chapter 3). For more than the last two decades, Vietnam’s maimcefihas
made substantial progress. The GDP grew year after year, as well agpegveraapita
income, so the people’s living standards have gradually improved. The move by the
government to allocate significant funds for the rural development was pnmaeessary
condition for poverty elimination in Vietnam rural areas as welam®pportunity for
developng the microfinance sector in Vietnani.he Government was also so active in
developing experiments of various new forms of microfinance institutions sucledis c
cooperatives, NGO community, statened banks working in microfinance field. Angpn
which, VBSP has the largest number of customer and 100% are active borrowers. The
number of customers of VBARD ranks second while People Credit Fuhd thirdone
Number of customers of sesofficial MFIs is relatively small compared to other formal
financial institutions but level of access to poor households of VBSP aneoHemail

MFIs is highly appreciated. Among the financial institutions providing mitaote
services in rural markets, only VBARD diversified its beneficiaries:isgriiousebld

customers and moving toward small and medium enterprises, and agricuttural c
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operatives as welAlthough the formal and senfiormal financial sector can work quite
effectively they have still not fully met the growing demands for loans of the gaeing

a large berth for the informal credit market to operdtee poor still go to friends,
relatives or even private lenders in spite of high interest rates because ioffghety of
procedures of loans in cash. However, the informal sector alstegatve effects on the

poor including high cost, low quality or undependable availability.

We have drawn the lessons from the two major experiences, i.e., Grameen Bank,
Banglaagsh and Bank Rakyat, Indonesaad we presented a comparative analysis about
financial innovation between Vietham microfinance system and the two above
international benchmarks (chapter 4). The important role of financial inoavati
microfinance has been widely recognized. Financial innovation is presented through
MFIs’ introductions of new products, new services, new process, technology a influenced
by operating policies or regulatory environment. In chapter 4, we have amguhése

role of flexibility and adaptability in microfinance innovation among countrieshichwv
marketdrive and customerentralized are key factor that can lead to the success of
microfinance operation Although Grameen Bank and Bank Rakyat, have followed two
different microfinance approachesnefocusseson developing sustainable microfinance

for poverty alleviation; whereas the otherdevelopsmicrofinance for profit target. But
these twoexperiences have a common point: their MFIs institutions are deeply embedded
in the socieeconomic and policy framework of their countries, so that their
implementationrmethodology and operations, as well as their products and services, can
meet their poor's demand. In Vietham, due to low social welfare conditions and high rate
of extreme poor or middle poor in population, the government has dual targets: poverty

elimination combined with improving the living standard by supporting social welfare
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services. In that context, ngmofit microfinance institutions have better conditions to
grow than microfinance for profit. MFIs can make use of participation of other social
patners and their ways of doing microfinance business go in line with thes'State
development views. However, the control of microfinance byileéhamese Government
gave lesdreedomto MFIs that resulted in the weakness of innovations such as: limited
capability in mobilizing funds from other sources (the funding sources rely heavily
donations and aids); no autonomy in management and unclear financial governance
structure (some of MFIs like Women’s Union or Farmer’'s Union are directlerund
control of sociopolitical organizations); monotonous services (almost all MFIs focus on
micro credits, other services such as saving, insurance, money transfer... are very
limited);....To sum up, in comparison with Grameen bank and Bank Rakyat, MFIs in
Vietnam are lesdynamic in finance innovations due to both external and internal causes
which affect the sustainability of microfinance industry as well as MFIs theesse
Previous literature has shown the existence of a close relationship betedearatitial
innovation and the financial performance of microfinance institutions.

Traditionally MFIs has been relying on government subsidies and donor funds. However
recently, financial sustainability of MFIs is gaining concerns since recognized that

only sustainable institutions provide lotgym financial solution for low income
households. As profitability is the most important step towards longdestainability,
analyzing the determinants of profitability plays a vital role in the policy maghkiagess.

This conclusion led us to make an empirical study of the determinants of profitatility f
Fls in Vietnam (chapter 5). The analysis employed internal and external eariabl
covering most aspects of MFI's performance to check whether MFI's capiteluse has

a significant influence on profitability. Using both the OLS and the GMM techsitpre
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the estimation of static and dynamic panel data models, we found results in general
consistent with the previous international empirical studies, thus confirmingldhefr
profit, and economies of scale in microfinance. We also find that loan quadityesl to

be a very important determinant of MFI's profitability in Vietham. MFI'sfpanance

also appears to be sensitive to macroeconomic variables like inflatio@@Rdgrowth.

They are both positive statistically related to the MFI's profitabilitytipalarly the
inflation ratio. Inflation affects MFI's profitability when it is defined in termisROA,
implying that managers anticipate inflation expectations and adjust interest toate
achieve higher profits. The negative effect of regulation variables on pritfjtataises a
concern about the effects of regulations on MFI's performances. However, agctodi

the State Bank of Vietnam, the main reason that MFIs need to be regulated isdb prote
clients, especiall poor and lowincome people, from losing their hambrned saving, but
also to prevent bad practices in lending, and maintaining transparent and regoiang

and certain minimum standards for governance and the key persons in MFIs. Inefact, th
government license provides a major support to MFI, particularly in raisintac&pm
public and borrowing capital loan from international organization. It provides also a

guarantee for the repaymentfofeign currencies after registering loans to the State Bank.

6.2 RECOMMENDATIONS

As mentioned above, the development of microfinance in Vietham should be seen in témens of t
sustainability both of MFIs and of the microfinance systéhe microfinance ystem should be
developed to serve not only the living of lemcome population but also of microenterprises,
small household businesses. To support the development of such a system, the Viethnamese

Government should adapt and improve regulation, policylegal framework to create a more
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open microfinance environment for the operation and management of MFIs, hagotcy on
international standards and practices. Lessons from international csompavrith successful
MFIs showed that financial liberaéion supports the development of effective microfinancing
mechanisms and institutions. Freedom to set interest rate is essential for lslestaici@finance.
Currently, some of MFIs do not have autonomy and suitable financial managemeniretr
becaus they are under the authority of Mass Social Organizations.

For the achievement of microfinance sustainability, the Government should mxagdibalance
social goal with financial goal in the microfinance sector. In the prooésdeveloping
microfinance industry together with efforts to ensure social security and siéaipaverty
reduction, the Government should make clear that microfinance cannot be reduced to charity
activities. Therefore, they should be aeraluation of the operations by VBSP to help the bank
avoid overlaping beneficiaries. For example: The utilization of national budget must besdnsur
for only effective poverty alleviation. Only extreme poor in remote mountaincees aand
disabled persons could have preferential financial aids, other poor people in rural rerdes/e
laboring and earning capacity need to be treated as microfinance cligntaavitet interest rate
because they just need to have access to loans to start up their business and thekntpay ba
debt. By so doing, the Government will limit the unfair competition between VBSP and other
stakeholders in microfinance fields due to subsidized interest rate polldies will create
motivation for further development of other NGO microfinance institutions.

The Gaoernment should also create favorable conditions to establishing agriculturakctprodu
insurance markets. Currently, insurance products and services are stillacknicrofinance
markets although they are the most wanted potential products and services by @digpd@mwho

are the most vulnerable to health hazard, economic down-turns, natural catastrophes...
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Nowadays, the problem of overdebtedness is one of the most serious problems of the
microfinance sector in developing countries. It happens when many borrowersemadbibe to
take out loans far above their payment capabilities. Wheningebtedness isn’t taken into
account carefully, microfinance may counteract its own goal of helping the poor povety,
instead it leads to negative soasapacts. Therefore, microfinance institutions should take care
adequately in all credit phase process to be sure that their clients have entitigghtalpay back
loans without becoming ow@ndebted. Vietnamese Government should also have specific
reguation aimed at this issue to avoid owedebtedness for loan borrowers. It could be regarded
as one kind of law to protect clients in microfinance field. Each microfinanceutrats should
build up a documented loan appraised procedure to identifiefegyment capacities of clients
that show an appraisal of character, payment history, payment capacitynofladie clients
Government regulations should also support to share information on credit of nanoaficlients
among microfinance institutionand considered it as one key solution to preventing-over
indebtedness.

The challengeis to develop a stable microfinance system including the need to achieve
operational and financial sustainability for MFIs aodngrate them into the broader financial
system. That objective requires MFIs to achieve good governance Miim as well as at a
system levelln Vietham, there are sevetgpesof microfinance operation models suchssate
commercial banks like VBARD, people credit funds, NGO microfinance institutioBSPY
Mass Organizations controlled institutions...Whichever type of institutiong #rera number of
key considerations like business goals, competition, regulatory environment,t reiazekeand
current infrastructure and systems that muestchrefully weighed andnalyzed The ultimate

success of any model hinges on:
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e Commitment from board and management and alignment with the institutions’ core
commercial strategy;

e Knowledgeof microfinance best practices and how to serve rutiemtele;

e Infrastructure located conveniently for clients;

e Products especially adapted for lemcome and informal markets;

e Systems and proceduresdapted to the microfinance operations, e.g., systems that
support immediate follovap on missed payments; and approprsfftrainingand
incentives on new clients, products, and delivery systems

e Efficient regulation on protection clients from ow@ndebtedness and MFI's

sustainability achievement

6.3 PROPOSALS FOR FURTHER RESEARCH

For the analysis of factors affecting the development of microfinance in Vietnam, the thesis
was conducted to deal with two main tasks: comparative analysis between fMBigial
innovation in Vietham and other international benchmark countries, on the oneséekidg the
determinantsa MFI's profitability in Vietnam, on the other hand. However, the research need to
be extended by investigating the effect of financial innovation on the growth of MFlsgy Usi
crosscountry data and a quantitative empirical regression method, we could analyze how
financial innovatiorby MFIs affect economic growttwe made a comparison of these effects on
MFIs’ financial performance among three countries.

Regarding factors affecting the profit of MFIs in Vietnarhe tthesis has uncovered that
inefficiency n the management of operational expenses is associated with declining MFI's
profitability. A decline in administrative costs, an increase in staff productivity will influémee

profitability of MFIs. Further researcbould addresthe impacts of these drson microfinance

251



Factors affecting the microfinance development in Vietnam

profitability. Lending behavior is also a factor affecting to MFI's profitability. Accogdio
Muriu, the shift fromjoint liability to individual liability loans mayaccelerate as the microfinance
stakeholders learn about some of the demerits of group lending mechanism. Shabdirgi<
individual, group or a combination of both lending mechanisms in order to entvaxfitability?
This issue remains contestable and deserves further study.

There is still a controversial issue amamgearchers about whether or not there is a-o#de
between MFIs’ outreach and profitability this thesis, we conducted an empirical study mainly
focusing on profitability and sustainability of MFIs in Vietnam. These elenartaecessary but
not sufficient conditions, for MFIs to play their role. The question of outreach whiahmajor
function of MFIs shouldilsobe analyzed tdigure out answer for the above controversial issue.
Therefore, a future comprehensive study on this topic should denmapted by including scale

and depth of outreach indicators, growth stage and age of MFIs as well.
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