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“Does foreign ownership in microfinance interfere with local development?” is the first issue
of the new ADA Discussion Paper series. Each Discussion Paper raises a topic of interest
directly related to the microfinance sector and aims to initiate a debate between practitioners
and academics from the field. It is further complemented by a follow-up document which,
where appropriate, summarises the various reactions from the different actors.

We hope that the exchange of ideas with ADA, especially through these Discussion Papers,
will continue to promote fruitful developments within the microfinance sector. And we hope
that you will actively participate in this exchange by sharing your experiences and opinions
with us at: discussion.ada@microfinance.lu

In recent years, the microfinance sector experienced a switch from more traditional to more
advanced sources of funding and has notably attracted new foreign equity investors, includ-
ing development agencies, non-governmental organizations or foundations, as well as vari-
ous types of commercial investors and development funds.

The authors of the present paper identified a trend towards foreign ownership in a sample
of MFIs over the last few years, and consequently explore the possible consequences
of such a trend. Above all, they examine the question of whether foreign ownership in
microfinance interferes with the establishment of locally driven MFls and thus with the over-
all local development. They further seek to initiate a discussion between the professionals of the
sector on this interesting subject.
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Two decades ago, it was difficult to imagine that the microfinance sector would be where
it is today. Attracting capital from private sources, commercialization, transformation of micro-
finance institutions into regulated financial institutions, and much more, were just dreams.
Today, they are a reality.

Many challenges and obstacles on this journey were surmounted through concerted efforts,
underpinned by sharing knowledge, skills, ideas and information on best practices. This is
one thing that the microfinance sector does very well.

In 2006, at the sidelines of the European Microfinance Week in Luxembourg, many partici-
pants welcomed the good news that there was an increasing diversification of the funding
sources and various new investors entering the microfinance sector. This is certainly a major
accomplishment which has addressed one of the crucial issues, confronting the sector. But it
also comes with its own challenges. One that occupied my mind recently, is the changing
ownership profile of microfinance institutions, as they transform into commercial regulated
entities and/or attract capital from new investors. What is the impact of this change? It prob-
ably has both positive and negative consequences, but has not yet attracted attention among
microfinance professionals.

| am pleased therefore to see that the idea to conduct a study on this subject, which was born
at the European Microfinance Week in Luxembourg, when | raised this question, is now tak-
ing shape.

| hope that the result of this study, conducted by ADA, which has revealed a trend towards
more foreign equity investments in microfinance and which pointed out some possible conse-
quences of this trend, will generate interesting discussions and debates on the subject.



In recent years, the microfinance sector has undergone profound changes in terms of
funding. The increasing number of transformations from non-regulated into regulated micro-
finance institutions (MFls), as well as the growing needs of these entities, have led
to a switch from more traditional sources of funding, such as subsidies, grants, donations
and savings, to more advanced sources of funding, such as debt and equity." Furthermore,
development agencies, non-governmental organizations (NGOs) or foundations, and also
various types of commercial investors and development funds have shown more and more
interest in new funding methods in the microfinance sector, especially in equity investments.?
However, until now, the true extent and the consequences of foreign ownership in micro-
finance have not yet been explored in much detail.

The present paper tries to make an effort in this direction.

The first part presents the sample of MFIs used and explains the method by which this sam-
ple was selected. The second part analyses the evolution of foreign ownership regarding
the sample of MFls during the sample period and tries to find out whether the patterns found
are the sign of a more general trend or whether one can only talk of occasional phenomena.
The third part then explores the possible consequences of a trend towards foreign ownership
in microfinance, by especially examining the question whether foreign ownership in microfi-
nance interferes with local development. In addition to an analysis of empirical data and a
literature review, case studies are used to complete the picture.

The present paper does not attempt to explore foreign ownership in microfinance from all
possible perspectives or to provide a detailed examination of the respective dataset. Its pur-
pose is to initiate and to stimulate a discussion on this increasingly important topic between
professionals and academics alike, by highlighting some empirical evidence and subsequently
outlining related arguments. All readers are cordially invited to contact ADA with any ideas,
comments or questions they may have.

1See Busch/Rhyne (2006).

2See Goodman (2005); Coppoolse (2007).



1. A Selection of MFIs from the MIX-Market Database

The sample of MFIs used in this paper is based on a selection taken from the Microfinance
Information Exchange (MIX) Market database.®

The paper considers only formally regulated financial entities, i.e. banks and non-banking
financial institutions (NBFIs)*, which have a clearly defined ownership structure in terms of
equity. Other types of MFIs, such as NGOs and cooperatives, are not considered.

With respect to geographical coverage, the paper concentrates on Latin America
& The Caribbean, East Asia & The Pacific, Middle East & North Africa, South Asia,
as well as Sub-Saharan Africa, which are the regions where ADA is most active.®
Furthermore, in order to ensure the quality of the data being analysed, only the so called
“five diamonds” MFls from the MIX-Market database were selected. The “five diamonds”
qualification is granted to MFIs with financial statements audited for at least two con-
secutive years and with due diligence and/or benchmarking reports, such as external
ratings. The MFIs with this qualification thus offer the highest information standard, in
terms of the level of information they disclose and in terms of the level of transparency
they display.

Lastly, only MFls with a portfolio of at least USD 1 million were kept. By retaining the main
players and the most advanced microfinance institutions in the field, the results are, how-
ever, still expected to reflect the developments that take place in the whole microfinance
sector.

The mentioned criteria result in a sample of 39 MFls, which are listed in Box 1. The

regional split of the sample is illustrated in Figure 1; and some characteristics of the
selected institutions, according to regions, are shown in Table 1.

Latin America & The Carribean

AMC de R.L. CMAC Maynas EDPYME Edyficar PROCREDIT Bolivia
Bandesarollo CMAC Sullana EDPYME Proempresa ~ PROCREDIT Ecuador
BANGENTE CMAC Tacna FIE PROCREDIT Nicaragua
CMAC Arequipa CMAC Trujilo FINCA Ecuador PRODEM

CMAC Cusco EDPYME Confianza FINDESA MiBanco SOGESOL

CMAC Huancayo EDPYME CrearArequipa
East Asia & The Pacific

AMK CEB HKL TPC
AMRET CREDIT PRASAC VFC
Middle East & North Africa

AMC JMCC

South Asia

BASIX SHARE

Sub-Saharan Africa

CRG Faulu Uganda FINCA Uganda SOCREMO
TEBA

3 See www.mixmarket.org.

4 NBFls are institutions similar to banks, but offer some different services and underlie some different regulation and supervision rules.

5 This classification of world regions corresponds with the one used by the World Bank. Whenever this paper mentions Latin America,
East Asia, North Africa, Sub-Saharan Africa or South Asia, it refers to these categories.
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FIGURE 1

TABLE 1

THE REGIONAL SPLIT OF THE SAMPLE

Sub-Saharan

South  Africa:
Asia: 10%

Middle East
& North Africa:

Latin America

East Asia & The Carribean:
& The Pacific: 59%
21%

CHARACTERISTICS OF THE SAMPLED MFIs BY REGIONS

Latin America & The Carribean 6 23 478 142 2945 262 1626 760
East Asia & The Pacific 0 8 8 44 370 144 554 597 336
Middle East & North Africa 0 2 2 9428 15 344 34 571
South Asia 0 2 2 14 321 147 741 1131955
Sub-Saharan Africa 1 4 23937 28 542 209 053

*in thousand USD

The MFls in the sample come mainly from Latin America & the Caribbean (69%), East Asia
& The Pacific (21%), as well as from Sub-Saharan Africa (10%), and only to a lesser extent
from South Asia (6%) and from The Middle East & North Africa (5%). Together, they hold an
aggregate equity capital of USD 570 million and an aggregate loan portfolio close to USD
3.3 billion, serving more than 3.5 million customers.

Both in terms of the number and in terms of the financial size of institutions, the sample is
dominated by Latin America (and more precisely by Peru, which is represented by 11 out of
23 Latin American MFls). This is not surprising, because the region’s microfinance sector
enjoys the longest history of commercial viability, and because its MFls tend to be formally
regulated entities with a clear equity structure. However, in terms of the client base, South
Asia, although represented by only 2 institutions in the sample (which are both located in
India), comes very close behind Latin America. And this is understandable as well, because
of the high population density of this region.



2. Foreign Ownership in Microfinance

With the described sample at hand, the paper compares the ownership structure of MFls at
the end of 2002 and 2007.° The analysis is thereby performed from different viewpoints.
Firstly, the paper examines the overall evolution of foreign ownership in microfinance (Section
2.1). Secondly, it looks at foreign ownership from the perspective of MFls, i.e. it analyses the
respective evolution by different categories of MFls, and by different regions in which these
MFlIs are located (Section 2.2). Thirdly, the paper focuses on foreign investors, i.e. it examines
the evolution of foreign ownership by different types of foreign investors and by these investors’
different countries of origin (Section 2.3).

2.1 The Overall Evolution of Foreign Ownership in Microfinance

Due to the general growth of the microfinance sector”, both local and foreign equity invest-
ments in MFls increased from 2002 to 2007. However, as can clearly be seen in Figure 2,
although local equity levels were still higher than foreign equity levels, the proportion of for-
eign equity in MFls increased much faster than the proportion of local equity in MFls, during
the respective period.

Equity 350 +154%
in million USD 300

250 | .384%
200

150

100 _

50 o Beginning
0 o I End

Foreign Equity Local Equity

In fact, as Table 2 shows, local equity grew by 154%, amounting to USD 329 million in
2007, whereas foreign equity grew by even 384%, amounting to USD 229 million at the
end of the period. Moreover, the total equity of the sampled MFIs tripled between 2002 and
2007. At the beginning of the period, it amounted to USD 177 million and reached USD
558 million at the end of the period.

11

Over the sample period,
the proportion of foreign
equity in MFls increased
much faster than the
proportion of local equity
in MFls (namely by 384%
as compared to 154%)

8 To be more precise, for 25 MFls, the equity structure of 2002 is compared to that of 2006; for 6 MFls, the data of 2003 is compared to the
data of 2006; and for 5 MFls, the data of 2002 is compared to the data of 2007. Furthermore, for 4 MFls, the equity structure of 2003 is
contrasted to that of 2007; and for 1 MFI, the equity structure of 2004 is contrasted with those of 2006. For the sake of simplicity, however,
the paper only speaks of the years 2002 and 2007 when referring to the respective beginning and end dates in question. The information on
the equity structure of the MFls is collected from financial accounts, external audits and the like, or from the activity reports of the MFls.

7 See for example Forster/ Reille (2008).
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Number 920
of MFls 18

Foreign shareholding in an
MFI is either insignificant
(0%-20%) or very important
(80,01%-100%). Not many
MFIs occupy a middle place.

Type of Equity Beginning* End* Difference* Evolution
Foreign Equity 47 203 228 665 181 462 384%
Local Equity 129 765 328 916 199 151 154%
Total Equity 176 968 557 581 380 613 215%

*in thousand USD

By looking at the percentage of foreign equity in total equity in 2007, another interesting fact
becomes obvious. As Figure 3 reveals, there is a bimodal distribution of foreign ownership
between MFIs: Foreign shareholding in an MFl is either insignificant (first column with 0-20%
foreign equity) or very important (last column with 80,01-100% foreign equity). Not many
MFIs occupy a middle place. In fact, in 2007, 11 MFls out of the 15 MFls in the first interval
had no foreign shareholder at all (against 16 MFIs out of 19 MFIs at the beginning of the
period); and 6 MFls out of the 14 MFls in the last interval were 100% owned by foreign share-
holders (against 7 MFls out of 12 MFls at the beginning of the period). One possible explana-
tion is that 7 of the purely domestic MFIs were community credit institutions (CMACs); and
although these public MFls may theoretically be purchased by foreign investors, they do not
face the same options as private MFls.® Another possible explanation is that foreign investors
often try to exert as much control over an institution as possible. Thus, when they invest, they
try to invest a large amount and to hold a significant share in the MFI°,

S - Beginning
End

[0% - QO%]TQ0,01% - 40%] [40,01% - 60%] [60,01% - 80%)] [80,01% - 100%)]

Percentage of foreign equity in total equity of an MFI

8 See Maisch et al. (2006).

® See for example Abrams / Ivatury (2005) and Lauer (2008).



2.2 Foreign Ownership in Microfinance - with a Focus on MFls
2.2.1 An Analysis by Categories of MFls

The paper first analyses the evolution of foreign ownership in microfinance by looking at dif-
ferent categories to which the MFls in the sample belong. Thereby, Category 1 comprises all
MFIs with a 100% local capital and Category 2 all MFIs with an increasing local capital
amount and an increasing local capital proportion. Category 3 is made up of all MFls with
a decreasing local capital amount and Category 4 of all MFls with a decreasing local capital
proportion. Finally, Category 5 consists of all MFIs with a 100% foreign capital.

Now, as Figure 4 shows, in 2002, Category 1 of MFIs completely under local ownership was
the largest category in terms of equity, whereas Category 5 of MFls completely under foreign
ownership was the smallest category. However, from 2002 to 2007, Category b increased by
336%, which represents the biggest increase of all five categories, whereas Category 1
increased by only 194%. Furthermore, when looking at Categories 3 and 4, we also see a rise
in the equity of MFIs with a decreasing local capital amount and in the equity of MFls with a
decreasing local capital proportion, namely by 169% and 265% respectively.

Total 20
equityin 18 +194%
million
usp 1°
14
12 +265%
10
8 + 169%
6 +016%
4—— +336%
2
0o—
Categories Category 1:  Category 2: Category 3: Category4: Category5:
of MFls 100% increasing local  decreasing decreasing 100%
local capital capital amount  local capital local capital foreign capital
& proportion amount proportion

A closer look at the figures in Table 3 reveals that the total equity of MFls in Category 1
(completely under local ownership) in fact amounted to USD 220 million in 2007; whereas
the total equity of MFIs in Category 5 (completely under foreign ownership) amounted only
to USD 48.3 million. The MFIs from Category 3 (with a decreasing local capital amount)
experienced both a decrease in local equity and an increase in foreign equity from 2002 to
2007. The MFIs from Category 4 (with a decreasing local capital proportion), on the other
hand, actually experienced a high increase in the amount of local equity, but an even higher
increase in the amount of foreign equity over this period — to be precise, from USD 9.6 million
up to USD 55.5 million.

Beginning
End

The category of MFls

with a 100% foreign capital
was the smallest category
at the beginning of the
period, but experienced
the biggest increase

of all categories until the
end of the period.
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TABLE 3

FIGURE 5

Regions of the
MFls location

During the sample period,
equity investments increased
most dramatically in Latin
America. Furthermore,

the majority of equity
amounts were concentrated
in this region.

THE EVOLUTION OF EQUITY INVESTMENTS BY CATEGORIES OF MFls

Period Beginning Beginning Beginning Beginning Beginning

Local Equity* 75068 220413 4578 17288 20915 5437 29203 85778 0 0
Foreign Equity” 0 0 12050 35194 14447 89605 9628 55524 11078 48342
Other Equity” 0 0 0 0 0 78 33 570 0 0
Total Equity” 75068 220413 16628 52482 356362 95120 38864 141872 11078 48342
Evolution Amount* 145 345 35854 59 758 103008 37 264
Evolution Percentage 194% 216% 169% 265% 336%

*in thousand USD

2.2.2 An Analysis by Regions of the MFIs location

In addition to the analysis by categories of MFls, the paper also examines the sample by dif-
ferent regions of the MFls location. Figure 5, which shows the percentage of growth of total
equity for each region, gives a good overview of the development from 2002 to 2007.

Obviously, equity investments increased most dramatically in Latin America, by about 241%,
whereas the evolution ranged from 163% to 160% and down to 105% in East Asia, South
Asia and North Africa, respectively — with Sub-Saharan Africa lagging far behind with an
evolution of only 22%.

THE EVOLUTION OF EQUITY INVESTMENTS
BY REGIONS OF THE MFIs LOCATION

Africa
South Asia

[ Middle East
& North Africa

[l East Asia
& The Pacific

241% B Latin America
l l & The Carribean

‘ ‘ Sub-Saharan

0% 50% 100% 150% 200% 250% 300%

Equity investment growth

As Table 4 also confirms, the majority of total equity amounts were concentrated in Latin
America. Foreign and local equity investments, which both boomed in Latin America, added
up to a total of USD 478 million in 2007. East Asia and South Asia occupied the second and
the third place in terms of total equity amounts; and Sub-Saharan Africa in fourth place
before North Africa in fifth place.



THE EVOLUTION OF EQUITY INVESTMENTS
BY REGIONS OF THE MFIs LOCATION

Latin America & The Carribean 140 195 478 142 337 947 241%
East Asia & The Pacific 16 900 44 370 27 470 163%
Middle East & North Africa 4602 9 427 4825 105%
South Asia 5508 14 321 8813 160%
Sub-Saharan Africa 9797 11 969 2172 22%

*in thousand USD

Now, by looking at the percentage of foreign equity in total equity in the MFIs of each region,
as represented in Figure 6, we again see large differences between Latin America, Asia and
Africa. The level of foreign ownership in the 23 MFIs from the Latin American region
amounted to 37% in 2007 (and would even increase up to 64% without the completely local
and public CMACs). However, foreign ownership in the 8 MFIs from the East Asian region
reached 91% at the end of the period. Thus, whereas in Latin America, there are more MFls
with a lower level of foreign ownership, in East Asia, there are less MFls with a higher level
of foreign ownership. Furthermore, in the Sub-Saharan Africa region foreign ownership
increased to reach 56% in 2007, but in the South Asian region it decreased to end up at only
22% at the end of the period. In the North African region, the percentage of foreign equity
in total equity remained stable at 0%.

THE PERCENTAGE OF FOREIGN EQUITY IN TOTAL EQUITY
BY REGIONS OF THE MFIs LOCATION

Percentage 100%

of foreign equity 91%
in total equity
75%
56%
0,
50% 46% 0%
37% 36%
0% ——— . . . o

Latin America East Asia South Asia Sub-Saharan
& The Carribean & The Pacific Africa

Regions of the MFls location

15

TABLE 4

FIGURE 6

Beginning
M End

In the 23 MFIs from the Latin
American region, foreign
equity as a percentage of
total equity amounted to 37%
at the end of the period; but
in the 8 MFls from the East
Asian region, it reached even
91% at the end of the period.
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2.3 Foreign Ownership in Microfinance - with a Focus on Foreign Investors
2.3.1 An Analysis by Types of Foreign Investors

This paper analyses foreign ownership in microfinance not only with a focus on MFls, but also
with a focus on foreign investors. As one of the most important steps, the evolution of foreign
ownership is thereby examined by different types of foreign investors, with a distinction
between commercial investors, development funds, development agencies, and NGOs or
foundations. Microfinance development funds are thereby defined as vehicles that have
specifically been created to invest in microfinance. Development agencies are understood
as financial and non-financial institutions, created by governments and supranational bodies,
to promote the economic development in developing countries. And NGOs or foundations are
understood as institutions which are usually created by the private sector, with the help of
donations from corporations or individuals, and which help to improve the economic and social
welfare of people in developing countries.'

The first section of this chapter explores the development of foreign ownership of MFls
according to types of investors, using the global sample of MFls. In order to illuminate some
further aspects of this study, the second section studies a specific focus group, consisting of all
MFls from the original sample that hold at least a 30% share of foreign equity at the end of the
period —i.e. 24 MFls out of the original 39, which are listed in Box 2. The different evolutionary
paths of the global sample and of the focus group are then compared.

Latin America & The Carribean

Bandesarollo EDPYME Proempresa FINDESA PROCREDIT Ecuador
EDPYME Confianza FIE MiBanco PROCREDIT Nicaragua
EDPYME Edyficar ~ FINCA Ecuador PROCREDIT Bolivia PRODEM

East Asia & The Pacific

AMK CEB HKL TFPC

AMRET CREDIT PRASAC VFC

South Asia

BASIX

Sub-Saharan Africa

Faulu Uganda FINCA Uganda SOCREMO

a) Global sample

The evolution of foreign ownership of all MFIs from 2002 to 2007 by types of investors is
shown in Figure 7. As becomes obvious, commercial investors made up the largest group of
investors in 2007, followed by NGOs or foundations. Development funds and development
agencies, on the other hand, made up smaller, but not at all negligible groups of investors.

1% The respective categorization corresponds with Goodman (2005).



Foreign equity 120

+513%
contribution
in million USD 100

80

60 +196%

40 +759%

20 +315%

0o— - -

Commercial Development Development NGOs or
Investors Funds Agencies Foundations

Types of foreign investors

Table b presents the evolution of foreign ownership in greater detail.

Even if commercial investors, with their equity contribution of USD 113 million, made up
a much larger group than development funds, with their equity contribution of 37.8 million,
in 2007, the group of development funds grew much stronger than the group of commercial
investors, from 2002 to 2007, namely by 7569% as compared to 513%. And similarly, even
if NGOs or foundations, with their equity contribution of USD 57.7 million, made up a much
larger group than development agencies, with their equity contribution of USD 20.2 million,
in 2007, the group of development agencies grew much stronger than the group of NGOs
or foundations, from 2002 to 2007, namely by 315% as compared to +196%. The group of
development funds thus experienced the largest increase in terms of foreign equity investments,

and NGOs or foundations experienced the smallest increase in terms of foreign ownership.

Types of investors
Commercial Investors
Development Funds
Development Agencies
NGOs or Foundations
Total Foreign Equity
Total Local Equity
Total Equity

*in thousand USD

Beginning*
18 442
4399

4 869

19 494

47 204

129 765
176 969

End*
112 979
37 802
20 203
57 681

228 665
328 916
557 581

Difference*
94 537
33403
15 334
38187
181 461
199 151

380 612

Equity Evolution
513%
759%
315%
196%
384%
154%
215%

17

Beginning
End

Development funds were the
smallest equity contributors
at the beginning of the
period, but increased their
foreign ownership in MFls by
almost 760% until the end of
the period, which repre-
sented the stongest evolu-
tion of all groups.
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FIGURE 8

In the global sample,
commercial investments
increased from 10% to 20%
and development funds
investments from 3% to 7%.

FIGURE 9

In the focus group,
however, commercial
investments grew from
19% to 36% and develop-
ment funds investments
from 4% to 12%.

b) Global sample and focus group

A comparison of the evolution of foreign ownership between global sample and focus group
(with the focus group consisting of those MFls with at least a 30% share of foreign equity

in 2007), revealed some further points.

FOREIGN OWNERSHIP BY TYPES OF INVESTORS -

GLOBAL SAMPLE

Beginning End
Commercial
Local I1n(\)/0e/stors: Local
Equity: ° Development Funds: Equity:
7% 3% Development 59%
Agencies:
3%
NGOs or
Foundations:
1%

Commercial
Investors:
20%

Development
Funds:

FOREIGN OWNERSHIP BY TYPES OF INVESTORS -

FOCUS GROUP

Beginning End
Commercial
Local Investors: Local
Equity: 19% Equity:
51% 28%
Development
Funds:
4%
- Development
Agencies:
5%
NGOs or
Foundations:
21% NGOs or
Foundations:
18%

7%
‘ Development
Agencies:
4%
NGOs or
Foundations:
10%
Commercial
Investors:
36%
‘ Development
Funds:
Development o
; 12%
Agencies:
6%



Figure 8 illustrates the distribution of foreign ownership between different types of foreign
investors and its evolution from 2002 to 2007, for the global sample. We can observe
that commercial investors experienced an increase from 10% to 20%, and that the group of
development funds experienced an increase from 3% to 7%.

Figure 9, then, illustrates the distribution and evolution of foreign ownership for the focus
group. And here, we can observe that the engagements by commercial investors increased
from 19% to 36% and those by foreign development funds from 4% to 12%.

Furthermore, we see a slight increase in the contributions of development agencies and
a slight decrease in the contributions of NGOs or foundations in both groups. And what is
most obvious, the proportion of local equity decreased from 73% to 59% for the focus
group, and from 51% to 28% for the sample group.

As Table 6 shows in greater detail, in 2007, foreign equity from commercial investors
amounted to just over USD 112 million in the MFI focus group, and foreign equity from
development funds amounted to USD 37.4 million. Furthermore, NGOs or foundations
accounted for USD 57.5 million, and development agencies accounted for USD 19.2 mil-
lion of the foreign equity of the MFls in the focus group. And finally, local equity in the
MFI focus group amounted to USD 88.4 million, in 2007.

Types of investors Beginning* End* Difference* Equity Evolution
Commercial Investors 18 174 112 333 94 159 518%
Development Funds 3870 37 407 33637 867%
Development Agencies 4447 19 146 14 699 331%
NGOs or Foundations 19 428 57 470 38 042 196%
Total Foreign Equity 45919 226 3566 180 437 393%
Total Local Equity 47 786 88 428 40 642 85%
Total Equity 93 705 314 784 221 079 236%

*in thousand USD

2.3.2 An Analysis by Foreign Investors’ Countries of Origin

Just as it is crucial to look at the different types of investors engaged in foreign ownership of
MFIs, so it is important to have an eye on the different countries from which these investors
originate.

The distribution of foreign ownership between the different investors’ countries of origin,
as of 2007, is represented in Figure 10.

19
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FIGURE 10

At the end of the period,
Germany, the USA and
The Netherlands together
represented 73% of the
overall amount of foreign
equity investments in
MFls.

TABLE 7

FOREIGN OWNERSHIP BY INVESTORS’ COUNTRIES OF ORIGIN

Other
27%

Germany
31%

The
Netherlands

1 0,
0% USA

26%

Figure 10 clearly shows that there were three countries most engaged in foreign ownership
in microfinance in 2007, in terms of the amounts invested, i.e. Germany, the USA and
The Netherlands. Taken together, these three countries represented 73% of the overall
amount of foreign equity investments in MFls in 2007.

FOREIGN OWNERSHIP BY INVESTORS’ COUNTRIES OF ORIGIN

Country Beginning*® End* Evolution Beginning End Evolution
Germany 12 588 69 960 456% 3 4 33%
USA 21 055 60 400 187% " 17 55%
The Netherlands 2812 35 5625 1163% 4 " 175%
International™ 3630 10 911 201% 6 8 33%
Belgium 1373 9897 621% 3 5 67%
France 3573 8 8569 148% 6 7 17%
Luxembourg 19 432 263% 1 2 100%
Other countries™* 2087 33330 1497% 6 83%

*in thousand USD
™ International investment are those which originate from more than one country
** Other countries include: Venezuela, United Kingdom, Sri Lanka, Canada, Switzerland and Italy

Table 7 gives the detailed amounts of foreign equity investments in the sampled MFls by
different foreign countries. In 2007, Germany, ranking first, invested USD 70.0 million, the
USA, in second place, invested USD 60.4 million, and The Netherlands, in third place,
invested an amount of USD 35.5 million. Furthermore, Table 7 also shows the exact num-
bers of investors from the different foreign countries. As can clearly be seen, for Germany
this number increased by only 1 from 2002 to 2007, whereas The Netherlands experienced
an increase from 4 to 11, and the USA an increase from 11 to 17 during the respective
period. Foreign ownership in microfinance, in terms of the number of investors and in terms
of the amounts invested, is thus distributed quite unequally between the foreign investors’
different countries of origin.



3. Does Foreign Ownership in Microfinance interfere
with Local Development?

Our data analysis does by no means allow conclusions to be drawn for the whole microfinance
sector. Nevertheless, as there appears to be a clear trend towards foreign ownership in our
sample, both after an analysis with a focus on MFls and after an analysis with a focus on
foreign investors, the question of the possible consequences becomes important. Before
considering these consequences, however, let us just make a few remarks on the actual aim
of microfinance and on the traditional evolution of MFls in terms of funding.

As practitioners and academics agree, microfinance initiatives must always be well embed-
ded in the local context in which they are supposed to work. Just as the clients’ activities
and needs are always linked to their own circumstances, so must the MFIs’ set-up and
offers be adapted to the situation of the specific region or to the characteristics of the
specific population group on which they focus. It is also generally agreed, that microfinance
institutions of all types try to exert a positive influence on this local context. To be precise,
they try to fulfill a double-mission of, on the one hand, maintaining a financially sustainable
organization and of, on the other hand, reaching out to the poor."" However, as is some-
times neglected, microfinance initiatives also have a further intrinsic objective, namely to
establish autonomous locally driven MFls servicing empowered local clients, thereby trying
to construct healthy local financial markets and to develop a fruitful local economic
environment.'?

Entities (co-)funded by public money assisted MFls in their initial phase, but also in their
maturation phase, in which they eventually transformed from a project into an association
or a private company, and in which they, above all, tried to gain access to a broader range
of funding sources. New possibilities in terms of funding are, of course, crucial for an MFI's
development. However, they do not only have positive effects, but also involve important
negative risks. And foreign equity, which, as we have seen, makes up an increasingly
important part of the new funding sources, is no exception in this respect.’®

So, let us now consider the question of consequences: What exactly are the mentioned
positive effects and negative risks of foreign equity funding? And how should one invest in
microfinance in order to maximize one’s impact in terms of local development — especially,
but not only, as an entity (co-)funded by public money?
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A very important objective
of microfinance initiatives
is to establish autonomous
locally driven MFls that
strengthen the overall local
development. Yet, in the
realization of this aim,
funding sources play a
crucial role.

" This double mission is also called the “double bottom line” of microfinance. See Christen et al. (2004).

12 This point is, for example, made by Reddy (2007) or CGAP (2008).
13 See Lauer (2008).
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It is almost accepted as a general principle that foreign equity investments, in contrast to
local equity investments, have the positive effects of not only offering MFIs much larger
sums of money, but of also providing them with more expertise in terms of products and
services, and with more knowledge in terms of governance.™ Nevertheless, from a develop-
ment point of view, which also takes into account the aforementioned aim of establishing
locally driven MFls that strengthen the overall local development, it might be questioned
whether this can and should indeed be accepted as a general principle. In fact, there are
some obvious negative risks of foreign ownership and of foreign governance that must
also be pointed out.

In most cases, foreign ownership means that the strategic decisions concerning an MFI
are taken by foreign entities. This, however, involves the risk that the foreign owners impose
their orientation on the MFI, even if it is to the detriment of local development (for example
in times of a crisis, as we face it at the moment). So, in the long run, a locally driven strategy
of the institution is not necessarily guaranteed.'®

Furthermore, in many cases, foreign ownership also means that the operational decisions
concerning an MFI are taken by foreigners. And this, in turn, involves the risk that the
foreigners do not adapt their activities to the local context, that they do not invest enough
in the professional training of locals and that they do not open up possibilities for a future
autonomy of the MFI. So also, in the long run, locally driven operations of the institution are
not necessarily assured.’®

Finally, it has to be considered that MFIs often repatriate large sums of money to their for-
eign owners’ countries in the form of dividends, loan interest payments and the like. And
even if this money will be reinvested, temporarily, it will not be available for the fostering of
the MFI and of other economic entities in the long run.

The availability of surpluses and, most importantly, of locally driven strategies and operations
are crucial for an MFI. Without them, local recognition of the MFI could diminish which would
be detrimental for an MFI as it is for any financial institution. It could also destroy positive
impacts that have already been achieved by the institution. So, even if foreign equity has
already led to innovations within an MFI, the respective new orientation, or the respective
new products and services may not be accepted by the clients any more. Funds raised
locally, through the collection of savings, the issuance of debt, but also the attraction of
local equity, may thus be more reliable in the long run than the use of foreign funds. In fact,
local ownership and local governance, once established, even seem to start a “virtuous
circle”, such that MFls with some local equity and some local shareholders seem to be
more successful in attracting further local investors and in integrating further local team
members. And this would indeed mean a big step towards the establishment of locally
driven MFls that strengthen the overall local development.'”

14 See Deshpande et al. (2007), Busch / Rhyne (2006).

15 See Busch / Rhyne (2006).

18 This fact is stated quite clearly by Microfinance Insights (2008).
17 See for example, Clark / Crawford (2007) and Bogan (2008).



The crucial question now arises: why is local ownership in microfinance not more common.

And here the problem reveals its whole force: In many developing countries, MFls actually do
not have any real alternatives to foreign ownership. Local equity is often not available at all, or
not available in adequate amounts or under adequate conditions. And local investors are some-
times only attracted by the expected financial returns of microfinance investments, but are not
interested in the influence that local ownership and local governance can have for the eco-
nomic development of their country or their region, in the long run.'® Thus, MFls are almost
forced to accept foreign equity funding, as shows the case, which is illustrated by figure 11.'°

THE DEVELOPMENT OF THE OWNERSHIP STRUCTURE FIGURE 11
OF AN MFI IN LATIN AMERICA
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18 See Deshpande et al. (2007).
9 This case study is set up on the basis of interviews with the management of the respective MFI and on the basis of data material delivered
to us by the MFI.
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FIGURE 12
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The question of what types of investors are active in foreign ownership in microfinance,
is another important issue not to be neglected in this context. As we have seen, there is
an increasing engagement of commercial investors and of development funds in terms of
foreign equity, but there is still also a heavy engagement of entities like NGOs or foundations
and development agencies. In fact, public money is — in one way or the other — involved in
many of the activities of commercial investors and development funds, and it is, of course,
involved in most of the activities of NGOs or foundations and development agencies.?

So, contrary to what might be expected, entities (co-)funded by public money do also finance
the acquisition of mature institutions — sometimes even the most mature institutions of the
whole sector. However, this should not actually be their role.?' On the one hand, it involves
difficulties with public money indirectly crowding-out direct private investments.?? And on the
other hand, it involves the problem that public money is thereby engaged in activities which,
as we have explained, carry with them negative risks for the evolution of MFls, as well as for
the overall local development. And as shows the case, which is illustrated by figure 12, such
cases do exist.?®

THE DEVELOPMENT OF THE OWNERSHIP STRUCTURE
OF AN MFI IN ASIA

Foreign Equity

| [ Local Equity
2004 2005 2006 2007
Local Equity Local Equity
100% 5%

The foreign equity investments in this case are mainly made up of public funds.

20 See Abrams/ Ivatury (2005).
21 See Forster/ Reille (2008).

22 See Abrams / Stauffenberg (2007).

23 This case study is set up on the basis of information delivered to us by the respective MFI and on the basis of interviews with the

managers of the MFI.



As we have seen, the sample of MFls used in this paper was based on a selection of MFls
from the MIX-Market database and was dominated by Latin America both in terms of the
number and in terms of the size of institutions. Of course, the sample was not representa-
tive enough to formulate conclusions concerning the whole microfinance sector. However,
the analysis highlighted an increasing trend in foreign ownership for the sampled MFls,
which may also concern other institutions, and which therefore merits consideration.

Concerning the overall evolution of foreign ownership, the analysis showed that both local
equity investments in MFls and foreign equity investments in MFls increased during the
sample period. And although the level of local equity was still higher than the level of foreign
equity, the proportion of foreign equity in MFls increased much faster than the proportion
of local equity in MFls, namely by 384% as compared to 154% during the sample period.

The analysis revealed that the evolution of foreign ownership varied according to different
categories of MFIs and according to different regions of the MFls location.

So, Category 1 of MFIs (completely under local ownership) was still the largest category in
terms of equity at the end of the sample period, whereas Category 5 of MFlIs (completely
under foreign ownership) was still the smallest category. Nevertheless, Category 1 of MFls
increased its equity capital by only 194%, and Category b of MFls increased its equity capi-
tal by 336% during the sample period.

Furthermore, equity investments in MFls in the Latin American region grew by 241% during
the sample period, whereas equity investments in MFls in the East Asian region grew by only
163%. Nevertheless, the level of foreign equity as a percentage of total equity amounted to
only 37% for the MFls in the Latin American region, and to 91% for the MFls in the East
Asian region at the end of the period.

The analysis also revealed that the evolution of foreign ownership varied according to differ-
ent types of investors and according to different investors’ country of origin.

In the global sample, foreign equity investments by commercial investors grew from 10% to
20% during the sample period, and those by development funds from 3% to 7%. In the
focus group (i.e. in the group of MFIs with at least a 30% share of foreign equity in total
equity at the end of the period), however, foreign equity investments by commercial investors
grew from 19% to 36% during the sample period, and those by development funds from
4% to 12%. Yet, even if the investments by NGOs or foundations and by development
agencies experienced a slower but similar growth rate in both samples, these entities were
still heavily engaged in foreign ownership.

What's more, there were three countries most active in foreign ownership in microfinance
in terms of the amounts invested, Germany, the USA and The Netherlands. Taken together,
these three countries represented 73% of all foreign equity investments in MFls at the end
of the period. Yet, even if the engagements of investors from other countries were much
less important, these funders were still heavily engaged in foreign ownership, as well.
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In conclusion, the analysis revealed a trend towards foreign ownership in the sampled MFls.

However, such a trend might not only have positive effects, but might also involve negative
risks in terms of development.

So, foreign ownership and foreign governance often mean that the strategic and opera-
tional decisions, concerning an MFI, are taken by foreign entities. And this could lead to a
loss of the local recognition of an MFI and might interfere with the aim of establishing
locally driven MFls, servicing empowered local clients, thereby constructing local financial
markets and developing a local economic environment.

Furthermore, the increasing involvement of all types of investors in foreign equity invest-
ment in MFls, often means that entities (co-)funded by public money also finance the
acquisition of mature institutions. And this, in turn, might lead to the problem that public
money is precisely engaged in activities, which carry with them the aforementioned nega-
tive risks for the evolution of local MFls and the overall local development.



We are pleased to present the first ADA Discussion Paper on the issue of foreign owner-
ship in microfinance — an issue which might provoke as many different opinions as it might
interest actors from the microfinance sector. We do not want to limit ourselves to just
highlighting a trend towards foreign ownership in microfinance and to pointing out certain
risks associated with this trend, but we would also like to share with you some thoughts for
the future.

A first thought is simply that one should be cautious with foreign equity investments in the
microfinance sector. It would, for example, be possible for an MFI to define a clear limit
which the invested percentage of foreign equity in total equity may maximally reach, so
that the respective foreign investors cannot exert complete control over the institution. And
it would also be possible for a foreign investor to formulate a clear exit strategy that defines
at which stage of an MFIs development he/she has to limit or to withdraw his foreign
equity investment in order for the MFI to become an autonomous institution.

A second thought is that it could make perfect sense to foster local ownership in MFls.
MFls could, for example, try to attract the attention of local equity investors to the poten-
tial of their respective microfinance initiatives, and local equity investors could, in turn, try to
attract the attention of MFls to their funding solutions. Furthermore, the clients of microfi-
nance institutions could be integrated into the whole dynamic: MFls could try to win the
clients’ trust just as the local owners and the clients could, on the other hand, try to win the
MFIs’ trust for a possible shareholding co-operation.

Our word of caution concerning foreign ownership in microfinance is applicable especially
to entities (co-)funded by public money, yet all other kinds of foreign investors and the MFls
themselves should of course pay careful attention to these matters, too.

And what do you think about ownership in microfinance? Should local ownership in general
be considered more thoroughly when evaluating MFIs? And could we perhaps even include
local ownership in the set of social performance indicators for MFls when considering the
impact of microfinance in terms of local development? Do the MFls in developing countries
feel it is true that there are often no alternatives to foreign equity funding? Have they made
any special efforts to attract local equity investors?

And from the perspective of an investor in an industrialised country (especially a development
agency) have you defined exit strategies concerning your foreign equity investments? And are
these strategies implemented effectively?

We are curious to know your reactions to this first ADA Discussion Paper and we are very
much looking forward to an exchange of experiences. Convinced by the idea of microfinance
and its impact in terms of poverty reduction, we nevertheless think that this sector still has
to develop in order to fulfill its objective, and we hope that the discussions following this
study will contribute to this aim.

So, please do not hesitate to take part in the discussion!

discussion.ada@microfinance.lu
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