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Introduction
There is recent global agreement that Microfinance institutions (MFIs) are good instruments to fill the gap of conventional banks’ limitations in reaching the poor and the vulnerable non-poor with banking services. They are considered as one of the most effective interventions for empowering the poor in their economic and social involvements. That is, through these MFIs, the poor are able to access financial services, which previously were exclusively available to the upper-income population.  The basic idea behind such intervention is that access to micro-finance services such as credit, savings, and micro-insurance to the poor could help them, among others, to expand their businesses that will allow them to pull out of poverty. 
In this way, the MFIs so far have succeeded in serving the un-served segment of the population, particularly those living in extreme poverty. Micro-finance in Ethiopia has been considered as one of the best entry points for bringing sustainable development. In Ethiopia, microfinance is one of the most prominent instruments of most government’s pro-poor development programs and strategies.  
Over the last decade, MFIs in Ethiopia have been able to serve the productive poor people mainly with savings and credit services. Governmental and other developmental organizations have played their own role for the positive achievements made in the country’s MFI sector so far. As of July 2007, there were 27 MFIs operating with legal licence at National Bank of Ethiopia (NBE). The 27 MFIs as of this date have an active loan portfolio of Birr 2.7 billion, delivered to 1.73 million active clients; a significant growth in outreach given the brief period of operations (AEMFI, January 2008).

Despite such remarkable progress in outreach growth and performance, the MFIs in the country are said to meet, so far, insignificant portion of the market for micro-finance available in the country. ACSI, one of the largest MFIs in the country as well as in Africa, despite having a wide network of rural branches and client population in Amhara region of Ethiopia, still a very large number of the poor continued to remain outside of the reach of its modern banking services. The implication for this, among others, is that the MFI is lacking the capital and internal capacity to grow to large scale of operations. This paper will focus on exploring the experience of ACSI and its future outlook in terms of mobilizing capital for lending, particularly through linkages with large scale conventional banks such as private and governmental commercial banks. 

MFI-Bank Linkage: Theoretical and Practical Explanations
The field of development finance has experienced in recent years a new innovation called microfinance. Using this innovative approach, the MFIs have created new opportunity for millions of poor to utilize modern banking in a sustainable manner. Such effort, as we described in the introduction part, however, has not been without challenges. Major challenges such as shortage of loan-able fund have constrained its scale of operations. There are clearly observable facts that the micro-finance industry failing to close the microfinance supply and demand gap. As Kirsten puts it (March 2006, 1), “millions [of the poor] are still not reached with any form of sustainable or reliable finance, with many of the existing providers of MFIs being completely dependent on donor subsidies”. 

Worldwide recent recommendations (coming from researches and practical lessons learnt), as a result, concentrate on advising investment of significant time and other resources to bridge the gap of MFIs’ in optimizing their role of scaling up sustainable financial services for the poor thereby building assets for them. Amongst these endeavours include a recommendation that urges MFIs to improve or initiate a financial linkage with commercial banks so as to solve the capital limitation problem that they are facing today. The suggested approach becomes good as it also helps to mitigate the problem of MFIs’ continued dependency upon donor subsidies, which many are considering as major hindrance for creating sustainable financial services for the poor.  

According to Jones, Williams and Thorat (March 2007), linkages between established and formalized banks and MFIs can create new possibilities for the current pro-poor microfinance programs. The literature on financial linkages points out that the information and enforcement problem in credit markets results in a mismatch of resources and abilities between formal and informal lenders. While formal financial institutions have extensive infrastructures and systems and access to funds, they are usually further removed from rural poor clients, making it very difficult to obtain adequate information and reducing risks. In contrast, informal and semiformal financial institutions including MFIs operate close to rural clients and the poor in general, possess quite good information and enforcement mechanisms and are typically more flexible and innovative. However, these categories of financial institutions are constrained by shortage of resources and infrastructure to serve the clients in depth (Kirsten, March 2006). 

Kirsten has identified two types of financial linkages: First, direct financial linkage: established between financial institutions with the main purpose of diversifying sources of funding and resolve MFIs’ liquidity shortages. A typical example of this type of linkage is a bank or apex organization offering bulk loans to MFIs. Second, facilitating linkages: refers to linkages between institutions in which the formal institution “hires” the less formal institution to act on its behalf. This type of linkage facilitates the transactions such as remittances, the payment of utilities, and the mobilization of savings or even facilitates loan pay outs. This short paper will give emphasis to the first category of the financial linkage approaches. 

According to World Bank’s case study on ICICI bank—India’s largest Bank, such financial linkages can take the following model.

Bank                            MFI                           Clients
According to this model, banks on lend to MFIs based on their capital.  MFI by its turn lends to the clients individually or through groups. Such MFI-Bank linkages are helpful to reach clients demanding a wider range of formal financial services but underserved due to shortage of loan-able funds.

According to this (World Bank’s) report, except its double charging effect on capital created --a bank lending the capital created to MFIs and the MFI again lending same money to clients and the difficult nature of the model to implement for all MFIs regardless of their capital position--the linkage approach is especially important to augment the microfinance performance in scaling up their outreach growth and financial performance. 

Practically, many private banks have entered the micro-finance market by establishing direct financial linkages.  Examples of such banks include CRDB Bank limited, a private bank in Tanzania (Piprek, 2005), PCFC, a government owned apex organization, in Philippines; and K-Rep, the recently privatized micro-finance Bank in Kenya (Sabana, 2005). By establishing a direct financial linkage, the banks have been able to minimize costs and further their business and have contributed to the growth in scale of their partnering MFIs. 

The motivating factor for the above and other financial linkages can be external or internal to the bank starting the linkage.  As the research of the World Bank in India showed, the motivating factors are usually external rather than internal or spontaneous. As per this research, the ICICI and other MFI-bank linkages in India were, for example, initially forced by external motivation. The government’s bank regulation requires commercial banks to invest at least 40 percent of their net credit to priority sectors such as rural areas, small industries, and others. 

Financial linkages also need contractual agreements related to the lending conditionality made between the Bank and the MFI. In this case, MFIs are often compelled to accept very restrictive terms and conditions from banks as funders, which often give no choice for the MFI except to accept a restricted lending methodology, interest rates and the like. 

As expected, the financial linkages at the end should add new outcomes to the partnering organizations. That is, as a result of the financial linkage, the previously underserved segments of the rural population could be reached or a bigger variety or improved quality of financial products and services may be offered. They can be best tools to expand the amount and nature of financial services in rural areas.
MFI-Bank Linkage Experience in Ethiopia
Formal micro-finance in Ethiopia, though a recent phenomenon, has encouraging acceptance both by the government and the developmental NGOs working towards poverty alleviation objectives in the country. The regulatory framework for micro-finance institutions permits encouraging options for the MFIs to operate and expand their services in both rural and urban areas of the country. As one of the positive aspects, the regulatory framework allows licensed MFIs to accept deposits from the public and be able to finance a significant portion of their lending businesses.

At present (December 2007), there are about 27 licensed MFIs in the country covering about 1.73 million active borrowers and 2.7 million borrowers. Their operational and financial sustainability are also reported to be well progressing in recent years. As of December 2006, about thirteen MFIs are operationally sustainable (a rise from six in 2003), and about eight (up from only two in 2003) were financially sustainable.  Though these achievements are very impressive given the short period of operations of the MFIs (not more than ten years for most), the huge unmet demand existing in the country entails the presence of gaps in the performance of the micro-finance sector in the country.  It is observed that the 27 MFIs have been able to meet less than 20% of the demand for micro-finance services of the active poor in the country (AEMFI, January 2008). 

According to the network’s report (AEMFI), it is indicated that institutional capacity and lack of loan capital are the main constraints to growth in outreach and sustainability of the MFIs in the country. It is pointed out that even if some of the MFIs operating in the country are becoming self-sustaining and/or profitable, it would be still impossible to guarantee that their accumulated profits will support the large scale growth required to reach the large number of poor households. 

Loan financing through savings mobilizations, while it is encouraging (in 2006 it represented 41% of the total MFIs’ funding sources), is not also the one we can rely on for the fast growth requirements expected from the MFIs. Donations are also inadequate and will not guarantee the sustainability of the MFI funding. Loan from Banks is not as expected (it represents only 15% of the total fund financing MFIs in 2006). Only few MFIs are starting to get loans from commercial Banks. It seems that commercial Banks like Ethiopian Commercial Bank (CBE) have not yet established confidence to lend them without collateral.  Besides other conditionality of the banks, MFIs’ balance sheet structure in most cases may not also fulfil the basic requirement to get adequate loan capital from Banks. The following Figure (figure 1) indicates the source distribution of loan capital funding of MFIs in Ethiopia, as experienced in 2006.

Figure 1. Source of Fund for MFIs in Ethiopia, December 2006
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ACSI’s Linkage with Banks: Past Experience and Future Outlooks
Amhara Credit and Saving Institution (ACSI) is one of the largest micro finance institutions operating in Ethiopia. Its micro-finance market is the low income population of Ethiopia, particularly of the Amhara region. It has started its operations in 1995 and has become a licensed MFI in April 1997. ACSI’s primary mission is to improve the economic situation of low income, productive poor people in Amhara region primarily through increased access to lending and saving services. 

ACSI has achieved remarkable performance in its micro-finance activities. It has experienced impressive outreach growth in the last brief periods of its operation. Its lending activities have witnessed positive socio-economic impact upon its clients through helping the poor increase their income; asset position and their empowerment status (see IDEAS, 2006). There are now more than 590,000 borrowers and more than Birr 1billion outstanding loan portfolio, covering more than 35% of the national outreach. The MFI takes the lion share of the intervened microfinance market as many of other MFIs operating in the region are very small, having insignificant in their past capacity to penetrate the regional unmet micro-credit demand. So far, not more than about 20,000 borrowers are covered by these MFIs in Amhara region.

This shows that the microfinance coverage in Amhara region is critically unsatisfied. Only 25%-30% of the potential demand for microfinance is estimated to be reached. As a prominent MFI in the region, ACSI’s outreach achievement so far, though appreciable, shows us that much remains to be done given the presence of many poor still not served by its current financial services.

Its past financial performance indicated that a significant portion of its financing comes from saving mobilization (more than 70% of the total funding liabilities in the last five years  was clients’ savings ); the next largest funding source being the long term concessional borrowings coming from multinational and other donor organizations like IFAD and SIDA (see figure 2 below). The other funding component of the Institution—subsidized loans---though significant in previous periods, it has showed a decline in amount as well as in its share of financing in the total funding liabilities of the Institution. The latter seems positive given the objective of reducing dependency on donor subsidies overtime. Such financial sustainability objective will have positive result if ACSI can effectively finance its loan facilities from savings mobilization and from loans obtainable from commercial banks at market interest rates. 

Figure: 2: ACSI Borrowings (2003-2004)
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 ACSI has been applying a saving-led lending model. The strategy, however, has not been so far a 100% successful. Though the achievement is appreciable, given the huge credit unmet demand available in the region, the capacity of ACSI’s savings mobilization in financing the loans was found to be below optimal. In the last recent years not above 60% of the loans were covered by clients’ savings (Table 1). The liquidity gap problem in relation to lack of on-lending capital has been the main challenge facing ACSI in recent years. 

Table 1. Savings Capacity to Finance Loans (ACSI 2003-2007)

	 
	2003
	2004
	2005
	2006
	2007

	Loan portfolio
	        210,355,340 
	        312,823,727 
	        446,970,605 
	        613,529,469 
	     1,016,337,133 

	Savings-Compulsory
	          37,385,119 
	           62,341,296 
	           95,032,598 
	         146,593,758 
	         217,258,787 

	Savings-Voluntary
	           91,264,028 
	         110,456,303 
	         144,377,977 
	         219,184,399 
	         348,263,646 

	Savings-Total
	        128,649,146 
	        172,797,599 
	        239,410,576 
	        365,778,158 
	        565,522,433 

	Savings/loan ratio
	61%
	55%
	54%
	60%
	56%


As a strategy in bridging such liquidity gap, ACSI has been considering different funding sources as described above (figure 2). As a priority, ACSI gives due emphasis, next to savings, financing its loans from commercial sources. In lieu of this approach, ACSI has been trying to work together with commercial banks operating in the region. The strategy was not however successful in many of the attempted years. It has been seen that banks are very reluctant to confidently invest their excess liquidity into the MFI’s market. For them, the approach is indeed a new area of investment requiring different outlooks. Lending to ACSI, without tangible collateral is deemed impossible and riskier business for most local banks. As a result, the banks wanted to evaluate their lending process using conventional approaches of collateral based lending and interest rate settings. They require the MFI, legally acceptable collateral among others, which takes the form of fixed assets. Unfortunate to this requirement is that ACSI, as a new MFI, however, could not easily fulfil those requirements. A greater proportion of its total assets (about 80% in 2007) constitute the loan portfolio invested on clients business giving it no room to fulfil fixed collaterals required by banks. Given a high level focus to the microfinance sector by donors, ACSI was not also, as was true for many of other MFIs in the world, crucially considering the commercial financing alternatives. Subsidized loans and grants have covered its immediate loan financing requirements.   

The recent initiative established between ACSI and CBE justifies above experience. In 2004, ACSI has been able to get about Birr 20 million loan from CBE submitting its fixed assets such as vehicles as collateral. Donors working with ACSI (like SIDA) have also enforced the start of this linkage. This launch was not however sustained due to the unfavourable conditionality of the loan.  The loan duration particularly the short instalment repayment rhythms (set at monthly bases) were not suitable given the type of loan the Institution is disbursing.  It was too short given agriculture dominating loan financing system of the Institution, and the interest rate was also higher than expected as MFIs’ prime lending rate. The collateral requirement was not also an easy instrument to fulfil.

Later, ACSI has succeeded to obtain a loan of Birr 50 million in 2007 from CBE with a loan guarantee scheme(Stand by Letter of Credit—SBLC) implemented with the collaboration of Grammeen Foundation USA, an international foundation working towards promoting the MFIs sector. The SBLC covers 50% of the collateral requested and the remaining 50% to be covered from ACSI’s own fixed assets, particularly the headquarters premises. The total loan term of the facility is 5 years. As the SBLC has a declining nature along the repayment schedule of the loan disbursed, it will stay for the next two and half years only. This is because of the Grammeen Foundation’s policy and is in contrast to the policy of CBE. CBE in this case has taken the initiative to adjust its internal lending policies to accept international or the US laws. It is also learnt that the bank has accepted the international loan guarantee scheme for the first time. 

Along a similar line, ACSI is now accessing additional commercial loans from CBE with the loan guarantee from the regional state that wants to expand the microfinance outreach in urban areas, adequately financing the small and microenterprises. The regional government has secured the loan with its budget. The bank has approved bout Birr 260 million for ACSI to be released with quarterly instalments and extended for 5 years. So far, ACSI has taken the first three instalments (Birr 156 million in total) of the total 5 instalments. 

As a young and growing MFI, lack of capital for lending is a critical constraint for ACSI. Despite the series of efforts undertaken by the MFI and also by the industry’s partners including SIDA and IFAD, private and the government owned commercial Banks have not yet able to consider MFIs as bankable and priority sectors for investment. MFIs like ACSI are not getting loans from banks by showing their strong performance measureable in terms of, for example, higher loan repayment performance whenever it becomes impossible for them to submit fixed assets as a collateral. 

Nonetheless, recent linkage-creating efforts that ACSI and its partners have tried to initiate with CBE have opened a glimpse to the banking sector for considering the microfinance sector as a niche area for investment. CBE is becoming now friendly for ACSI to initiate a financial linkage. It seems that previous initiatives are laying a ground for future positive Bank-MFI linkage. As a positive outlook of the CBE, it has even started to adjust its internal policy to fit the real microfinance demand. As one example to the adjustments, the value of collateral to loan ratio, while it is 100% for other sectors, CBE requires 75% from MFIs. CBE and other commercial banks seem now looking the MFI sector as another feasible place to invest their excess capital. In general, we expect better relationship and linkage between banks and MFIs in the future.

Concluding Remarks
Microfinance intervention in Ethiopia has become a crucial entry point for the effort to curve the abject poverty prevailing in the country. MFIs to accomplish that responsibility, however, need to be capacitated well. Their challenge to get on-lending capital need to be resolved through designing innovative mechanisms, among others, through improving Bank-MFI linkages at the local level. Given the current huge unmet demand, banks can reap the benefit of investing in another market segment, previously underserved. That is, in addition to augmenting the saving mobilization efforts, the MFIs should also be able to effectively raise loan-able funds from commercial borrowings. Commercial banks particularly CBE have excess liquidity that could be well utilized through creating appropriate financial linkages with micro-financial institution operating in the country.

Reliance on donor funding could not be a strategy for an institution aiming for sustainability. ACSI puts high priority on the issue of moving away from dependence on donor funding and to focus on high level of saving mobilization as its source of fund. Savings mobilized from clients and non-clients could finance progressively higher portion of the outstanding loan. So far, on average, about 50-60% of the loan-able fund is financed from saving mobilization.

Moreover, as ACSI continues along its ambitious growth strategy and given the huge unmet credit demand in the region, it should be able to approach commercial banks with a view to negotiate credit lines on market interest rate. This has also been what ACSI has been successfully doing for the last one year or so. Such agreements included the ‘Loan Guarantee Scheme’ that is negotiated and implemented by Grameen Foundation and others to securing funds for ACSI from local banks. Given the growing focus in the industry towards commercialization, pursuing this and other mechanisms for creating a successful linkage between commercial and the MFI is the most sustainable way of accessing loan-able fund to a growing number of clientele both in the rural as well as urban areas.

The effort that is undergoing now with ACSI and CBE shows a promising beginning. Grammeen Foundation’s effort in creating a guarantee scheme that allows ACSI get loans from CBE is really a good innovation that needs to be encouraged further. The government’s enforcement towards allocating its budgets for loan guarantee mechanisms that allows CBE to finance SMEs (small and Micro Enterprises) through MFIs like ACSI is also the other interesting initiative in the country requiring further enhancement. 

The contribution of IFAD through its RUFIP program has also been the other assets creating favourable ground for MFIs to exercise near commercial borrowings. MFIs like ACSI have been encouraged to take loans from the RUFIP (Rural Financial Intermediation Program) under Development Bank of Ethiopia (DBE) at near market rates. The RUFIP program has the objective of capacitating MFIs in raising commercial funds through improving their outreach and institutional capacity at first stage. These mechanisms are also amongst the successful approaches in mobilizing social investments towards the country’s microfinance industry which would otherwise be impossible as the NBE’s regulation doesn’t allow foreign direct investments (including those socially motivated investors) into the banking sector.

The NBE can play an enabling role in helping government and private banks to channel their excess money into the MFI sector. The government can also develop a policy similar to what is done elsewhere by designing an enforcing policy and/or strategy for banks to work on the priority sectors. Such enforcement can motivate the banks to create new and enhanced partnership and/or financial linkages with MFIs. 

Annexes

1. Structure of ACSI’s Funding Liabilities

	Funding Liabilities by Type
	2003
	2004
	2005
	2006
	2007
	5 years Average

	Loan Subsidy 
	62,235,968
	           71,507,469 
	         27,521,396 
	       26,341,371 
	      27,937,128 
	43,108,667.00 
	10%

	Commercial Borrowings
	24,377,980 
	              34,419,391 
	               49,977,101 
	93,847,111 
	     191,605,971 
	     78,845,510.40 
	2%

	Savings Deposits
	         128,649,146 
	         172,797,599 
	       239,410,576 
	    365,778,158 
	    565,522,434 
	   294,431,582.61 
	71%

	Total Funding Liabilities
	         215,263,094 
	         269,724,458 
	       316,909,072 
	    485,966,639 
	    785,065,533 
	   414,585,759.53 
	100%

	Proportions

	Loan Subsidy 
	29%
	27%
	  9%
	  5%
	  4%
	11%
	15%

	Commercial Borrowings
	11%
	  9%
	15%
	20%
	24%
	18%
	16%

	Savings Deposits
	60%
	64%
	76%
	75%
	72%
	71%
	69%


	
	Dec-04
	Dec-05
	Dec-06
	Dec-07

	No 
	 Loan Operations
	 
	 
	 
	

	1
	Number of sub branches
	173
	174
	182
	185

	2
	No of kebeles covered
	                2,185
                         
	  2,358 
	                2,627
                           
	2,770

	3
	No. of active credit clients
	 351,163                   
	 434,814 
	536,804                        
	597,723

	 
	Females' share (%)
	29%
	37%
	46%
	51%

	4
	No. of credit officers
	 1,049                         
	   1,276 
	1,450                            
	1,557

	5 
	No. of served credit clients 
	628,909                     
	791,323 
	971,861                        
	1,157,276

	 
	% of female credit clients 
	34%
	36%
	41%
	45%

	6 
	Amount of loans disbursed
	1,082,109,670          
	    1,515,160,762 
	 2,190,862,740            
	3,192,695,065

	7 
	No of loans disbursed
	 1,240,358                 
	 1,619,292 
	2,077,530                     
	2,586,126

	 
	Average loan size
	  872                           
	  936 
	                 1,055
                           
	1,235

	8 
	Outstanding loan balance
	 312,823,727             
	446,970,605 
	      687,389,165
               
	1,016,345,530

	 
	 Saving Mobilization
	 
	 
	 
	

	9 
	Total net saving mobilized 
	 172,797,439             
	 239,410,576 
	365,778,158                
	565,520,816

	10 
	Total voluntary net saving
	 110,456,143             
	144,377,977 
	 219,184,399               
	335,930,373

	11 
	Total no of active  savers 
	541,416                     
	696,021
	 846,650                       
	1,021,716

	12 
	Total no of active voluntary savers
	134,013                     
	 199,486 
	224,571                        
	309,626


2. Outreach Performance (ACSI 2004-2007)

3. Financial Structure& Performance (ACSI 2005-2007)

	Indicators
	Data type
	2005
	2006
	2007

	Capital /Asset Ratio
	Adjusted total equity/Adjusted total Assets
	21%
	30%
	32.4

	Commercial Funding Liabilities ratio
	(Voluntary and time deposits+ borrowings at commercial interest rates)/adjusted average gross loan portfolio
	41.9%
	32%
	35%

	Debt to Equity ratio
	Adjusted total liabilities /Adjusted total Equity
	2.1
	2.3
	3.6

	Deposits to Loans
	Voluntary deposits/adjusted gross loan portfolio
	33%
	32%
	35%

	Deposits to total Assets
	Voluntary deposits/adjusted total assets
	24%
	26%
	27%

	Portfolio to Assets
	Adjusted gross loan portfolio/Adjusted total assets
	75%
	81%
	79%

	Return on Assets
	(Adjusted  net operating income-taxes)/adjusted average total assets
	2.9%
	4.5%
	4.4%

	Return on Equity
	(Adjusted net operating income-taxes)/adjusted average total equity
	8.9%
	14.6%
	18.9%

	Operational Self sufficiency
	Financial revenue/(Financial Expense+ impairment losses on loans+ operating Expense) 
	200%
	224%
	223%

	Financial Self sufficiency
	Adjusted Financial Revenue/Adjusted(Financial Expenses+ Impairment losses on loans + Operating Expenses)
	129%
	146%
	144%


Source: Microfinance information eXchange, Inc. (Mix), 2007
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