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Presentation 
 

 

 
 



Presentation 

• Welcome everyone! 

 

• In order to get to know each other, all participants and trainers will 

introduce themselves, and give: 

ü Name 

ü Function 

ü MFI 

ü Expectations about the training session 
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Agenda of the training 

Monday Tuesday Wednesday Thursday Friday 

9 – 10.30 am Introduction Categories of 

risks 

Credit risk Strategic risk Operational risk 

 

10.30 – 11.00 am Morning break 

11.00 – 12.30 pm Overview of the 

MF business 

Definitions 

Options 

Risk analysis 

Internal control Strategic risk 

 

Operational risk 

 

12.30 – 1.30 pm Lunch 

1.30 – 3.00 pm Objectives of 

risk 

management 

Law and 

regulation 

Risk analysis 

 

Liquidity risk Operational risk Tools 

3.00 – 3.30 pm Afternoon break 

3.30 – 5.00 pm Law and 

regulation 

Risk 

management 

structure 

Market risk Operational risk 

 

Conclusion 
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PAMIGA 
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• PAMIGA is a not-for-profit organization, operating since 2006.  

 

• It was created by CIDR (French NGO) and a number of world-recognized 

microfinance experts. 

 

• From 2006 to 2011, i.e. its first phase, PAMIGA created a network of 14 

locally owned, African MFIs highly motivated to develop rural finance. 

These 14 MFIs are reaching out to 400 000 borrowers and 600 000 

depositors.  

 

• PAMIGA aims to invest in the growth of its MFIs partners with two major 

instruments:   

ü Investment in Equity and Quasi Equity 

ü Technical Assistance to partner MFIs.  

 

 



PAMIGA 
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• PAMIGA’s mission has been broken down into a few strategic goals, 

selected based on: 

ü their potential to significantly scale-up rural finance,  

ü their alignment with partner MFIs’ own strategy,  

ü their replication potential,  

ü PAMIGA’s capacity to deliver.  

 

• Over the next three years, PAMIGA will focus on four main strategic goals:  

ü Mergers and transformation (to help rural MFIs to consolidate through 

mergers/acquisitions and/or institutional transformation) 

ü Environment (to help partner MFIs to offer financial products to help improve 

access to both productive and domestic water and assess the market for loans 

linked to renewable energy ) 

ü Technology (handheld devices, mobile banking, smart cards, Management 

Information System) 

ü Financial services (to set-up and manage funding instruments)  

 



FNCE 

§ FNCE is the voice and representative of the French Caisses d'Epargne, their 

4.3 million cooperative shareholders and their elected representatives. 

 

§ The responsibilities of FNCE are as follows: 

ü To represent the interests of the Caisses d'Epargne and their cooperative 

shareholders  at both national and international levels, 

ü To develop relations between the Caisses d'Epargne and their cooperative 

shareholders, 

ü To help to define the overall strategic objectives of the Caisses 

d'Epargne  network, 

ü To define, coordinate and promote the CSR activities of the Caisses d'Epargne, 

ü To organize the training of the elected representatives, 

ü To contribute to international cooperation. 
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Overview of microfinance 

business in Ethiopia 
 

 

 
 



Economic and social environment 

• Macro economic and social indicators: 

ü Ethiopia is found in the horn of Africa having a large population.  The  

Government estimate of population was about 80 million in 2008, while the 

latest estimates from other sources indicate a population level of around 90.8 

million (2011 data).  

ü 76.8% of the population is living in rural area where the main activity is 

subsistence agriculture.  

ü The GDP growth rate for 2010 was estimated to be about 10.4%  with sectoral 

contributions to the GDP estimated at 42%, 13% and 45%  by Agriculture, 

Industry and Services sectors respectively during the same year (Source: 

Annual Report, 2009-10 NBE). 
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Economic and social environment 

• Mains indicators: 

 

 

 

 

 

 

 

 

Source:  Extracted from Annual Report (2009/2010) of National Bank of 

Ethiopia (NBE) * The current exchange value against US$ is around 17.30 ETB 
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Land Area  1.14 million sq.km

Population 90.8 Million

GDP per capita ( in USD) 238

Agriculture and allied activities (as % of GDP) 42

Industrial sector (as % of GDP) 13

Service sector (as % of GDP) 45

General inflation (In percent) 36

Exchange rate ($1) Period weighted average) 12.89



Financial environment 

• Changes on financial environment: 

Major economic reforms have been taken by the government after the fall of 

socialist government in 1991 in financial sector: 

ü Liberalizing and reforming the financial sector 

ü Relaxing foreign exchange controls 

ü Dismantling the administration interest rate regime 

ü Establishing a new regulatory framework for Banks, insurance companies, 

MFI and cooperatives 
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Introduction to Micro finance 

• Benefits of Microfinance in Ethiopia 

ü Accumulate saving, credit and facilitate credit by people who lacked access to 

formal financial institutions 

ü Contribute to reduction of poverty and economic development  
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Business overview 

• Microfinance business overview 

ü Establishment of formal micro finance institutions following the issuance of 

proclamation N°40/1996 by the National Bank of Ethiopia  

ü The sector is currently serving more than 2.4 million clients 

ü Mains products and services provided by MFI: saving, credit, money transfer, 

micro-insurance and others 

ü The total asset of Birr 9,757 million (US$ 573 million) at June 2011 with a 

remarkable  growth  of over  3000%  between 1997 and 2010 

ü Net loan grew from Birr 163 million to 6,656 million (US$ 3891million) in the 

same period 
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Business overview 

• Some business indicators 

 

 

 

 

 
 

 

 
 

 

                Source:  National Bank of Ethiopia (NBE) 

 

14 



Risk and risk management 
 

 

 
 



Risk  

Background… 

• If you went to work this morning, you took a risk. If you rode your bicycle, 

walked, or drove a car, you took a risk. If you put your money in a bank, or 

in stocks, or under a mattress, you took other types of risk. If you bought a 

lottery ticket or gambled over the weekend, you were engaged in activities 

that involve an element of chance, something intimately connected with 

risk.  

 

• The word “risk” has its roots in the old French word “risqué”, which means 

“danger”, word in which there is an element of chance” (Littré, 1863).  
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Risk  

Background… 

• The word hazard,  another term used in discussions on risk management, 
comes from a game of chance invented at a castle named Hasart, in 
Palestine, while it was under siege (Oxford English Dictionary, 1989). 

• The etymology of the word “Risk” can be traced to the Latin word 
“Resecum” , coming from a Greek navigation term rhizikon, rhiza which 
meant "root, stone, cut of the firm land" and was a metaphor for 
"difficulty to avoid in the sea". 

• Risk is associated with uncertainty and reflected by way of charge on the 
fundamental/basic i.e. in the case of business it is the capital which is the 
cushion that protects the liability holders of an institution 

• A potentially negative impact on a company that can arise due to current 
internal processes or future internal or external events 

• The concept of risk comprises both the likelihood that an event will occur 
and the impact it would have on the institution. 
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Risk management 

Risk management… 

• A structured approach of managing uncertainty related to a threat, a 

sequence of human activities including: risk assessment, strategies 

development to manage it, and mitigation of risk using managerial 

resources 

• The process of measuring, or assessing risk and develop strategies to 

manage it 

• The process of setting up tools to monitor risks within an institution  

• Some traditional risk management approaches are focused on risks 

stemming from physical or legal causes (e.g. natural disasters or fires, 

accidents, death and lawsuits) 

• Financial risk management focuses on risks that can be managed using 

traded financial instruments. 
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Objectives of risk 

management 
 

 

 
 



Issues of MFI in Africa 

Most of the MFI in Africa are challenging…. 

• Sustainability in the long term  

• Credibility within the financial market  

• Compliance with international standards and local regulatory 

requirements  

• Regulatory framework suited to the local practices 

• Management of current losses involved by daily operations (credit) 

• Management of customer savings  

• Management of information systems (data collection, tools, data 

management..) 

• Management of human resources (training)  

• .... 
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Benefits of risk management 

With an effective risk management system, MFI could : 

• Be viable and credible in the long term 

• Comply with international regulation and local regulatory requirement  

• Efficiently be able to manage losses involved by daily operations (identify, 

measure, control, monitor) 

• Be able to secure depositor savings and provides high level of confidence 

to clients 

• ... 

21 



Law and regulation 
 

 

 
 



Local regulatory framework 

Some  key events in Ethiopia… 

• No formal regulation to supervise micro finance business until 1996  

• Introduction of licensing and supervision of micro finance activities by the 

National Bank of Ethiopia with the proclamation N°40/1996 revised in 

2009 by the proclamation N°626/2009 (valuable also for insurance 

activities) 

• Licensing and supervision of Banking Business by the proclamation 

N°592/2008  

• Proposal of Risk Management guidelines for MFI’s by the National Bank of 

Ethiopia, September 2010  
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Local regulatory framework 

The proclamation N°626/2009 (revision of N°40/1996) : 

• Contains a comprehensive package of rules for licensing, registering and 

supervising MFI’s through 19 directives.  

 

The Risk Management guidelines : 

• Provides guidelines to set out the minimum risk identification, 

measurement, monitoring and control that shall be put place in MFI’s. 

 

The objectives of the regulation and supervision of MFIs: 

• Protecting small depositors 

• Ensuring integrity and stability of micro finance sector in particular and 

financial sector in general 

• Promotes efficient performance of the institutions 

24 



Local requirements 

MFI’s whose total deposit is equal or exceed Birr 1 million should comply 

with the following ratio in term of capital adequacy, liquidity capital and  

provision: 
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RISK RATIO REQUIREMENT

Minimum capital (entry capital) Birr 200 000 (US$ 11 561)

Capital Adequacy (% of Risk Weigh Asset,RWA) 12%

Liquidity  (% of  MFI total depostis) 20%

Provision

Substandard (91-180  days past due)(% outstanding balance) 25%

Doubtful (181-365 days past due)(% outstanding balance) 50%

Loss (over 365 days past due)(% outstanding balance) 100%



Local requirements 

Some  benchmarks (with Uganda and Tanzania) : 

 

 

 

 

 
  Details: 

*: Capital required to establish Micro finance  company with a nation wide branches  

**: Core capital not less than 10% and total capital not less than 15% for Tanzania and 
successively 15% ,20% for Uganda  

Provision segmentation: 

Substandard: 16-30 days past due for Tanzania and 30-60 days past due for Uganda  

Doubtful : 31-45 days past due for Tanzania and 60-90 days past due for Uganda  

Loss: over 45 days past due for Tanzania and over 90 days past due for Uganda 
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REQUIREMENT

RISK RATIO ETHIPIA TANZANIA UGANDA

Minimum capital (entry capital) Birr 200 000  (US$ 11 561) TSHS 800 000 000*  (US$  587 000) US$ 500 000

Capital Adequacy (% of Risk Weigh Asset,RWA) 12% 15%** 20%

Liquidity  (% of  MFI total depostis) 20% 15%

Provision

Substandard 25% 50% 25%

Doubtful 50% 75% 50%

Loss (over 365 days past due) 100% 100% 100%



International standard: Base II Accord 

• Basel II is an international set of regulations developed by the Basel 

Committee on Banking Supervision to establish a global standard for the 

measurement and recognition of risk of banks and other financial 

institutions. 

 

•  Its objective is to develop an understanding of supervisory issues 

and improve the quality of banking worldwide. The accord pertains to the 

exchange of information on national supervisory issues, approaches and 

techniques 
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International standard 

• 1988: First regulation on international standard regulation named “Basel I” 

was introduced by Basel committee to set up a formal regulatory 

framework for banking and financial services institutions : 

ü Focus on single capital measure 

ü One size fits all 

ü Broad brush 

 

• 2004: Basel II. The framework improves the old accord and makes it more 

risk-sensitive: 

ü Three pillars 

ü Menu of approaches 

ü Greater risk sensitivity  
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International standard 
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PILLAR 1 PILLAR 3 PILLAR 2 

Increased 

Supervisory 

Power 

Increased 

Disclosure 

Requirements 

Minimum  

Capital  

Requirement 

Minimum  

Capital  

Requirement 

Market 

Discipline 

Requirements 

Market 

Discipline 

Requirements 

Supervisory 

Review 

Process 

Supervisory 

Review 

Process 

Rules 

To Calculate 

Required Capital 

Capital  

Adequacy 



International standard 

Categories of risks under Basel II 

• Credit risk : the risk that a borrower or counterparty might not honor its 

contractual obligations 

• Market risk :  the risk of adverse price movements such as exchange rates, 

value of securities, and interest rates 

• Operational risk : the risk of loss resulting from inadequate or failed 

internal processes, people, and systems, or from external events 

è New risk introduced by Basel committee to enforce the capital allocation and 

prudential supervision within banking. 

 

The prudential ratio for capital allocation (Pillar 1) 

• Bank total capital / Risk-weighted assets (Operational risk, credit risk and 

market risk) may not be less than 8% 
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International standard / Operational risk 

• The rationale: 

ü Capital requirement for Operational Risk is introduced 

ü Banks’ operational risk (OR)  models not as developed as for Credit Risk 

ü Operational risk will add to banks’ regulatory capital requirements 

ü Operational risk is not restricted to risk department, it is present in all the 

company structure and organization 

 

• The approach for capital measurement : According to Basel II accord, the 

banking institution can choose 3 types of approach to assess the bank 

solvency: 

ü The basic approach  based on bank revenue 

ü The standardized approach relying on bank revenue and its business lines 

ü The advanced measurement approach (AMA) using internal risk measure as 

the basic for regulatory capital (implemented by top banks in Europe) 
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International standard / Operational risk 

• The Basic approach 

Criteria:  

ü Use a revenue base proxy   

ü Use an industry-wide calibrated rate, alpha factor for the institution 

ü Capital allocation is equal to the average over the three previous years of 

positive annual gross * factor alpha (set to 15%) 

 

• The Standardized approach  

Criteria:  

ü Use a revenue base proxy with bank business lines   

ü Use an industry-wide calibrated rate, beta factor for each business line 

ü Capital allocation is equal to the average over the three previous years of 

positive annual gross * factor beta of each business line 
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International standard / Operational risk 

• The Advanced Measurement Approach (AMA):  

It is based on:  

ü Internal losses    

ü External losses  

ü Scenario analysis defined in collaboration with Bank expert judgments 

ü Environment of internal control  

 

• Capital assessment: 

ü The bank should classify losses in 7 types of risk events within 8 business lines 

to manage the risk 

ü The  regulatory capital is estimated by using statistical techniques taking into 

account inputs specified above  
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International standard / Credit risk 

• The rationale: 

ü Basel II places emphasis on improving management and measurement of 
credit risk 

ü Measurement of credit risk implies assessing the borrower’s 

creditworthiness. 

ü A loan should, therefore, be priced to reflect how much risk it involves. 

 

• For each portfolio, the banks need to choose one approach from a set of 
three  by using 3 main parameters to assess the regulatory capital : 
Probability of Default (PD), Loss Given Default (LGD) and Exposure At 
Default (EAD)  

ü Standardized Approach : the 3 parameters are regulatory imposed 

ü Foundation Internal Ratings Based Approach : 2 parameters are regulatory 
imposed by the supervisor and 1 is assessed by the bank 

ü Advanced Internal Ratings Based Approach: bank must estimate all the 
parameters 
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International standard / Market risk 

• The rationale: 

ü Assessment of risk involved in the following portfolio: interest rate, exchange, 

equity and commodity  

ü Two main approaches  to assess the capital required :  

o standard  approach : Market risk is computed for portfolios exposed to interest 

rate risk, exchange risk, equity risk and commodity risk 

o  Advanced  approach (Internal model): Risk Management models in use – far more 

advanced than rigid rules 

ü One risk measurement tool for capital : Value at risk (VAR) 
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International standard 

Basel II : Some benefits.. 

• Banks are able to clearly identify, measure and control the main risks there 

are involved  

 

• All the stakeholders within the institution are made aware of the 

relevance of risk management and its issues 

 

• Banks share best practices in terms of risk management  

 

• The institution can clearly communicate to the market its level of risk 

exposure 

 

• Banks reduce (in the long term) the amount of capital exposure to risks 
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International standard 

Basel II : Main issues of the regulation for banks.. 

• Regulatory requirements are changing too fast : Basel I, Basel II, Basel III, 

..and the institution needs to comply with it as fast .. 

 

• Consuming time, resources, budget to set up an effective risk 

management framework 

 

• No specific directive but a one general guideline applicable for all banks 

and financial institutions. The directive can be used by MFI as guidelines  

 

• The operating environment is undergoing fundamental changes 
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International standard vs local  

• Capital requirement: 
ü 8% of RWA for Basel II 

ü 12% of RWA in Ethiopia (more conservative approach?) 

 

• Main risks: 
ü Focus on operational risk within Basel ii 

ü More attention paid to credit risk (loan portfolio) compared to local standard for 
MFI 

 

• Risk Management (policy, process, organization, structure..): 

ü An effective risk management tool with an active board involved within Basel 

II agreement 

ü Regulatory framework  is designed by the local regulator (Central Bank, 

Ministry of Finance, National Bank,..) and the level of confidence depends on 

its involvement to risk management practices. In Ethiopia, the National Bank 

provides a guideline for all MFI to implement a risk management tool 

(September 2010). 
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Open discussion about the 

presentation of the day! 
 

 

 
 



Open discussion! 

• What have you already implemented to comply with: 

ü Local requirements? 

ü International Standards? 
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Quizz! 
 

 
 



Quizz! 

• Question 1: Regulatory framework for licensing Microfinance has been 

introduced in Ethiopia in:  

ü A) 1991 

ü B) 1996 

ü C) 1998 

ü D) 2001 

42 

• Answer: B  

• Question 2 : Microfinance industry serves in Ethiopia more than 

ü A) 2.4 million clients 

ü B) 5 million  clients. 

ü C) 15 million  clients. 

ü D) 1 million clients 

• Answer: A   



Quizz! 

• Question 3: The objectives of the regulation of financial institution and 

MFI is :  

ü A) Protecting small depositors 

ü B) Ensuring integrity and stability of the financial sector 

ü C) Promoting efficient performance of institutions 

43 

• Answer: A, B, C 

• Question 4 : The minimum capital required to establish MFI in Ethiopia is:  

ü A) Approximately equivalent to US$11,561 

ü B) Approximately equivalent to US$250,000 

ü C) Approximately equivalent to US$ 100,000 

ü D) 1 million clients 

• Answer: A, the lowest in the world   



Quizz! 

• Question 5: The MFI must maintain at all time a minimum capital ratio of :  

ü A) 5% of the total capital to Risk Weigh Assets (RWA) 

ü B) 12% of the total capital to RWA 

ü C) 10% of the total capital to RWA 
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• Answer: B  

• Question 6 : Basel II regulation is designed for :  

ü A) Only banking and credit institutions 

ü B) Only MFIs 

ü C) Only non deposit taking institutions 

ü D) All institutions 

• Answer: A   



Quizz! 

• Question 7 : The MFI must comply with :  

ü A) International standard requirements 

ü B) Local regulatory requirements 

ü C) Both international standards and local regulatory requirements 
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• Answer: B  

• Question 8 : The minimum capital ratio for Basel II is (in general) :  

ü A) higher than the capital required for MFI in developing country 

ü B) equal to the capital required  for MFI  in developing country 

ü C) lower than the capital required for MFI in developing country 

• Answer: C   



Quizz! 

• Question 9 : The regulation to upgrade MFI to rural bank status: 

ü A) is clearly defined in the international standard law (Basel 2) 

ü B) is  clearly defined in the local requirements  

ü C) does not exist in Ethiopia 
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• Answer: C  

• Question 10 :  The scope of MFI risks covers: 

ü A) Market, credit and operational risks (International Standards) 

ü B) Only credit risk  

ü C) Credit, market, operational, strategic and liquidity risks 

  • Answer: C  



Main categories of risks 
 

 

 
 



Categories of risks 
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MFI 
Credit risk 

• Risk of financial loss resulting 
from a borrower’s late or non 
payment of a credit obligation 
or from a guarantor failing to 
meet the obligation 

Liquid risk 

• Risk that not enough cash will 
be generated from either 
assets or liabilities or outside 
sources to respond to the 
needs of depositors and 
borrowers  

Market risk 

• Risk of negative changes in the 
value of the assets and 
liabilities of the MFI following  
to a change in market prices or 
rates  

Strategic risk 

• Risk to earning and capital arising 
from changes in the business 
environment and from adverse 
business decisions, improper 
implementation of decisions or lack 
of responsiveness to changes in the 
business environment 

Operational risk 

• Risk of loss resulting from 
inadequate or failed internal 
processes, people, systems, 
and from external events 



Workshop! 
 

 

 
 



Workshop! 

• Participants are to be split by teams of 4-5 people. Teams will remain the 

same during the whole week 

 

• By team: 

ü Discuss and list all the detailed risks that may affect the MFI (ex: risk of a 

supplier not meeting the delivery deadline) 

ü Write down on the cardboards all those risks (one color for one team) 

ü Classify those risks by main category and stick your cardboards on the sheets 

of paper on the wall 

ü Discuss within the team and identify the 5 most important risks 

 

• You have 20 minutes! 
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Banana skins 2011 

• Example of results: 5 most important risks by team and consolidation 
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Banana skins 2011 

• Published by the Centre for the Study of Financial Innovation. The CSFI is a 

non-profit think-tank, established in 1993 to look at future developments 

in the international financial field – particularly from the point of view of 

practitioners. 

 

• Microfinance Banana Skins 2011 describes the risks facing the 

microfinance industry as seen by an international sample of practitioners, 

investors, regulators and observers.  

 

• This survey was conducted in November and December 2010 and is based 

on 533 responses from 86 countries and multinational institutions. 
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Banana skins 2011 

• Comparison of participants’ view vs. results of Banana Skins survey 2011.  

 

53 



Banana skins 2011 
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Options for dealing with risk 
 

 

 
 



The 4Ts method 
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4Ts 

Treat 

Transfer 

Tolerate 

Terminate 



The 4Ts method 

• This strategy indicates involves accepting the risk and its impact as it 

stands. Risks the institution has failed to identify are classed as being 

tolerated without knowledge. 

 

• Risk acceptance may also occur when the cost of dealing with it would not 

be cost effective.  

 

•  Active risk tolerance may include developing a contingency plan to 

execute should a risk occur. 

 

•  Passive tolerance requires no action leaving the project team to deal with 

the risks as they occur. 
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Terminate Treat Transfer Tolerate 



The 4Ts method 

• This strategy seeks to reduce the risk probability or its impact by taking 

early action to reduce the occurrence of the risk to an acceptable limit. 

  

• Risk mitigation may take the form of: 

ü Implementing new processes,  

ü Undertaking more preliminary work or selecting more stable suppliers.  

 

• Risk mitigation can also include changing conditions so that the probability 

of the risk is reduced, by adding resources or time to the programme. 
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Terminate Tolerate Transfer Treat 



The 4Ts method 

• Risk transfer is seeking to move the consequence of a risk to a third party 

together with ownership of the response.  

 

• Transferring the risk does not eliminate it. It simple gives another party 

responsibility for its management.  

 

• This is the most effective way of dealing with financial risk exposure and  

can be done through a contract to another party or through payment of a 

premium in the case of insurance. 
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Terminate Tolerate Treat Transfer 



The 4Ts method 

• Risk termination or avoidance is changing the project plan to eliminate the 

risk or to protect the project objectives from its impact.  

 

• Although not all risks can be eliminated, some may be avoided by taking 

this pre-emptive action. 
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Transfer Tolerate Treat Terminate 



Risk Analysis 
 

 

 
 



Mains steps for risk analysis 

• The main steps for analyzing risk include the following: 

ü Identification 

ü Assessment 

ü Monitoring 

ü Treatment 
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Risk analysis 

• This steps consists in identifying all the risks faced by the MFI regarding:  

ü The MFI main activities , organization, structure, process 

ü The regulatory framework and local requirements 

ü  The international standards (as guidelines) 

 

• It requires the implication of all the stakeholders within the institution and 

the success on the risk identification will depend on: 

ü  The MFI structure (organization, existing policies, role of board members..) 

ü The culture of risk management within the institution 

 

•  The MFI could lead with identification by defining a risk cartography in 

line with local requirements. It includes the description and concept of 

each risk faced by the institution, the activities concerned, the 

department in charge, the level of priority. 
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Treatment Assessement Monitoring  Identification 



Risk analysis 

• Once the risks are defined within the institution, next step is assessment 

of each risk.  

 

• It consists of measurement of the potential impact (losses) consequent to 

a given risk   

 

• There are three main assessment methods used to quantify the financial 

risks involved: 

ü Historical assessment – use of historical data  

ü Scenario analysis – stress testing of existing situations (e.g., gap analyses) to 

determine the impact of sudden and sustained changes in key variables 

ü Simulation analysis – projection (forecast) of one or more possible events on 

existing situations as a basis for decision-making. 
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Treatment Identification Monitoring  Assessement 



Risk analysis 

• Some example of approach used in bank an financial services institution to 

assess main risks (in line with international standards) : 

ü Scoring approach to assess credit risk  

ü Frequency-Severity approach to assess operational risk 

ü  Value at Risk approach to assess market risk 
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Treatment Identification Monitoring  Assessement 



Risk analysis 

• Scoring approach is used to estimate the probability of default of a client 
given  its situation within the institution. It consists in providing a score to 
the client in a scale defined by the institution…. 

ü Low risk: score between 1 to 3 

ü Medium risk : score between 4 to 7 

ü High risk: score between 8 to 10 

ü Default : no score 

 

• Frequency-severity approach is commonly used to estimate operational 
risk losses given the frequency and the severity of the risk through internal 
data collection, external data, expert judgments, scenario analysis. 

ü Frequency : How many losses occurred ? 

ü Severity : What is the potential severity of the risk? 

ü Losses: Given the frequency and the severity of the risk, what is the amount 
of the losses for the institution in one year horizon? 
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Treatment Identification Monitoring  Assessement 



Risk analysis 
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Treatment Identification Monitoring  Assessement 



Risk analysis 

• The monitoring step focuses on setting up appropriate tools to follow up 

mains risks identified and assessed. 

 

• It is based on : 

ü Some key performance indicators (KPI)  

ü Internal Risk ratio 

ü Reporting tools (Develop logs and checklists)  

ü Operational and accurate information system to clearly track the risk and 

communicate within the institution 

ü Periodic review of critical reports  

ü Periodic audits. 

 

•  Examples of key performance indicators (relevant for MFI): 

ü Number of clients with unpaid balances (credit) 

ü The top five losses by activity (operational) 
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Treatment Identification Assessment Monitoring 



Risk analysis 

• Treatment provides means (procedures, policies, tools) and action plan to 

be developed by the MFI to address the risks identified 

 

• Objectives of treatment is to reduce or eliminate the risk exposure within 

the MFI. 

 

• It requires involvement of the whole organizational structure  
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Monitoring Identification Assessment Treatment 



Workshop! 
 

 

 
 



Workshop! 

• Each team picks up one risk in the list established from the previous 

workshop. 

 

• For this risk, present on a sheet of paper from the paper-board the 

analysis: 

ü Identification 

ü Assessment 

ü Monitoring 

ü Treatment 

 

• You have 20 minutes! 
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Risk management structure 
 

 

 
 



Risk management structure 

• The MFI structure involves the following: 

 

 

 

 

 

 

 

 

 

 

• This structure is a common one among MFIs and banks. However, 

structure may vary depending on the size and maturity of the institution. 

73 



Risk management / Feedback loop 
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Risk management structure 

• The MFI structure involves the following: 
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Risk management structure / Board of directors 

• The role of Board (NBE) : 

ü Reviewing and approving organizational structure and controls 

ü Reviewing that management is qualified and competent 

ü Reviewing and approving policies of major activities 

ü Boards of directors have ultimate responsibility for the level of risk taken by 

their microfinance institutions. Accordingly, they should approve the overall 

business strategies and significant policies of their organizations, including 

those related to managing and taking risks 

ü  Ensuring that the microfinance institution maintains the various risks facing it 

at prudent levels. 

ü Ensuring that senior management as well as individuals responsible for 

managing individual risks facing the microfinance possesses sound expertise 

and knowledge to accomplish the risk management function. 
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Risk management structure / Board of directors 

• The role of Board  (NBE): 

ü Ensuring that the microfinance institutions implements sound fundamental 

principles that facilitate the identification, measurement, monitoring and 

control of all risks facing it. 

ü Ensuring that appropriate plans and procedures for managing individual risk 

elements are in place. 

ü Obtaining reasonable assurance that the institution is in control on a regular 

basis 

 

• Best practice: independent members in the board can provide an 

external view and additional skills. 
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Risk management structure / Board of directors 

• Assessment Checklist for Directors and CEOs 

Ten questions to assess the level and appropriateness of board and senior 

management involvement: 

1. Does the board of directors address risk issues at every single meeting? 

2. Does the board and senior management put its executives through an ethics 

training program? How frequently? 

3. Does the board have a top-quality risk committee? (This committee could be 

part of another committee, e.g., the Audit Committee.) Does the Committee 

address risk thoroughly and regularly? 

4. Does the board and senior management ever hold joint meetings? 

5. Does the board and senior management ever bring in outside experts to 

ensure that risk programs are adequate? Effective? 

6. Are risk factors aligned with culture orientations and risk management 

objectives? 
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Risk management structure / Board of directors 

• Assessment Checklist for Directors and CEOs 

7. Are the reports of examination by regulators taken seriously by board and 

senior management? The tone in terms of response is critical? 

8. Does the CEO speak on risk management issues to the company at least once 

a year? 

9. Does the CEO attend risk management meetings? 

10. Are business leaders held accountable for risk control failures? 
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Risk management structure 

• The MFI structure involves the following: 
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Risk management structure / Board risk committee 

• The board risk committee is responsible for ensuring adherence to the 

institution’s risk management policy and procedures as set out by the 

board. 

 

• This committee is a sub-committee to the Board of Directors. 

 

• The Board’s responsibilities include the following: 

ü Defining the institution ’s overall strategic direction and tolerance level for 

each risk element. 

ü Ensuring that the institution maintains the various risks facing it at prudent 

levels. 

ü Ensuring that senior management as well as individuals responsible for 

managing individual risks possess sound expertise and knowledge to 

accomplish the risk management function. 
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Risk management structure / Board risk committee 

• The Board’s responsibilities include the following: 

ü Ensuring that the institution implements sound fundamental principles that 

facilitate the identification, measurement, monitoring and control of all risks 

facing it. 

ü Ensuring that appropriate plans and procedures for managing individual risk 

elements are in place. 

ü Access members of management or employees on risk management related 

matters, 

ü Review policies and procedures related to risk management matters. 
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Risk management structure 

• The MFI structure involves the following: 
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Risk management structure / Audit committee 

• Audit committee is asked with monitoring and ensuring appropriate, 

sufficient and efficient audit and internal control systems 
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Risk management structure 

• The MFI structure involves the following: 
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Risk management structure / Internal audit 

• The internal audit staff should be in charge of : 

ü Verifying compliance with policies 

ü Identifying uncontrolled risks 

ü Testing effectiveness of internal control 

 

• Internal audit will be further explained tomorrow! 
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Risk management structure 

• The MFI structure involves the following: 
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Risk management structure / Management 

• The senior management is expected to be responsible of : 

ü The development and implementation of procedures and practices that 

translate the board's goals, objectives, and risk tolerances into operating 

standards that are well understood by microfinance institution personnel. 

ü Establishing lines of authority and responsibility for managing individual risk 

elements in line with the Board’s overall direction. 

ü Risk identification, measurement, monitoring and control procedures. 

ü Establishing effective internal controls over each risk management process. 

ü Ensuring that the MFI’s risk management processes are properly documented 

and adequate awareness about same created amongst the generality of staff 

so as to make risk management a part of the corporate culture of the 

microfinance institution. 
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Risk management structure 

• The MFI structure involves the following: 

 

 

 

 

89 



Risk management / ALCO 

• ALCO is senior management level committee responsible for supervision / 

management of Liquidity and Market Risks 

 

• The committee comprises of: 

ü Senior managers from treasury 

ü Chief Financial Officer 

ü Business heads generating and using the funds of the institution, credit, and 

individuals from the departments having direct link with interest rate and 

liquidity risks.  
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Risk management / ALCO 

• Major responsibilities of the committee include: 

ü To keep an eye on the structure /composition of institution’s assets and liabilities 

and decide about product pricing for deposits and advances. 

ü Decide on required maturity profile and mix of incremental assets and liabilities 

ü The responsibility for managing the overall liquidity of the institution should be 

delegated to the Asset and Liability Committee (ALCO) 

ü Articulate interest rate view of the institution and deciding on the future 

business strategy 
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Risk management structure / Executive risk committee 

• The executive risk management committee is responsible for monitoring 

compliance with the institution’s risk management policies and procedure, 

and for reviewing the adequacy of the risk management framework in 

relation to the risks faced by the institution. 

 

• The executive risk management committee consists of the following 

members:  

ü The General Manager  

ü Chief Operational Officer,  

ü Risk Manager,  

ü Head Credit,  

ü Financial Controller. 
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Risk management structure / Executive risk committee 
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• The Executive Risk Management function shall include but shall not be 

exclusive to: 

ü Reviewing Credit / Market / Liquidity Risks current exposure, and controls and 

limits of this risk category 

ü Reviewing Compliance Risk upon external influences, and adjust controls and 

limits where needed 

ü Reviewing Operational Risk current exposure, and controls and limits of this 

risk category 

ü Reviewing Legal Risk, upon contracts and related matters 

ü Review the aggregate risk, and adjust controls and limits where needed. 

 



Risk management structure / Risk management function 

• Depending on the size of the organisation the risk management function 

may range from a single risk champion, a part time risk manager, to a full 

scale risk management department. The role of the Risk Management 

function at Executive level should include the following: 

ü Setting policy and strategy for risk management 

ü Primary champion of risk management at strategic and operational level 

ü Building a risk aware culture within the organisation including appropriate 

education 

ü Establishing internal risk policy and structures for business units 

ü Designing and reviewing processes for risk management 

ü Co-ordinating the various functional activities which advise on risk 

management issues within the organisation 

ü Developing risk response processes, including contingency and business 

continuity programmes 

ü Preparing reports on risk for the board and the stakeholders 
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Risk management structure / Risk management function 

• It is advised not to assign this function to someone from the internal 

audit 

 

• Internal audit is expected to remain independent from the executive 

 

• Importance of segregation of duties between implementing and 

controlling (international standard requirements) 
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Risk management structure / Staff 

• The operational staff have responsibility for : 

ü Managing risk on a day-to-day basis 

ü Meeting objectives defined by management 

ü Adhering to policy  

ü Offering suggestion 

ü Providing feedbacks to senior management 
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Risk management structure / Outputs 

• It  provides: 

ü Comprehensive internal control 

ü Appropriate plans : business continuity plan, disaster recovery plan, succession 

plan 

ü Adequate policy and procedures.  

 

• Policy, procedures and limits should address the following : 

ü Provide for adequate identification, measurement, monitoring, and control of the 

risks posed by its significant activities 

ü Be consistent with complexity and size of the business, the institution's stated 

goals and objectives, and the overall financial strength of the MFI 

ü Clearly delineate accountability and lines of authority across the institution's 

activities 

ü Provide for the review of activities new to the institution to ensure that the 

infrastructures necessary to identify, monitor, and control risks associated with an 

activity are in place before the activity is initiated. 
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Credit risk 
 

 

 
 



Credit risk / Definition 

• Credit risk is the risk of financial loss resulting from  

a borrower’s late or non payment of a credit obligation  

or from a guarantor failing to meet the obligation 

 

• Other terms for credit risk are default risk and counterparty risk. 

 

• MFI losses include: 

ü lost principal and interest,  

ü decreased cash flow 

ü increased collection costs. 
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Credit risk  

• Risk on client admission 

ü Fake clients can be created by the field workers  

ü Non credit-worthy clients can be admitted due to a lack of analysis in the 

admission process 

 

• Risk on credit appraisal  

ü Clients from the same family could be admitted resulting in credit risk  

ü Clients selected may not meet the criteria set by the MFI  

ü More loans is given than what the client can absorb  

ü The product and/or terms of the credit are not appropriate to the situation of 

the client 
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Credit risk  

• Risk on credit disbursal  

ü Credits disbursed can be more than the approved amount  

ü Credit amount can be appropriated by the field staff and not disbursed at all  

ü Credit can be disbursed to ghost clients  

ü Disbursals can be disguised as collections  

 

• Risk on credit collection   

ü Credit collections can be misappropriated by the field staff and client account 

shown as overdue  

ü Credit collections can be attributed to the clients other than those who paid 

 

• Risk on recovery procedures 

ü Procedures are not followed 

ü Actions are not taken to recover the balance due 
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Credit risk  

• Risk of client over-indebtedness 

ü The proportion of recent clients with multiple loans is generally high. MFIs 

operating mostly within urban areas and under the individual methodology 

are more affected by cross-indebtedness 

 

• Credit portfolio risk 

ü Concentration risk in credit portfolios comes into through an uneven 
distribution of loans to: 

–  individual borrowers (single-name concentration)  

– industry and services sectors  

– geographical regions . 

ü Example of agriculture:  

– Agriculture is widely considered to be inherently riskier than industry or trade 
because it is more easily, directly, frequently, and severely affected by such factors 
as inclement weather, pests, diseases, and other natural calamities.  

– Returns in agriculture are not only more volatile but also generally much lower than 
those in most commercial and nonfarm microenterprises.  
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Credit risk  

• Probability  

ü Historical data. Number of credits in default vs. total credits  

ü Scoring approach is used to estimate the probability of default of client within 

banking institution also use as decision making tool to give access or extend a 

credit limit. 

 

• Severity 

ü Use of an historical assessment tool by which estimated losses as determined 

on an asset-by-asset basis  

ü Then merged with estimates of projected losses on currently performing 

loans, based upon historical experience 
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Credit risk 

• Portfolio At Risk (PAR) is a standard international measure of portfolio 

quality that measures the portion of a portfolio which is deemed at risk 

because payments are overdue. PAR 30 means the portion of the portfolio 

whose payments are more than 30 days past due. PAR 30 above 5 or 10% 

is a sign of problem in the institution! 
 

                   Unpaid Principal Balance of all loans with payments > xx Days past due + 
   value of renegotiated loans 

   Gross Loan Portfolio 

 

• Example: 

 

 

 

 

 

• Calculate PAR 30 and PAR 60. 
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• PAR = 



Credit risk 

• Solution:  
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Credit risk 
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• Examples of average PAR 30 by country: 
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Credit risk 

• Risk coverage ratio shows how much of the portfolio at risk is covered by 
the MFI’s Impairment Loss Allowance. 

 

     Impairment Loss Allowance 

     Unpaid Principal Balance of all loans with payments > xx Days past due 

 

• An impairment loss allowance indicates the possibility that an asset in the 
Balance Sheet is not 100% realizable. The loss of value of assets may arise 
through wear and tear such as the depreciation of physical assets, loss of 
stocks, or unrecoverable debts.   

 

• The provision for loan impairment expenses the anticipated loss of value 
in the portfolio gradually over the appropriate periods in which that asset 
generates income, instead of waiting until the actual loss of the asset is 
realized. 

 

 107 

Identification Assessment Monitoring Treatment 

• Ratio =   



Credit risk 

• Example: 

 

 

 

 

 

Provision rate is 10% on credit with at late one late payment for more than 1 month  

Provision rate is 30% on credit with at late one late payment for more than 2 months 

 

• Calculate risk coverage ratio 30 and 60. 
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Credit risk 

• Solution: 
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= 3 840 * 10% 

= 1 920 * 30% 

= 960 / (3 840 + 1920) 

= 960 / 1920 



Credit risk 

• Write-off ratio represents the percentage of the MFI’s loans that has been 

removed from the balance of the gross loan portfolio because they are 

unlikely to be repaid. 

 

    Value of Loans Written Off 

     Average Gross Loan Portfolio 

 

• Loan losses or write-offs occur when it is determined that loans are 

unrecoverable. Because the possibility that some loans would be 

unrecoverable has been provided for in the accounting books through 

allowances, loan losses are written off against the impairment loss 

allowance and are also removed from the gross loan portfolio. 
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• Ratio =  



Credit risk 

• Example: 

 

 

 

 

 

Provision rate is 10% on credit with at late one late payment for more than 1 month  

Provision rate is 30% on credit with at late one late payment for more than 2 months 

Unpaid balance with loans with payments > 1 year past due are written off 

Average loan balance is flat all over the year, equal to 46 000. 

 

• Calculate write-off ratio. 
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• Solution: 0 / 46 000 = 0%! 



Credit risk  

• Admission procedures:  

ü Identification of the future client 

ü Admission requirements 

ü Making sure he/she is not registered under another MFI 

 

• Credit analysis by credit committees 

ü Well-designed borrower screening 

 

• Guarantee/collateral 

 

• Motivation and reward system for staff involved in the decision and in the 
recovery 

ü Management needs to offer incentives to loan officers to prevent, disclose, 
and respond to problem loans quickly 
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Credit risk  

• Simple products  

 

• Standardized procedures 

 

• Strict organizational control over loan transactions 

 

• Portfolio diversification, in terms of: 

ü Sector 

ü Geographical area 

ü Women / men 

ü Individual / Group 

ü Amounts 
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Credit risk  

• Clients financial education 

ü Financial education is teaching the knowledge, skills and attitudes required to 

adopt good money management practices for earning, spending, saving, 

borrowing and investing.  

ü Participants in financial education become equipped with the information and 

tools to make better financial choices and work towards their financial goals to 

enhance their economic well-being.  
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Credit risk  

• Credit scoring: 

ü A statistical technique used to determine whether to extend credit (and if so, 

how much) to a borrower.  

ü Credit scoring is often considered more accurate than a qualitative assessment 

of a person's credit worthiness, since it is based on actual data.  

ü When performing credit scoring, a creditor will analyze a relevant sample of 

people (either selected from current debtors, or a similar set of people) to see 

what factors have the most effect on credit worthiness.  

ü Once these factors and their relative importance are established, a model is 

developed to calculate a credit score (a number indicating how credit-worthy 

the applicant is) for new applicants.  

ü Factors can be: cost of the credit, for how long has the person been client, etc. 

ü The officer inputs applicant-specific information for each variable in the 

model, and can thus find out how credit-worthy he/she is. 
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Internal control 
 

 

 
 



Internal control / Definition 

• Internal control comprises the MFI’s mechanisms to  

monitor risks before and after operations  

 

• Internal controls are all resources and procedures  

used by managers to properly control their activities. A process that allows 

the management and its personnel to be reasonably sure that the objectives 

they have fixed are met.  
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Internal control / Process 
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Internal control / Examples  

• Essential controls include:  

ü Board approval and monitoring of information 

ü Rotation and segregation of duties 

ü Dual control of safes and vaults 

ü Established limits on cash holdings and expenditures 

ü Signature requirements 

ü Cash management procedures 

ü Daily balancing of cash drawers with the general ledger 

ü Receipts for all transactions 

ü Restricted access to offices and assets; periodic physical inventory of assets 

and cash counts 

ü Internal operational reports that are timely, easy to understand and concise 

ü Accounting that complies with local accounting law and is consistent from one 

period to the next 
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Internal control / Examples  

• Essential controls include:  

ü Sequential numbering of documents 

ü An adequate audit trail 

ü A secure management information system 

ü Periodic reconciliation of the general ledger totals with bank statements or 

other subsidiary ledgers. 
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Internal control / Nature  

• Internal Controls can be: 

ü Preventive – designed and installed to prevent undesirable outcomes before 

they happen.  

ü Detective – designed to identify the undesirable outcomes when they DO 

happen. They identify errors after they occur  

ü Corrective – designed to make sure that corrective action is taken to reverse 

the undesirable outcomes or to see that they do not recur. They are exercised 

to correct the identified errors  
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Internal control / Principles 

• Institutions should create and sustain an environment of controls to 
mitigate risk by: 

ü Hiring qualified individuals (people) 

ü Identifying and implementing industry’s best practices (process, systems) 

ü Segregating duties within or outside unit (people, process) 

ü Investing in ongoing training and development (people) 

ü Having written and approved policies and procedures (process) 

ü Investing in sophisticated automated systems (system) 

ü Developing and testing disaster recovery plans (people, process, systems, 
external) 
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Internal control vs. internal audit 
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Risk management 

Internal control 

Internal audit 



Internal audit 
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Internal audit / Definition 

• Internal auditing is an independent, objective assurance 

and consulting activity designed to add value and improve  

an organization's operations. 

 

• It helps an organization accomplish its objectives by bringing a systematic, 

disciplined approach to evaluate and improve the effectiveness of risk 

management, control, and governance processes. 

 

• Internal auditing is a catalyst for improving an organization’s effectiveness 

and efficiency by providing insight and recommendations based on 

analyses and assessments of data and business processes. 

 

• With commitment to integrity and accountability, internal auditing 

provides value to governing bodies and senior management as an 

objective source of independent advice 
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Internal audit / Objectives 

• According to the Institute of Internal Auditors (IIA) , the purpose of an 
internal audit is to evaluate the adequacy and effectiveness of a 
company's internal control system and determine the extent to which 
assigned responsibilities are actually carried out.  

• The IIA's five audit scope standards outline the internal auditor's 
responsibilities:  

ü Review the reliability and integrity of operating and financial information and 
how it is identified, measured, classified, and reported.  

ü Determine whether the systems designed to comply with operating and 
reporting policies, plans, procedures, laws, and regulations are actually being 
followed.  

ü Review how assets are safeguarded and verify the existence of assets as 
appropriate.  

ü Examine company resources to determine how effectively and efficiently they 
are utilized.  

ü Review company operations and programs to determine whether they are 
being carried out as planned and whether they are meeting their objectives.  
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Internal audit / Feedback loop 
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Internal audit / Yes or no for a MFI? 

• At what point should we hire an internal auditor?  

ü The MFI should consider hiring an internal auditor when it is economically 

feasible and operationally beneficial to do so.  

ü Others argue for hiring the initial internal auditor much earlier. Their 

arguments center around capacity building and strengthening internal controls 

early in the life of the MFI to protect it from large problems.  

ü MFIs tend to enter a new phase of growth at about 3-5,000 clients requiring a 

reassessment of policies and internal controls. It helps to have an 

independent internal auditor to focus on their development without vested 

interests.  

ü When major control problems occur early in a program's life it can create 

serious problems for future growth. An early internal auditor can help detect 

and avoid such problems before their impact is excessive on the institution.  
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Internal control / Building blocks 
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Internal control / Control matrix 

• Example of control matrix: 
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Level 1: operational level 

Level 3: internal audit 

Observation: refers to observing a control procedure being performed. The actual operation of the control 

is seen.. 

Inquiry: refers to asking control questions. It aims at getting relevant information from the staff through 

questions and answer based techniques. However, inquiry alone is not sufficient to get comfort on 

operating effectiveness of controls. 

Examination: refers to evaluation of procedures and practices with the help of available data such as 

reports. Examination relies on facts and is a powerful way of gathering evidence as well as testing. It is 

normally used most since gives more comfort than above two tests. 

Reperformance: the data and facts are verified by actually reperforming a sample of the work. 

Reperformance provides the highest level of comfort to the auditor. 



Liquidity risk 
 

 

 
 



Liquidity risk / Definition 

• Liquidity is the ability to meet all cash demand (deposits  

withdrawal, borrowed funds repayment, operational 

expenses, etc.) anytime and entirely at reasonable cost 

 

• Liquidity risk is the risk that not enough cash will be generated from 

either assets or liabilities or outside sources to respond to the needs of 

depositors and borrowers  

 

• It is the risk of loss arising from the possibility that the MFI may not have 

sufficient funds to meet cash needs for payments / withdrawals or to 

support credit demands and growth in a timely and cost-effective manner 

 

• Risk management enables to ensure adequate availability of funds to 

meet expected and unexpected financial commitments.  
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• Liquidity management is an ongoing effort to strike a balance between 

having too much cash and not enough required cash. 

 

• The impact of a negative liquidity gap could seriously affect the MFI: 

ü Distrust from clients 

ü Problems with providers 

ü Unable to extend / renew clients loans 

ü Higher funding expenses 

ü Sell assets in no proper conditions to obtain liquidity  

and lose money 

ü In general financial difficulties! 

 

 

Liquidity risk / Definition 
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Liquidity risk 

• Liquidity risk can easily be identified for MFI since all of them have it. 

 

• It happens when the MFI is not able to: 

ü Honor all cash payment commitments as they fall due  

ü Meet customer requests for new loans and savings withdrawals 

ü Repay its loan to the banks and financial market  

ü Make expenses or investments as needed 
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Liquidity risk   

• Estimation of liquidity ratio: 

ü Provided by the international standard requirements 

 

• Severity 

ü Cashflow projections under various scenarios including stress tests (internal 

stress test) 

ü The stress test consists in testing the vulnerability of the MFI in case of specific 

scenario due to an internal and external shocks ( economic crisis , shocks of 

interest rate/exchange rate..) .  
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Liquidity risk 

• Current ratio The ratio is mainly used to give an idea of the company's 

ability to pay back its short-term liabilities (debt and payables) with its 

short-term assets (cash, inventory, receivables). The higher the current 

ratio, the more capable the company is of paying its obligations. 

   

  Current assets 

  Current liabilities 

 

• Current assets and current liabilities are commonly defined as falling due 

within a year from the balance sheet date. 

 

• Primarily used by non-banks. Not recommended for MFIs. 
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• Current ratio =  



Liquidity risk 

• Cash ratio 

ü It is an indicator of a company's liquidity that measures the amount of cash, 

cash equivalents or invested funds there are in current assets to cover current 

liabilities 

ü The cash ratio is stringent and conservative  

ü It only looks at the most liquid short-term assets of the company. It also 

ignores inventory and receivables, as there are no assurances that these two 

accounts can be converted to cash in a timely matter to meet current liabilities 

   

  Cash + Cash equivalents + Invested funds 

  Current liabilities 
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• Cash ratio =  



Liquidity risk 

• Cash position indicator 

ü It compares vault cash and demand deposits at other banks including the 

central bank to the total asset base of the institution: 

        Cash and deposits due from banks 
    Total assets 
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• Cash position indicator =  



Liquidity risk 

• Uses and resources depend on each institution 

 

 

 

 

 

 

 

 

 

• The MFI may have high concentration and dependence on external credit 

lines instead of client’s deposits.  
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Liquidity risk  

• Treasury policy detailing: 

ü Risk tolerance 

ü The extent of cash each branch can maintain, minimum cash balance   

ü Assets and liabilities compensation 

ü Limits in order to guarantee liquidity (i.e. liquid assets as a % of short-term 

liabilities) 

 

• Maintaining detailed estimates of projected cash inflows and outflows for 

the next few weeks or months so that net cash requirements can be 

identified. 

 

• Borrowing cash if lines of credit with local banks have been negotiated 

 

• Converting liquid assets into cash 
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Liquidity risk 

• Action plan 

Examples:  

ü Non compliance with ratio A 

èDo not increase portfolio balance with your own financial resources 

èDo not make operations which can affect this ratio 

ü Non compliance with ratio B (during 4 weeks for example) 

èPrepare and approve a specific Contingency Liquidity Plan to overcome the problem 
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Liquidity risk 

• Contingency plans for managing shortage of funds 

ü Plan to mitigate possible problems that could affect negatively the liquidity 

position of the MFI 

ü The plan must have at least the following: possible events (analysis of the 

worst scenario), occurrence probability, impact and mitigations or plans. 
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Quizz! 
 

 

 
 



Quizz! 

• Question 1: Below is a list of ratios used to analyze MFI operations. 

Identify the ratios that measure liquidity: 

ü a) Loan Loss Provision Ratio 

ü b) Net Financial Margin 

ü c) Cash Position Indicator 

ü d) Donations and Grant Ratio 

ü e) Cash Reserve Ratio 

     Choose: 

ü A) c) 

ü B) b) and e) 

ü C) c) and e) 

ü D) a), b), c) and e) 
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• Answer: C) 



Quizz! 

• Question 2: The current ratio is a common liquidity ratio used by 
commercial banks. 

ü A) True  

ü B) False 
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• Answer: A) 

• Question 3:Which of the following statements about ratios if false? 

ü A) Ratios are easy to compute and generally have limited data requirements. 

ü B) Ratios allow meaningful comparisons across different MFIs. 

ü C) Ratios give clear indications about future developments. 

ü D) Ratios are often used by external analysts. 

• Answer: C) 

 



• Question 4: The current ratio is not a useful liquidity indicator for financial 

institutions, because 

ü A) the data might not always be current  

ü B) current assets include short-term loans  

ü C) current assets do not include short-term investments  

Quizz! 
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• Answer: B) 

• Question 5: The cash ratio is defined as: 

ü A) Cash Assets / Current Liabilities 

ü B) Liquid Assets / Net Loans  

ü C) Cash Assets / Current Assets  

• Answer: A) 



Market risk 
 

 

 
 



Market risk / definition 

• Market risk is the risk of negative changes in the value 

of the assets and liabilities of the MFI following  to a 

change in market prices or rates  
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Market risk  

• Interest rate risk: 

ü Risk of negative changes in the value of assets and liabilities due to a change 

of market interest rate  

ü Overall the risk is higher for MFIs that issue long-term loans with fixed interest 

rates and access to commercial short-term borrowings normally with floating 

interest rates (LIBOR+) 
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• Foreign currency rate: 

ü Currency risk occurs when there are assets and liabilities denominated in 

different currencies, exposing the MFI to exchange rate fluctuations that could 

produce losses or gains. 

ü Three types of currency fluctuations : 

– Depreciation: it is a gradual reduction of a currency value compared to another 

currency 

– Devaluation: it is the sharp drop of a currency value compared to another currency  

– Appreciation: it is the gradual increase of a currency value compared to another 

currency 

 

Market risk  
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Market risk  

• Commodity prices: 

ü Commodity risk refers to the uncertainties of future market values and of the 

size of the future income, caused by the fluctuation in the prices of 

commodities. These commodities may be grains, metals, gas, electricity, etc.  
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Market risk 

• Severity 

It is defined as the maximum expected loss in a given time horizon and  

confidence interval. There are 2 calculation methods: parametric simulation 

and historical simulation 

 

• Tools: 

ü Gap analysis 

ü Stress testing 

ü Sensitivity analysis  
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Market risk 

• Tools: 

ü Portfolio, position, currency and other limits 

ü Mark-to-market revaluation 

ü Permissible activity and hedging 

ü VaR 
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Market risk  

è Interest rate 

 

• Below are two common approaches to interest rate risk management 

among financial institutions: 

ü To reduce the mismatch between short-term variable rate liabilities (e.g. 

savings deposits) and long-term fixed rate loans, managers may refinance 

some of the short-term borrowings with long-term fixed rate borrowings. This 

might include offering one and two-year term deposits as a product and 

borrowing five to 10 year funds from other sources. Such a step reduces 

interest rate risk and liquidity risk, even if the MFI pays a slightly higher rate on 

those funding sources. 

ü To boost profitability, MFIs may purposely “mismatch” assets and liabilities in 

anticipation of changes in interest rates. If the asset liability managers think 

interest rates will fall in the near future, they may decide to make more long 

term loans at existing fixed rates, and shorten the term of the MFI’s liabilities. 
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Market risk  

è Foreign exchange rate 

 

• However the MFI needs to watch closely terms of contracts in which for 

example funds are provided in a foreign currency rather than in the local 

one.  

 

• An MFI should avoid funding the loan portfolio with foreign currency 

unless it can match its foreign liabilities with foreign assets of equivalent 

duration and maturity. 

 

• Some MFIs have used interest rates swaps or futures contracts to “lock-in” 

a certain exchange rate, which protects the MFI from uncertainty. 
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Strategic risk 
 

 

 
 



Strategic risk / definition 

• Strategic risk is the current or prospective risk to 

earnings and capital arising from changes in the 

business environment and from adverse business 

decisions, improper implementation of decisions or 

lack of responsiveness to changes in the business 

environment 
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Strategic risk  

• Growth risk 

Strategy defined by management with: 

ü Unrealistic growth perspective 

ü Saving and credit products not fitting needs 

ü Insufficient communication of vision, strategy, values and 

goals  

 

• Risk of mission drift 

ü Social vs. financial objectives 

ü Failing to balance the dual mission so that the MFI:  

– provides appropriate financial services to large volumes of 

low-income persons to improve their welfare (social 

mission) 

– provides those services in a financially viable manner 

(commercial mission) 
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Strategic risk  

• Governance risk 

ü Governance is the process by which a board of directors, through 

management, guides an institution in fulfilling its corporate mission and 

protects its assets. 

ü Governance risk is the risk of having an inadequate structure or body to make 

effective decisions 

 

• Management risk 

Shortcomings in management of operations e.g. 

ü Lack of leadership or integrity 

ü Lack of risk-awareness 

ü Operational management not involved in day-to-day operations 
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Strategic risk  

• Competence risk 

Lack of knowledge, willingness and ability on the part of staff e.g. 

ü Inadequate availability of competent personnel 

ü Deficient staff skills 

ü Difficulty attracting necessary talent 

ü Lack of knowledge about applicable internal or external rules and regulations 

 

• Staffing risk 

Insufficient staff to properly carry out tasks e.g. 

ü Understaffed 

ü High workload 

ü Insufficient planning and resource allocation 

ü Unfavourable age structure 

ü Dependence of key personnel i.e. dependence on personnel possessing unique 

skills, customer contacts, etc. and who cannot be rapidly replaced    
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Strategic risk  

• Reputational risk: 

ü Bad perception of management strength and corporate culture 

ü Reputation risk refers to the risk to earnings or capital arising from negative 
public opinion, which may affect an MFI’s ability to sell products and services 
or its access to capital or cash funds. 

 

• Technology risk: 

ü Inadequate IT system and other technologies 

 

• Dependency risk: 

ü MFIs that rely on strategic, financial, and operational support from 
international organizations are at risk because the longer those links continue, 
the harder it is to break them 

ü Yet no one should be under the illusion that those links can continue 
indefinitely.  
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Strategic risk  

• Competition risk: 

ü Growing level of competition in the market 

as the industry matures over time 

ü Although some early entrants have 

consolidated their position in the market 

and continue as market leaders, they have 

lost their near-monopoly position to new 

players. 
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Strategic risk 

• Difficult to assess! 

 

• Probability: continuous risk! 

 

• Severity: maximum! 
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Strategic risk 

• Growth risk 

ü Budget and reporting: 

– Need for annual budget on balance sheet, P&L, cash-flow statement and other key 

indicators 

– Monthly or quarterly reporting to follow-up significant variances vs. budget and 

trends 

– Analysis and actions must be taken by the top management 
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Strategic risk 

• Risk of mission drift 

ü Social rating: 

– Provides an opinion on the capacity of an MFI to put its social mission into practice 

and to achieve its social goals.  

– It is based on an in depth analysis of an MFI social performance management system 

and an evaluation of its results (output) 

– Social rating does not measure impact; rather, it analyzes the objectives, systems and 

results of the MFI, before the impact that these may have on clients. 

ü Impact study: 

– An impact study measures the change in the living conditions of one population due 

to the action of an MFI. 

– Poverty level of clients is periodically assessed through poverty assessment tools (PPI, 

etc.). Ideally, the tool should be applied to all entering clients and also to the clients 

who exit.  

 

• HR risk 

ü Annual assessment (actual work performed vs. objectives) 
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Strategic risk 

• Reputational risk: 

ü Clients satisfaction should be systematically assessed (possibly every 

semester/year) with clients satisfaction surveys (questionnaire, focus group, 

etc.) 

ü Financial analysis of trends on savings and credit, in order to identify a possible 

distrust from the clients 

ü Follow-up of medias, conference, meeting with stakeholders 

 

• Technology risk: 

ü Audit performed by external and/or internal audit 

 

• Competition risk: 

ü Follow-up of microfinance news through medias, conferences, meetings 
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Strategic risk  

• Growth risk 

ü Business Plan: 

– Document that describes an organization's current status and plans for several 

years into the future.  

– It generally projects opportunities and maps the financial, operations, marketing 

and organizational strategies that will enable the organization to achieve its goals.  

– A good plan incorporates financial models that allow managers to evaluate the 

financial implications of their decisions and of changing conditions. 

ü Budget and reporting 

 

• Risk of mission drift: 

ü Following results of social rating and impact study, management takes actions 

if needed. 
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Strategic risk  

• Governance risk: 

ü Training to be conducted on complex matters 

ü Effective governance requires clear lines of authority for the board and 

management. The board should have a clear understanding of its mandate, 

including its duties of care, loyalty and obedience 

ü To govern and provide good oversight of the institution, board members must 

have the right information and review it frequently and on a timely basis: 

– Portfolio report 

– Balance sheet and income statement 

– Cash flow 

– Internal audit reports 

– Others: loan product performance reports, strategic plans, external audit reports, 

market share information, social impact studies, and marketing plans. 
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Strategic risk  

• HR risk: 

ü Efficient hiring process (assessment of skills and motivation) 

ü Training 

ü Motivation and reward system 

ü Disciplinary measures and sanctions  

ü Internal rules, communicated to the staff 

ü HR procedures to be followed 

 

• Reputational risk: 

ü Claims department, to address claims received from the clients 

ü Communication by governance and top management 

ü Good risk management and anticipation 

ü Transparency 
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Strategic risk  

• Technology risk: 

ü Decision to renew or change technology 

ü Advised by external experts 

 

• Dependency risk: 

ü Knowledge management 

ü Training  

 

• Competition risk: 

ü Transparency  

ü To be above any reproach! 
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Case study! 
 

 

 
 



Case study! 

• Take time to read the case “Andhra Pradesh microfinance crisis of 2010”. 

 

• Discuss with your team to understand: 

ü Which risks did the MFI face? 

ü What would have been your solutions to manage those risks? Please present 

for each risk identified the actions you would have led. 

 

• You have 30 minutes! 

172 



Operational risk 
 

 

 
 



Operational risk / definition 

• Operational risk is the risk of loss resulting from inadequate 

or failed internal processes, people, systems, and from 

external events 

 

• Operational risk arises from human or computer error 

within daily product delivery and services. It transcends  all 

divisions and products of a financial institution. This risk 

includes the potential that operational problems, 

insufficient human resources, or breaches of integrity (i.e. 

fraud) will result in unexpected losses. 
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• This risk is a function of internal controls, information systems, employee 

integrity, and operating processes. 

 

• It also includes other categories such as fraud risks, legal risks, physical or 

environmental risks. 

 

 



Operational risk  

• The following lists the official Basel II defined event types with some 
examples for each category: 

ü Internal Fraud - misappropriation of assets, tax evasion, intentional 
mismarking of positions, bribery 

ü External Fraud- theft of information, hacking damage, third-party theft and 
forgery 

ü Employment Practices and Workplace Safety - discrimination, workers 
compensation, employee health and safety 

ü Clients, Products, & Business Practice- market manipulation, antitrust, 
improper trade, product defects, fiduciary breaches, account churning 

ü Damage to Physical Assets - natural disasters, terrorism, vandalism 

ü Business Disruption & Systems Failures - utility disruptions, software failures, 
hardware failures,technology malfunctions or breaks down. 

ü Execution, Delivery, & Process Management - data entry errors, accounting 
errors, failed mandatory reporting (Regulator and compliance risk), negligent 
loss of client assets 
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Operational risk  

• Fraud risk: 

ü Also referred to as integrity risk, fraud risk is the risk of loss of earnings or 

capital as a result of intentional deception by an employee or client. The most 

common type of fraud in an MFI is the direct theft of funds by loan officers or 

other branch staff. 

ü Other forms of fraudulent activities include the creation of misleading 

financial statements, bribes, kickbacks, and phantom loans. 

ü Includes fraud on security system: unauthorized access  and use of 

information from the IT system, malicious manipulation, damage or deletion 

of data 

 

• Employee and safety: 

ü Attitude towards employee: losses caused by violation of labour law provision 

ü Security of work environment: failure to apply laws and regulations governing 

health care and social welfare 

ü Diversities and discrimination 
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Operational risk  

• Clients, products and business practice: 

ü Propriety, transparency and  confidentiality 

ü Inappropriate business or market practice (ex: engaging in unlicensed 

activities) 

ü Errors in product and services (ex: errors in contracts) 

ü Selection, sponsoring and client exposure 

 

• Damages caused to fixed property: 

ü Natural disasters (including human losses) 

ü Political and legal risks 

 

• Business Disruption & Systems Failures: 

ü Inefficiency or poor functioning or fall of the IT system 

ü Unavailability of providers 
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Operational risk  

• Execution, Delivery, & Process Management: 

ü Process management, coverage and execution of transactions 

ü Monitoring and reporting (to the national / central ban for ex.): compliance 

risk 

ü Suppliers/outsourcing: deficiencies in external suppliers, collaboration 

partners or other parties leading to disruption in or poor quality of our 

business operations due to the suppliers/external parties not fulfilling their 

undertakings or exceeding their authority . 
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Operational risk  

• Overview of business line and risk event : 
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Business line Risk Event

Corporate Finance Internal  fraud

Trading & sales External fraud

Retail banking  Employment practices and work-place safety

Commercial banking  Clients, products and business practice

Payment & settlement Damage to physical assets

Agency services  Business disruption and system failures

Asset Management Execution, delivery and process management

Retail Brokerage 



Operational risk  

• Probability 

ü Depends on the risk. Incidents should be reported in order to get historical data 

and assess the frequency (ex: power cut, robbery, etc.) 

 

 

 

 

 

 

 

 

• Severity 

ü The MFI should also report in the historical database the cost of the damage .   
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Operational risk  

• Database to record incidents, what events caused operational risks and 

losses, and how problems were addressed 

 

 

 

 

 

 

 

 

• Internal audit with audit reports 

 

• External audit with assessment of internal control  effectiveness 
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Operational risk  

• Action plan following internal audit report 

 

• Internal controls  

 

• Policies and procedures manuals (for example: reporting process, IT, 

accounting, internal control, etc.) 

 

• Insurance 
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Operational risk  

• Questions to be asked by the MFI regarding internal fraud 

1.  How does the MFI screen applicants to hire individuals who are honest and 

well-motivated?   

2.  How does the MFI orient new employees into a culture of honesty and zero-

tolerance for fraud?   

3. How does the MFI design disciplinary action and policies for staff fraud and 

dishonesty?   

4. How does the MFI design termination policies for staff fraud or dishonesty? 

 How does an MFI develop non-financial incentives for good performance? 

Are they more effective than financial incentives?   

5. How does the MFI develop financial incentives for good performance?  

6. How does the MFI communicate and prevent moral hazard after staff fraud 
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Workshop! 
 

 

 
 



Workshop! 

• Each receives a scenario detailing an operational problem that has just 

occurred in a branch or at the headquarters 

 

• Present an action plan to solve efficiently the problem: 

ü Identify people involved  

ü Detail the different steps 

ü Consider costs of the action 

ü Present time needed to go back to normal 

 

• You have 30 minutes to present the action plan on a paper sheet from the 

paper-board! 
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Tools 
 

 

 
 



Tools 

• Risk Management Framework 

• It is a description of an organizational specific set of 

functional activities and associated definitions that 

define the risk management system in an organization 

and the relationship to the risk management 

organizational system.  
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• A risk management framework defines the processes and the order and 

timing of processes that will be used to manage risks.  

• A good risk management framework should enhance and improve risk 

management by: 

ü Making it more transparent and understandable to stakeholders, 

ü Making its processes more efficient, and 

ü Allowing for cross fertilization of risk controls, risk estimation, risk assessment 

from others because of standardization of terms, processes, tools, etc. 



Tools 

• Examples of risk management framework: 
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n°1 n°2 



Tools 

• Examples of risk management framework: 
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n°3 n°4 



Tools 

• Risk mapping 

Generally together with assessment of the risks 
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Tools 

• It can be very precise assessment with statistical data, scenarios or simulation, 

but may be limited by the lack of information / system information. Below is 

an illustration of credit risk assessment (scoring) workflow: 
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Tools 

• Example of integrated software (RWA estimation): 
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Tools 

• Example of integrated software (IRB parameter estimation): 
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Tools 

• Example of integrated software (Stress testing computation): 
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Tools 

• Example of integrated software (Operational loss): 
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Tools 

• You may also assess risks by relative significance: 

ü With codes in order to rank your risks with a rating 
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Tools 

• You may also assess risks by relative significance: 

ü With levels that will classify your risks  
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Qualitative Opportunities Analysis Matrix – Level of Opportunities 

Likelihood 

Positive Consequences 

Insignificant 

1 

Minor 

2 

Moderate 

3 

Major 

4 

Outstanding 

5 

Almost certain M S S H H 

Likely M M S S H 

Moderate L M M S S 

Unlikely L L M M S 

Rare L L L M M  

Legend: 

H HS Significant opportunity: senior management attention needed 

M Moderate opportunity: management responsibility must be specified 

L Low opportunity: manage by routine procedures 

n°1 

n°2 

n°3 



Tools 

• Risk report 

è Can be reviewed through executive committee and / or by the board of 
directors  

è Can be monthly or quarterly 

 

Example of report (LAPO bank, Nigeria): 

ü Matters arising 

ü Credit risk indicators: 

– PAR compared to defined threshold / budget 

– PAR compared to previous year 

– Loan portfolio concentration 

ü Liquidity risk indicators 

ü Legal risk 

ü Reputational risk 

ü Operational risk 
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Tools 

• Risk report 

Example of report (LAPO bank, Nigeria): 

ü Operational risk: Fraud and malpractices report 

 

 

ü Market and strategy risk 

ü Other matters 

 

• Internal audit 
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Tools 

• Example of integrated software (Loan approval through scoring): identification 
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Tools 

• Example of integrated software (Loan approval through scoring): identification 
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Tools 

• Example of integrated software (Loan approval through scoring): scoring 

 

202 

Identification Assessment Monitoring Treatment 



Tools 

• MFIs can write the following manuals to present their policies and 

procedures about the different risks: 

ü Risk management policy 

ü Risk management procedures 

ü Anti-money laundering policy 

ü Anti-money laundering procedures 

ü Business continuity plan 

ü Disaster recovery plan 

ü Emergency succession plan 
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Conclusion 
 

 

 
 



Open discussion about what 

you can do on risk 

management 
 

 

 
 



Risk management implementation 

• What can you implemente right now? 

 

• What can you implemente within 1 month? 

 

• What can you implemente within 6 months? 

 

• What are the best practices that you noticed? 

 

• What do you find useful for you own risk management? 
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Risk management implementation 

• You can organize a training session in your institution, using this one to 

present all kinds of risks and how to address them 

 

• You can set up a risk committee within the institution… 

 

• You can set up an implementation calendar with the steps and priorities.. 

 

• You need to assess the cost of implementation (internal and/or external 

resources)  ?  

 

• You need to communicate your risk management culture and your actions 

through events and/or training sessions 
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Conclusion 

• Questions 

 

• Comments 

 

• Evaluation forms 
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Conclusion 
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