
MicroBanking Bulletin April 2011 Page 1 
  

 

 

 

 

 

 

 

In a comment to our post on cost and profitability in microfinance, John DeWit from SEF – ZAF raised 
the point that some MFIs may “charge high rates but...not make high returns because of large loan 
write-offs.” 

This presents a perfect opportunity to look at the interaction between risk, return and costs for MFIs in 
greater detail. The figure below shows at a glance that returns decrease when risk rises, but before 
looking at the data in more detail, we should look at how we measure "risk." 

 (Data from the same sample of over 7400 observations from 1750 institutions over 7 years used here.) 

What we talk about when we talk about risk... 
 
The primary behavior that we are concerned in terms of risk is when borrowers stop repaying their 
loans. This is one indicator of “poor quality micro-finance” - non-payment tells us that something is 
going wrong, although it may not always tell us exactly what. So how do we observe non-payment by 
borrowers through the lens of MFI financial statements?   
 
When a borrower stops payments, the MFI can generally do one of two things. 

1. They can keep the loan on their books and try to collect on the outstanding payments. In this 
case, the loan is delinquent but still registers in the portfolio. Delinquent loans are tracked in 
the portfolio-at-risk (PAR) ratios, depending on how long they have been in non-payment 
status. 

2. Or the MFI can decide that it cannot collect on the loan, and can write the loan off its books. In 
this  case,  the  loan  registers in the   write-off ratio and the loan portfolio is  reduced  by  the 
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remaining balance of the loan. (Occasionally, MFIs do collect repayments on loans that have 
already been written-off, but this is the exception rather than the rule.)  
 

These are mutually exclusive events at a single point in time – a loan cannot be simultaneously both on 
and off the books - but both reflect the same underlying behavior by borrowers. Consequently, we 
might expect PAR and write-offs to be inversely related for a single MFI - they can't do both at the 
same time. You can actually see this see-saw pattern fairly clearly in the data for SEF:  

 

  

Over the past few years, PAR >30 and write-off levels have varied between about 1 – 2 percent for SEF, 
and the average total tends to be around 3 percent. Therefore a rough way to capture all non-payment 
behavior would be to add together the PAR and write-off ratios. That should cover both cases of non-
payment – when the loans are kept on the books and when they are written off. [Fn1] 

Timing presents some additional challenges to interpret risk indicators though.  PAR and write-off 
ratios tell us about events that happened in the past. However, we don‟t always have good information 
on exactly when in the past these events occurred. Our signals for non-payment are received some 
time after the borrower actually stops payment on the loan.  
 
As noted above, when a borrower stops payment, the loan can either be put into delinquency or 
written-off. So a loan may be written off one day after repayment stopped or several years later. It is 
fairly common for MFIs to write loans off after one year of delinquency, but this is by no means 
universal. For example, the write-off policy from SEF – ZAF is to write delinquent loans off after three 
months: 

 

PAR ratios give us a little more information because they are based on an aging table that tells us how 
long ago the loan went into delinquency. You can see these aging tables on the MIX site if you expand 
the „delinquency‟ breakout for any MFI: 
 
 
 
 

http://www.mixmarket.org/node/2794/data/100096/calculation.portfolio_at_risk_30days%2Ccalculation.write_off_ratio/usd/2004-2008/
http://www.themix.org/publications/microbanking-bulletin/2011/04/risk-vs-return-mfis#Fn1
http://www.mixmarket.org/sites/default/files/SEF_AFS_-_Final_2009_0.pdf
http://www.mixmarket.org/mfi/sef-zaf/data
http://www.mixmarket.org/mfi/sef-zaf/data
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But beyond a certain point (generally one year is the maximum in the aging table), we‟re also left 
guessing as to how far in the past the non-payment behavior began. In addition, the portfolio-at-risk 
often contains a substantial portion of loans that have been renegotiated or restructured. This further 
disconnects the signal for non-payment from the underlying phenomena. (For an example, see the note 
here.) 
 
Risk vs. return 
 
Having gone through some of the issues with the indicators, we can still look at the relationship 
between risk and return for MFIs. The graphs below show the relationship between risk (PAR + write-
offs) and returns on assets for MFIs globally from 2003 to 2009. (Unlike the previous post, for these 
charts we‟ve kept the same set of about 180 institutions that have provided data for all years, since 
that makes changes over time easier to track and keeps the graphics more readable.) 
 

 
The next chart shows the same results grouped by country (for countries with three or more MFIs). 
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For MFIs and at the country level, there is a clear negative relationship between „risk‟ (or PAR > 30 
days + write-offs) and returns.   
 
This result should not be surprising. Write-offs are an expense that directly reduces the profit levels of 
an MFI. Delinquent portfolios do not directly increase expenses, but they do indirectly affect profits 
when MFIs increase the reserves or buffers held to cover losses in the portfolio. Both types of expenses 
– increases in reserves and write-offs – are captured in the provision for loan impairment / assets ratio. 
Consequently, this ratio is our best way to see the impact on revenues of non-payment. The graph at 
the start of the article shows this relationship between returns and risk-related expenses over time.  
 
However we look at it, the relationship between risk and return is most dramatic in 2009, as risk levels 
increased for MFIs worldwide. Consequently, we can attribute some of the declining returns for the 
past several years (as seen here) to increased losses due to higher risk levels. This addresses part of the 
question from John DeWit‟s comment.   
 
The second part of the question was on the relationship between high risk and high interest rates (or 
high costs to clients). Do MFIs that charge more for their services incur higher risk levels, and thus, 
lower profits? Here, the evidence is less clear. Based on the data posted above, it is not obviously the 
case that MFIs (or countries) with high yield levels have higher risk. If anything, the opposite appears to 
be true slightly more often. But we know there are many confounding factors at work here. It is hard to 
compare interest rates across countries and across MFIs with different product mixes. Interest rates can 
reflect institutional policies. We know that other factors, beyond price, drive high risk levels. We also 
do not have accounting relationships to draw the links for us between risks and profits (as we did with 
risk and return). We will look into our current knowledge on costs to clients and the relation to 
financial performance in future research though. 

Fn1: We say „rough‟ because write-off and PAR ratios are different types of indicators – PAR reflects 
data at a single point in time, and uses the outstanding gross loan portfolio as the denominator. Write-
offs are reflected over a period of time and the denominator is the average gross loan portfolio over 
that period. So these are not precisely comparable, but as a rough metric adding them can be useful. 

Fn2: Here is a little more detail: say we have 2 MFIs each with 100 loans out for $1 each, and both MFIs 
charge 10% on their loans. Say each MFI has one bad borrower who stops payment on their loan. For 
simplicity, let‟s assume the borrower never pays the MFIs back any principal or interest. (Given what 
we know about multiple lending, maybe this is actually the same person.) MFI 1 puts the bad loan into 
delinquency status, and keeps it there. The loan portfolio thus stays at $100, but PAR goes up and the 
yield goes down (since they have one non-accruing loan still on their books). MFI 2 has a different 
policy. They write the loan off immediately. Thus the loan portfolio drops to $99, and the write-off 
ratio goes to 1 percent while the PAR ratio stays at 0 percent. 

MFI 1 Beginning of period End of period 

Loan portfolio $100 $100 

PAR > 30 0 1% 

Write-off ratio 0 0 

Yield 10% 9.9% 

  

MFI 2 Beginning of period End of period 

Loan portfolio $100 $99 

PAR > 30 0 0 

Write-off ratio 0 ~1% 

Yield 10% 10% 

  

http://www.mixmarket.org/mfi/trends/calculation_usd.loan_loss_provision_expense_ratio/2005-2009
http://www.themix.org/publications/microbanking-bulletin/2011/03/myths-and-reality-cost-and-profitability-microfinance
http://www.mftransparency.org/pages/2011/03/28/mftransparency-v.-mix-market/
http://www.mftransparency.org/pages/2011/03/28/mftransparency-v.-mix-market/
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So both MFIs experience the same „level‟ of non-payment by borrowers – one bad loan apiece, at the 
same point in time. But because they have different ways of accounting for this, the ratios show up 
differently at the end of the period. If we pretend that these MFIs merged, we would then see one MFI 
that had 0.5 percent PAR > 30 and 0.5 percent write-off ratio (representing two „bad‟ loans) and a 
yield between 9 and 10 percent.   
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