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Abstract

The Basel, the new accord on banking regulationsampervision covers the risk of capital and credk.
Basel Il covers the additional risk of market whimbmpletes the first and second pillars. It inchidee
disclosure of basic information to its market pap@nts. This information is a sum of risks thatitution
has to face, capital risk exposure, risk assessprecess, capital adequacy of the bank, the teaksitp
account fall the risks. The aim of the study wagmplement Basel Il in microfinance sector of Pkis
The study is unique because it is never analyzéardoén microfinance sector of Pakistan. The dis@us
method was used for results and results of theyssimws that new accord will definitely help the
managers and practitioners to evaluate the perfoceaef this sector.
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1. Introduction
1.1 BASEL Il

The first international accord on banking regulatemd supervision Basel | was published in 198& Th
purpose of Basel | was to establish a direct lietodeen capital of a bank and its credit risk. Adaog to this

a bank must have high level of capital equalsadigh credit risks level. But the risk identifibg Basel |
does not express the multiple risks that can bedféy banks. That's why while developing Basekl Basel
committee considered the failures of internatidraalks in developed countrigsnrique & Sergio, 2006)n
2004, the Basel Il accord was signed, seeking tore risk assessment, provide incentives for begk
management, and substantially increase the tramspaof bank operations.

The objective of Basel Il was to strengthen thensimess and stability of the international bankiystesm
and to therefore maintain at least the currentllefeapital in the system while enhancing competit
equality and to introduce a more risk sensitiveneavork that closely aligns internal economic cdpiti¢h
regulatory capitdBasel Committee on Banking Supervision, June 200" Committee believes that the
revised framework will promote the adoption of sger risk management practices by the banking
industry, and views this as one of its major bdaéfi the internationally operating banks

There are three pillars in the Basel Il. The Hrilar provides the determination of minimum anigjiele
capital that is required to overcome and calcudaf@tal charges in the area of three kinds of isédit risk,
market risk and operation risk. The standard apgrimallowed as well as Basel committee expeatkdto
create their own techniques like IRB and AIRB to@mt fall their internal risk. The Second Pillgates the
supervisory review process, designed to ensurétret has a strategy and assessment processdapital
adequacy and supervisors have reviewed the baagitatadequacy and assessment strategy, makeeit su
that the bank has the ability to maintain its mimimcapital requirement and the eligible capitabiesment
must not fall below to support the risk charactassof a particular bank. The Third Pillar complkethe first
and second pillars. It includes the disclosureadidinformation to its market participants. Thiformation
is a sum of risks that institution has to face,jtedpisk exposure, risk assessment process, ¢apgieguacy of
the bank, the techniques to account fall the righkabert Edwards, 2004)

1.2 MICROFINANCE
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Half of the six billion population of World close three billion people have not more than 2 dollaceme

a day. And within this poor part of the populatimme of the five children never see i rth year (WDI,
2010). To increase development of the world theté¢hiNations boost international development, the
countries of the World gathered at United Nations &N develop Millennium Development Goals to
alleviate poverty from all around the globe up @412. After that number of countries held an Intéorel
Conference for Financing International DevelopmentMonterrey, Mexico to create action plans and
implementation of Millennium Development Goals lennium Development Goals will prove difficult
to achieve. In that regard, microfinance is a fasfrfinancial development that has as its primanmy ai
poverty alleviation. According to oxford dictionamjicrofinance defines as:

“a world in which as many poor and near-poor houslels as possible have permanent access to
an appropriate range of high quality financial sies, including not just credit but also savings,
insurance, and fund transfers.”

Micro credit, lending small sums to poor or neaophouseholds, achieved prominence in the 1980s,
thanks to innovative programs such as the Grameak,Baunched by Mohammed Yunus, and enthusiastic
support from government officials, including Presit Clinton Michael S. Barr, 2006 Microfinance
eradicates poverty and supports poor by lendinglssm@ounts and micro crediting. Microfinance is not
only lending small amounts as it is perceived;lsbancludes insurances transactional servicesnanst
important savings. Now there are two ways for Hastor of economy, whether to charge high intenagst

to sustain and work efficiently or provide loanslow rates and continue to helps poor communitiéisen

we see the last thirty year track record of miénarfice institutions, they have done a magnificeotkwn
alleviating poverty and root it out from a numbéisocieties like Bangladesh. The microfinance sujgab
communities have a remarkable increase in housshaltbme, increase in savings and rapid developmen
in education and health sectors. Another non-firdrenefit of microfinance is that it empowers wam
and other minorities in a society. It is said taitro finance smoothens the consumption pattern of
individuals.

2. Microfinance in Pakistan

Microfinance is still new concept in Pakistan anot memained the area of research. Pakistan is a
developing country with population of 170.6 millidBDP growth rate was 2.00% in 2010 which is fasle
then 9.0% in 2005. Unemployment rate of Pakistalbi¥% and literacy rate is 54.2% (163). 32.6% people
of Pakistan are living under the poverty line. BkBtan the micro financing was started in 1982 Véry
first microfinance institute in Pakistan is Oramjiot project in Karachi and then Aga khan rurgbsort
program (AKRSP)YWorld Bank Report on ‘Performance and Transpare#cygurvey of microfinance in
South Asia’ Page No. 678y 1990’s many NGO's started their operations inrofinance sector across the
country. In 1996 Kashf foundation has started itrkwvto provide microfinance facilities all over the
country. In Pervaiz Musharaf’s era (1999 to 200®& government launched many programs to alleviate
poverty and enhanced and supports micro financganktall across the country. Pakistan governmest ha
established Pakistan Poverty Alleviation Fund (PPA#h the help of World Bank in the year of 200he
second step taken by government was the establighofidKhushhali Bank which offers several micro
finance products like house financing, car loaeasing, insurance and personal loans. As ratetwfnrées
much higher in micro financing that is why a goadnber of people shown their interest in investimgirt
money in micro financingKhushhali Bank’s annual report 200Mlow there are 9 microfinance banks in
Pakistan:

* NRSP

* The First Micro Finance Bank Limited
» Khushali Bank Limited

» Karakuram Bank
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* Network Micro Finance Bank

« Pak Oman Micro Finance Bank

* Rozgar Micro Finance Bank, Karachi
» Tameer Microfinance Bank Limited
 Kashf Microfinance Bank Limited

In Pakistan there are problems such as defauls tht, in some instances, are too high, and tiseae
general need for greater transparency regarding fmaformance and credit risk, which microfinance
organizations face in this country. Our focus selhere, however; | want to look at how microfiracan
contribute more broadly to financial developmentPiakistan. Basel I, the new accord of capitaihas
adopted in microfinance sector in Pakistan yet. Tiin pillar of Basel Il is the capital adequacy
requirement for internal rating based (IRB) riskccording to IRB, the banks are required to hawe th
capital against the estimated risk of crd@8€CB 2003).The main problem of Basel Il Capital Adequacy
Requirement (CAR) is that it is unable to controtise of business cycle fluctuations (Karunas@©g8)2
According to Capital requirement banks have toimetaore capital than they have before to avoidrisie

of loss when the default of the clients is incregsand the microfinance institutions are unablgite
more credit and the cost of retaining capital witlrease than its profit.

3. RisksAssociated to MFIsin Pakistan
3.1 Credit Risk

Credit risk is the most significant risk in micneéince sector. It is a risk that the money a MFijales is
not coming back and the clients may default. Whengkiere’s an extending of loan to a client, a risk
evolves i.e. risk of being not able to recoveld@n due to incapability of the client to pay balkk money

it borrowed, this is the credit risk. Credit Riskdirectly related to portfolios of a MFI. It becesaxmore
risky for a MFI as it provides unsecured loans. Mptovide loans to their clients without any cadlal. So
they don’t have any asset to meet their lossease of default.

In context to Pakistan the MFSI have to deal wittager credit risk as they deal with mostly cliemasing
lower literacy and poor financial position. As M§énerate their earnings through investing in pbogo
with clients savings and donors that trust MFI. Tiek is that MFIs wouldn't be able to fund their
portfolios if their clients become defaulter. Asesult they will not able to meet their obligaticenrsd loose
not only their principle amount but the confideméehe donors and the depositors also.

In Pakistan MFIs can not remain too much consergati the process of funding as they wouldn't ble ab
to run their cycle and it will restrict their growtThey also can not act exhilarated as it willagate more
losses for their organization and increase theafskefaulting. Hence Microfinance institutionsPakistan
have to establish an effective risk managemenesysto they can achieve a sustainable growth without
getting involved in higher risk.

Credit risk evolves from internal factors as wedl external factors broadly can be divided into two
categories:Transaction Riskassociated to the individual borrower. When a dwer takes loan and is
incapable of repaying iRortfolio Riskis associated with a loss in a portfolio. Portfoisk may results due
to the external factors like economical, politicammunal and specific to a particular industry.

3.2 Operational Risk

Its is defined as the risk that evolves due torimakefactors such as incapability of the persomnghe
system, lack of technology also the external facsuch as natural disasters. Basel Committee okifigan
Supervision defines operational risk as “the rifHicect or indirect loss resulting from inadequatdailed
internal processes, people and systems or fronrrettevents” (International Convergence of Capital
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Measurement and Capital Standard, 2005).

In 2000’s after the IT revolution in Pakistan, noiftnance sector is also influenced by the techriokdg
changes in banking sector. Uses of computers, advaoftware, automated teller machines, biometric
devices and microchip cards are used in today'samobdanking system as well as in MFIs.

High reliance on advance technology and low hunmaaraction lead to high operational risk. Weak
internal control system, weak business and huntdinseslso enhance the operational risk.

In case of Pakistan inadequacy of internal prodead to weak internal controls. There are no set of
parameter and regulations for internal control eachpliance programs in MFIs. In Pakistan thererare
standard policies for record keeping and reporiimfgrmation. Weak internal process for daily bases
transactions, cash distributions, collections aaddting are also disqualifications of MFIs in P&kis
Lack of internal controls results in fraud, errargl corruption. These all faults lead operatioadglifes and
finally results in management failure. One very artpnt thing is that the operational risk is notibded by
only one department its cross departmental i.e.amrasource, technology etc.

Human resource factor as seen in recent years iaegems now believe to invest in HR factor in artie
generate good work force, companies are now runpiograms like mentoring, career development,
employee retention programs etc. which thus resuitghly loyal and skilled work force.

overcome by managing properly the internal managersgstems which include cash planning, cash
handling, disbursement procedures, internal cheaksnitoring and audits.

3.3 Market Risk

The risk that occurs due to the rise and fall i itrarket or due to thdissemblancén assets and liabilities
of the organization. With the growth in MFIs in Psikn, composition of their assets and liabiliieslso
growing, that increases the market risk. Most ingoaty operating in a country like Pakistan, where
markets rapidly change due to political, sociatdes and international market fluctuations, thisreases
the market risk of MFIs operating in Pakistan.

4. Implementing Basel 11 on MFls

In above section we have discussed the risks ateddio MFIs in Pakistan. Basel Il provides an #&né
solution to cover all these risks on institutiotealel and sector level. The question is how thrilarp of
the new accord covers these risk?

4.1 Pillar |

First aspect of new Accord is the standardized @ggr which is more clarified version of Basel |teXf
making improvements the standardized approach ise nstmple and easy to apply that it can be
implemented in most of the developing countriesPhakistan MFIs can follow the approach in order to
apply the Basel Il. There is a theory that unretgadorrowers of MFIs are intended to require théid%
capital. The new accord supports MFIs to reduceér tregulatory capital as compare to Basel | as
micro-finance portfolios are granular. So accordioghew accord MFIs are posed to be less risk taten
(Kathryn Imboden, 2005). For this reason the capéquired in the relation of credit risk can bevéy in
case of regulated MFIs. However, capital requiresemder Pillar 1 will most likely not be lower for
several reasons. First point is that supervisoryhaities should assign higher risk weights to
micro-finance. For any kind of risk authorities magsign more risk weights, like 75% to microfinanke
determined in Basel committee member countries theights may assigned on the basis of past
experiences and domestic market practices. An itapbpoint to discuss here is the strong tracknsod

the MFI's while there is a perception of highekria field of microfinance in Pakistan. MFI's stilidn’t
provide any answer to the question about actuaktracord in developing countries as opposed to the
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perception of higher risk. The risk can not alwpgsceive on the basis of past experiences and teackd
of financial institutions. Although there is a stgppast record of micro financing in developing imies
but in Pakistan there still exists a higher ridlated to credit which should be backed by a highagulatory
capital. So supervisory authorities may recogrizbdat management of microfinance should be supedvi
under the new accord.

Second point to describe is that the capital adgguatio for all the financial sector or specifigal
microfinance sector should be considered by superyiauthority itself.

As operations and processes of a MFI play an inapbntole in its growth and to merge into financial
markets. Adding operational risk to regulatory talpiequirements increase cost for operational aisét
might offset any capital savings on credit risk.tB® capital requirement for operational risk is #ssential

part of Basel Il accord. Third kind of risk thatll&i 1 covers is market risk. By adding market riek
regulatory capital requirement, institution can a@béo what extent it is integrated in financial kets.
Market risk is about the adverse price movementh €15 interest rates and exchange rates. CAR is an
important approach to cover issues related to maike

4.2 Pillar 1l

It involves the supervisory review practices. Incddeakistan supervisory control is the core issuéfbls.
Microfinance sector of Pakistan must have to ireeeand improve the expertise and supervisory review
process. Supervisors should review and evaluatiebariernal capital adequacy assessments an@égieat

as well as their ability to monitor and ensure ttegimpliance with regulatory capital ratios. Supsovs
should take appropriate action if they are notsfiatl with results of the process. Supervisors khseek to
intervene at an early stage to prevent capital ffalfimg below the minimum level required to supipthe

risk characteristics of a particular bank and stioeijuire rapid remedial action if capital is naimained or
restored. For a good supervisory control in fiefdhocrofinance, a good understanding of microfirenc
issues and SME sector of Pakistan is required.

4.3 Pillar 1l

It is a complement to Pillar | & Il and its purpoiseto encourage market discipline by developirggtof
disclosure requirements which will allow markettgd@pants to assess key pieces of information qitaha
risk exposure, risk assessment process and capiggluacy of the bank. This process is determinetidoy
disclosure of institutions financial and operatiomaformation accurately and timely. Financial and
operational disclosure and accountability is the &ement to build strong microfinance sector. Riial
information disclosure is a step to create and awprthe efficiency of internal operations and ereatie
creditability of institutions in financial markefgathryn Imboden, 2005).

Implementing and accepting the overall principlesl abjectives behind these three pillars means an
integrated risk assessment and control system ils MAPakistan.

In sum, microfinance sector is more attractiveifoplementing Basel Il than other financial institunis in
Pakistan for several reasons: (1) supervisory fmetin microfinance sector of Pakistan are unscamt
sluggish, 2) High credit risks in microfinance secbf Pakistan, and (3) the restrictions by comnatrc
investors and lenders to MFIs’ lending has limitieeir ability to leverage themselves.

While applying Basel Il in Pakistan, it would bedacision of the central supervisory authoritiegtia
country. It is the decision of supervisors to inmpént Basel Il on the entire MFIs sector or they choose
specific MFIs in the country.  As explained irsfipart of the article Basel Il not only providesrplex
calculations to avoid risks but also provide a fearark for a better supervisory control.

In countries where Basel Il is applied, a group ghiat the capital requirement will be crippled ahd
other group of analysts notifies an excessive as®en current capital requirement in developingntoes,
keeping in mind that institutions should hold arprypriate capital to back the higher risk. Capital
requirement for G-10 countries are estimated irserd®y 11% and for other group of countries is iaseel
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by 12%, which shows not a statistically significadifference. In Pakistan the national authoritiagéhthe
obligation and assignment to implement the accofdFI’s sector and to analyze the possible outcoofies
the application of the accord to MFIs (Quantitatigact Study, 2003).

5. Conclusion

The impact of BASEL Il on microfinance sector ofki3éan is most importantly comes in form of good
governance and better supervision. Analysis shtwasdeveloping countries are not willing to implerhe
new accord but the emerging markets and developmgntries who said “yes” to new accord shown
significant and prominent improvements in areaisk based supervision and management culture. Now
first point is that the willingness of supervisotgntrol in Pakistan to implement the new accord in
microfinance sector. Second point is that superyisuthorities are willing to implement and adopt
BASEL Il principles on the entire microfinance smcbr on specific institutions in their jurisdictioThe
purpose and recommendation of Basel committee veastanapply new accord partially. Supervisory
authorities are advised to evaluate the pros and abthe new accord before adopting it for banldaegtor

in their country.

Basel Il depends on risk based supervision in fif@rinstitutions. The adequate capital requiremerder
pillar I is not the basic function of new accorcheTmost significant function is classified unddigpill
which is supervisory control. Basel Il providesiskrsensitive supervisory control. This can effalit
financial institutions in Pakistan including MFIsnda will improve their management policies and
techniques. Better supervision motivates more firroutreach. This will generate confidence andttin
investors and donors and increase in financial etarkegration of MFIs.

Working in a better risk sensitive environment ig@od thing and can result in consistent growth and
development. But implementing the new accord regoénts will not only increase the cost in form of
more regulatory capital but the most prominent é¢eghe administrative cost to improve and engage a
better supervisory review process and controls.I&®thie MFIs and regulatory authorities are adoptivey
Basel Il principles, it leads to increased admiaiste cost.

MFIs, Operating in Pakistan, are recommended td hwre capital that will increase their cost ofdan
they are generating from international lenders fididdle East, Gulf and other international insfibats.
New principles give access to micro finance initis to capital because of higher risk categaopafor
them as borrowers. It can decrease the internatiapétal inflows in Pakistan.

Apart from criticizing, looking at the bright sideew Basel accord can engage a risk based supenéai
better understanding and management of risk fage#ibls in Pakistan. Basel Il creates a risk based
supervision culture. By implementing Basel Il on BBHn Pakistan, it can help to improve the
understanding and awareness about microfinancersddte biases and errors can be removed with the
help of new accord. It is the duty of supervisanyharities to asses the timing and process of implging

it on national level.

In ending lines it should be clarify that the capadequacy is not the single and important faict@ase of
MFIs. There are other more important factors relateMFIs performance. Supervisory control anddrett
management are the more important factors for thésMBasel Il not only provides the basis for regoity
capital requirement but also provides a better &éaork for supervisory control and good management.
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