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Preface

‘MymmmdpoupeopktnmmngmunmoMam»wnnmdﬂ
services. 1n 2004, the Consultative Group to Assist the Poor (CGAP) studied all
types of "alternative financial institutions’ dedicated to serving people not
pormally served by banks. It estimated that these institutions hell about £60
million small savings and loan accounts. However, when anly loans were
mmmamummmmmmmhmmma
much less impressive number compared to the millions that are estimated to
demand small loans (Christen, Rosenberg, and Jayadeva, 2004), This problem
exists in spite of the much acclalmed MICTOLBANCE IEvviution ia which
demmmmtImm)hmbmmw
¥ 10 setve the poor with non-collmeralized laans.

The poot in rural areas represent a particularly difficult target group to serve
even for MFIs because of the high operating costs of reaching dispersed
‘ and in making small loans to farmers with risky enterprises and
seasonal cash flows. Even though increased Jevels of competition are torciig
'mwupmmwmmmmmu,mmmmmpmMme
clients located in densely populated rural and peri-urban areas.

This book reports on the study of one important sirategy that innovative
financial institutions are pursuing to help meet the challenge of sustainably
serving additional poor clients in rural areas. This strategy involves the creation
'dunhpwmmmammmumdmwmwunummmmmh
‘which they expect to capture the comparative advantages that each possesses
In offering financial services. The premise Is that there aie natuial
mpkmenmiﬂubenuuddmummmmsmmtmmnon.mmmot
incentives and ability to enfotce contracts so that together two institutions will
e able to reduce costs and tisks in ways that each would be unable to accomplish
by itselt. The expected benefits include a more rapid expansion, a broades variety.
and a higher quality of products and services offered to clients.

An important strength of the research was that a common tesearch framework
“was used by the authors to study eleven linkage cases selected for study in
Africa, Asia and Latin America. Several of the findings were unexpected. For
example, in spite of the heavy involvement of donots in microfinance. most of
the linkages were driven more by market opportimnities than donot Interventions.
Most of the linkages were more oriented to credit than to other services.
Therefore, the most significant impact of these innovations has been to expand
the rural outreach of loans, rather than improvements in the variety or quality
of services offered. The country’™s economic and financial system affects the
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possibilities for establishing linkages, but the process has not been easy or
costless for any of the cases studied. The lessons extracted from these linkages
provide a rich variety of lessons for policy makers and donors, and for both
formal and informal intermediaries.

The general conclusion is that in fact formal and Informal tnstitutions do
have comparative advantages in supplying rural financial services, but tapping
these advantages has not been easy. The book provides further evidence in
support of the view that there is no simple silver bullet to solve the rural finance

challenge.

Richard L. Meyer
Professor Emeritus
The Ohlo State University
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with a "Double Bottom Line”: implications for the Future of Microfinance,’
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CHAPTER 1

Introduction: Linkages between formal and
informal financial institutions

Access to 4 broad range of rural financial services can have a significant lnspact
on people’s ability to weather economic shocks, make Irvestments amd bulld up
financial and physical assets. But, supplying financial services in rural areas
continues to be a formidable endeavour. Faced with high costs and risks of
doing business in harsh economic and physical environments, most financial
Institutions are reluctant to enter rural markets, In thelr ansence Intormal
Bnancial institutions emerge, but typically they are only able to offer a narrow
range of financial services in a small geographic area. Through strategic
partnering formal and Informal financial iInstitutions are finding new ways of
establishing a presence In rural markets. As the cases presented in this book
reveal, strategic partnerships and alliances allow them to surmount many of the
£ost and risk obstacles that preclude them from expanding financial services at
and bevond the rural market frontier.! However, although woniceptually valid,
establishing and maintaining such linkages in practice may be harder than it
looks.
In this book we examine eleven financial inkage cases from Africa, Asia and
Latin America. The cases were funded by the Ford Foundation with additional
contributions from the Food and Agriculture Organization (FAO) of the United

ations. Over a period of 18 months one country overview and 11 case studies
vere conducted from late 2004 to early 2006, The aim of the study was to
evaluate the degree to which financial linkages increase the supply of a broad
sange of financial services, not just credit, in rural areas. We defined a ‘financial
Jinkag 'uamutuallybmdkulmmgunmtbamn!onml(commcmnl.
e, apex banks, et¢) and semi and informal financial institutions (microfinance
astitutions, NGOs, credit cooperatives, village banks, self-help groups, etc.).
The linkages were considered successtul when based on market principles and
fesulting in sustainable expanded access to financial services for new segments
of the rural population not traditionally served, broadening the variety of
- products and services already offered and/or creating quality improvements of
current products through better terms and conditions.*

The rationale for linking is based on the premise that natural
amplementarities exist between the formal and informal financial sectors that.
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when joined, reduce the costs and risks in supplying services in rural areas. The
complementarities principle is detived from modem economic theory that
artempts to explain information, incentive and contract enforcement problems
of credit markets and how they result in a mismatch of resources and abilities
between formal and informal lenders (Ammendiriz de Aghlon and Morduch,
2005; Bell. 1990; Fuentes, 1996; and Varghese, 2005), On the one hand, formal
financial institutions have extensive infrastructures and systems, access to funds
and opportunities for portfolio diversification, permitting them to offer a wide
range of services. However they are usually at a distance from rural clients,
making obtaining adequate information and enforcing contracts difficult, In
contrast, informal financial institutions operate close to mral clients, possess
good information and enforcement mechanisms and are typically moree flexible
and innovative. However, constrained by regulation (e.g not suthorized to take
deposits) and a lack of resources and Infrastructure, Informal financial
inchitubions are anly able to offer 3 narrow range of services in a small geographic
area (Figure 1.1), In theory linkages between formal and informal financial
Institutions appear to have much potential in overcoming the persistent
difficulties in supplying rural financial services

A variety of Institutions exists to enable the transmisston of financial
infonmation and tansactions Johmson, 2005, According to Johnson all the
Institutions along this continuum represent “solutions’ to the problem of
financial intermediation - how to match the supply and demand of funds. Not
emly the institutione but the miationships between them as well are designed
to address Information asymmetries, resolve enforcement problems and reduce
the cost associated with the transaction. In essence, linkages afford the players,

Figure 1.1 Complementanties of formal and informal financial institubons
Source: Adapted from Pearce, 2003
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since the meaning of ‘formal’, “semiformal’ and ‘informal’ varies widely across
countries. In this way, it is helpful to think of linkages as mutually beneficial
parmerships between upstream (more formal) and downstream (less formal)
Institutions. This includes linkages between institutions that are more towards
the centre of the continuum, as well as those at the extreme ends.’

Using case studies we employed a common research framework to answer
the following questions below.

* What was the main motivation behind the development of the financial
linkage?

* What were the main preconditions for the linkage to smerse. such o »
senior management buy-in, shared vision on fnancial service provision,
minimum levels of institutional capacity, etc?

* What were the key design factors and processes that led to the success of
the linkage?

* How did linkages impact the financial organizations that were linked
together?

* In what way did linkages improve access to mural financial services for
rural small-holders and micro-entrepreneurs?

¢ In what ways did the legal and/ot regulatory framewark help or hinder
the establishment of the financial linkage?
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The case studies

In the following chapters, we present one country overview and eleven cases
thit met most of the following selection criteria:

¢ demonstrated success In expanding access to underserved rural market

segments,

¢ were based on cost-covering principles, or had clear exit strategies If they

were extemnally supported,

¢ had been In existence for two or more years,

¢ added to the diversity of linkage types nvmt

The selected cases fell into four broad

() Cases that are strategic in mummmwm institution;

(1) Cases that are strategic in nature and driven by formal bank/insurer;

() Cases In which mentoring and/or capacity bullding of Informal
institutions s a key component;

{tv) Cases that are externally driven by a third party (eg. donor,
governments), but that demonstrated a certain level of formal sector
openness to engage with the informal sector,

The cases under each category are highlighted below,

Strategic — informal sector driven linkage

Under this category we highlight two informal institutions that successtully
establishies) Unkages with a range of financial and non-tinancal partners in
order to expand thelr service offerings and/or to establish more stable sources
of funds.

In Chprer 2. we present the case of Fumddcon pam Alternativas de Desarrollo
(FADES), a Bolivian non-regulated MFI specializing in the supply of financial
services with significant outreach In rural areas. This Is an Interesting story of
an informal financial institution’s explicit strategy of increasing its supply of a
wide range of non-traditional financial services by establishing a ‘multiplicity”
of inter.institutional linkages with financial and non-financial partners, This
story highlights several lessons feamt about the benefits and costs of establishing
and maintaining a multiplicity of linkages. The authors end the Chapter with
insightful recommendations on the importance of picking the nght partners,
persuading staff of new partnership benefits, and knowing how to manage a set
of inter-institutional linkages.

in Chapter 10 we present the case of Confianza, a regulated MF in Pero with
significant outreach in rural areas. This is a story about a newly regulated MFL
formerly an NGO, and the impact of its new regulatory status on the ability to
source funds from a range of commercial and non-commercial providers. Trade-
affs emerge for the organization in choosing the right mix of partners that is
most appropriate for its long-term strategic interests. However, the author
guestions the impact of the institution’s new regulation and Interaction with
commercial partners on rural outreach, She considers the possibility that
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Confianza, in an attempt to cut costs and meet prudential requirements, relies
more on increasing financial services in urban rather than rural areas, The data

presented for recent years supports this view.

~ formal sector driven linkages

In this grouping we describe two commercial banks and one insurer using
finkages 1o reach rural markets. What may have begun as acts of corporate
social responsibility and/or a response 10 priority sector targets soon became
absorbed for these commercial actors into their mainstream business and long
lerm corporate strategies

In Chapter 5 we present the case of & now well-known priviate bank in india,
Bank. Motivated by an internal drive 1o "be a leader in every field of
and a belief that new micro clients will grow into matnstream banking
clients, ICIC1 developed a unigue model 10 Tp 010 [ural markers, T case
describes the Innovative ‘outsourcing’ model and provides two “linkages (o
action’ sub cases depicting the spillover effects of the ICICI Linkage on two
eor organizations and their sponsored SHG (wif-help group) members

Although the authors state that ICICI Bank s no doubt demonstrating its
effectiveness in profitably serving the rural poor. they are cautiously optimistic
about the future and highlight some concerns for consideration. In fact, in
February 2007 after the completion of the feld study, 1CICT Bank bt o
temporarily suspend its main partnenhip model with microfinance institutions
{MFIs) because the Reserve Rank of Indla sald that It was not meeting the ‘know
Your customet’ requitements through the partnership model. Since the
suspension, ICICI Bank has worked with Its partners to overcome this challenge
by upgrading data systems to enable them to meet the requirements, but many
MFls, especially those that depended heavily on ICICI Bank for thelr funds, are
still feeling the pain of suspension.

In Chaptet 6 we present a second case from India about Aviva. « large private
life insuret. and its unique approach of responding to priority sector requirements
of the Indian government. This is 8 unique story about a massive international
Insurer’s effectiveness In supplying life insurance products in remote rural
markets. As with ICICI Bank, serving the rural poor became & long-term corporate
business strategy and not just & ‘requirement’. The author provides a good
overview of the insurance market in India, Including an historical review of the
Insurance Regulatory and Development Authority (IRDA) and its regulatory
norms. He highlights the challenges and successes Aviva faces in setting up
"tatlor made” business models with an MFl and a trade union. The first case
demonstrates the numerous advantages of working with a well-qualified local
partner while the second tells the story of Aviva’s success in beating out the
competition to win over the business of 4 large trade union with over 500,000
members.

In Chapter 13 we present the case of CRDB Bank, the fifth largest commercial
bank in Tanzanis, and its desire to do ‘something positive’ about the majority of
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Ihnmlmukmndhuntl!mmemubmbngm The author describes
CRDB's corporate viston to successfully serve the broader Tanzanian market
mmy.MlWlemuammxwmmamu
social responsibility, it may have more to do with a smart, torward-thinking
hankmingfotmtﬂuyhelwluevmmnlybumumedummnhmg
market. The author describes CRDB's strategy of linking with Savings and Credit
Cmpanmmwnuauytom-dktuvelymmempplydw
services in the rural countryside.

Mentoring - capacity-building driven linkages

It is not surprising that in all of the cases that we studied formal actors met
wdlﬂlmkmtnmmﬂ:bdmmmuaubmnmol their low
MNMMWBhMMummy In which
lurmal actors chose to deal with this problem. The cases presented under this
‘ategory excmplity a range of strategies that different formal actors have
mdemlam.Wctedthccmmnmmuwcmmmmm.md provoke
much reflection and debate on how to wckle what will continue to be a long-
term challenge in our field.

In Chapter 3 we present & case about FINCA/Costa Rica. 4 tion-finsnclal
NGO with linkages with local and regional financial NGO« operating in rura)
arcas, Uniginally, FINCA/Costa Rica was established as a village banking

gramme with a resource intensive model of creating and funding village

Mnks on a continual basis. In the late 1990s/early 20005, faced with chronic
problems of financial self-sufficiency, an inability to secure loanable funds and
an inefficient MIS system, FINCA/Costa Rica made a radical decision to close its
financial operations and spectalize complotely in the creation of incorporated
village banks, otherwise known as communal credit enterprises (CCEs), The
authars provide a wealth of information about FINCA/Costa Rica's institutional
transtormation that strenghened financial linkages and enhanced rural access
1o finandal services. Anyone interested in a story about a courageous local
organization willing to rethink and adjust an international programme's ‘one
size firs” all model should read this chapter. Lessons abound on the flexibility to
adjust, the dangers of conditionality, the challenges of scaling up and the
importance of institutional strengthening.

In Chaprer 4 we illustrate a unigue case about the José Maria Covelo
Foundation in Honduras. This Is an Interesting story of the foundation's
evolution from a typical second-tier organization providing capacity bullding
taining and funding to private development finance organizations (PDOs) to
one of a highly sophisticated holding company offering financial, human
resource management, administrative systems, marketing and organizational
services to the six organizations in the holding group. The study focuses on a
multiplicity of intra- and extra-group linkages with a range of financial and
non-financial actors. The authors examine market-deepening linkages for rural
finance and provide in-<depth analysis of two local organizations and theit

linkages with Covelo Group
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linkages with Covelo Group among others. This case s rich in detail and at
times complex. but for those interested in exploring a new way of building
locil capacity, it is essential reading.
lnChnpm?wepmmnhecmolﬂmndallmhaabawmtthegmml
Development Bank (BI'D) and village credit institutions (LPDs) in the province
of Bull. Indonesia. This case demonstrates the tmpact of banking policies,
fegulation and supervision on the nature, and to a certain extent, the level of
sUCCess o(lmulmdlnlanulﬂmndalmotunhmm'o.mmdnedby
govermnmen decree, supervises and provides management training to LPDs in
the provinces. Although other financial ties exist between the BT and 1PP,
the main purpose of the relationship appears to be the transfer of knowiedge
nmnnmolgoodﬂmndnlhulm.ﬂucufocmaonmelmbg:bﬂm
1k Wbaﬂspmuusmkmmmmpmnummwmomnms
2his relationship to be a success but cautions against certain TIRIUITIES OF The
e, eg restrictions on an LPD having saving accounts with other financial
stitutions.
Fonudennmhmnwmththrlndunumbmummun It may be
Aeiptul o review Conroy and Budastra’s clear and concise overview of the
variety of microfinance linkages in Indonesta as presented in Chapter 8. The
atithors pmvldcadauip(lwmppmsoldlﬂumlllnhgrmod&muwa In
Andones lﬂdmmlm\ﬂchmmymdwhknnvo‘unmuul
stitutions Theunhgumduntmmdbymlmu.mmednmm
dtutions engaging in chain relationships with major financial nstitutions
fid grassroots financial actors. Indonesia also has special apex institutions st
uy tocxwellnhau.uulunhplmmapummkminmmn!
arch ectun‘bemgamwdbymecmmlhankmtlmlmmmmmd
hased onadlutnmmbnwunmtmatmlmhmmdmouocmnumn
he result of government or central bank initiative.
In Chapter 11 we describe the case of the Peoples Credit and Flnunce
Sorporation (PCFC), a government-initiated and donorsupported second-ties
holew ﬂnmwrpmmmmmemmpplmmndmﬁu'hemmnl
nanc mkaamw:tothcpoumlm.mmncmmwdnnbmldlng
upamyuuiwmochdloalomnmuonsmmughmmlngmdhuuung
fo ‘ou-lmdmg.mmategyollenduqmuvtome'bwdlhemm'hﬂﬂs

istorical overview of PCFC development and evalution, highlighting the
ganization’s willingness to adjust its lending technology requirements.

ignificant mumbers of the poor substainably. The author provides a good

m-ww-mmwmmm:m

ome this nuymllbmoddnﬂclmthlsmuplngofcm However, we

ecided to make a fourth category to highlight an interesting contrast in the
two commercial banks engage with informal financial institutions. Both
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stories have to do with the way in which donors Influence formal sector
engagement.

In Chapter 9, we present the case of the Banque Nationale de Développement
Agricole (BNDA) and its linkages with rural microfinance institutions in Mall,
In addition to using 1ts own resources for on-lending to MFls, the bank has a
long history of acting as an executing bank for donor funds targeted at prionty
cooperatives and groups. Almost half (47 per cent) of BNDA's loan portfollo
with MFls Is covered through donor resources. The author compares two MFI
recipients of BNDA wholesale lending and the striking difference in the way
they link up with the bank; one to expand its portfollo and the other mainly for
liquidity balancing. He questions the impact of the ample donor funding on
local organizations’ incenitive to mobilize savings and BNDA'S motivation to
actively engage with the informal sector. The suthor concludes the case with an
interesting refiection about the permanency versus the temporary nature of
financial linkages in this context.

In contrast, in Chapter 12 we present a case I which the donors have a clear
exit strategy in channelling funds to targeted reciplents in Rwanda. The authors
present the case of CARE/Rwanda's strategy of mobilizing rural poot into savings
and credit assoclations and linking them to the Union of People’s Banks in
Rwanda (UBPR), a formal credit union with over 150 branches throughout the
country, Including raral areas. With a clear exit strategy in mind CARE/Rwanda
sought buy-in from the UBPR to provide financial services to a non-traditional
clientele, consisting mainly of rural women organized in informal savings and
loan groups. At the heart of the strategy was the aim of gradually reducing the
CARE credit fund provided to the bank, 50 per cent after the first year and 100
per cent after year two, to be replaced by the bank’s internal funds. The suthors
highlight favourable indications of success based on the performance outcomes
with the new clientele, provide Initial lessons leamnt and highlight future
challenges.

In the next section of the book we present the case studies in Chapters 2-13,
organized alphabetically by country for the reader’s ease of reference. We
conctude this book by summarizing the cases, with an attempt to draw out the
key messages and lessons learnt from this exercise. The book ends with
recommendations for formal and informal financial actors, practitioners,
governments and donars on ways to strengthen sustainable financial linkages
and partnerships in rural finance.

Notes

| The title of this book was chosen to illusteate the potential role of formal and
informal financial sector inkages In ‘creating value at the frontier’ as defined
in Von Pischke (1991). In this sense the cases reviewed herein describe
relationships between formal actors operating inside the frontier and those
(informal actors) operating at or beyond the frontier

2 Similarly, Gallardo, Goldberg &
alllances and development pam
services, expand existing
performance

3 We recognize that the usage of i
be confusing given the range o
Therefore, one should bear in m
we mean those that have & bankl
by the banking authority in thele
regulated microfinance Inst
Institutions.
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Similarly, Gallardo, Goldberg and Randhawa (2006) examine strategic
alliances and development partnerships in rural fimance that introduce new
services, expand existing services and/or improve outreach and institutional

performance.

We recognize that the usage of formal and informal financial linkages may
be confusing given the range of formality within and across countries.,
Therefore, one should bear in mind that by “formal financial institutions’
we mean those that have a banking charter and are prudentially regulated
by the banking authority in their country. In this sense, regulated and non-
regulated microfinance institutions are both considered ‘informal’
mstitutions.
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CHAPTER 2

Strategic alliances for scale and scope
economies: lessons from FADES in Bolivia

Claudio Gonzalez-Vega and Rodolfo Quirds

Abstract

This study of the Fundacidn pura Alternatives de Desarrollo (FADES) in Bolivia
preckes an Inrteresting case for von-traclitbonal financial linkages. FADES, a non-
regulated NGO and the thivd largest MF1 in Botivia, decided to enter into strategic
alllances with several public and private institutions, with the sole purpose of
expanding its mural outreach, despite the existence of restrictive legislation and
Infrastructural constralnts, These linkages resulted in new services becoming
wvailable to old amld new clients, since the partnerships brosght with them inhertted
clients. The new services range from additional financial services (e ., remittances,
depasit mobilization) to the payment of utilities and & soctal programme benefiting
the elderly, This chapter introduces FADES” nnovative range of diverse linkages,
weencd shtres iredthl resudts. W inge the ressders to follow FADES” progress, and contime
to lectrnt from this interesting linkage laboratory”

ntroduction

The supply of financial services in mral areas of developing countries is not
15y, Financial organizations that seek to establish a rural presence face
ime obstacles, Including severe information, incentive and contract
: et problems (Gonzalez-Vega, 2003) and difficulties associated with
riculture (Harper, 2005). Thus, the expansion of rural outreach Is an uneven
nd slow process. Further, managerial, funding, and regulatory constraints keep
lany organizations from offering a wider range of services.

In addressing these challenges, some financial organizations take advantage
i thelr greater proximity to rural clients, but typically they offer only a narrow
nge of services. In part, this Is explained by their unregulated nature, which
ents them from engaging in deposit mobilization and other functions
s for regulated entities. In part, it Is explained by their Inability to generate
uffictent economies of scale, economies of scope, and portfolio diversification
Jower operating costs and risks. The ability to increase rural outreach in a
pmpetitive environment Is grounded on declining costs.
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Bolivia Is an Interesting case for the analysis of these questions, given the
ploneering role of many organizations in the development of microfinance,
under a flexible but demanding framework of prudential regulation and
supervision, which raised standards of performance and prepared the
organizations for the difficult times the country has experienced. Moreover,
substantial externalities and demonstration effects influenced the evolution of
non-regulated financial organizations such that, as their regulated counterparts,
they are among the best in the warld.

There are two ways to address the difficulties. One is to develop a
comprehensive, In-house structure to offer a whole range of services & la
Promocion y Desarrollo de Microempresas (PRODEM), in Bolivia. The
coordination and internal control challenges associated with this model are
formidable and require superior managerial skills and supporting logistics. This
approach frequently leads to transformation into a regulated entity. Another
way Is to create the equivalent of a ‘planetary system’ and supply a number of
services through inter-institutional linkages, developed around a core
programme. This is the approach followed by FADES.

This study focuses on FADES, a non-regulated NGO specializing in the supply
of financial services, with 20 years of experience. In terms of rural outreach,
FADES is one of the leading non-regulated microfinance institutions (MFls) in
Bolivia, In recent years, the numbers of clients and branches and the Joan
portfolio grew substantially. This growth forced its management to seek
additional tunding, while at the same time making sure that the organization
remained financially self-sutficient and sustainable in the long run.

Both the motivations for expansion and its cost consequences persuaded
FADES’ management to seek strategic alliances for the supply of additional
services. The approach Is conceptually valid, but it has not been easy to apply in
practice. The decision was made to supply a wide range of non-traditional
financial services simply because they are valuable for clients. Given FADES'
own limitations, however, this choice required strategic alliances with public
and private organizations. The multiplicity of linkages 1s not, therefore,
fortultous or unintended. Rather, It is an intentional and central component of
FADES institutional strategy, consistent with its mission of supplying an
integrated army of financtal services to its target population.

The development of alllances has been deemed a necessary condition to
address the burden of fixed costs that the extensive infrastructure of branches,
needed for rural outreach, represents. The supply of additional services creates
economies of scale and economies of scope at the branch level, facilitates liquidity
management throughout the organization, and allows a diversification of FADES'
sources of revenue. Because of the multiplicity of linkages, FADES has become a
vitluable laboratory for the testing of different schemes for offering services
through strategic alllances and for understanding the institutional reguirements
for doing so efficiently.

STRATEGIC
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Microfinance in Bolivia

With a rugged lundscape covering over one million square kilometres and with
Jess than nine million inhabitants, density of population Is very low in Bolivia,
except In 4 few urban centres. This creates high transaction costs for rural
microtinance. In Latin America, only Haiti and Nicaragua have lower per capita
GDP (USS960 in 2004). Hyperinflation In the eatly 1980s was followed by
successful macroeconomic control, which required reduction of the public
sector’s size, privatization ol state-owned enterprises, closing of public banks,
and market-ariented policies. Price stability and rapid economic growth ensued,
accompanied by the formation of a lurge informal sector. It was into this scenano
that the Bollvian microfinance revolution emerged in the late 1980s.
Recently, Bolivia has again experienced macroeconomic difficulties. social
disturbances, and political uncertainty. The crists has induced financiul
disintermediation, with reductions of deposits and credit portfollos and higher
default rates for all types of intermediaries. [n contrast to banks, MFls rapidly
teacted to these challenges and the growth and health of their portfolios
‘continued uninterrupted. Features of microfinunce clients and the innovations
‘of MFIs contributed to their superior performance (Gonzalez-Vega and Villafani.

In recent years, a quarter (USS11S milllon) of the loan portfolio of MFIs has
Mdubumd in rural areas, to 130,000 clients. Given this outreach, bringing
: financial services to remote and dispersed rural communities will be

The Superintendence of Banks and Financial Entities (SBEF) supported
Annovations in microfinance as desirable on social grounds and to promote

inancial stability. In 1993, it approved the licence for the first microfinance
nk (BancoSol), By 1995, It created the charter of Fondo Financiero Privado

piclativas Economicas (Centre for the Developmenit of Economic Initiatives -
EcoFuturo and PRODEM to became regulated. SHEF regulations create
] for inter-institutional linkages between regulated and non-regulited
entities. "Windows' are an outlet for specitic services, such as tax collection and

payment of utilities, whlch can be placed in public or private tacilities (SBEE,

Aulo banks’. Correspondence creates a contract between tcgulned
es and NGOs or associations, which operate on behalf of the former
for a fee. These contracts allow the: collection of money from clients of the
inancial intermediary, to be transferred for final credit to the client's account;
geceipt of cash to be transferred to other offices of the regulated institution and
jcceptance of transfer payments and international remittances; payment of
laries of public employees and. tax collection. One of the finst inter-institutional
nkages was created, in 2002, by FFP FIE and the NGO Pro Mujer, which
ced external cash desks in nine centres of Pro Mujer. Another experience
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has been the linkage between FADES and Trapetrol, which led to a
correspondence contract in April 2002.

The strategic transformation of FADES

FADES Is among the most important organizations in Botivia's rural microfinance
landscape. Measured by the value of its rural portfolio (USS15.6 million), it is
the largest financial NGO. FADES also bullt the second largest rural portfalio
among all MFIs, regulated and non-regulated. only surpassed by PRODEM.
From the perspectives of the number of rural clients (22,000), FADES is the third
largest MF1 in Bolivia. To underpin this breadth of rural outreach, PADES built
the largest branch network among financial NGOs (74 offices), developed a
large number of Inter-institutional linkages and is co-owner of a regulated MFI
(EcoFuturo). From rural origins, when created in 1986, FADES grew by offening
services to clients in rural and perb-urban ireas, based on its extensive branch
network. Asa pkmlnnmlmlunﬂnmnndlmunmulcmm. in particular,
it developed credit products for its rural clientele.

Over the last several years, FADES has experienced important transformations
(Rodriguez-Meza et al,, 2003), One milestone was the decision to create
Ecobuturo, in 1999, with three other non-regulated MFIs. FADES traded ts least
rural offices for shares of stock in EcoFuturo. The plan was segmentation, in
terms of the rural-urban market niches served. The growing penetration of
EcoFuturo into rural markets, however, questioned the simultaneous existence
of FADES and EcoFuturo.

A second milestone was the change in strategy. A new Executive Directar
was appointed in February 2002 and implemented major revistons in approach
that reflected changes in how the institutional mission is interpreted. While In
2000 the mission was described as supporting the development of the lowest.
{ncome groups, two vears later it became a contribution 1o economic altematives
that benefit lower-income groups, with priority in rural areas (PADES, 2003).
This must be complemented by efforts to achleve sustainability and make the
organization viable in the long run.

After 1996, FADES mpidly expanded its loan portfolio. Most of it is rural but
not necessarily agricultural, as loans are granted for trade, services and small-
scale manufacturing. FADES used several sources of funds, showing interest in
diversifying its labilities. It was one of the first to borrow in Euros, from Olko
Credit in 1999, and was quick to pay in advance when this currency appreciated.

Still, 35 per cent of its funding came from FONDESIF, a state-owned apex.

Between 2000 and 2004, the numbers of fixed and mobile branches and of
employees increased three-fold and two-fold, respectively (Table 2.1). The contrast
between increases both in the loan portfolio und number of branches and the
stagnant behaviour in the number of clients is striking. The average portfolio
per branch decreased almost by half and the number of clients per branch
became one-third of the figure for four vears eatlier. This created pressures on
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Table 2.1 FADES: general infc

Variable 2000
Equity (milllon USS) 48
Assets imillion USS) 17.7

Losn partfolio imillion USS) 17
Rural portfolio (percentagel na
Acorage loan mze (USS) 518
Portfolio in arrears (percentags) 6.5
Clients 220 -
Femaln clients [percentage) na

Branches 24

Portfulio per branch (US$) 4875
Clients par branch 941
Employess 102

Sources: FADES (2003). FINRURAL (20K
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Table 2.1 FADES: general information. 2000-4

Variable 2000 2001 2002 2003 2004
Equity (million US$) 48 43 40 40 4.
Assets (milllon USSI 17.7 204 215 20 205
Loan portitiio Imillisn USS) 1.7 13.2 150 161 17.7
Rura) portfolo (percentage) n, na 947 930 92.0
Average loan uze (USS) 518 63) 137 751 791
Portiolio i arrears (percentage) 6.5 109 244 16.3 na
Clarts 22582 20.92% 20344 214385 22.387
Female clients [percentage) na na 350 350 135
Branches 24 35 -1 85 66
Portfolio per branch (USS) 487,500 377,143 272,727 247692 288182
| Chwnts per branch 941 598 368 330 339
Emplayess 102 120 154 186 211

Sources: FADES (2003), FINRURAL (2002, 2003 and 2004)

FADES, in general, and on each branch, in particular. The new management is
aware of the dangers of this rapid growth in the numbers of branches
Inter-institutional linkages are, therefore, a mechanism for supporting each
branch's efforts in becoming self-sufficient, by generating economies of scale
nd of scope at the branch level. FADES offers multiple non-traditional financial
s nmuuwmdm“otmmwuomednummum\qmmda
strategy based on an integrated vision of the promotion of mral development.
FADES’ non-regulated nature, however, restricts Its operations and prevents it
mobilizing deposits. FADES thus established strategic alliances to supply
fin. clal services other than credit and transter payments.
These alllances also require administrative efforts, including additional staft
i ng adequacy of software, acquisition of IT hardware, and pertodic reports
to each partner To coordinate these efforts, FADES established a National Otfice
Auxiliary Financial Services. The staff of this office is, however, limited: only
three, including the person in charge and two assistants, one in La Paz and
snother in Santa Cruz (who oversees the Trapetrol alliance),
~ Auxiliary services create positive and negative consequences. Questions to
snsider are: How profitable are they? What share of total revenues do they
enerate? Whit are the costs of administration? The flagship services are two of
: " own products, currency exchanges and jocal transfers (giros), which
t for over 50 per cent of the total revenue generated by auxiliary services.
sr-traditional services still represent. however, a small proportion of total
pperating revenues (3 per cent), while the rest comes from the loan portfalio
\d stock investments. Some alllances were recently introduced, so it will take
he for some products to be fully operational and, until then, it is difficult to
srmmine how attractive they are for the organization and its clients.
FADES has information on the volume of operations and dollar amounts, for
iy service and branch, to calculate revenues. It does not have activity-based
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costing, 50 it lacks estimares of how much each product costs and ignores how
profitable each one is, individually or per branch. The Financial Manager
estimates thar all products are globally profitable, but some are not in certain
branches. The collection of payments of utilities levies the least administrative
burden.

Up 10 2002, there were no problems in transterring funds to the branches,
Each branch collected money and sent it, every day, to the main office; when
they needed funds, they received them from La Paz. With rapid growth, it
became difficult 1o administer liquidity. Now, there are 74 branches, all over the
country, with different pattorns of collection and disbursements, The challenge
of administering lHquidity is closely linked to the supply of auxiliary financial
services, because the latter provide FADES with funds to disburse loans at the
branch level. This allows a more efficient management of its flows of funds but
requires, however, sophisticated mechanisms of internal control,

Non-trditional services forced FADES 1o speed up steps to improve software
adequacy, internal control and human resources. These reforms caused high
levels of stress. The arganization decided, however, to identify the potential
ahead, continue growing, and establish reliable controls.

Inter-institutional linkages

Hy December 2004, FADES had developed an impressive set of inter-institutional
linkages: 11 strategic alliances with private and public entities (Table 2.2), These
linkages resulted in 20 pew services, offered to three types of clients: its
wraditional chentele; inhented clients, coming from partner institutions and
people in communities where FADES operates, who visit its offices looking for
the new products. The linkages mange from those that allow the organization to

Table 2.2 FADES, summary of stratagic alllances, s of December 2004

e af institution Name and lne of activity Numbee of
Allances*

1 Financial entities Trapetrolregulsted credit union
Western Unioniremittances 3
AFP Provisidnprivate pension Tund sdministrator
EntaliFieea and mobile phone service
Eltec/Edectiic pownr
CotalFixed phons setvice 4
Nusvatel ViewMobile phone seryice
Bonosol/benetits for the elderly
. Fundaempresaivendor 0f enterprise card. tor bids
for public projects 3
¢ Can Noconal de Salud/socil secunty
& Ditier » Foladedinternational NGO 1
Total

e

2. Utilnies

3. State programmes

FrFanocen

FIEWTR ) VADES: mam institiutonal |
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Offer additional financlal services (e.g. remittances, deposit mobilization) to
he payment of utilities and soctal programme benefits.
- The services currently offered are not the only motivation; rather, a broader
Apectrum of products, available at partner institutions, might eventually be
Mded. The range of alllances and other relationships are depicted in Figure 2,1,
F resulting “planetary model’ illustrates a system of strategic alllances
teveloped to overcome different types of restrictions, which keep FADES from
directly offering services.

The diagram also depicts the Influence of its founding members (namely,
NGOs willing to offer an integrated set of products to the target clientele) and
sources of funding (FONDESIF, by and large). It includes FADES' investments in
Iwo lirms. These relationships (founders, financlers, investments) are
Institutional linkages, indeed, but are percelved as different. They are typical
tonnections, compared to the more nnovative strategic alllances. Thetr influence
On FADES matters, but they are just typical lending or Investment contracts. The
description of the innovative inter-nstitutionsl linkages begins with Trapetrol,
the most important alliance in terms of volume of operations, profitability,
complexity, and lessons learned.

Fommders
T Mo anl P60 m
Fomdenif o ol
{ Puracha g )
Western Unbion/Musen do s Dniie
[T
/ Trupeerod
TRl ) e hegeedlie
-n-dnh.*l
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Irtpers ittt FADES
e prmanm Pk | 1 Fimamcsal NN
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Trapetrol Is a credit union regulated by the SBEFE, based in Santa Cruz, where
FADES has opetated for many years. Regional rivalries make it difficult, however,
for organizations from the highlands (Altiplane) to engage in alliances with
entities from Santa Cruz. The inter-institutional linkage between FADES
and Trapetrol matters. because it is one of the few and earliest attempts to
establish an operational relationship between a regulated intermediary and a
financial NGO,

The linkage began in April 2002. Achieving and keeping it alive required
extensive support from Profin, the microfinance support programme of the
Swiss Agency for Development and Cooperation (COSUDE). This donor played
a key role in analysing and choosing the best legal option (correspondence),
selecting Trapetrol from a shortlist of potential partners, and supervising the
alliance (Campero, 2004). For some, the linkage would have never occurred
without this support. The donot is a member of the Operations Committee, a
board that oversees issues related to the linkage. At the time of the study, the
Committee had not met for six months, despite a pressing agenda. This probably
reflected the recent removal of managerial staff at Trapetrol, for reasons not
related to the alliance.

Routine problems are resolved through local coordinators, one in each
institution, who replaced the original general coordinator. This person was
located in Trapetrol and, with time, practically became an employee of the
credit union, working in activities unrelated to the alliance, and inclined to
solve disputes in favour of Trapetrol. The nature of some difficulties
(telecommunications, software, procedures) suggests the convenience of visits
to branches, but few take place. A large number of offices of both organizations
are involved: FADES has 16 branches, 10 fixed and 6 mobile, in Santa Cruz,
while Trapetrol has 17 branches, 7 of them rural. The agreement prevents elther
organization from opening branches where the other already has one.

The alllance allows FADES to offer services in rural areas far away from the
city of Santa Cruz. The furthest branch is seven hours away, by car, and It takes
longer by public transport; in some cases, this option is only available once or
twice a day, The linkage helps FADES in reaching this rural population with
services that otherwise would have been unavailable or only accessible to some,
at high ransaction costs. This is a substantial benefit for clients, revealed by the
Iarge unsatisfied demand for these services,

Five services are offered by the FADES/Trapetrol alllance. First Is the payment
ot public utilities (clectricity, phone, and water bills), This service reduces the
clients’ transaction costs and, thereby, the total costs of these utilities; it also
facilitates the collection of fees in distant communities, which would be too
costly for utility providen, thereby encouraging them to develop services in
remote and sparsely populated areas. Through this alllance FADES has
contributed to a better public utilities infrastructure mmm

mandtuthcpmmngandmmtdmm Mwhllc
employees (teachers and social security beneficiaries). This matte Hoye
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must be cashed. Instead, they get their money at the nearest FADES branch, with
asignificant reduction in transaction costs. Each month, a FADES officer goes to
the bank and cashes the chegues. Third, transter payments sent (or received) by
clients of Trapetrol and FADES are offered throughout the region. Fourth, Trapetrol
loans are repaid at FADES, and Trapetrol collects payments on loans disbursed
by FADES.

Deposit mobilization, the fitth and one of the most interesting dimensions of
the alliance, is the least developed one. Several reasons explain this slow
progress, including: lack of real-time connections between branches in distant
rural communities and the regional office; low fees for FADES and the
opportunistic behaviour of clients, who use savings accounts 10 transfer large
amourts of money to Santa Cruz, thus avoiding transfer fees, explain the
Regional Director’s lack of interest.

FADES perceives three benefits from the linkage with Trapetrol. First, a service
is offered that allows rural communities greater access 1o electricity, water and
phone services, by reducing the operating costs of providers (increased supply)
and saving the inconvenience of travelling to Santa Cruz to pay bills (increased
demand). Local weltare etfects are substantial, This matters, given FADES'
institutional values of rural development. Second, representatives of partner
institutions and other local organizations get acquainted with this financial
NGO, They may deal directly with FADES, avoiding the intermediation of
Trapetrol. Third, a steady flow of cash to the branch allows better liquidity
management, FADES recognizes, however, that there are costs to sharing
commissions with Trapetrol, as FADES could establish a direct relationship with
the utilities.

Other linkages will be described only briefly. The main agent for Western
Union in Balivia is Banco de 1a Umion. FADES became the bank’s agent, a
Iinkage that took shape in June 2004, FADES participates only in the Bolivian
portion of the transfer and receives a 12.5 per cent commission from the bank.
International remittances arrive from Argentina, Spain, and the United States.
The service Is technically available in 45 of 47 fixed offices, because there are
communications problems in two. It had operated only for five months at the
time of the study and Is expected to have great impact in rural arcas. The link
with Giros Folade, which has been established since 2003, offers international
remittances from the United States, Europe and Costa Rica at the La az office.

AFP Prevision is ome of two pension-fund administrators in Bolivia's private
pension system. The linkage required the approval of the Superintendence,
which at first rejected the plan arguing that FADES is not regulated. However,
FADES was already disbursing benefits for the elderly (Banosol), so the linkage
was authorized. Branches become collection agents for contributions. This
allows FADES to compete against regulated MFls, which have a limited rural
presence.

Entel, a major phone company, contacted FADES in 2003 to establish a linkage

that has gro mmmmmmmm
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costs for clients of the power company, who become potential clients tor FADES.
Cotel, a cooperative with the monopoly of fixed phone services in La Paz, was
contacted by FADES, Service began in March 2004, demanded by clients and
non-clients alike. If FADES does not offer it. some other MFI will. The linkage
with Nuevatel-Viva, a mobile phone company, began in August 2004. Viva's
phone cards are popular and FADES wants to capture a large share of the rural
market,

Bonosol grants annual benefits (US$224) 10 Bolivians aged 65 years and
older. The linkage, since 2003, has been between FADES and three organizations,
Futuro, Prevision, and Datacom. The former two are pension-fund administrators;
the latter selects organizations for disbursement of the benefits. FADES is the
main provider of this service in rural areas. The private firm Fundaempresa won
a public bid for the sale of the enterprise card, which allows small and medium
producers to participate in bids far public sector projects. The Caja Nacional de
Salud administers health and pension systems. For a few of these linkages. the
volume of operations is low, which may justify termination. Finally, some
alllances are recent, which makes it difficult to examine the full extent of 1heir

impact.

Lessons learned

Fhe alllances developed by FADES have produced an invaluable laboratory for
learning about & multiplicity of issues. The lessons are useful for negotintors,
supervisors and coordinators of interanstitutional linkages. First, some services
Increasingly provided by financial NGOs, like payments of utilities, are
sometimes ignored or eriticized because of thetr presumed non-financial nature.
Financial institutions all over the world, however, have broadened the scope of
their services. In corporate banking, the largest share of revenues is generated
by these products mther than by traditional credit and deposit services. Similar
reasons are behind FADES' search for a broader armay of services: the need 10
generate economies of scale and scope, lower costs, diversify risks, and obtain
additional sources of revenue,

The multiplicity of linkages assures a volume of operations and financial
sustainability that allow FADES an expansion of its rural network and operations,
which would otherwise be unsustainable. FADES expects 1o be perceived as
capable of managing these arrangements and as trustworthy, even If not
regulated. In Santa Cruz, where closed local associations are dominant, linkages
can be effective ways to bypass sometimes impenetrable shields.

Several reasons motivated FADES to develop inter-institutional linkages to
allow clients (traditional and non-traditional) to pay for public utilities at their
offices. These linkages generate important flows of people at the branch, and
FADES hopes some may become traditional clients. Indeed, clients of non-
traditional services Inquire about other financial services, especially credit.
Second, these services guarantee flows of funds at branch. meduce the

10t a partner in Sants Cruz
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_ are collected), the high costs of sending cash to branches, mainly due to
Im;nu-. are lowered, while staff exposure to theft risk Is elliminated. Third,
Mhie fees charged are often high enough to pay for several expenses at the branch,
Much as the cashier's salary and electnicity and water bills. Moreover, except for
ance s month, when utility bills are due, the cashier has plenty of time to spare

i smaller offices, sometimes he becomes a credit officer. In remote branches,
however, valuable credit personnel are also used for activities different from
those they were employed and trained for. The evidence suggests a positive net
Outcome, as only a tew days a month someone has to devote time to non-
traditional clients, This is, indirectly, a way of paying credit officers with the
sdditional revenues.

Along list of linkages generates concerns about their cost-benefit, MFIs that
develop a large set of services sometimes fail to see deticiencies in the supply of
their arginal flagship products, in aspects like design and back-office support.
Further, developing additional products is not costless. There Is an analogue
with Institutional linkages. Rather than strengthening them, a large uncontrolled
number of alllances may dilute consolidation efforts and sharply increase costs,
Typical expenditures result from time and resources nesded for internal control
and to train personnel on the new services, although tralning often takes place
through nutoma:ed programmes, either in each computer (FADES), accessed
through a main frame or by videoconference, all of whicl

by regiiee minimuoam

In the best of cases, each product requires programming and adaptations, to
Include the service in the organtzation’s software and enable the two systems
(FADES and It partnier) to ‘talk’ to each other. In the worst of cases, compatibility
problems between the systems’ platfonns anise, which happened to FADES.
Lack of compatibility forced FADES to run different programumes In more than
one computer. Additional hardware must be purchased when computers are old
and without capacity,

The alllunces require a separate department to oversee day-to-day operations,
coardinate with Institutions, conduct periodic evaluations, prepare reports, and
promote services among employees and clients. The National Office of Auxiliary
Financial Services has a staff of three, which is not enough. During 2004, the
person in charge was not able to visit branches. No formal evaluations of the
linkages have been conducted, although a couple have had almost no activity,
Aware of these lmitations, FADES Is considering creating a larger unit.

A multiplicity of linkages offers insights about key factots to cansider when
selecting a partner. Some are related 1o the institution’s slze, mission and
formality. If the organizations have different lines of ACUVILY. I may not matter
thatone is a large enterprise and FADES a small NGO, This is the case of ELFEC,
# large electric power company, because this firm needs FADES for its rural
expansion. In contrast, when the partners have the same line of activ , large
differences in size may present problems, FADES might be looked down on ss o
subordinate rather than a partoer Qmmuphwmwmm
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union in Bolivia, looked down on FADES. Next, ot La Merced, o mid-size credit
union, there wias no interest because they were already operating in the same
region. Finally, FADES visited Trapetrol, o relatively small credit union, and was
greeted with Interest, as an equal.

Once the potential partner is selected, Institutional policies, mission and
vision must be checked. Similarities help both during the negotiation and when
problems begin to appear during implementation. In the FADES-Trapettol
alllance, the latter had mostly an urban outresch and hid no ideia of the difficulties
ol operating In rural areas. FADES, in turm, was concerned with information
and telecommunication fechnology. as a consequence of the lack of mintmum
Infrastructure where its branches are located.

Despite FADES' apprehension, the agreement was reached. Later on, when
the linkage was implemented. Trapetrol demanded 4 guicker response from
FADES In solving communication problems, but the issues were exogenous and
bevond FADES' control.

Finding a potential partner of stmilar size and equal mission are (deal
conditions but not sufficient 1o sssure success. Due diligence (s also necessary.
In the case of Trapetrol. an anulysis but not an in-depth evaluation of the
organization was undertaken. FADES later on found out that Trapetrol lucked
regulations, procedures and manuals. Many decisions (for authorizing expernses,
for example) only requited the general manager's approval. Surprisingly, FADES
wis i more formal institution than Trapetrol. This caused disagreement and led
the credit union 1o frequently describe FADES as bureaucratic. Although
regulated, Trapetrol's lack of formality was at the root of the nstitutional crisis
It experienced, with replacement of most of its leaders. Unrelated 1o the linkage,
this episode threatens its sustainability. One might conclude that the credit
union was not the best institutional choice for a linkage, but there was little
mote 1o choose from in Santa Cruz. The best arganizations were either 100 large
or uninterested and the rest too small and weak.

Although problematic, alliances with stne-owned entities are inevitable,
given the far-reaching presence of the public sector in Bolivia. FADES has three
of these linkages. They are seen as leverage for negotiating future linkages with
the public sector. When agreements are discussed with private firms, a record of
linkages with the stare might be a valuable asset, particularly important for
non-regulated entities. Complex and lengthy negotiations are typical, however,
of agreements with the state, particularly because of transparency issues. A
linkage between FADES and a public sector entity may expect a higher frequency
of external audits than an alilance between two private organizations, Delays
in payments of commissions are typical,

Another key factor in any alllance is for information 1o flow smoothly. Each
organization should spread the news of the linkage, so all personnel are aware
of it In one of FADES' alliances, while the management stlf knew all the
detatls, mid-level personnel did not. mmmmum
between cashiers of both organizations, bur this ts nor . ]
particularly when the rules of the game are not in writing o
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the FADES-Trapetrol case, the Operations Committee decided that each
organization would name 4 coordinutor respansible for the alllance, In charge
Of addressing communication probilems. 1t s usual for the staff to be afraid of the
©excess work that the linkage may generate, These fears are oftent unfounded.
Non-traditional services do not require much time, except on peak days. Before
an alliance begins, the institutions involved should have o good Intermal
~tommunication strategy and incentives compatible with the goals ol both the
littkage and the organizations.

As inany legal document, Hinkage contracts shouhd be clear and unambiguous.
Wording of contracts that sequentially Include several products requires speclal
attention. Ih these cases, common practice is to prepare o general contract for
the partnership and specific regulations for each service. Additional
complications arise when a partner (Trapetrol) brings to the alllance a seét of
services that originate from a third party (payvment of ¢lectric bills), Trapetrol
had an agreement with the electric company, which included conditions an
Tees. When FADES and Trapetrol sdded the payment of bills to their alllance, the
wording of clauses In the contract did not match the conditions that the
tlectricity company expected. There was o verbul agreement with Trapetrol
tegarding fees. When the fees became high, the company stopped paying
Trapetrol, arguing that the agreed fee was lower Trapetrol, it tum, stopped
paying the corresponding share to FADES.

Macroeconomic and political instability discouraged most Bolivian MFls from
expanding thetr rural outreach. FADES followed a counterintuitive path: a sharp
Increase in its number of branches, beyond its already important rural network.
FADES also developed the largest set of strategic alllances among nonsregulated
MFls. Many of the linkages are recent, %o thetr impact s yet 1o be seen. Its
muitiplicity, however, allows some conclusions.

The muitiplicity of linkages is not fortuitous. The board of founders mandated
# consofidated approach in the provision of an integrated set of services, either
purely financial (deposit mobilization, remittances) or less traditional (collection
of utility payments and social security and pension conttibutions and cashing
of salaries). Although the goal Is for each branch (o be self-sustainable through
113 credit porttolio, the additional services securte the viability of some branches.
Otherwise, some branches should be closed. Several linkages have the potential
of developing into major sources of revenue, thus contributing to FADES overall
sustainability, Some linkages have reduced client transaction costs and assisted
in the development of markets and infrastructure. In other cases, the linkages
have allowed FADES 1o bypass regulatory constraints, as in indirect deposit
mobilization through reguiated intermediaries.

Despite the justifications for an alliance, any NGO has to be careful with
whom it develops one. particu because it may be harder and costhier 10

Wm 3] ) Mon DES” expenience. itis important 1o
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look for organizations of similar size, If the partnes also provides financial
services. I the organization operates in a different sector, size does not matter
much. An alliance between organizations with similar objectives Is also
recommended. A linkage with a firm with comparable mission and vislon
facilitates rapport and leads to better understanding of each other's difficulties
10 solving problems that the joint delivery of & service may introduce. Ideally,
each organization should be able to conduct a due diligence evaluation of the
other,

Managing the set of institutional linkages and defining adequate procedures
for the tmplementation of each alllance are not trivial 1ssues. Organizations
with as many linkages as FADES require a separate unit for sournd administration,
This unit should prepare prompt reports, facilitate information for both intemal
and external clients, visit branches, coordinate administrative Issues with
counterparts, and perform evaluations of the linkages.

An important step in establishing a new alllance 1 to persuade branch-level
personnel of the benefits, for the organization as a whole and for them in
particular. A helpful practice is o write a procedure manual before the linkage Is
implemented. Another prerequisite Is to have all the hardware, software and
relecommunication devices needed for success In place. For complex linkages,
it may be convenient to prepare a pllot programme.

In the end, both the sustainability of the linkages and thelr contribution to
the sustatnability of the onganization matter. When Installed capacity represenits
fixed costs and is not completely utilized, the new services generate economies
of scale and help in diluting these costs with additional revenues. The joint
podmlmdmeulpodumaummnmot scope, through additional
information and relationships that favour development of additional products.
Client loyalty improves, as the value of the relationship Increases, and

borrower behaviour declines. Some of the non-traditional services
are not highly correlated with other local activities, so risk can be diversified.
All these effects simultaneously enhance rural outreach and sustalnability.
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CHAPTER 3

Institutional transformation to create
linkages that enhance rural access to
financial services: the case of the
Fundacion Integral Campesina in Costa
Rica

Rodolfo Quirés and Claudio Gonzalez-Vega

Abstract

Today FINCA/Costa Rica, originally established in 1984 as a villuge banking
programene with a resource intensive model of creatisgg and funding village banks,
has emerged as an organization highly specialized in the croation amd Nnking of
ncorporated village banks with financial and non-financial actors in Costa Rica,
El Sabvador, Guatermala, Honduras and Nicaragua., The case study describes FINCA/
Costa Rica’y revolutionury process of institutional irmovations over the last 20
years culminating in the transformation from a financial apex organization to
developer of the revolutionized vitlage banks in onder to improve opportunities for
linkages that enhance rural wccess to financial services. The authors end the case
with several lessons on the importance of organizational flexibility to adjust,
strengthening institutional capacity to meet the growing needs of the organization
especially as it pertains to persormel and MIS developrment and creating partnerships
wnd iliances with both public and private entities. Caution (s emphasized on the
risks of conditionalities embedded (nto inter-institutional linkages and the ever-
present risk of the state using the partnership for political purposes.

Introduction

Costa Rica is one of the countries where microfinance organizations (MFOs)
were established first, during the early 1980s. Some of the non-governmental
omganizations (NGOs) created at that time were either pilot programmes or the
first wave of expansion of well-known international microfinance networks,
such as ACCION International and FINCA International. Towards the end of
the decade and in the early 1990s, other important players arrived in Costa
Rica, but of the select group of NGOs that received funding and technical
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assistance from these international sources, all but one disappeared. The only
ane still in operation is FINCA/Costa Rica, the focus of this case study. This has
been among the best known of the programmes assoclated with FINCA
International because ol its multiple innovations, all of them revolutionary
when they were Introduced. It was the second FINCA programume ever created,
right after the founder designed the originadl one in Bolivia, but it is no longer
part of the network of FINCA International.

Established In 1984, FINCA/Costa Rica operates in the rural areas, currently
under the framework of an advanced version of the village banking
methodology, namely the communal credit enterprise (CCE), an incorporated
village bank that represents its most significant innovation. Durning s two
decades of operation, the organization has been constantly evolving, a process
that culminated in the abandonment of the typical second-tier role of a village
banking MFO. Today, the headquarters of the network 18 an organization
committed to the creation of local capacity In rural communities, through the
establishment of CCEs, to enable the provision to their members of financial
services obtained from a diverse set of sources.

FINCA/Costa Rica has established multiple inter<nstitutional linkages. These
linkages have included a recent International alllance with NGOs in four other
countries, which Is having a significant impact on the development of rural
financlal services through replication of the organizational innovations, It has
also developed interesting alllances with a bank and with a communal
development agency, which facilitate the graduation process of the CCEs and
their direct sccess to formal finance. The organization has developed o number
ol additional linkages, current and past. with government agencies, the
International donor community, and the private sector. in particular, the
relationship between FINCA/Costa Rica and each one of the CCEs is in itself an
extremely interesting alllance, with numerous potential positive externalities
for the network

The underlying assumptions for the case study have been that:

() the specific organizational and legal innovations considered here will
continue to pave the way for the CCEs, as a result of their legal status
and features as formal enterprises, (n allowing them to establish -
directly and on thetr own - other linkages, additional 1o the existing
alliance with FINCA/Costa Rica;
these stronger CCEs, by abandoning the traditional village bank
organizational approach of FINCA International, will have a greater
capacity to address strategic issues, such as searching for additional
sources of funds and establishing new linkages, 1o widen the range of
services available to their members;
the new organizational design of the headquarters of the MFO, with its

focus on Institution building, uses its comparative advantages to

enhance the for individual CCEs to gain access to regular
financial intermedianies on market terms. This creates s more efficient

division of labour and valuable synergies |
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the rural development organization (FINCA/Costa Rica) and, on the
other. the sustainable financial intermediaties whete the CCEs galn
Access 1o @ broad supply of financial services.

kground

Caonta Rica is @ small, open economy, with a long-standing record of political
and social stability, excellent education and health indicators, and o favourable
pgraphic location. A number of policy reforms have spurred on continued
Mructural change in the rural sector, which has evolved from a scenario mainly
o a fow maditional agricultural exports to one with a luge number of traditional
and non-traditional agricultural and non-agricultural products, sold in local
and international markets. The country has not experienced macroeconomic
or financial crises since the mid-1980s,

Country environment

The Costa Rican economy has shown a positive performance (Table 3.1), with
annual growth rates of GDI per capita of around 2 per cent and telatively low
unemployment rates. Exports are one of the most dynamic dimensions of the
economy. After the policy reforms of the 1980s, the country abandoned import
substitution and promoted exparts and tourism. Today, Costa Rica ranks second
in the Americas in terms of openness. Its soctal indicators show evidence of the
investments Costa Rica made in education, health and infrastructure for improved
wccess to drinking water and sanitation.

Costa Rica evolved trom being dependent on the production and intermational
prices of coffee and bananas 10 a divenified productive structure. The past 20
years have seen Increases in agricuitural productivity, orentation towards
demanding markets, and focus on higher value added, while agritourism and
environmental services are important sources of household Income. Decades of
investment in mral social infrastructure are reflected by indicators such as
improved sanitary services and access to drinking water, at levels higher than
in most developing countries.

Rural financial markets

Costa Rica bas a long tradition of agricultural finance. Established i1 1914, the
Juntas Rurales de Crédito trural credit boards) was among the fiest small farmer
credit programmes in Latin America. Their record was impressive: during their
first 50 yean of operation, they disbursed millions of dollars through thousands
of loans but less than § per cent of the clients defaulted (Gonzalez-Vega, 1973).
Several country characteristics facilitated access to rural financial services,
ncluding its small size, well-developed communications infrastructure (as
demonstrated by the density of public wansportation. roads, and phone lines),
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intermediaries. The financial system has a well-developed physical
infrastructure, with 540 branches of formal financial intermediaries located all
aver the country. The average of 7,400 persons per branch is low for developing
countries, The participation of the state-owned banks is significant, given the
Late emergence of the peivate banks (1980s), They account for 60 per cent of the
total assets and Labilities but only 45 per cent of the loan portfolio of the system
(Table 3.2).

Table 3.2 Costa Rica sham of regulated financisl organization. by category of the
balanca sheet, December 2004 (%)

Account State-owned Other state-  Private  Credil Rest of  Total
commarcidl banks owned Dankz  Danks  umons organigations*
Asssts 49 1 29 4 ? 100
Loan portiolit 34 1 40 6 B 100
Liabil i ties 52 L] al 4 s 100
Capital 3l 19 20 B8 21 100
Number of .
organizalinns 3 2 12 w6 a4
e companien, mutisies (s oan wchange frmm.
e M\"-f _' Htions Speriniend nce of Finaocil En .
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By the 1980x, the Juntas Rurales de Crédito, managed by the state-owned
Banco Nacional de Costa Rica, dwindled. The withering of this icon of small
farmer credit resulted from reforms in Its organizational design in the 1960y,
which fucilitated the politicization of the programme |n the 19705 (Gonzalez
Vega, 1973: liménez and Quirds, 1994). Nevertheless, the bank kept its role as
the main lender to the agricultural sector and in 2001 introduced BN Desarrollo,
i programme for micro, small and medium entrepreneurs. Credit unions are the
sector with the largest number of organizations (26), but they lend only 6 per
cent of the loan portfolio of the system. The 10 largest credit unions have thels
base in the rural areas, and a few manage a loan portfolio similar to the portfolio
of the banks with operations in their regions of influence.

No current data are available on the overall degree of rural access to credit.
The most recent research dates from the late 19805, when a survey conducted in
three rural areas revealed historical levels of access to formal sources of credit
(that is, at least once In thelr lfetime) highet than 50 per cent of all rural
households (Gonzalez-Vega et al, 1989), By that time, however, formal access
had declined to just over 10 per cent of these households, while semiformal and
informal sources of credit had increased their share of the market. There had
been i “de-formalization’ ol access to agricultural finance In Costa Rica,
probably as & consequence ol the severe ecanomic crisis of the early 19805
(Quirds, 1991).

Financial transactions of non-regulated lendets with a strong presence in
the rural areas include moneylenders, private finance companies, processing
plants (e.g. dairy, sugar cane, poultry and grains), credit from input suppliers

- and procurement firms (e.g. supermarket chaing), and the foreign loans obtained
by large agricultural firms. There are also numetous public sector programmes
with credit components, with an emphasts on crops.

Uniike other countries. microfinance organizations play 4 minor role in
Costa Rica, not only in rural credit markets but also in the overall Bnancial
sector. They emerged after the fAnanclal crisis of the carly 19805, sponsored by
nternational microfinance networks, &s an option for those who had lost access
10 tormal sources of credit. Their operations were mostly urban, but & few
“prganizations targeted the rural population, particularly farmers. Amony these
exceptions, the only one that still operates in the rural areas is FINCA/Costa

Rica, albeit with a different approach than 20 years eatlier.
The near absence of MFOs in Costa Rica reflects a combination of lactors,
ch as the:
) heavy weight of the state-owned banks and a history of government
Inervention in financial markets where, over a long period, targeted
subsidized credit was the norm, there was 4 crowding out of non-
government intermediaries, and financial innovation was inhibited;
widespread network of branchies of formal financial intermediaries,
‘combined with » comparatively short distance between clients and
nstitutions:
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was to iImprove the welfare of rural people, and its main features were as follows
Jiménez et al., 1996);

() Rapid group formation. The methodology required field staff (namely, &
promoter) to visit communities not vet famillar with the approach,
explain the programme to farmers and, if interested, install o three-
person executive committes (on the sume day of the visit), and write
the minutes.

() Istant loan disbursement. Right after a village bank had been created,
the loan amount would be determined (considering the quantity and
m specific crops to be grown), and immediate disbursement would

ollow,

iy Fivesyear term, The village bank had five years to repay the loan from
FINCA/Costa Rica, amortizing 20 per cent of the principal each vear.
The final borrower had one year to repay the full amount of his
Individual loan.

(ivy  Payment in kind Both the individual loans and the debt of the group
were repavable in Kind and, in particular, in basic grains,

iv)  Ieterest rate, Thete was no explicit interest rate. Thete was, nevertheless,
Implicit interest, which could be positive or negative depending on
the variation in the price of the commaodity.

ivi)  Muamdatory savings, Each member of the village bank was required to
save each vear an amount equal to 20 per cent of the loan they
received, so that after five vears they would have saved an amount
equal to the loan received from FINCA/Conta Rica.

vil) Collateral The members of the village banks offered FINCA/Costa Rica
A joint Hability guarantee, In the absence of any legal status that would
muike it possible to collect from the village bank In court, the guanuntee

Characterized from the start by a brisk process of innovation, FINCA/Costa was simply the willingness to pay of the members of the group.

Rica rapidly left behind the lending technology inherited from (ts Bolivian After o few months of operation, Padilla noticed problems with the technology.

counterpart. First, it abandoned loan payments in kind, introduced in Bolivia as regarding the: v

a response to hyperinflation. Second, it adopted an exclusively rural focus and ) low level of commitment of the members and their lack of knowledge

a mixed gender approach, unlike the affillates of FINCA International, whose of basic administration peinciples, resulting from the Hasty creation of

groups operate mostly in urban areas and work mainly, or exclusively, with the village banks;

women, Tventually, the most innovative adjustment was the introduction of () Nuctuations in prices and poor quality of the grains received in payment

shares of equity for the members of a village bank. Recently, FINCA/Costa Rica as well as the lack of comparative advantage of FINCA/Costa Rica's

applied to itself the same principles of innovation and adaptation with which it personnel in selling commaodities;

always approached the village banking technology. Thus, it transformed Itself WD lack of compliance with the savings principle; instead, each borrower

from a financial apex organization to a developer of the revolutionized village ' wits paying 20 per cent of the loan size per year and the term became

banks in order to improve opportunities for linkages that enhance rural access In practice, S years for both the village bank and the mdlvuhui

10 financial services. borrowers.

Lass than a vear after its creation, FINCA/Costa Rica adjusted the lending

technology, thus separating the new programme from the Bolivian expetience.
e chianges introduced were: -

) payments in cash;

e - ot

(i) highly developed social security system and other safety nets, which
reduced the role of savings deposits and loans as risk management
100ls;

vy relatively small size of the informal sector, in a country with unusually
high shares of the labour force In salaried employment and with
employment-related access to some kinds of financial services (e.g
employee associations such as asochaciones solldaristas),

v)  widespread ownership of small mural properties, which makes it possible
1o pledge traditional collateral;

i) absence of hundreds of thousands of microentrepreneurs, concentrated
in large urban areas, as Is the case In the Latin American citles where
microfinance has flourished.

Despite the comparatively large outreach of rutal finance in Costa Rica,
umportant segments of the population still do not have access to efficient and
sustainable financial services. This Is particularly the case in rural areas outside
the Central Valley.

In 1984, John Hatch and Maria Marta Padilla established FINCA/Costa Rica o8
a foundation. A year earlier, Rural Development Services, an International
consulting firm managed by Hatch, had created a credit programme in Bolivia
He then went to Costa Rica, where he contacted Padilla, an agricultural
economist with experfence in managing grasstoots organizations. The new
Costa Rican NGO, Fundacién Integral Campesina, would later be identitied by
the acronym FINCA, which John Hatch used for the International villages
banking group ~ FINCA Intermnational - that he founded,

Evolution: from payment in kind to financial services

a
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thiy
()

matching terms to maturity with agricultural cycles and harvests;

lending process;

v adequate selection of the village bank's members.

A couple of years later, the process for obtaining legal recognition of the
villiage banks as civil assoclations became an impornant adjustment to the model.
In other countries, village banks lack any legal status. The absence of gender
preferences and its rumal focus further distanced FINCA/Costa Rica from the

International network, leading 1o disassociation about a decade after its creation.

Revolution: incorporated village banks

After elght years of operation, FINCA/Costa Rica began a long-term evaluation
of its programme through an alllance with The Ohio State University’s Rural
Finance Program (OSU) and its Costa Rican partner, Academia de Centroamérica
(ACA), a private non-profit research institute. As part of the Financial Services
Project funded by the United States Agency for Intemational Development
(USAID), OSU and ACA, investigators conducted surveys and examined various
aspects of the village banks and the administration of FINCA/Costa Rica. The
researchiens rabsed concerns regarding the:

() lack of long-term financial self-sufficiency of FINCA/Costa Rica;

() poor management information system (MIS);

(1) risks assoctated with the operation of collective projects;

(v)  weak sustalnability of the village banks.

In particular, the researchens ratsed concemns about the limited potential for
steady growth and sustainability of the village banks, given a design with
attenuated property rights and a weak govemance structure, especially as an
outcome of the one person, one vote rale in an organization with both borrowers
and savers (Chaves, 1996a),

Fallowing recommendations of the OSU/ACA team, in 1995 FINCA/Costa
Rica Introduced adjustments in its operations. It asked the village banks 1o issue
equity contribution certificates (certificados de contribwcion patrimomial, CC),
These were certificates of 5,000 colones each (US$24 at the time of their creation,
but this amount Is now equivalent to US$10), The certificates mimic the role of
shares in a corporate firm; that bs, the percentage of certificates owned determines
each member’s share of profits disbursed and thelr weight in the decision-
making process. The CCI may be bought from the village bank or other members.
The Investment (s not recovered unless the certificates are sold back to the
organization, to another member, of to a non-member, given prior authorization
by the village bank. The CCP were, nevertheless, only an imitation of equity,
with a consequent lack of legal valldity If tested in court,

FINCA/Costa Rica was worrled, muumummmmu-u
ammmmumwwmommumm d to move
mwmmmnmmmmnms.mm. - damental

strong emphasis on training, in areas such as basic accounting and the
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village bank As & result, all new village banks were created as CCEs, while
many of the old ones were transformed Into CCEs. Nevertheless, some village
banks kept operating as civil associations, still using the CCPs,

This innovative feature of village banks ? incorporation 7 attempts to facilitate,
even In the most deprived communities in the rural arcas, the creation of
sustainable financial organizations, The CCEs are legally established
corporations. This allows them to develop their own linkages with other
organizations and to engage directly in a broad ange ol transactions - that
would have required an Indirect channel, such as the headquarters of FINCA/
Costa Rica In its apex role.

Further, the CCEs belong to the local residents, This contributes to the
sccumulation and use of social capital, and It allows members to invest their
savings In the equity of their own firm while, In exchange, they obtain the
opportunity to receive loans from the enterprise. To gain a better understanding
of the operation of CCEs and of village banks that still use the CCPs, the
tesearchers visited two village banks of each type. Before their transformation,
~ their number of members had declined, mostly because, given their ecarlier
 organtizational design, the remaining members were reluctant to replace those
who had left, as new members would not have contributed to the Intangible
assets that the group had accumulated, including their borrowing reputation,
and would instead dilute the existing property rights. After the transformation,
however, the membership has grown steadily, to reach between 35 and 111
shareholders in each of these four CCEs. Across them, average equity per
ahareholder ranges between USS334 and USS 1,104, suggesting that low-income
households are channelling Important amounts of funds into the CCEs. In
addition, deposits mobilized are substantial, with one individual account (the
largest) of USSE,S500. The CCEs finance theit loan porttolios mostly from equity
and deposits us well as external sources, such us regionsl development projects
and commercial banks. Per CCL average loan sizes range between USS426 and
USS930. Their main competitors are the state-owned banks, which operate a

rge network ol rural branches bul ration credit strictly. Although the CCE
CInterest rates are higher thin at the banks, the members value the low transaction
Losts involved.

Culmination: institutional transformation

FIN osta Rica continued 1ts process of development and tnprovement of
new design. This has been accomplished through the establishment of new
both in Costa Rica and in four other Central American countries. The
it methodology consists of 22 steps for the creation and initial
gthening of a CCE

' mmm—m«:ummumw = I8 Itself a complete guide, with a set
i 10 criteria. The next seven steps include an initial talk by the adviser and a
dmmmmmmnmmmml
1 an agreement with FINCA/Costa Rica, buy

110}

‘ e
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the stock. approve all regulations, elect o board of directors, and open th
passbook savings sccounts of the educational investment programme. The
eight steps may take one woek each or longer, Once all of these tasks have b
undertaken, the group is ready for the inauguration, After the inauguration, &
longer period of training follows,

Thiis thorough process takes a miniomm of Ave months, and it s an estima
cost of USS2.000 per CCE. Unlike traditional village banking technologies
FINCA/Costa Rica does not prrovide any funds - grants or loans - to the CCE
does It obtain funds from other sources, during the implementation of the 22
steps. The enterprise muist be created solely with the funds provided by th
members and, in the beginning, the credit programme must be funded entire
with the lnitial equity.

In the late 19905 and carly 20008, FINCA/Costa Rica was involved In th
fesource-consuming process of creating dozens of CCEs in different regions of
the country. Simultaneously, the organization wis funding the village banks of
the varlier generations and its Executive Director was supporting NGOs I
Nicaragua and Honduras, in their efforts to replicate the new techinology. This
commitment as well as FINCA/Costa Rica’s chronic problems with financial
selfaufficiency, difficulties in obtaining loanable funds, and the lack of an
efficient MIS forced the organization to make an important decision. It decided
to lose its financial operations and specialize solely in the creation of CCEs, a8
described in Figure 3.1. 1

The role of second-tier financlal organization has been transferred to a y
created organization - EDESA (Empresa para le Desarollo S.AL), i firm owned b
FINCA/Costa Rica and several village banks. The former Executive Director I8
now Director of its regional project. with a key task of transferring the new
village bank design o several NGOs In Central America. At the same time;

FINCA/Costa Rica continues 1o establish more CCEs in Costa Rica and 10

—
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Figure 3.1 FINCA/Costa Rica: main instiiutionsl linkages .
Source/interviews and FINCACosta website, nitp//waw. fic.nesr Dmimreimws hoid i June
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consolidate recent ones, through an alllance with Banco Popular, a formal
HNuancial Intermediary.

Inter-institutional alliances

A multiplicity of linkages has characterized the evolution of FINCA/Costa Rica
(Table 3.3). There are currently 12 active alllances while historically there have
been 59, If the connections with the village banks are excluded. These are
linkages with organizations of varying nature, with emphasts on financial
entities, state agencles, and private enterprises.

In 2003, FINCA/Costa Rica began its most complex and challenging strategic
dlliance, with Impressive results after three years, It invalves NGOs in four
ditferent countries und CODESPA, & Spanish NGO, Towards the end of 2003
FINCA/Costa Rica established a local network of multiple linkages, to facilitate
and speed up the graduation of the CCEs, by linking them toa bank.

By continuing its traditional alllances with the private sector, FINCA/Costa
Rica strengthened Its specialization In non-financial services, while an alliance
with a newly created financial NGO replaced FINCA'S role as a financial apex
for the village banks. The relationship between FINCA/Costa Rica and the CCEs
It creates is atypical, involving autonomous village banks that are stronger than
botlt its predecessors and typical village banks worldwide.

Multinational strategic alliance

FINCA/Costa Rica Has enjoyed a long-term relationship with CODESPA, which
began In 1988 with credit lines recelved through ACORDE (Asoclacion
Costarricense para Organizaciones de Desarrollo), 4 Costa Rican financial apex
CODESIA fundid the expansion to a second reglon, key from a risk diversification
perspective. A more ambitious four-year project, Implemented in 1999, included
# smull credit component and the consolidation of 120 CCEs. This project served
Ihe purpose of systematizing the CCE design that FINCA/Costa Rica had begun
implementing in 1996, The technology was then transferred to 4 Nicaraguan
NGO and & Honduran organization,

For many years, Padilla had visited other countries, 1o explain the
methodology and find ways to facilitate its replication. The European Unilon
suggested a regional project and CODESPA obtained the funding for it This
second stage started In 2003, when FINCA/Costa Rica and four other Central
American NGOs set up a strategic alllance with CODESPA for the crestion of a
number of CCEs and for the establishment of a federation of arganizations
implementing the COE design. FINCA/Costa Rica Is the key player (technical
advisor) In this international network of lnkages (Figure 3.2). Its main
responsibilities are threefold:

1 Creation “W:X:‘C& FINCA/Costa Rica trained the
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Table 3.3 FINCA/Costa Rica: summary of strategic sllances, as of Septemper 2005 o Costa Rica, where they visited CCEs and interacted with thelr leasdess.

. Wotkshops conducted by FINCA/Costa Rica's technical personnel
complemented the visits. A second phase Included several trips by
Padilla to each country, where additional tralning took place. A hands-

Iype of institution Name N
Current linkages/rulationships

L. Financial argamnzations A ASAPROSAR-E! Salvador on approach emphasized leamning by-doing followed by immediate
b Fundacdn del Centavo-Guatnmala application of the new knowledge.
¢ FUNBANHCAFE-Handuras Supervision and follow up. Again, Padilla travelled to each country to
d SADESC-Nicaragua vixit the new CCES, to verify their robustness. Members of the board of
: m:‘g t:::un directors of several Costa Rican village banks helped in the supervision
5. Banco Popuiss and technical assistance effort and trained thelr Central American
N EDESA OOuBERaA
2. State organizations/programmes & CONADECO Creation of & federation. The project culminated In the creation of an
b IMAS international organization to group the five village banking
c. PRONAMYPE programmes supported by CODESPA, known as the International
3 Internatonal oTganizations a CODESPA Organization tor Communal Microfinance (OIMC). Established in
4. Other a. Communal credit enterprises 2004, its objective Is to facllitate economies of scale in both fund-
Total raising and technical assistance efforts
Pravious linhages/relationships The alliance had a target of 167 new village banks, to be established by the
1. Financial onganizations ACORDE il of a three-year period (carly 2006), namely 40 in Guatemala, 45 in Nicargua,
2. Swte organizations/programmes &, AGUADEFOR ¥ in El Salvador, and 45 in Honduras. As of April 2005, there were 186 CCEs in
GINDE on, including some created earlier in Nicaragua (Table 3.4). Of the CCEs

Comseyo Nacional de Produccion iginally planned, some are still to be established in Guatemala and El Salvador.
FIDAGRO I the Costa Rican CCEs are excluded from the computation (because they ate
MAG/PIPA th older), the remaining CCEs and members (186 and §,173, respectively)
PRODAPEN/MAG-1FAD have contributed over US$ 130,000 worth of equity, for an average of US$700
Catholic Rellef Services per CCE, USS25 per member, and 28 members pet COE. When the Costa lican

:::;'"" "a'::'"“" WS, o Econamic (ks - created since 1996 - are included in the figure, equity per village bank

FAD

European Unlon

Inter-Amatican Davelopment Bank
Inter-Amatican Foundation

Ottice of the United Nations High
Commmmaner tor Retugees (UNHCR)
PROMICRO/International Labor
Organization (ILO)

The Resource Foundation

Communal credit enterprises - 230
Private firms - 29

Research institutes - 2 261
Total 276

Sowrces: Interviews, hald n June 2005 and FINCACosta Hica, Witpwwmlic o . Nk e T T m————
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Table 3.4 OIMC. results st CCE javel, #s of April 2005 development boards, the statl of this state agency had to be trained by FINCA/

‘Costa Rica on the 10 rules for selecting a commuttity. Once CONADECO
Country Number af CCES Equity (USS! Identified towns with potential, FINCA began the process of creating CCEs. The
Bicts s 230 674,599 linkage provided Banco Popular with an opportunity for expanding into the
£l Salvador 16 4,695 ral arcas. It also facilitated the graduation of village banks, by establishing -
Guatemals 26 24,000 m the very beginning - i linkage with 4 linancial intermediary. Awareness
Honduras 44 29,958 i the achievements of the groups will induce the bank to finance them and, as
Nicarague 100 12,709 this case, it may even consider using them as windows for its own services,
Total ale 804,961

FINCA/Costa Rica now creates CCEs only when there Is an organization
Hing to finance all the costs. In this connection, the inter-institutional linkage
With Banco Fopular and CONADECO was an opportunity for grassroots

Saurce: FINCA (2005)

increases to LSS 1,938, equity per member to LIS$65, and the number ul 1t

10 10. These amounts are not small for members in poor rural areas. Further
only were ull CCEs established in rural areas but also many are In:
remote reglons, where other lending technologies had been introduced byt

3.5 FINCACosta Rica: resiits of Hinkage with Banco Poputar, December 2003 and
ber 2005

| 2 December 2003 tember 2005

same organizations with poor results. | 2 Sep

Bevond these visible results of the ln:‘ct;utmmlml::thge. In N . .'umx‘m' credit enterprives 3;; ; ; ;;:

' rcomes have to do with the more autonomaous : .

mcuﬁ:ﬁzmﬂ(:; a result both of thelr greater institutional strengtie | o s
thetr initial funding through equity. More importantly, these more robu e ;;z lgl‘!
organizations - compared to traditional village banks - have addressed g 7 b 228 L
rights weaknesses of typical NGOs, thereby increasing thelr pot . ivind . 15827
creditwarthiness with financial intermediaries and trustworthine
enterprises capable of engaging in different types of linkages. The CG

Interviews with FINCACosta Rica, June 2004
village banks that have ‘graduated’ which allows the NGO heady

devote scatce tesources to other strategic ssues.

l Hanco Pomotar

Alliance with a formal financial intermediary

Another institutional linkage involves three ucgmluu‘mu. FINC : 1-.
as the central plaver, a bank (Banco Popular), and the Confedetacion
de Asociaciones de Desarrolio Comunil (CONADECO), & state agency that
together communal development awsociations that operate In many of
Rica's 459 districts (Figure 3.3), FINCA/Caosta Rica had already been, i it :
e role. a client of Banco l'opular, and this had given the financlal inter
un opportunity to perceive potential advantages from reaching these .
This agreement, implemented tn November 2003, called for the estabil (R P
of 20 new CCEs. The Banco Popular initiative has had four object -‘ | ‘r
(1} reaching communities where the bank did not have a branch |
(i attracting future clients; o " 4 !
(i using the CCEs as windows for providing credit and cro e “:.. r ‘ 1
services:

A

feasihility studies for future branch
uwn Omum

CON FINUA / Costa Rica
ECO | b
il ———|  (monfimmcial NGO)

l

()

3 FINCACosta fica) linkage with Bance Popuim
and FINCACosta Rica wotwite, hitps/iwww tic.oner Interviews beld in
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development, the creation of new village banks, and the development lending
capacities otherwise not avallable, In the end, 21 CCEs were established. Further,
for contractual reasons 12 CCEs initiated before signature of the agreement
cannot be counted as part of the official list of enterprises created by the linkage.

Connection with the communal credit emterprises

The innovation of the incorporated communal credit enterprise has generated
intangible dimensions not present in a traditional connection between a seconds
tier financial organization and the village banks in the network. There are two.
consequences of the atypical relationship between FINCA/Costa Rica and the
CCEs. First, 1t has ‘liberated’ the apex from ity commitment - and serious
challenge - of satisfying the growing demands for credit from the village banks.
This is not tnvial, given the well-known difficulties that NGOy face in finding
sources of funds. These troubles are worse because of thetr nonsregulated nature,
which constitutes both an impediment to mobilizing deposits and a repelling
force for potential lenders, in general sceptical of the soundness of financial
NGOs, and for local financial intermedianes willing to avoid high loan-loss
provisions,

Second, the linkage between FINCA/Costa Rica and the CCEs has created
several advantages:

th  creation of a virtuous circle, where the opportunity to establish a
profitable and high-impact credit programme has become an effective
mechanism - and incentive - for explicitly raising equity;
a legal status that has facilitated access to formal sources of credit and.
financial services in general;
more timely access to funding, given the more sound creditworthiness
of the CCE;
direct access to fimancial services by the CCE mather than members of
village banks borrowing or opentng savings accounts on behalf of the
organization but under their own name, with all the risks this practice
invalives.

These practices were observed in the four CCEs vistted, including their own
strategic alllances, sustainability, and consequences of being incorporated.

()
(i

tiv)

Strategic alllances of visited village banks

The four village banks visited showed an interesting set of institutional linkages.
Their officers mentioned FINCA/Costa Rica as an important partner (past and
present), a source of advice and, particularly, the mechanism through which
they were created, strengthened and trained. Three of them have access to loans
trom several formal mmtktowmmmammm
de Costa Rica, and Banco Popular) and one has been rejecting :
mmmmmmmms(mamw v and
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1990%, Two are currently borrowing from EDESA. Their strategic alliances include
tinancial agreements with regional development projects (funded by the Costa
Rican Government and international donors), a processing plant, a producers’
chamber, and a communal development association. These linkages involve
technical assistance, training, institutional strengthening, and crop processing.

Several features of the CCEs, in areas such o administration, govemance,
and credit, favour their sustainability. These features include the growth in the
number of members and their steady participation in the CCE's affairs, stability
of the board of directors, growth in equity; limits on equity per shareholder,
dectsion-making process based on the proportion of shares owned, distribution
of profits according to ownership of equity, credit committees, sophisticated
interest rate policies, ditferent types of guarantees depending on loan size, limits
on loan-size per sharcholder, interest.rate spread, and the capitalization of profits.
One of the village banks showed a hybrid governance structure; decisions are
based on the one penon-one vote rule, except for strategic issues, for which
they use the one share-one vote criterion,

The CCEs have adopted a business approach, All of their permanent
employees earn a salary, any project to be implemented has to be financially
selt-sufficient, and they are aware that, if the global operation is not profitable,
their pockets will suffer, through a reduction in the value of thelr shares.

Representatives of the CCEs visited answered questions about the advantages
or disadvantages of their incorporated nature. On the positive side, they
mentioned that:

(i) theserse of ownership induces additional commitment, greater interest,

extra work, and more constructive criticlsm among the members;

(1) the initial equity finances a small administrative structure, a necessary

condition in any organization;

(1il)  equity enables the creation of an independent credit fund;

(iv)  officers are accountable to shareholders, not to third parties;

fvi  CCEsavoid intrasion of the state (present in foundations) and politictans

(usual in cooperatives);

(vi)  a business-oriented Infrastructure Increases opportunities;

vil) clearly-identified individual equity (through shares) can be sold;

(vith) distributions of profits based on ownership encourage capitalization;

tix)  all work Is remunerated, thus reducing free-riding,

Among the causes of the high mortality of traditional village banks, or their
lack of growth, there are often problems of free-riding, uncertainty about asset
ownership, and capture of the organization by the borrowers, with consequently
high default rates, which are addressed successtully by the CCEs.

There were disadvantages of incorporation as well. The representatives
mentioned:

(h  CCEsare seen as capitalist enterprises rather than producer associations

and thereby miss the chance of recelving government and
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(i) CCEs have tewer opportunities to recelve grants than cooperatives or

associations and do not enjoy tax exemptions, as |s the case of

cooperatives in Costa Rica,

One of the CCEs owns a supermarket, an example of the so-called ‘collective
projects’. These production projects, owned by all or most of the members and
somewhat common in FINCA/Costa Rica'’s village banks of the early 1990s,
were earlier criticized for seriously weakening village banks (Chaves, 1996(b))y;
their operation, under the new technology, should be examined.

Other linkages

As mentioned above, FINCA/Costa Rica has several other Inter-institutional

linkages, Including:

1. EDESA, Several villuge banks and FINCA/Costa Rica created this private
financial firm. Thetr objective Is for EDESA to undertake FINCA'S formes
financing activities. Membership is open to any CCE or even private
investon. As EDESA's major shareholder, FINCA/Costa Rica |8 & source
of technical advice on administration and the lending business. The
CCEs buy equity to reach the minimum amount that enables them to
borrow. The threat from this dual role as owners and borrowers requines
analysis.

2 Private sector, Many private firms enthuslastically supported FINCA/
Costa Rica from the beginning. Their contribution usually consisted of
a grant for the creation of a number of village banks. This practice had
the disadvantage, however, that it placed pressures on the organization,
which had to figure out how 1o fund its lending activities. This is no
longer the case, because each CCE 15 established with its own
eqquity. Equity, leveraged by loans from financial iIntermediaries, funds
thetr credit portfalio,

3 The Ohtlor State Untiversity/Acadernia de Centroamérica. In the eatly 1990y,
the OSU signed a four-year agreement with FINCA/Costa Rica,
sporsored by USAID. The OSU's Rural Finance Program and ACA
examined various aspects of the NGO's operation, conducted surveys,
and disseminated findings on the technology. Concerns about FINCA/
Costa Rica's weaknesses regarding selfsutfickency, MIS, compulsory
savings and ‘collective projects’ as well as its problems with governance
and property rights at the village bank level were ralsed, which Induced
fundamental changes in the operation of FINCA/Costa Rica.

In addition to these strateglc alllances, other inter-institutional linkages

developed throughout FINCA/Costa Rica's history are summarized in Table 3.3,

Some just involved financing while others included institutional strengthening

and research efforts,
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Lessons learned

The multiple strategic alliances of FINCA/Costa Rica have been a rich source of
lessons in the long run. Some of these lessons have been learned the hard way,
while others have teflected Important innovations that address traditional

problems of village banking programimes,

Flexibility to adjust

Any process of institutional development should enjoy enough flexibility for
the organization to adapt to changes in the environment and unexpected
challenges. Such fexibility has charactetized FINCA/Costa Rica throughout
most of its history. Soon after its creation, the organization abandoned several
key features of the original model of village banking that it had initially adopted,
including the in-kind repayment of loans. The synchronization between
repayment schedules and harvest cycles needed in lending 1 agriculture was
absent in the original model, but FINCA/Costa Rica soon adopted it Thus, in
contrast to other village banking programmes, agricultural loans have been
important In the portfolio of these atypical village banks. These and other
revisions of the traditional methodology allowed the Costa Rican village banks
1o experience rapid growth and 1o begin thinking about the provision of other
financial services.

In & second phase, FINCA/Costa Rica introduced the equity contribution
certificates (CCPy) as a means 1o address the difficult governance and property
rights issues that usually emerge ar the village bank level, Later on, the
organization consolidated this reform with the Innovative creation of village
banks as Incorporated frms (that is, CCEs as sociedaddes andnimas - private
companies).

Another Important adjustment has been the transformation of the
organization from a microfinance NGO - a role whose expansion presented
many challenges In Costa Rica - to a rural development organization, This shif
was motivated, in part. by challenges from the evolution of the environment
The conversion was ilso the result, however, of the NGO’ inability to implement
timely adjustments In areas such as staff selection and MIS, These shartcomings
« which precisely reflected the limitations that many NGOs encounter in
accomplishing this upgrade - had removed any credible ability to responsibly
manage the growing credit component. Confronted with this, FINCA made the
pragmatic (actually hard but brave and correct) decision of closing its credit

¢ at the second-tier level, before this component killed the
. The design of the new type of village banks, the communal credit
W(Ocm.hubeenunmgtMncwwbdmtapnwm.

dual creation by FINCA/Costa Rica of an intemational network of CCEs

e —— 1
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similar set of alllances perform in ditferent soctal, economic. regulatory and
Institutional environments. This makes it possible to analyse the impact of
diverse exogenous characteristics on the probability of success of the CCEs and
the alliances that they have developed.

One Interesting challenge has been the need to transiate the materials from
Spanish to various native languages, for the benefit of CCE members in several
reglons of Guatemala. Similarly, some teaching instruments had to be abandoned
or modified, given the olation of many communities without access 1o
television. These clircumstances are, nevertheless, evidence of the rurality and
remoteness of the communities served by the NGOs linked to FINCA/Costa
Rica. In the past, these Central American NGOs had unsuccessfully med to
implement credit programmes in these communities. Even in Costa Rica, with
o much Higher road density and casier access, there are communities that FINCA
would not vet have served If it were not for the alliance it established last year
with the Banco Popular. Because of this linkage, 21 CCEs were created, with a
total equity of USSS,051 and 372 partners (not including members who are
minors). As of September 2008, this equity had tripled (1o US$15,563), there was
a credit portfolio of USS 17,000, and the number of partners had increased to 411,

Institutional strengthening

One of the hardest lessons learned by FINCA/Costa Rica has been that any
organization that s growing needs to sufficiently strengthen all dimensions of
Its structure, be propetly staffed (both in terms of numbers and qualifications),
and have a good MIS. The NGO's weaknesses in these arcas were already
highlighted in the 1990s (Wennet, 1990; Chaves and Quiros, 1996), In particular,
these observers noticed the lack of an adequate database, essential to provide
the Executive Director with quick and reliable information about the operation
and financial selfsufficiency of the NGO as well as the operation of the associated
village banks. This problem was recently resolved, but only now that the credit
programme has disappeared and that the requirements of information are
probably less demanding. While these problems are common to many financial
NGOs - except the most robust - the importance of information management

Highlights some of the challenges that these organizations may encounter, as
they expand their range of activities and develop linkages that require timely

Information for relevant managerial dectsions.

Stmilarly, FINCA/Costa Rica had a chronic problem with its personnel. The
head of the organization now acknowledges that its older staff had enthusiasm
11 excess but that many of them lacked the skills or the training needed to cary
out their responsibilities in a successful manner. The result was a concentration
of the decision-making process in the hands of the Executive Director. Most of
het time was frequently spent in tackling problems (of which there were never
propet eatly warnings), As a resull, ummnmwmmm'::
riistng activities, This concentration on a promi ceable head

enough time 1o the more productive and urgent
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persan is quite typical of this generation of NGOs, and it may spill over into
inter-institutional linkages that are mostly based on personal relationships
between such unique individuals.

Conditionality

The history of FINCA/Costa Rica reveals one of the most complete lists of
requirements that emerge from the conditionality established by a wide range
of organizations with which the NGO had or has established alliances. The
most freguent stipulations were refated 1o imstitutional linkages that included a
credit component in the arangement and that fixed the interest rates that
FINCA could charge on i1s loans to the village banks and that the latter could
charge on loans to the final clients. This requirement forced the NGO to disburse
funds from lines of credit at different interest mtes (depending on the source of
the tunds), with the corresponding cumbersome and costly administration. ft
also induced uneasiness among the members of the village banks, who
complained abour the different costs between one bank and another and who
sometimes decided to remove a loan request untll cheaper funds, from other
source, became avallable.

A second source of conditionality in the agreements signed by FINCA was
wlated to the selection of personnel and consulting firms and to items permissible
for financing by the partner organization, In one case, the pariner organization
forced the selection of a particular firm for the development of FINCA/Costa
Hica’s MIS. The firm had great expertise in computer training for prumary and
high school students, but it was far from being an expert in developing business

software. The project was a fiasco and a waste of scarce resources. This remained,
sadly, precisely one of the weakest areas of the NGO, where much and tmely

sipport was needed.
Another example took place in the sarly 19905, with a donor’s invistence on

the purchase of a computer for each village bank. The project was finally
abandoned when FINCA convinced the donor's representative that many of the
village bank ‘offices’ (namely, the kitchen table in the house of one of ity
members) did not have the conditions (for example, electricity was not available)
Jor using a computer. As time went by, the village banks acquired a desk and a
fling cabinet, and the larger ones even had @ whole room to be used as an office.
By the mid1990%, several groups had acquired computers.

FINCA/Costa Iica was always aware of the negative comsequences of these
onditions. Nevertheless, it never used the prominent position and authority
ot it had acquired in local and international circles as leverage for negotiating
agreements with its partoers in these alliances, This probably resulted
un m pressures the omganization always encountered in funding its
Thus, FINCA/Costa Rica confronted a trade-off. It was desperate 1o
Mtomd to the growing demand for credit by a rapidly growing
«mmmm“mmw«mwmmwm
panicd the funding

\
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Nowadays, the traditional interest-rate conditionality is not thar frequent,
but it has not totally disappeared. Many well-established MFOs worldwide,
regulated intermedianes and non-regulated NGOs, have successiully dealt with
domor attempts to limit their flexibility with unnecessary and distorting
conditions on the loans they disburse. The more subtle tyet equally damaging)
conditions described above, however, should also be confronted with the same
resalution and assertiveness

Integrity of the technology

In the establishment of any strategic alliance not only should there be a clear
understanding of the extent of the agreement but, in addition, the financial
NGO should usually not allow the inclusion, as part of the negotiations, of a
modification of its lending technology or changes in aspects that are inherent
to its own operation, particalarly if these features have been developed by the
NGO and are working well before the agreement.

FINCA/Costa Rica has developed a technology that includes detailed
guidelines for group creation and even for selecting a community. These
procedures are the result of years of learning by doing, of trial and error. Such
efforts should not be underestimated and, hence, the NGO should only modify
the technology based on techmical considerations and never in order to respond
1o transitory reqquests of the partner entity.

FINCA has surrendered to the temptation of moditying the procedures in
order to obtain additional tunding, Some of these mistakes had to do with:

) Commmmity selection, There have been partners that have chosen
communities, without following the 10 steps that FINCA/Costa Rica
has established for this purpose. Either the groups have experienced
problems soon after their creation, or FINCA has had to start the
comimunity selection process all over again.

Cretion versus strengtheming. Many organizations wanted partnerships
with FINCA/Costa Rica so they could later say that they had sponsored
the creation of a given number of groups, while the new village banks
were presented as ‘thetns’. This pushed the NGO into a dangerous race
10 create groups, with consequences not only for quality control but
also In demands for loanable funds, a particularly serious challenge

given the inevitable increases in loan size after each cycle, What

FINCA/Costa Rica did not apply when it operated as an NGO it is now

transmitting to the partnen in the federation of CCEs; the need to

reject demands from potential partners seeking only (o create groups.

Instead, FINCA/Costa Rica has urged partner NGOs to promote

spansorship of current CCEs, Moreover, in the technology for creating

CCEs, the Inauguration of the communal enterprise is the ninth step.

ﬂumulmammmmumbyuwumdmm.
diminished temptation by donors to speed up the croation of groups,
Just for the sake of showing the accomplistime
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(1) Staff training. FINCA/Costa Rica has committed to train personnel from
the partner organizations, so they can support the lengthy process of
group formation. This creates local capacity at the partner organization
and accumulates human capital. Moreover, it allows FINCA to undertake
projects that It would have rejected because of the high cost of the 22
steps for creating a group,

Politics

One unrelenting risk in establishing alllances with the state {s the abuse of the
project for political purposes, either during the development of a project o
alterwards, intentionally or as an unexpected outcome. Something that appears
5.4 good opportunity may end up being counterproductive for the organization.
FINCA/Costa Rica has suffered from this wheedling. One case was a linkage
With an agency of the Ministry of Agriculture. The agency convinced FINCA/
Costa Rica to create dozens of village banks in a reglon were the NGO had never
Operated. In the end, the agency did not assume all of the technical assistance
costs, and FINCA ended up with the obligation of finding loanable funds for all
of the groups created. This was not possible and, many years after, the members
of these groups complain, not against the state, the Ministry or the agency
involved, but FINCA, who they claim left them alone.

Anather Incident resulted from an alllance with another state agency in
Charge df promoting agro-industrial projects, with funds from an international
Organization with an agricultural focus, The problems cansed by the state agency
were many, Including: the selection of communities according to political
mun, thus ignoring the guidelines prepared by FINCA/Costa Rica; the

vement of the members of village banks In agroindustrial projects of
“dublous sustainability; and statements to the borrowers that they did not need
10 repay the loans, because the funding came from an Intemational donor,
One recent case was a trust fund created by the state 1o purchase past due
Mgnicultural debt. FINCA decided 1o get rid of a few large borrowers that had
Mopped repaying. Many others, however, who were paying thelr loans an time,
Hopped doing so, because one of the conditions for betng considered for write-
BT was to be behind in their payments.
I some of these examples, there were reasons to expect a bad outcome. In
Whers, FINCA/Costa Rica could claim that the project seemed good but that, in
process, things went wrong. As 4 rule of thumb, organizations that are
insidering engaging in strategic alllances with the state should establish a
only when it s about a public service (for example, a utility), collecting
{ disbu funds for an activity that reachies the entire country or 8 whole
fegion On the contrary, specific projects, targeted at particular groups with the
Meographic location, may be better avolded, because they can eastly be
sed politically, with potential negative externalities for the organization
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Incorporated village banks

The connection between FINCA/Costa Rica and the CCEs It creates has several
innovative features:

(1 establishing the CCEs is a comprehensive process that requires at least
22 weeks of technical assistance;
the basic initial requirements of the CCEs are funded only with liguid
equity provided by shareholders;
no funds are transferred from FINCA/Costa Rica 1o the CCEs, elther
grants or loans;
the CCEs provide credit and deposit facilities to shareholders and non.
sharcholders;
the amounts of equity and deposits raised by the CCEs are relatively
high, both in absolute terms and per individual, and are the primary
source of funding for the credit programme;
the CCEs are business oriented: they permanently seek their financial
self-sutficiency and everyone working for the enterprise receives either
a salary or same type of remuneration;
the CCEs have developed their own network of strategic alliances,
which includes formal financial intermediaries willing o lend 10 these
village banks.

In short, this innovative design has induced what seems to be sustainable
grass-roots development accompanied by a self-financed credit mechanism,
facilitating direct financial layering by the CCEs. The evidence seems to confirm
the research assumptions of the case study, namely that the organizational and
legal innovations pave the way for the CCEs in establishing other linkages,
beyond the existing one with FINCA/Costa Rica; and thar this robust type of
village banks allows the apex omganization opportunities to address strategic
Issues.

(i
(1
(v}

vl
i)

i)

Conclusions and recommendations

Costa Rica has never been associated with the microfinance world, and yet
some of the earlier experiments of renowned microfinance networks took place
in this country. Practically all of the MFOy established in Costa Rica in the
19805 with support from these international programmes have disappeared,
Several reasons explain this outcome, including the availability of a wide
network of branches of the formal financial sector, the small size of the country,
good communication services (public transportation, road density, and phone
lines), the relatively small informal microenterprise sector and the absence of »
large concentration of microentrepreneurs in urban areas. The heavy presence
of the state in financial markets has further inhibited the development of
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The exception to the high tailure rate of MFOs in Costa Rica was Fundacion
Integral Campesina, established by John Hatch and Maria Marta Padilla in
1984, Survival was probably the result of this NGO's willingness to transform,
regardless of the magnitude and consequences ol the adjustments required.
This flexible approach began a few months after FINCA/Costa Rica's creation,
resulting In a very different model from the design Hatch began to introduce
worldwide (FINCA International). The Costa Rican model became an exclusively
rural village banking programme, without gender targets but with a 30 per cent
participation of women and with payments in cash rather than in kind, careful
selection of members and strong emphasis on training, and adaptation of the
terms to maturity of the loans to crop cycles, resulting in mostly an agricultural
portiolio. Several but not all of these innovations were later adopted by the
International programme, i potential positive externality that has not been
acknowledged.

A second stage of major adjustments arrived 10 years after its creation,
maotivated by an external evaluation (OSU) that highlighted governance
problems at three levels:

(1) for the headquarters of FINCA/Costa Rica, the usual NGO shortcomings
were aggravated by the absence of efficient MIS and lack of concerns
about financial seltssutficiency:
for the village banks, thelr sustainability was threatened by lack of
clarity about property rights;
for the system, there were flaws in the overall dynamic relationship
between the headquarters and the village banks

The most influential outcome of the OSU assessment was the introduction of
the patrimoniil contribution certificates (CCPs), an instrument that attempred
to reproduce the behaviour observed in corporations ar the level of village
Danks legally established as civil associations,

Shortly after, In 1996, the innovation was consolidated by the creation of a
new type of village banks and transformation of the older ones into incorporated
fizms, giving birth 1o the communal credit enterprises (CCEs). FINCA/Costa
Nica’s former general manager and now director of its regional project has been
heavily involved in the dissemination of the CCE design, an effort that has
wken the model to Venezuela, Ecuador, Panama, Nicaragua, Honduras,
Guatemala and E! Salvador, and will eventually wke 11 to Colombia and Mexico,

The governance problems at the headquarters and system levels were never
effectively confronted, however. The consequence was seen a decade later; (n
the early 2000s FINCA/Costa Rica reinvented itself, by specializing in the
creation of CUEs, leaving behind the role of financial apex tn its relationship
the village banks. FINCA/Costa Rica 1x now a rural development

mm.

Despite its new focus, the organization still retains one characternistic: a
multiplicity of linkages. FINCA/Costa Rica has a record of over 300 strategic
alliances throughout ity history, including the connection with the village
banks (0 the network: excluding the latter. the number of linkages i still an
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impressive 59, with all sorts of partners, Moteover, after the elimination of the
financial component, alllunces have become more complex, involving FINCAJ
Costa Rica, the village banks and sources of financial services.

Another positive point of FINCA/Costa Rica’s strateglc alllances Is Its key
tole in a reglonal project involving MFOs in Nicaragua, Honduras, Guatemala,
and El Salvador. The result has been, In general, an extended and more
sustainable rural outreach of financial services In these countries and,
particulatly, the creation of nearly 200 CCEs, with over 12,000 partriers and
LSS 130,000 In equity,

Numerous lessons learmed and recommendations have emerged from these
linkages, such as

(y  Alllassces with the state. 1t Is usual for NGOs 1o establish linkages with
state agencles, both local and international (the donar community). It
Is important for the NGO to avold conditionalities of the old type
(Interest rate restrictions, for example) as well as other requirements,
such as the imposition of consultants, expansion Into certain reglons
or adoption of unsustainable projects. The NGO should try to accept
anly those alllances with the state involving products that are widely
offered, preferably If the service is shared with other organizations;
this may wark as a shield against the use of a certain service by the
government’s propaganda. Intemational donors are natural allles,
given their relatively good networking and access to state of the art
technology,

Flexibility to adapt. MFOs should always try to keep their mission and
vilues. The mechanisms for achieving this goal, however, may and
should vary over time, in order to adapt wall to changing ciroumstances,
ot three levels: the organization, the microlinance industry, and the
environment (soclal, economic, regulatory). In other words, the
organizations should be flexible and willing to change, no matter how
difficult the adjustmoents may seem.

Listkuges with the private sector. Private tirms are willing to support
development projects, an interest that has Increased In recent vears
becatse of the work of soclal corporate respansibility movernents. MFOs
should take advantage ol this, by establishing alllances with the private
sector, particularly firms involved In value chain relationships with
the village barks. This Is the case ol processing plants that buy the
production of micro or small entreprencurs or formal Nhancial
Intermediaries that could supply financiil services to the village banks
The NGO should be careful, however, not to surrender to the frequent
pressures to create village banks beyond its ability to address all the
short and medium terms demands for funds.

Incorporated village banks. The CCE model dmhpﬂ : m
Wiea tacilitates o selfsufficient internal credi: it

Hinancisl layering by the vlllm Nnh .

(L)

(i

(iv)
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worldwide. This innovative model Is smoothing the way for the CCEs
1o establish alllances with third parties and s allowing FINCA/Costa
Rica to concentrate its energies on strategic issues rather than the
day-to-day problems of the village banks. The incorporated village
bank design addresses governance issues at two of the three levels of
problems identified by OSU, namely the village bank and the system.
The final impact on governance at the headguarters level will depend
on the magnitude of two opposite effects. Alliances with stronger CCEs
mutke 1t easier for the administration of the NGO 1o tackie old and new
Issues, thus reducing the strength of some of the threats, In wm,
however, the linkages with the incorporated village banks may reduce
the pressure (Le. the incentive) the headquarters have for improving
operations, MIS or fund-raising.

International dissemination of technology, The creation of a regional
network of CCEs presents a unique opportunity to examine similar
alliances under different social, economic, regulatory, and institutional
envitonments.

Future studies should address the consequences for the operation of EDESA
of s governance structure: it is owned by village banks that at the same time are
clients of the firm. Collective production profects should also be examined, to
determine I the new incorporated status of the CCEs minimizes the property
nights problems that these projects showed under the old village bank design.

v)
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CHAPTER 4

Opportunities for the creation of linkages
and alliances to expand the supply of rural
financial services: The José Maria Covelo
Foundation and its partners in Honduras

Mayra Falck, Rodolfo Quirds and Claudio
Gonzalez-Vega

~Abstract

The case of the José Marta Covelo Foussdation by Honduras describses an interesting
story of the fuwsdation’s evolution froms o typical secomd-tier osganization providing
cupocity buailiting trodesdng aid funding to private development finasce srguseations
(PO (o onse of o highty sopdisticated holidisgg company offering firanclal, human
resource saniagernent, adiministrative, systems, marketing amd organizations!
services to the six orgunizations In the holding group. The sty ficuses o o
sultiplicity of bntro- and extro-group Hnkages with o roge of financial amd mon-
financial actors. The authors exansine market-deepesting lnkages for rural finance
e provide inedepth anudysis of two local organizations ard their Hikages with
Covelo Grovp among others. This case Is rich bn detall aod af times complex, but
provides many fessons for those Interested (n following o sbilar instititiona!
development path.

nt duction

An expansion of the supply of financiil services into the raral areas of developing
el bs not an easy undertaking. Those financial entithes thot seek to establish
il presence face numerous obstacles, iIncluding the high costs of overcorming
e information, Incentive and contract enforcement problems typlcally found
A0 Binanclal transactions, and the high systemic risks associated with opetating
i local markets. These obstackes make an increase in thelr rural outreach o slow
rocess. There are, as well, managerial, funding, and regulatory constraints that
equently keep some organizations from offering o wider range of Gnancial
00s 10 thedr actual and potential raral clientele

In addressing these challenges, some ogganizations take sdvantage of their
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of rural clients, but they can usually ofter only a narrow range of financial
services, given the constraints resulting from the local nature of their operations,
hese organizations may address the limitations either by:

* developing a comprehensive, in-house organizational structure - that I,
by directly offering a whole range of financial services through a network
of thelr own branches - a ke PRODEM in Bolivia or;

* creating the equivalent of a planetary system - that is, by making a series
of services avallable to thelr clientele through a number of institutional
lnkages and alllances, developed around a core Programme activity.

This case study focuses on the activities of the group of organizations known
as the Covelo Foundation, in Honduras, and of two non-governmental
organizations (NGOs), namely Hermandad de Honduras (HDH) and the
Asoclaciin Proyecto e Iniclativas Locales para ¢l Autodesarrolio Hegional de
Honduras (PILARH), Both NGOs offer financtal services in rural areas and are
part of the network of partners of the Covelo Foundation. The expenence of
these three onganizations offers interesting lessons about strategic alliances,
linkages, and relationships created to promote an expansion of the outreach of
microfinance organizations into the rural areas of a poor country.

Despite the Important achlevements of some microfinance organizations,
rural financial markets have been comparatively shiallow tn Honduras, and in
the past most galns in outreach have not been sustainable. In addition, these
markets have recently suffered important setbacks, mostly from the political
interference that has accompanied legislated loan pardoning and has
discouraged private bank intermediation. Moreover, In recent decades, very. development agents - at both the national and the mral levels - would not only
few, If any, of the numerous Interventions and schemes designed to assist rural Mllow local financlal organizations to expand thelr outreach but also to develop
development in Honduras ~ including polices, projects and strategies for the dending technologies better adupted to specific local cireumstances.
promotion of formal and informal finance - have managed to trigger the kingd, Thus, a “territorial’ approach s one of the conceptual frameworks used here
of organizational linkages and alllances that could reverse the productive, A8 a4 plattorm tor the analysis (and It Is one that should be used for the
environmental, and soctal degradation that has characterized the country dur dnplementation) of Initistives and policies at the rural level. This approach
this period. Instances of success have thus remained as isolated cases. Hillows De Janvey and Sadoulet (2004), who have fustified the differentiation

This case study shows, nevertheless, that linkages and alllances between n tavourable rural areas and marginal rural areas and have suggested the
second-ther Institutions and financial organizations with an established presence Of this distinction as & guide In creating greater value added (n the rural
In some agricultural reglons have the potential to trigger posttive local impacts Aroas, In promoting linkages between urban and rural areas, and in
amony their clients. Indeed, the resulting access 1o these services seems to have Incorporating the poor Into markets for labour and products.
contributed to the alleviation of poverty, chiefly by improving the borrowers' - Second, the case study Incorporates a concept of “livelihoods’ to highlight
links 1o all types of markets and by thereby allowing a diversification of thelr the complexity of farm-household strategles, particularty critical in examining
sources of Income towards non-fanming activities. Some additional key questions e relationships of the local organizations with thelr clients. Third, following
to be addressed, however, are the following: Why, despite some successtul he recent contributions of Lederman (2005) and Jansen, Siegel, and Pichon
expetiences, has it not been possible to broadly replicate them in the raral areas 2005), the study stresses the importance of secure access 1o & bundle of ‘assets’
of Honduras? Why, even when a first-ter organization has entered Into an ) promoting rurdl development. Fourth, the case study uses the distinetion,
alliance with a second-tier institution and It has developed close bonds with ity ced by North (1993), between ‘institutions’ - defined as the rules that
clients, is it unable to increase the scale of its opetations? Why Is the sustatnabilis i behaviour, Including the governance of organizations - and
ot this kind of organization so fragile? Answers o these, quite univensal, questions Alzations’ - defined as the actual structures that allow various forms of

mymwmuzhtoumumumlmmm_‘ Ajges between ~ mnmlm m:‘me‘dmdm

The rest of the chapter s structured into five sections. The following section
summarizes the conceptual and methodological framework for the case study.
The second section analyses the country context, including key economic and
fural Indicators, decisive events that have changed the country’s rural
development paradigm, and the policy and legal framework for rural financlal
Antermediation. The thind section explains the logical framework for the activities

O the José Maria Covelo Foundation, as a private development organization
Involved in the financlal services Industey, and it highlights three main phinses
n s evolution. The fourth section analyses the specific linkages developed
between the Covelo Foundation and HDH and PILARH, respectively, as well as
the alllances developed by each of these NGOs on Its own. The section highlights
the vulnerability of these organizations, despite the linkages. The final section
Adentifies lessons learned and conclusions.

Conceptual and methodological approach

The case study adopts several conceptual perspectives for analysis. First, it starts
from the premise that the dynamics of development in the nural areas vary
Mccording to their agro-ecological, productive, and soclal conditions. In part by
Ignoring this, the public policies adopted to encourage rural development in
Monduras have falled to promote the kinds of synergles that would have the
potential to sustain rural financlal market deepening. Because these synergies
£an be quite powerful, stronger linkages and alliances among market sctors and

Iinanclal organizations.
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This case study examines the evolution of the Covelo Foundation, an
organization with operations at both the first-tier and the secand-tier in the
provision of financial services. The ‘profound-change’ approach introduced by
Senge et al. (2000) is used to study the development of the Foundation's linkages
and alliances. This approach describes organizational change as a whole,
combining Internal modifications (values, approaches and aspiaations) with
external changes (strategies, proctices and svstems). The analysis of profound
cChange at Covelo starts from the premise that various linkages and alllances
have generated significant learming within the organization. The case study
Bsolates and characterizes the various rdlationships and draws key lessons from
these expetiences.

Linkages are classified into two types. On the one hand, there are backward
linkages, with organizations such as the National Commission on Banking and
Insurance (CNBS), Hnancial palicymakers, Including the Honduran National
Congress (CN), and donors and othet Hinancial Institutions. On the other hand,
forward linkages are developed with fiet-tier organizations, such as HDH and
PILARHL

HDH and PILARH concentrate their operations in three of seven agricultural
regions, chamacterized by the mountains and valleys of the collee-growing
region of western Honduras and by the mountaing and hills of southern
Hondums, respectively. The linkages and alliances between each one of these
two organizations and other formal and Informal institutions bevond Covelo,
s well as the bonds with their clients, are also considered. This makes it possible
10 cover the entire value chain of rurdl Anancial services in these three
agricultural regions and to identity the connections of the chain with the
policymaking processes,

The case study 18 based on & review of documentation and on interviews with
Covelo managers, to evaluate the role of the linkages in relution to rural
development and financial policies. at large, as well 45 on interviews with
executives, the techrical staff, and clients of both first-tier organizations. Purther,
executives and stafl of Banco de Occidente. which keeps alllances with both
HIDH and PILARH. were also interviewed. Consequently, the case study reports
their perceptions, evaluated in the light of & systematic review of documentation
about trends in the economy, rurality, development policies, and organizations.

Country context

This section briefly discusses three dimensions of Honduras relevant to the case
study: firstly, the charactenistics of rurality, with spectal attention to the sector'’s
diversity and processes of differentiation: secondly, main trends in the economy,
with a comparison of the situation pre- and post-Hurricane Mitch; and, thirdly,
a summary of the current legal framework for rural and financial matters,
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The rural sector in the aggregate economy

Honduras is characterized by substantial rural diversity, accompanied by unstable
economic growth, marked Income Inequality, and widespread poverty,
particularly in the rural areas. Assorted envitonmental conditions, a varied
tertitarial profile, and climate have favoured diversity in rural organization,
THis has resulted in the differentiation of seven agricultural regions, marked by
deep regional inequalities. The avallability of water has led to a pattern of land
use centred on the so-called T of development” (T del desarmollo), which combines
humid and dry tropics, and of which the Puerto Conés-Choluteca commidor
forms the stem and the Atlantic coast forms the top of the T. Sixty per cent of the
Honduran population is concentrated in this area, which includes the country’s
maln cities and the majority of its infrastructure of roads, telecommunications,
alrports, and electric supplies s well as the largest and most important valleys.
Striking backwardness characterizes the rural areas excluded from the T of
development’ where, by and large, poverty is concentrated.

Pollcy reforms have not been sufficient 1o reverse the social and
environmental degradation that compounds poverty, with losses in marginal
areas from drought, soll erosion, and floods that increase each year. This
unfavourable state of affairs has been exacerhated by the varability of coffee
and ofl prices, in augmenting agricultural risks and in putting pressure on the
country’s balance of payments (Falck, 2004).

Income per capita has grown slowly. The annual rates of growth of GDI'
averaged 3.4 and 2.8 per cent in the 1980s and 1990y, resulting in rates of
growth of per capita GDF of 0.3 and 0.1 per cent, respectively, In recent yean
(2000-4), rates of growth of GDP ranged between 4.3 and 5.7 per cent, with a
population growth rate of 2.6 per cent per year (1988-2002). Thus, per capita
Income was less than US$950 in 2002, According to the World Bank's
classification of low income countries, in 2002 Honduras ranked 144th among
201 countries. In 2003, the UNDP Human Development Index was 0.657 for
Honduras, below the Latin American and Caribbean average of 0.777, and the
wountry ranked in 115th place our of 175 countries (Falck and Fino, 2003),

Agriculture’s share in the GDP shrank, from 20 per cent in 1992 to less than
14 per cent in 2001 (Bustamante and Falck, 2008). Still, agriculture accounted
for 34 per cent of total employment in 2000, compared to 39 per cent employed

i the informal sector (Sauma, 2001). The contrast between the share of agriculture
in employment and its contribution to the GDI is an indication of the low
R ty of labour in agriculture, By 2004, about 35 per cent of the country’s
population lived, and 34 per cent of its labour force worked, in the rural areas
Anstituto Nacional de Estadistica, INE).
~ Despite their limited reliability, all sources agree that the incidence of poverty
s concentrated in this rural sector. According to the Ministry of Agriculture, 75
et cent of the rural population was poor in 2004, INE confirmed that, in 2003,
out of every three Hondurans were poor and that thiee out of every four
: poor. At the turn of the century, the Ginl
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coefficient for the distribution of income was 0,564, with the poarest 40 per
cent of the population carmning only 12 per cent of total income, wheteas the
richest 10 per cent eamed 37 per cent.

Decisive events

Three decisive events marked a return to a rural approach in Honduras, with a
new vision of investing in the rural areas, in order to mise competitiveness. The
new approach uses a value chain perspective and focuses on public interventions
and policies that improve access to a package of what are assumed to be engines
of economic growth and rural development, including rural finance and access
to knowledge.

The first decisive event was Hurricane Mitch, which struck Honduras in
1998, with losses equivalent to at least 70 per cent of its GDP. This event marked
4 change in the country’s development paradigm, by showing that the earlier
anti-rural bias of policies and, especially, the polarization caused by targeted
subsidies had resulted in great vulnerability, in terms both of environmenial
and social capital, thereby exacting high economic and soclal costs. Instead,
rural areas with fragile ecosystems are now being considered as strategic in
planning interventions and investments by the public sector private
development organizations, and intermational agencies, This paradigm change
stemmmed from three main factors: (1) the fragility of rural production systems
(hillsides and valleys); (i) rural depopulation, because of migmtion; and (if) a
reduction in forest cover, because of the expansion of livestock holdings (the
soanaderizacion of agniculture). The new approach emphasizes local development,
governmance, microenterprises, and microfinance, in efforts to build human and
soctal capital in the raral areas and reduce environmental and social vulnerability,

The second decisive event was the recent fall in coffes prices, which
highlighted the vulnerbility of the economy vis-d-vis international price
fluctuations and concentration in a few export crops. This has called for a
revamping of the country’s trade strategies, which will have significant influence.
on the rural areas, where one out of every four farm producers is a coffee grower
These two events highlight the importance of mechanisms to address systemic
risks, including the role of access to financial services (deposits and loans) for
consumption smoothing and the potential role of indexed insurance.

The third dectsive event has been the inclusion of Honduras in the Free
Frade Agreement between the United States and Central Amernica and the
Daminican Republic (CAFTA/DR), with the opportunities that it creates and the
concens about the competitiveness of traditional agriculture that it raises
(Monge-Gonzalez et al.,, 2004; Lederman, 2005), Increased competitiveness has
been identified as key for rural development. This has prompted several
development agencies to use approaches centred on mwmmm
has led to a debate on Investment in education as a key \ promoting
mmumuh»mxmmammdummm : ithy
PMan in 2008, expected to assist in donor coondinatic
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The policy and legal framework for poverty reduction, rural development,
and financial regulation

P'rior to Hurricane Mitch, since the 19705 rural financial policies had been
centred on the supply of subsidized credit by the state-owned agricultural
development bank. BANADESA, which lacked transparency and encouraged
political intrusion, resuiting in high rates of delinquency. In the 1980s,
macroeconomic instabiiity resuited in the drying up of long-term finance, while
the enactment of the Caribbean Basin initiative led to the promotion ot non-
traditional exports using raditional rediscount lines of credit, In the 19905,
stabifization and structural adjustment policies led 10 a reduction of the
preferential lines of credit and 10 the consolidation of FONAPROVI (the National
Fund for Production and Housing), which channelled donor funds 1o the rural
areas and other sectors. The United States Agency for International Development
(USAID) and other donors promoted the formation of several microfinance
oganizations and networks, inciuding Covelo,

A milestone in the promotion of rural financial deepening was the approval,
in April of 1992, of the Law on the Modemization and Development of the
Agricultural Sector. This legislation allowed the creation of rural savings and
loan organizations (cajas rurales de ahorro y crédito), Throughout most of the
19905, several projects, including those financed by the Intermnational Fund for
Agricultural Development (IFAD), promated the creation and operation of these
cujas rurales, They were set up according 10 diverse operational models, at a time
when the regulations governing their establishment and operation had not yet
been approved.

Atter Hurricane Mitch, the goals of policy were redirected 1o respond to
liberalization and deregulation, nanonal reconstruction and transformation,
and poverty reduction. The new policies defined visions and actions frequently
at odds with each other, but with five main common objectives, namely: ()
poverty reduction, with a strong welfare flavour; (i) development of the agritood
production sector, while ignoring non-agricultural activities; (ili) economic
recovery; (iv) environmental sustainability; and (v) citizen imvolvement. All
ral development and agrifood policies have identified credit as a key
mechanism in launching productive activities. FONADERS (Sustainable Rural
Development Fund) disburses project funds via three channels: () direct project
financing (i) setting up trusts; and (1) funds transferred by means of agreements
and/or contracting. These channels are outside the regulated financial sector,
creating distortions in the development of rural financial markets.

While there are no specific policies for the promotion of rural finance, the
wxisting regulatory frameworks influence the provision of financial services

~ for the rural sector through the categorization of a higher sk for farming

activities, the legislated cancellation of agricultural debt, and the financing of

production by state agencies.
Wlmdm;!mmpolkymmmkmdmtm regulatory
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The policies for the regulation of financial ransactions have fulled to
into consideration the specific requirements of rural areas.

Ruzal development policies are centred on regulating structures and off
creating a diverse mnge of offices, programmes and operational units
the central level, the operation of which lacks a proper territorial upproach,
Hather than a financial sector approach, the focus Is on operating crodif
funds. This offers room to manoeuvre to programmes and projects that
concentrate on channelling funds but that make very litte effort to reg
transactions, in order to decrease nisk and increase Impact.
Environmental policies have no operational links with financial poliche
Whereas aggregate financial policies are making significant progress I
Honduras towards organizational linkages and harmonization, through (the
development of pradential regulation and the analysis of risk, rural deve Sl
policies are consolidating the central management of structures, with 4 ma
tendency to channel resources without regard for consistency with the
requirements of Hnancial development

Delt cancellation trends

The Honduran financial system has been in crisis since Hurricane Mitch, becaw
of low loan recovery rates resulting from substantial losses in the agricultursl
sector, motal hazard, and political economy forces. Agricultural loans repres :
21 per cent of the credit portfolio in the formal banking system in 2000. Total
delinquency rates rose from 17 per cent In 1998 to 24 pet cent of the portfolio in
1994

[0 address these problems, debt-relief mechanisms - chiefly for
agricultural sector - have been designed, including Velastegul 12003):

¢ Interest-rate relief, for reactivating and readjusting outstanding loans and
transactions In default;
relief on the borrowed principal;
loan guarantees;
establishment of a credit line in BANADESA;
Issue of bonds by FONAPFROVI;
constitution of a coffee trust;
discount on the nominal value of loans acguired

The banks have played a key role in operating these mechanisms. s they
have powers to determine which producers to benefit. Many borrowers with
past due transactions have had problems in obtaining new loans, as the banks
have been reluctant to lend In cases of evident moral hazard. Already by 2002
there was a 66 per cent decline in the volume of new loans trom the banking
secton. According to the data analysed by Velastegui, those who have benefited
the most from the leglslative decrees are producers with acoess 10 banking,
which has excluded small-scale agricultural producers from these benefits, The
debit cancellation process has had three main cony e : (1) there has been
unfalr competition with the recently regulated non :

.o i)
oR
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the benefits of debt write-ofts for certain groups have heavily undermined the
overall willingness to repay: and (1) lack of familianity with the operating
mechanisma has given rise to confusion.

José Maria Covelo Foundation

This section describes the set of linkages and alllances (financial and non.
financial) forged by the José Matia Covelo Foundation between 1991 and today.
The analvsis distinguishes the following three phases:

Phase I: Start up by forging financial and non-financial linkages
(1991-5)

This phase covered the period from 1991 to 1995, and it is characterized by the
wtart-up of the Foundation and the forging of backward and forward links with
an array of partners. With its origins as a micro small and medium enterprise
(MSME) development support programme within the National Industry
Association (Asoctacion Nacional de industriales, ANDI), the Jost Maria Covelo
Foundation was founded officially in March of 1991 by a group of entrepreneurs
with the economic support of USAID as a second-tier financial organization, At
the time of its creation there was no mechanism for providing specialized
Hnancial support to the MSME sector. Today strong affinity ties remain between
the Foundation and the ANDI, as many of the Foundation's creaton are members
of this business association. In fact, roday Covelo and the ANDI share the same
office bullding in Tegucigalpa.

During m: initial phase. Covelo estahlished backward financial linkages
with several international cooperation agencies, With the goal of developing a
matket for financial services for MSMEs, several donon channelled funds to
eligible private development financial organizations ("DOs) through the
Foundation’s second-tier facility. Today, the Covelo Foundation has expanded
1ts partnier base by establishing financial linkages with several private Honduran
and international banks as well as development cooperation agencles, which
iciude: the Central American Bank for Economic Integration (BCIE), a regional
bank for MSME funding; the Government of Finland, for the administration of
& forest project fund; BANHPROVI, a second-tier government bank with
tediscount fines of credit for PDOs; and tour domestic banks,

In addition 10 successtully creating financial linkages with the intermational
cooperation community to source funding during this early period, the
Toundation created forward linkages (financial and non-fimancial) with first-
et organizations, PDOs. The Foundation focused its activities on bullding the
institutional and business cagacity of the major PDOs as well as providing them
with bulk lpans 1o expand their sources of funds. During this stage, the
Foundation designed indicators of performance and encouraged PDOs to institute

~ aprogramme of self-regulation in an effort to monitor and compare their progress
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vis-d-vis their prers. In essence through this process, the Covelo Foundatior ,
played the role of a substitute supervisory agency.

Over time, the Foundation's technical assistance and financial sunpo 1
connections grew from an initlal 6 organizations in 1991 1o 9 in 1995 and
organizations it 2003. The portfolio of loans to PDOs tose from USS6. | million
In 1995 to USS78.7 million in 2003. The evidence suggests a prudent initiatha
ol the phase of second-tier activities, with a focus on first developing the PDG
capacity to sell-regulate, as a mechanism for ensuring that member organizations
perceived themselves as operating in the financial services market and for gettin
away from eatlier welfare-based vislons and practices, Once this approach

allowed a successful deepening of the market, Covelo’s financial transactions
began to grow mote rapidly.

Phase Il: Market deepening and regulation (1995-2003)

The second phase could be designated as one of financlal market deepening an
the achievernent of formal microfinance regulation, During this phase, th
market for the Foundations second-tier Hnanclal services was deepencd by
significantly increasing the number of PDOs served and, consequently, the
number of clients reached, the number of loans disbursed, and the size of thetr
portiolios. Noteworthy was the significant female participation rate (over 71
per cent of the clients between 1995 and 2003), This represented an evolution
from the original atfinity linkage with the industrial sector towards o gendir
approach centred on lemale capabilities (n the development of MSMEs. At the
same tme, the Hnanclal linkages grew, allowing an increasing trend in t -
total portfolio. By 2003, the number of clients and the credit portfolio
grown significantly since 1996 (Table 4.1).

Another tactor that led to Covelo's financial market deepening to the MSME
sector during this phase was the start-up of its direct credit programme - at
first-tier using the solidarity group methodology. The effort was geogra .
centred on mlmmmwmbthmnmmmmww.
the Foundation expanded its outreach to San Pedro Sula, the country’s industrial
city, as well as some mediumesized towns and gradually to less developed districts
and neighbourhoods.

The numbers of clients linked to the first-ter transactions increased.
significantly, about S0-fold from 1993 to 2003, The value of the loans disbutsed
grew even faster during the period (Table 4.2). Given the Foundation's affinity,
its branches have a major presence in the T of development’ and 1ts first-ther
continues to be mostly an urban operation. From the perspective of its first-tier
activities. therefore, Covelo has contributed lttle to rural Hnancial .
The exceptions. of course, have been the second-tier operations of Covelo
involving the rural NGOs HDH and PILARH.

Hurricane Mitch and the reconstruction efforts that followed influenced the
Foundation’s links with the International comumy Mty A ~

[

{

2004
119,753
94 854
24 89%
70,399
23, 705

2003
119,371
94,597
24,774

250,239

2002

22411

2001
A
64,368
10,333

120,224
42,089

2000

1999

65914
49,220

16,694

121 444
223

1998
52.319
45,420

1897
43,576
37,049

33,011
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78.656

90,507
31,904

211,510
26274

66,313
255

45,187
21136

25,420

5.899
113,932
23,576

- FURDASIN. 2005

6.8527
70,577

14,669

29,074

3,937
55.029
10,015

et of loans
loany*

Joek Maria Coveio Foundation

Me of Aprit

Tl 4.2 Evolution of credit Nows at the Fundacion Microfinanciera Covelo (Tist-tier programm)

1998 1997 1998 1999 2000 2001 2002 2003 2004 2005
14,407

1995

«cEsme ™
g::gég
: 02\9

4,022
10,385
8410
31918
14.878

4,684
1,757

9.550
20099 33844

17.413

16,441

13.227
3,952
9.275
6,820

15,580 16.188

5§ as
e
SRIBRR

3 AT0

1,600
21,705 20,488

6,344
2874
8,18}

6,599
2990
3.609
1,230
5,355

3810
1,829
1.881

730
8,670
3,630

32

260
70

‘Number of jeans disburse® 304

a3

292

Male clents
Number of active loans

Active clients
Women clients

Value of loars disbursed

Source: Aquites Semuel Lzaguime Foundation. 2005 NA. not avallable
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tes with first-tier PDOs, the Rovernment called u

32622 g

pon Covelo to assist in ity % § i §E§§
feconstruction etforts, espectally in channelling funds to the MSME Sector posts PNEEw ==
disaster. These circumstances led 1o 4 deepening of Covelo's relationships with
the government, the International cooperation agencies, and the PDOs as well nlevawm E 3
as directly with their clients via their first-ties operations. All indicators of § % o™ > 33
portfollo growth and efficiency confirm an exceptionally dynamic performance e ==
through the first- and second-tier Operations, as summarized in Table 4.2 and
Table 4.3, respectively, § a Ix3 8 5
nusmnocmmmwlownhpmmmwmwmmmakmmm Q 3;&3;,;:2
combined with the credibility of ANDI as a sectoral representative and ity IRREZ
effectiveness in helping with post-Mitch teconstruction efforts, created a special
relationship with the Honduran National Congress during this period. Bullding ~ B+ 3 § 'i 2 "g’ ’g' a
on this, the strategic governing bodies of the Foundation emphastzed prudential § ~ o =
regulation as a key mechanism for arganizing the market, facilitating access to padad
funds from the second-tier institutions and, primarily, guaranteeing lawtulness, = mmoen
transparency, and the secarity of transactions. Prudential supervision was seen g = § g CR- Rl -
as the key to strengthening the viability and sustainability of financtal PDOy. CHNU®Ed ==
Using its reputational capital gained over the vears, the Foundation effectively
promoted the negotiation of a legal framewark for prudential regulation, which 2 —meae
culminated in the approval of the Law on Private Development Finance o §§§ ~ 5 ~=a
Organizations (Decree No, 229-2000, publishied In February 2001), Many S eges
Observers describe the Foundation's role as 4 multiplier and impact disseminator
and polnt out that this link with the National Congress can be characterized § g =22 § = Be il
more accurately as a pro-regulation alliance However, In the eyes of others, =|3 ?; < : - il 2
mmwuptmu:etmlmm:otxuxumcdl -

having mutated Into an effort 1o promote the Foundation's second-tier role.

NlNNOeN~NDOOROW
|ve o o G'! ~ a
In summary, duting the first two phases of its evolution, the Foundation 2 3 g s 2 el
underwent transformations In its linkages, which stemmed from Internal -
Questions about Its operations, external demarnds from the PDOs in the Covelo o~
Network, and challenges raised by the environment. Figure 4.1 summarizes the EEE R RS
sources of change, the linkages, and the actors involved. The time came in 2003 “lenanin
(during the post-Mitch period) for rethinking and redesigning its structure by
see A new institutional strategy. ~ ® o
= = BI8EIR2SS
0w -
Phase Ill: Organizational, reflection, investment and readjustment for

change (January 2003-onwards)

Starting in 2003 (two years after the law on FDOs was approved), the Covelo
Foundation began i period of organizational reflection and read|ustment, The
changes made were influenced by the following debates and Initiatives that
were occurring In the country at the time:
. mcddmrm:nhﬂ'omtyhdunmsmm.m, chde
microenterprise development component; :

4.3 Financal evotution 1n PDOs reached from the Covelo second-tier level (in thousands of USS)

. Jowk Maria Covelo Foundation - FUNDASIN, 2005

Econamic selt-sufficiency (%) 83.1
"As of April

r

Financial seff-sutficiency (%)
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Figure 4.1 Internal and external linkages of Grupo Financisro Cowelo and connections o
rural financial services

o an inftiative of the Superintendence of Banks to empower and stre
DO and,

¢ trend amonyg International cooperation agencles 1o make rural secte
development a top priority,

[ an effort to better position itself to respond to these trends and to the
of its partners and clients, the Covelo Foundation made the following majos
changes during this pesiod.

* the transformation of the José Marla Covelo Foundation Into &

holding company in charge of defining the overall strategic viston of 1
Grupo Financiero Covelo, which includes six service organizations (
Plgure 4.2),

. mmmamammmunm he creation of

mmmummmum ‘ th “

:

Adquiles Samuel Lzagulrre (FUNDASIN) at the »
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¢ the uncoupling of the network of associated FDOs, giving the network its
own identity, by creating the MICROH Network (a4 network of
microfinance institutions in Honduras); and,

* the development of a special agricultural programme in an etfort to deepen

the supply of financial and non-financial services in tural areas.

Intra- and extra-group linkages coltivated throughout the three phases became
an integral part of the Group's strategy for deepening financial markets for the
MSME sector. In its current form, the Group’s strategic vision is centred on
intra-group linkages berween the Jos¢ Maria Covelo Foundation - which
provides financial, human resources, administration, systems, marketing - and
organizational services to the six service organizations of the Group. in addition,
the second-tier level (FUNDASIN) offers technical assistance and funding o
PDOs and carries out risk analysis and profect administration activities. At the
first-tier level, Fundacion Microfinanciera Covelo is the most prominent
organization, with financing activities implemented via segional management
sub-boards, and is in charge of development of credit technologies. loan recovery,
and risk management.

In addition, the Grupo Financiero Covelo has created extra-group linkages
with multiple external actors that can be categorized as tollows: market-
decpening linkages (focusing especially on the rural sector), linkages for the
management and channelling of funds, and policy-influence linkages.

) Market-deepening linkages for ruml finance. The Grupo Financiero Covelo,
in an effort to deepen the supply of services In the ruml areas. has
forged partmerships to develop a special agnculture programme through
its first-tier operations. Alllances and linkages are being created with
the Financial Transactions Reports Analysis Centre (FINTRAC), the

Sarnboy o ﬂ
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CHina/Taiwan Mission In Honduras, El Zamorano, the Honduran
Foundation for Agricultural Research (FHIA), and a few agro-trading
enterprises in an effort to extend technical assistance to cllents
(Gonzalez-Vega et al., 2006),
In addition to this, Covelo via its first-tier operations has implemented
a guarantee fund, contributed by USALD, to cover the risks associate
with the agricultural sector. Microfinanciera Covelo provides techinical
assistance on the client’s business plans and financial requirements,
The programme is being operated in some rural areas as a pilot, 1
Intentions to extend It 10 traditional livestock production areas.
linkages reveadl o qualitative leap forward from the mostly urban
approach of Covelo’s first-tier operations in the past. It suggests cautio
optimism about its potential for deepening rural financial mar
Figure 4.3 shows the gradual evolution of disbursements.
Funding linkages. The maragerment and channellisg of funds have res
in the Group's main forward and backward linkages. On the one
the organization mobilizes funds for on-lending to MSMEs through
the linkages with intemnational cooperation agencies and Hnund
backers. On the other hand, the organization channels these funds
through its linkages with iest-tier organizations via FUNDASIN, which
currently caters to 18 'DOs and exhibits a growing portfolio as shown
previously in Table 4.1. Both HDH and PILARM participate in this
programme. Their officers stated that this is an important linkage In
the financing of their activities. They Indicated that the flexibility of
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the services assures them of sufficient funds to respond to the demand
from their clients. These linkages are examined In detall in the next
section of this chapter.

Policy-influence linkages. The strategic and management teams at Covelo
have maintained close, continuing, and direct linkages with
policymakers, with the objective of influencing decisions about
microfinance tssues. They have focused mostly on MSMEs and the
access 1o assets required for thelr upgrading. The foundation for their
strategy has been the desire to strengthen this segment of the financial
system through regulation. Thelr most consplcuous achievement has
been the value added in the process of negotiating the law on FDOs.

Thete have been, a5 well, doubts and objections about this rale. Some
phservers, particularly among those especlally concerned with rural
development, have lamented i narrow financlal perspective and would have
liked to see the Foundation invelved in promoting greater coherence between
financial policies and policies for promoting the farming sector. The cancerns
are only partially valid, The emphasis on regulation has induced a healthy
concern In meeting targets conducive to sustainability, through the
implementation of information systems, management Unprovements, and
intemal linkages, to enable these PDOs to operate as financlal entities. Thus, the
malority, Including the Foundation, have opted 1o separate their production
support activities and have placed therm n a parallel PDO. Some observers also
fear that this distancing between production strategies and Hnance may
perpetuate the contradictions responsible for backwardness in the rural wreas in
Honduras. Table 4.4 reports on some of the perceptions observed during the
Interviews with a broad range of actors,

The decision-makers interviewed see these policy-influence linkages as
elements conducive to sustainability. However, for those at the first-tier level,
Covelo's linkages with the policymakers are viewed with caution. They point
out that the organization plays a dual role (with operations at the first-tier and
the second-tier), That ks, the Group Is perceived as s competent authority and an
able financier and, at the same time, as an agency in a position to influence
Jurisdiction lssues. Thus, they claim that these linkages ensured that regulation
e delegated to the Covelo Group, This dual role may complicate any strategy of
expansion into rurl financial markets, where Covelo would be competing
with the PDOS,

Moreover, tepresentatives of the flest-tier level agree that Covelo’s proactive
role In encouraging regulation has not been accompatiied by the development
of a regulatory framework by the Superintendence of Banks, CNBS, that reflects
3 te knowledge of key features of the rural sector. At the same time, they
el that Covelo has not been sufficiently proactive in condemning legislation

(v)

_about debt cancellation in the agricultural sector, reflecting a focus on its mostly

uthan interests. However, at the Group level, there is 4 clear and widespread
perception that this policy has undermined willingness to pay. Insufficient
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Table 4.4 Decmwon-makers’ perceptions of e rofe of Covelo

Iasuw

Perception

Actual impact

Openness to the ssue

Rural Ninencisl servites

Covelo's steady and sustained effort ks the key to its
participation at the strategic levels of policymaking.
Cowelo and the Monduran Mational Congress formed an
alliance and managed 1o push through legistation that not
everyane supported.

Cowio is the sector's political arm. Through Its
fransformations, the Group has been strongly Identified with
the MSME sector. The Group (s politically effective.

Covelo 15 able to play a major role in legisiation because it
receives Tunds and assistance and influances where these
resoutces are channelled,

Cowelo s Daving the way for non.profit organizations and
mpires gredibiiny and confidence.

It 15 & strong institutional sm for internations! Organizatio
WHICH see i a5 & trustwortty tanderer that can channel funds
1o the Niettier luesl,
Althouigh the Network s important, It has been demorstrated
1hat it does not Have 10 be housed In g second ter
Organization,

It represents a framework of reference for designing
strategies and financial programmes targeted af the secior
The microlinance (ssues must be sepaeated from rural
financial services,
mmnlmnmnutmnmmwmwmlm
Covelo's mm was 10 pave the way in order 1 demenstrate th
the Hiest-tior s feasble and profitabla. Now. it s altempting
o do the same with the agnoultural credit PIOgramIme,

Source Interviews with decision-makess from the Nat Cove
aral Congress,
Foundation. and the CNBS  June 2008, a N

the rural secror. With the new priorities on a ‘return to a
rural approach’, ¢
scant influence on rural policies Is betng felt. o

Linkages with local rural operators: the case of HDH and PILARH

I'he Covelo Group currently maintains linka
ges ~ from the second tier
(FUNDASIN) - with 18 onganizations. Two of these organizations - HDH ai -'l

PILARH - are involved in rural financial in
to the areas in which they operate deepen K. by offering services adapted
Linkages between Covelo and HOM

The lintkage with Covelo began in 19901, when HIH sox
porttollo toward microenterprives in manufacturing, con

mm.h ondus
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Industry. The linkage provided funds and free training and created o win-win
stuation. Pressures from Covelo led to the adoption of sell-regulation, which
became a positive asset when HDH opted for prudential regulation in the 1990s.
This self-regulation linkage (nvolved the joint management of Information
and it led, In 1997, 1o the adoption of the solidarity group methodology.

One weakness In the initial Iinkage was the lmitations of the Covelo advisers
working in the reglon to effectively monitor and advise HDEL This was perhaps
explained by the Foundation's tradition of working in urban areas, while its
stalf recrultment systems gave no spectal consideration to the rurl sector. HDH'S
funding linkage with Covelo increased client outreach and the portfolio (Table
4.5). At the same time, Banco de Occldente, with its more flexible rural approach,
Has kept a line of credit open with HDH up to now,

Tuking 2001 as the base year, there has been an increase in client outreach.
The number of male clients has grown mpldly (60 per cent per year). The number
of loans increased 123 per cent from 2001 1o 2004, with microenterprise credit
absorbing most of the funds, whereas the share of agriculture fell. The average
Joan amount declined from USS796 in 2001 to USSS09 in 2004,

In the last two years a strong linkage has emerged with Banco de Occldente
which, like HDH, operates in north-western Honduras. HDH has also received
funding from donor agencles (one-fifth of the total), Net operating income
switched from losses in 2001 to profits of USS191,600 in 2004, as & resalt of
increases (n the number of clients and the loan portfolio, with total income
growing 21 per cent compared to 12 per cent per year for total expenditures
(Table 4.6).

Table 4.5 Consolidated data. HOH

Variable 2001 2002 2003 2004
Members 2,028 2.863 4.657 7.085
% Individual men 36 38 a1 43
% individual women 6d 62 5% 57
N groups’ 38 25 36 42
Depositors 2028 2,863 4,657 7,085
Harrowars 2.028 2863 4 657 7,085
Total sssets (thousands of USS) 2.304 2,574 3.09% 4.395
Bank deposits (thousands of LSS) i 8 103 322
Agricuitural portfolio [percentages) 3% 22 i3 12
Microsninrprise portfolio (percontages) 65 9 ar AR

Ponar tunds 104 74 a3 131
Bank indabtedness NIA NIA 184 625
Total loans 1614 1.958 2.607 3.603

Neturn on assets (percantages) 7 9 9 12
Roturn on equity (percontages) 13 15 28 14

“
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regulsted organization, HDH also seeks funds, sometimes from the same
partners.

Table 4.8 HOM: Statement of income and axpenditures (thousands of LISS)

Account 2001 2002 2003

The tssues related to information and the duality of the first and second-tier
Income operations may introduce constraints on rural financial deepening. HDH views
Income from interest and loan fees 520 563 745 FUNDASIN as just another actor in its list of financial backers. As HDH s regulated,
investment incama 44 51 24 It fecls that it can negotiate its own funding.
Totsl income S04 6l3 769
Expanditures
intorest and loan charges 4] 43 43 Forward alliances of HON
:dmmmz"h:: ':“,, ;:: ;; : 33: HIDH has as series of strategic alliances and relationships with grassroots groups,
Other administrative costs 124 117 17 international donors, and formal financial intermediaries, This section focuses
Total expenditures 598 573 626 on the first type of alllances, given the direct impact and potential positive
Net aperating income 35 40 143 192 spillovers of the social interventions on the financial component of HDH
Hon-operating income 123 29 29 1 Cajas rurales. The cajas rarales are small associations found frequently In
Non-operating espenses 70 55 14 rural Honduras, which finance communal development projects as
Other non-opecating revenues 210 232 238 woll as individual ventures. They are a complement to public investment
Non-operdting axpenses 158 112 120 i1 arcas such as health, education, strengthening of local organizations,
Consolidated eamings 70 134 277

Source: Hermandad oe Honduras, 2006,

The main lessons leamed from the linkage with Covelo Foundation are

* The leverage of funds to secure technical assistance for institution bullding
has been crucial, and in several cases participation in the Covelo Network
opened the door to cooperation from USAID and the Inter-American
Development Bank (IDH),

* The Foundation’s influence an the law on FDOs has strengthened the
MFCYs position opposite the Superintendence of Banks.
Funding from the second-tier programme was crucial, especlally during the
pre-Mitch period, when it was difficult for MFOs to access funds. Now, with
regulation, easier access to funds means that MFOs have sources alternative to
FUNDASIN. Even though the Covelo linkage has been quite productive, there
are a number of contradictions:
e The duality of its first and second-tier operations means that the Group
handies client information and operates in the same area as the MFO
partners of its second-tier operation, creating a certain level of competition
between the two organizations. ]

» As FUNDASIN operates a line of credit with the Central American Banl
of Economic Integration, the reports for this programme require &
breakdown of clients. This may also create conflicts of Interest and the
possibility of double counting.

o The fact that HDH works with FUNDASIN, means that clients have
difficulty understanding the different roles of the fiestther and second-

tier operations of the Covelo Group.

+ The Group uses information about the portfolios oF the MIOs in its.

enterprise development, and the funding of individual production
projects, All have been legalized as emipresis asoclativas cannpesin
(peasant associative enterprises) and operate under the umbrella of the
rural economic committees, a second-tier organization.

The cajas are created (or strengthened) by the soclal division of
HDOH and are funded by the microtinance unit. The objective s
threefold: to promote grassroots development, improve Infrastructure
and living conditions in raral areas, and create a base of potential
credit chients. This is achieved through integrated support consisting
of institutional strengthening, technical assistance, and funding,

The cajay consist of groups of 12-34 members who recelve, as seed
capital, a loan from HDH, at zero Interest rate and a (ive-year term. In
some caves, the seed capital is not enough, so the s request working
capital or loanable funds. This funding requires the membet’s joint
lability or a mortgage

As of December 2005, HDH had transactions with $6 cajas nurales,
20 established directly by Hermandad, and the remaining 36
strengthened by this organization. They had almost 1,000 membery,
the majority with agricaltural activities, and others engaged In
communal or collective projects such as grocery stores or agricultural
and veterinary stores. The aajas are very rural, usually located in remote
regions, accessible only by foot and reachable only during the dry
season; 70 per cent have agricultural activities, There are cajus with
only men; only women, or mixed membership; the latter reveal the
best for unknown reasons.

PACTA. This is a land project, sponsored by the World Bank and
implemented by FAQ. 1t works with formal and informal organizations
of farmen without access to arable land, who are contacted through
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the national organization of the Lenca Indlans (ONILH), agro indust
cooperatives and municipal corporations. The project hites the sock
unit of HDH to empower larmers and provide technical assistane
including the preparation of feasibility studies for acquiring land,
The farmers negotiate directly with the owner of the land, an
wher a falr agreement Is reached, the project Is presented to s fnand
organization, which may be the financial unit of Hermandad, o
that the two areas - social and financial - have been separated. HD

CHEATING ALLIANCES TO EXPAND RURAL FINANCIAL SERVICES 77

(v) Financial relations. HDH has linkages with many Hnancial
organizations, ranging from private commercial banks (Banco de
Occidente and Banco Mercantil) and international agencies (Inter-
American Development Bank, Central Ametican Bank for Economic
Integration) 1o private financisl organizations such as Covelo and Olko
Credit, Some of these relutionships lvolve services other than credit,
such as deposits, cash management and transters, and, In a few cases,
technical assistance and Institutional strengthening.

will fund up to 150 per cent of the cost of the land, for both Investmes HDH executives recommend, before an alllance s Implemetited, a cloar
and production purposes. The project s supported almost 200 fam understanding of the extent of the project, its costs and the resources each
with around USS2.S million. Partner must invest - (inanclal and non-financial. Even for the smallest linkage

Alllances with indirect financial impacts. There are several strat
alllances in which HDH has been heavily involved, because of th

i joint project thete should be a business or strategic plan.
HDH praises the results of the linkages in which it has been involved, many

overall positive Impact on the communities and as 4 means to Ipeo with the technical and financial support of the Internationsl donor community.
the creditworthiness of current and potential clients. Some of thes These linkages have allowed it to organize and empower the target population
linkages are: 1 budld soclal and production infrastructure. They liment that most assistance
() UMAA new Reforestation Law was passed (i 2000, as s © QUenNC s been concentrated In areas directly impacted by hurricane Mitch, although
of hurricane Mitch, with heavy lobbying from HDH. One of It .’ rural areas experienced indirect consequences of the natural disaster.
teatures I8 the creation of Unidades Municipales Ambien encles located In the two lurgest cities — Tegucigalps and San Pedro - are not
(UMAS), in charge of Ore control and reforestation. HDH ha lways aware of the problems and challenges faced by isolated rural populations.

i

(4]

i)

)

supported and actively promoted the creation and operation €
UMASs in the five municipalities where it operates.

Health projects. These are basic health packages’ that reach I w betwoen Covelo and PRARH

municipalities and 90 communities. HDH is involved in 0 initial efforts date back to 1999, the formal linkage between Covelo
municipalities, benefiting an estimated 28,000 people an M PILARH began in 2001, resulting in the disbursement of funding tn 2002,
improving the health conditions of 1ts borrowers,
Adudr education. HDH's Involvement in this project stems from th ; 47 PILARMH. consolidated data
great difficulty In finding members of cijas rurales who can _——
and write, thus concentrating the participation in the boards € Pdicator 2003 bio e qoee -
ditectors in 4 fow people. who after some time abandon the gre Mombers 1,622 3,000 4,007 3.785
because of excessive work. The programme involves both adult - Man (%) 61 69 71 70
and preschool education. The project currently operates in 3 Yoman (%) 39 31 29 30
different centres, with a total of 240 adults and 360 children. ps (%) NIA NIA NIA NIA

CICAL. This is a food security project, sponsored by the Butog barrowers 1,622 1,000 4,007 3,785
Union. A food processing firm owned by 17 partners (mostly Total assets (thousands US$) “’oi 1,594 1,665 "’33
women) vacuum-packs frutts and vegetables. HDH helped m“:‘m‘"""d’ Us‘::ss) é?o s :;g I 0?? :”
establish a value chain that includes production, processing, and | oonf:uo (%) 82 19 75 74
marketing. CICAL wax supported with training, legal advie A orprse porttolio (%) 18 21 2% 26
purchase of machinery and tools. greater physical Infrastructure, m (thousands US$) 206 185 456 554
permits, and patents. Total loans (thousands USS) 610 870 1011 956
SANAA. To confront the local and central governments’ budget Dooer tunds (thousands USS) 1,061 999 969 923
testrictions for improving both drinking water and sanitation Qapital without donations (thousands USS) 441 474 695 932
Infrastructure, the state’s water and mtw SANAA, Retun on assets (%) a7 55 62 52
established a joint project with HDH and US ' on squity (%) 69 60 60 52

Intervew with Essculios Oimctor, FILARH, August 2005 N/A, not applicabe.
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e delay called for a review of the self-regulation process, with monitoring
Improve performance. The appeal of joining the Cavelo Network was access d

hopes to strengthen thes with existing clients mather than 1o increase the breadth
of outreach.

funding, although the tral period provided an opportunity to deepen the linkay At first, PILARH percelved self-regulation as an excessive burden, but the
in the arcas of Anancisl and organizational management, The funding linkay process has become routine in the organization. Self-regulation parmeters are
started with USS120,000, the current credit line is USS270,000 In additiof Al being revised and the Superintendence has developed o monitoring process

PILARH has credit Hines from other entities for USS400,000.
Since 2001, linkages with clients have been deepenod, with a 133 per cef
Increase In the number of clients by 2004, although this number declined i
2004, Male participation rose from 61 per cent in 2001 to 70 per cent in 2006
Average loan size fell from USS376 in 2001 to USS253 in 2004 (Table 4.7).
Funding increased at an average annual rate of 17 per cent, with funds frog

or those willing o become eligible for self-regulation. he linkage with Covelo
Mocuses on promaoting regulation among unregulated organizations.

Forward alliances of PILARH

Dspite its small size (compared to HDH), PILARH shows an interesting set of
government projects taking the greatest share (72 per cent of the gro trategic alllances. The lnkage with AMPROs matters because it s un effort
Donor funds have declined gradually since 2001, FILARH is deepening it eveloped und implemented by PILARH to promote empowerment and funding
linkages with public agencies but not with the (inancial sector The o, i ol production, which dllows grassroots groups to participate in FILARH's
financial losses reflected the drop in the numbers of members and total loss Wechslon-making process. Other alllances of PILARH have an indirect impact
I 2004 and high sl costs (PMILARH spends USS0.51 1or every dollar lett) o s financial component

Table 4.8. (1 AMPROs. PILARH provides services to individual clients (basically

In 2004, PILARH joined the MICROH Network, fearing that it would o credit) and to groups of clients (credit and non-financial services). In
longer have access to FUNDASIN'S funding. The organization sees this link; the five regions whete It operates, It has created 230 groups, with

A% a way of gmning prestige and national and intermational recognitio approximately 4,000 members and an average of 17 assoclates per

policy of expansion calls for doubling the portfollo’s growtl mate, throug group ~ with outliers of § and 30, PILARH provides training, technical

increasing loan sizes. Each adviser will handle 350 clients, rather than 250 | assistance, credit, and institutional strengthening. Each group has o

100, PILARH's confidence is based on its centralized accounting, i baard of directors and, in each reglon, the chalrpersons constitute

management, and i collection system closely linked with AMPROs (Asociscion another AMIPRO, which can be described as o lfederation of groups

de Microempresarios y Productores de Occidente - small self-help groupsh Each AMPRO has legal status five form one big AMPRO, also with
board of directors and participation In PILARH'S Assernbly, Indeed, of
the 23 members of the Assembly, Hive represent AMPROS. The AMIPTROs
have been established through the coopetation of Trias, a Belglan
development organization. The current phase of the project alms at
integrating the groups into processes of communal participation and
palicy dialogue.

(i} INCA. In ordet to allow small colfee producers to lwer their costs,
PILARH and a private partner created this llem, which plans to supply
a8 many services as possible along the value chain, It now Includes an
agricultural Input supplier, a processing plant, a marketing operation,
and It s adding a veterinary service. PILARM owns three.quarters ol
the tirm and Is hoping that the AMPRO buys-out the shares ol the
private partner.

(1)  DELSAR. The agency for the development of Santa Rosa (DELSAR) 15 4
joint effort of local government and civil society. FILARH'S involvement
I8 through an TDB.sponsored project aimed at providing training and
fechnical assistance to a group of 71 microentreprencurs producing
handicrafty imade out of leather, wood, and wrought iron), as well as
fextiles and traditional food. DELSAR and MLARH cover 30 per cent ol

he costs of the project.

Table 4.8 PILARH: statement of mcome sod sxpenditures (thousands of US$)

Account

Incame

Income from interest and loan fees
Income from othes related fipancisl services
Ihvestment (hcome

Towsl income

Expenditures

Interest and loan charges
Provision for bad debits
Administrative costs: stall

Othet administintive costs

Tots expenditures

Net operating income

Cast donationy

Other non-operating income
Consolidated sarnings

Source Interview with Lasculive Ditector, PILARM, August 20 1

-
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(v1  Escuedas Agricola Pompilio Ortega. This techinical high school and thy within the Group (fiest- and second-tier financing) makes both arganizations
Regional Centre of the Universidad Autonoma de Honduras have cautious about providing information.

become valuable sources of personnel for PILARH, parti
facilitarors working for the sociil component and credit officers. Thy
NGO allows students to undertale their professional practice thete, M

Lessons learned and conclusions

ithas the chance to test these potential employees before actually hisy Severdl important lessons for rural Anancial deepening in Honduras have been
them. [ learned.

V) Other alffances. There are several other linkages of PILARH that impros e Factors In the relationship between the Covelo Group and tirst-tier
human capital, production opportunities and access to credit. T organizations that explain the deepening of rural linancial markets

following stand out:
() ASONOG. This Is an assoctution with non-financial programm
supporting marginal clienteles.

The linkage with the Covelo Group originated from funding and self.
tegulition, based on a microenterprise approach, while the deepening of rural
Hnancial services by the organizations stems from their identification with the

() JICATUYO. This Is a project sponsored by the European U rural area and specifically with poor clients. The interviews did not show that
focused on coffee production. It supports groups al producers it the linkage had triggered rural deepening or incentives tor I What s clear,
their efforts to improve thedr production and marketing capabilit though, Is that the linkage allowed the arganizations to position themselves at

(€l Scholurships. As an incentive for children to stay in school, PILAR the national and Intermational level. Regulation now provides the organizations
provides monthly scholarships of approximately USS17 to with direct sccess to other sources of funds, leading to lower transaction costs,
children of AMPRO members with a good academic record. which could allow interest rtes to be lowered by eliminating a link in the

PILARH'S executives believe that strategic alllances are positive as long chain.
there is mutual understanding and good coordination and particulaly The organizations have made major progress in opening up their portfollo
transparency and trust. The objectives of the organizations involved must be of financial backers, which is why theit linkage with the Group ~ and specifically
similar, and there should be a complementarity of resources and actions i with FUNDASIN ~ Is currently centred on competition. Having become self-
order 1o maximize the impact of the project. Coordination Is not slways casy, tegulated (HDH), there Is an opportunity to sccess funds dicectly. FILARH also
a consequence of lack of personnel. The government does not provide much considers this to be an added value factor of regulation, over and above the
support, although the target population of the AMROS and, in general, the possibllity of capturing savings.
reglons where PILARH aperates, reveals the highest levels of poverty. | *  Jisks or constraints the organiastions encounter in thelr linkage with the

Cowvelo Group

The main risk perceived by the organizations is the Group's dualism of first-
and second-tier operations, which shows that its role of jurisdiction could comme
into contlict with the funding scheme. At the same time, the 'DOs realized that
the Covelo Group could concelvably be responsible for the regulation of the
organizations, since this possibility was discussed during the process of
dynamism and growth in their portfolios during this decade. HDH has shown negotiating the law on FDOs. This ralses even greater concerns about Covelo,
an average annual growth rate of 23 per cent in its portfolio and 34 per cent 1’ since this would give the Group the triple role of financial backer, competent
the number of clients, with loans 1otalling USS2.5 million in 2004. PILARH had suthorty and regulator, which in market terms would not promote a level
asmaller outreach of 3,785 clients in 2004, and the average annual growth playing fleld.
of its portiolio was 13 per cent. Its loan portfolio ranged from USSG09,648 1 o Clients perception of the linkages with the organizations
US$959,152, while average individual loan size was LIS$253 tn 2004 The clients perceive the linkage of identity with the organizations from a

The linkages contnue 1o have a weak impact on rural financial deepentng. central perspective, assoctated with three factors: flexibility, understanding,
The levels of satistaction and ownership of the linkage with the Covelo Group and respectful treatment. Thus, techinical assistance may play a major role but,
show that HDH and PILARH highly value the support received at the beginning, unlike in the past, this role would be to work with clients on the basis of their
both funding and pamicularly the technical assistance and selfsregulation credit listory and repayment record, rather than on the demand for credit.
Programme. vunmnwymmmmmmmmmmw PILARH claims 10 have learned the key lesson that transaction costs are
CmbToduyﬂJNDMleMumdm options, but not MMMWMmanﬂ.W
the only one. In addition, the funcuional dualism " pIng of 1 . 1 participates in the institution's decision-making.

Impact of HOW and PILARH linkages with Covelo

Both organizations have deepened rural financial services significantly, Judging
by their link with 10,790 clients, representing 3.3 per cent of all produc
nationwide and 5.7 per cent of producers in farming regions. There has i

.
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In HDH's case, heavy-handed monitoring, in order to set a precedent in cases o
non-payment, is combined with a timely, fexible credit service and respect v
treatment. Much of the technical assistance is provided by means of :
with other actors speciafizing in this fleld.

The srategic alllances established with local organizations by HDH an
PILARH may well be described as of a development nature. That is, they lmprow
social and production infrastructure, at the same time as they increase humag
capital, production opportunities, creditworthiness and access to financisl
services by current and porential clients of the two NGOs. Givens the High
poverty levels and poot tiving conditions of the rural areas wheto they
the positive impact of these linkages is enormous.

* Regulation as an instrument for deepening rural financial marke

particularly in areas where livelihoods reflect high poverty levels

Regulation has contributed greatly 1o the organizations becoming spec
in financial services, and control has guaranteed the transformation o
management, separating financial from non-fnancial tranwctions in each ¢
the two organizations. Since both organizations sprang from a non-financi
initiative, this proactive development contributes to deepening rural markets
by providing a comprehensive service, Including agricultural an
microenterprse actvities, Interestingly, both organizations have develog
ditferentiated terms and programmes for the agricultural and non-agr
secton,

Regulation has not succeeded in linking thelr financial managemes
approach with the financial system, as rural development policy hopes 10
promote. On the contrary, debr write-offs, used as instruments of
development policy, have weakened the willingness 1o pay being promated by
the financial services of these organizations

Conclusions

Linkages within the microfinance sector can play a role in poverty reductio
by helping to improve the incomes of the poorest sectors, targeting the poc
and most valnerable groups in the rural areas. This strategy involves three
elements. First, to play a major role, rural microfinance linkages must start to
move away from just influencing overall regulation policies towards inclus
rural development policies that consider microfinance and its characteristic
policy instruments. They must begin to break with the mistakes of the g
where financial policies were structurally disconnected from rural develo
policies. This means that regulators should expand their vision of rural &
(without relaxing the supervision), and rural development policymakers shou
be linked operatively to a financial system that abandons the traditional welf;
based approach in tavour of building stronger livelihoods.
Second, although improving incomes uuuaummmm
microfinance, maaamlmdutmmm 151010
which means successtully triggering i ‘

»
4
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anly regulation but also & *pro-rural” vision, which is more than agriculture and
more than processing microenterprises

Third, targeting involves studving the territoriality of rural poverty and, on
that basks, determining means of operation, types of service, and activities to
forge linkages with clients. Targeting calls for more than just widening the
network of agencies In o rural area; instead, the alm should be to find the
operational and financial means for deepening markets.
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CHAPTER 5
ICICI Bank partnership linkages in India

Malcolm Harper and Marié Kirsten

Abstract

Linking the formal financhal sector with poor microfinace clients seemed terepossible
even i decade ago. Increasingly siuch linkages are emerglig, elther spontanéons o
entforced, and it is crucial that we shirw the knowledge gained from these efforts. One
of Indin’s most innovative linkage models i 1CICT Bank's rocent *facilitation” model
with several MGO/METs. This approach is based on a partnership between 1CICI
Bank and selected NGOs/MFIs, according to which the latter takes the responsibtlity
of monitoring and recovertng toany from individuals and self-help groups, but the
crestit (and most of the risk) is directly between ICICT Bark avd the SHG o individheal
clients. This chapter explains the model anid provides two cise stiddy examples to
illustrate this linkage methodolagy, Although there has been much enthuslasm
ubout ICICH's tinkage partnership and inttial outcomes are encouraging, the futiire
cxpansion and development of this type of mosdel s vlnerable to current regulatory
reuuirements as described in the postscript at the end of the chapter,

Introduction

This case study describes the MFI linkage model of ICIC] Bank, Indla’s second
largest commercial bank. This bank has developed a unigue partnership maodel
10 deliver small loans to the rural poor. The case focuses on two examples of
ICICT Bank’s microfinance facilitation links with microfinance intermediaries
serving individuals and self-help groups (SHGs), one with BISWA (Bharast
Integrated Social Welfare Agency), a Microfinance Institution (MED In Orlssa
and one with 1SS (Services for Progress Organization), a smaller MFI working
with self-belp groups in the poorest parts of Warangal in Andhra Pradesh, The
1wo cases were selected 1o demonstrate how a large commercial bank can use
the strengths of local MFIs to link directly with large numbets of poor clents.

Microfinance in India

India’s well-developed financial sector consists of 27 government-owned banks,
mmmzommmocmmmcmumbymmmm
- ative banks; the financial sector is strictly regulated and

fation requires all Banks In India (o lend at least
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40 per cent of thelr credit (AFan interest rate not more than 4 percentage polnt Was motivated by priority sector targets, as well as the internal drive 1o e &
above thelr prime lending rate) 1o the so-called "prioeity sector’ whichs includ leader in every field of banking', and the belie! that same of the new micro
rural areas, small Industries, exporting frms, housing and agriculture, ‘ finance clients will eventually graduate Into matnstream banking. In 2001

This policy and the Beneral welfare objectives of Indla's public sector bag : ICICT Bank purchased the privately owned Bank of Madura, in Southern India.
the so-called ‘new paradigm’ microfinance, came very late 1o india. Th The Madura Bank had 4 substantial portfolio of loans to 600 SHGs, and 1CICI

Bank had 1o integrate these accounts [nto it business model. The Bank of Madura
Matt had received extensive training (from NABARD) on the promotion of SHis,
and ICICEHinitally followed thelr mocdel of lending direct to SHGs without any
form of financial or management Intermediation. However, the Bank of Midura
approach was later abandoned in favour of & unique ICICH facilitation inkage
model, described below.

By March 2005 ICICI Bank's exposure to the microfinance sector, through
27 partner MFls, reached USS66 million, Motivated by this initial success, ICICT
Bank is now extending its linkage model, to smaller MFls, through a strategic
partnership with CARE.

government spent many years rying to alleviate poverty with large programm
of directed and subsidised credit. These programmes had limited success,
often hampered by the lack of technical banking skills of civil servants an
resulted In credit ROINg to the less poor. They did however occupy
‘Institutional space’, which might otherwise have beer flled by micro-finanes
While these programmes helped some people, they also left long-rerm s
on the country’s financial system. The cheap soft loans, often combined
subsidies, were distributed through the enormous network of over 150,008
bank branches, Including rural Cooperative banks, Recoveries were poor, ofte
below 30 per cent, and default was further encouraged by local and even nationg

loan walvers, ICICT could meet its priarity sector targets by lending directly to the ‘weaker
l'n the late 19804 the Mysore rebabilitation and development associatiog sections” or by lending equivalent amounts 1o public sector institutions such as
(MYRADA) started 10 experiment with the formation Of self-help groups ( NABARD or the Small Industries Development Bank of (ndia (SIDBI), ar 6 per
based on traditional Southern Indian savings and credit RBroups. SHGs ap cent o less, which these institutions then use for priosity sector purposes. |here
effectively micro-banks, with between ten and 20 women forming a Rroup, or are however very strong Incentives, especially for private banks such as ICICH
their own Initlative, or with the help of an NGO or other self-help grow 10 do a substantial amount of direct priority sector bustness and not 1o buy
promoter. Each member saves a small regular amount and the group either e themselves out of their obligations with indirect Investments. This played an
thelr accumulated Savings as a pool to be lent out 1o those members who need it Important role in (CICTs decision 1o lend directly 10 selt-help Rroups and
o they may open a savings account with A nearhy commerclal or Co-0pera Individuals; the Hank also sees microfinance as 4 form of custamer development,
bank. The Reserve Bank of India (RBI) has, since 1004 allowed unregisy
RIOUps to open savings accounts and 1o Barrow from banks. So if an SHG nkage systom
1o suppiement thelr savings fund 1o make loans to thelr members, it can bo. fesign of the i

from a bank. The members are free to set whatever interest rate they like o
theit loans and they often add on a substantial mamgin over what they pay 1o th
bank. in order to bulld their OWn group equity.

In the early 19905 the National Bank for Agriculture and Rural Development
(NABARD), the government's Instrument for financial decpentng in rural ndig,
Started 1o encourage the banks to accept SHGs as customers. NABARD refinances
banks' loans to SHGs at 5.5 per cent, The banks have generally lent 1o SHGs at 12
per cent, and the resulting spread of 6.5 per cent was considered adequate 7‘:
cover their transaction costs. SHGs became the dominant delivery channel fo

But how does a large commercial barik reach thousands of poor people with
Hny loans? 1ICICH Bank have developed s unigue linkage methodalogy, through
which they are now reaching clise to 300,000 clients in mainly rural arcas,
with direct loans. Furthermore, many of these clients are in the poorest regions
of India, such as in Bihar and Utta Pradesh, home o 37 per cent of India’s
poorest people. The Bank selects MFIs o5 partners who then act as managing
agents for ICICH Bank. Most of these MFLs, such as PSS and BISWA which are
described In this chapter, work through self-help groups (SHGs) which borrow
direct and then on-lend 1o their Individual members. A smaller mumber of the

microHnance in India and by the end of 2004, almost 1.5 million SHGs, with Bank’s partners, however, are ‘Grameen replicators’, which follow the
pertups 20 milllon members, were said 1o have bormowed from banks. e Bangladesh Grameen Bank's method of lending to individual cliests; thedr Kroups
this might include double coumting, at least 20 per cent of India’s one hundred factlitate and guarantee the loans for thelr members, but they do not themselves
million poor households probably have some access to formal financial service take Joans.

The system or linkage works us tollows: 1C1C) Bank carefully selocts partner
mmmmmmwwmmmmmamwmm
OWWQM.MWMMWme
- Bank staft visit a rndom Ample of customiers, to check the validity of the head

g | iy ‘ . A% 0 : .4
Rbnasadead 0l e T s

Motivation for ICIC)'s linkage plan

Anumbudlmonmcdtamhuwmnm CICT Bank, Ind
largest commercial bank, to enter the microft nice matket I 2002 This decision
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The Bank is quite clear that thelr intention is not to rare the strength of th
MFT's own balance sheet, but its Capacity to facilitate the relationships be
the Bank and SHGs or other actual borrowers to whom the Bank will lend. The
Bank rates the MFI's management capacity, the quality of its MIS and dats
reporting systems, the competence of its field staff and the quality of the trainin,
it provides to its SHGs and its own staff. Once an MIFs portfolio has be
successfully “screened” by 1CIC Bank and the ME has been recognized as
approved partner, it can stant to disttibute loans to SHGs or individuals op
behalf of ICICI Bank, drawing the necessary funds from the nearest ICICT Bug
branch. The MFI will be remunerated for originating and maintaining the
accounts, and for recovering the loans. The MFI usually recetves a percentage of
the loan interest. ]

After the loans have been disbursed by the MFI, the accounts are monite
on a sample basis for the Bank by thetr own locally recruited contract staff an
auditors. They lollow a preset procedure to verify the monthly returms submitted
by the MFls. One full-time monitor Is appainted for every partner whose portfoli
exceeds one million dollars. These monitors are paid only about US$100 o
month, but rellable and well educated people can be hired in india for
amount. They are trained 1o follow the required procedures and o
obvious danger signals.

The final borrowers, In additton to ICICI Bank’s Interest
additional service charge to the partner MFL This means
individual clients actually pay, in total, similar rates to those they would pay i
they wete borrowing from the MFI (see the BISWA example later), Ho
their loan agreements state 1C1C1 Bank's Interest rates and do not include the
MFIy’ fees. Three officers of each SHG and every Individual borrower from
following the Grameen system sign loan agreements with 1C1CT Bank, not
the MFL The agreements Include photographs of the signatories, and proot of
residence, such as a voter's or & ration card, although this may sometimes be
replaced by signed approval of the whole group by a local village leader.
process is intended to ensure that the borrowers understand that they a
Customers of the Bank, and not of the MFL

LIS

charges, pay a
thar the SHGs o

11

Risk reduction

ICICT Bank reduces 1ts risk and ensures the commitment of the partner MFls by
taking first loss guarantees from the MFls, which vary In amount ‘
the percetved quality of the loan porttolio, how lang they have worked with the
MFTand on the MFI's own prefetences. One option Is for the MF to open a fixed
deposit account for between 8 and 15 et cent of the total loaned, which cannot
be withdrawn by the MFL until the loans have been repald, but can be dr

down by ICICI Bank to cover any losses. Alternatively, the MFI may be given an
overdraft limit with 1CICI Bank up to the required amount, and the Bank car
then require the MF to use this to cover any losses. A thind party can also

s,
(3
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of the USA has dome this for 1CICI Bank loans channelled through Cashpor and
SHARE, India’s largest Grameen replicators.

Such guarantees can be used to enhance the quality of securitized loans
which the Bank may choose to sell on to other institutions, and thus to improve
the price obtained by the Bank (see Box 5.1). Alternatively, the loans and the
wssoclated MFLY obligations may be retained by [CICI Bank should it be decided
not to package or sell on the assets arising from loans to a particular group of
clients.

The Bank ts aware that if an MFI collapsed they would have some difficulties
I recovering all their dues, in spite of these precautions. However, they believe
that their procedures would give them early waming of any serious problems,
and the first loss guarantees provide some initial protection. As a last resort,
they could perhaps sell the remaining balance of any remaining portfolio 10
another MFL or could sub-contract the collection to a debt collection agency.

The first MFls with which ICICI Bank formed partnerships of this kind, such
s BISWA, were already directly involved in financtal intermediation. They are
using the Bank partnership to complement this activity and reach more clients
without having themselves to access more funds for onvlending. Such MFls
may choose to continue to combine their own direct business with 1CICT Bank
partnerships, or, as they become financially stronger, and more bulk loans
become avallable to them, or they become eligible to mobilize client deposits,
they may replace the 1CICI Bank funds with their own.

Alternatively, some smaller and financlally weaker MFls may choose to hand
over the complete task of financial intermediation to the Bank and to focus on
theit ‘core business’ of community mobillzation, loan ongination and collection.
Given the stringent requirements demanded by banks for bulk loans, and the
very great difficulties in acquiring banking status, it is more likely that many if
not most partners will choose this latter route.

Governance and cost considerations

ICICH Bank started Its micro-finance activities under its Social Initiatives Group
(SIG), & unit positioned somewhere between corparate responsibility and

oz 5.1 Securinzation of loans

Securitization involves selling & package of joans to & third party. The seller, the
erigitator of the loans, wsually provides some sort of full or partial guarantes that Thay
Wil B repaid and may be responsible foe the collection, Securitization s used by tanks
suth as ICIC! Bank which tend not Lo mobilize snough savings deposits 16 Hnance thelt
loan portfalion, and thetelom need 1o soquire funds for on-lending before the loans
ey have mace fall due.

ICICI Bank purchsed one package of loans trom Basi Finance. which 15 balleved
40 have bewn the Nt securitization of microfinance icans in the werid. Tha Bank has
Also dane similer deals with other MF1s, but Basix haw found the reparting requiremants
10 be somewhal onerous and have thartore chosen instead 1o borrow directly from

e ————
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for-profit business. The bulk of the micro-finance activity has now been
transferred 10 mainstream business. The five-member micro-finance team s
located in the rural, micro-banking and agri-business group, within the
wholesale banking division.

(n early 2005 ICICI Bank’s microfinance portfolio amounted to no more
than a third of one per cent of the Bank's total assets, but it Is growing much
faster than most other areas, and s rather more profitable than the average for
the Bank's business sectors. There Is no need 1o justify the microfinance portfolio
by reference toits social of public relations benefits o to view It as an investment
in future client development. The spread on microfinance advances is as high,
and the transaction costs are as low, as in other sections of the Bank’s work,
because the costs have been effectively out-sourced to specialist institutions,
This Is fundamentally consistent with the Bank's approach to any other business
sector, such as housing or vehicle finance, and management are now confident
that microfinance has been securely mainstreamed within the Bank.

Linkages in action
ICICI Bank and Services for Progress Organization (PSS)

PSS is one of the smaller MFls whose customers have recelved loans from 1C1C1
Rank. PSS works in the poorest parts of Warangal District of Andhra Pradesh,
where three-<quarters of the population eam thelr livellhoods from farming and
related activities. Although it used to be relatively well off, the area has recently
suffered heavily from drought, Cotton is the most popular crop, and this has led
1o problems not just because of the drought but also because of the Righ cost of
seods, tertiliser and pesticides.

PSS has an annual budget of around US$240,000 and is funded from Indian
government and foreign sources. I'SS has promoted over 1,250 SHGs, which
have been grouped into 22 Mutually Aided Cooperative Societies (MACS), with
about 20,000 members altogether. At the end of 2004, the SHG members owed
about US$750,000 ta their SHGs and the SHGs themselves owed aboul
U5$200,000 1o vanous banks. The balance of the SHGs' funds was from theit
own savings, accumulated carnings and loans from PSS.

SHGs that have been promoted by PSS have now borrowed USS 100,000
from the Bank, either directly or through their MACS and, under the 1CICH
Bank partnenship model, in order to cover part of the risk of the US$ 100,000
that has been lent to I'SY's self-help groups, ICICI Bank has required PSS t
deposit with the Bank a sum equivalent to 15 per cent of the loans, as a first loss
guarantee. This deposit eamns the Banks normal rate of 5.5 per cent interest, but
the account cannot be closed until all the SHG loans have been nplﬂl. ny
defaults can be recovered from the deposit, before It is returned. While ¢
has, to date, been no need to exercise this right, PSS is well aware of the possibilit 's

Mlm&ltdldﬂhﬂhﬂ:ﬁ(ﬂqum th PS! ﬁh]ulmk
India and Corporation lunt onodu. lqn © In %
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The Jeevanajyothl MACS Is one of the 19 MACS whose member SHGs have
recelved loans from 1CICH Bank, as a result of the Hnkage with PSS, The MACS
has 76 member SHGs, which in turn have 722 members. All the SHG members
are women and most are from the so-called ‘scheduled’ castes and tribes who
have always been both soclally and economically manginalized in India. The
fnancial situation of the Jeevanajyothl MACS at the end of 2004 was as follows:

The SHG members realize that 1CIC] Bank loans ate more expensive than
loans from the nearest branch of the Kakatiya Rural Bank. They nevertheless
prefer to borrow from thelr MACS, of from 1CIC] Bank, because:

*  When the SHGs borrowed from the Kakatiya Bank, all the members of the
group had to go to the branch, which cost them LSS6 in bus fares, in
addition to sixty cents each in lost wages. Two of their officers had to
make two further visits to the branch, which cost the group USS2 for each
trip.

e Loam from the Kakatlya bank were insufficlent to enable the women to
buy buffalos, which cost ground USS$100 each, or to make any other
significant Investment,

* The loans from 1CICT Bank, in the same way as direct loans from their
MACS, were more expensive than from the Kakatiya Bank, but part st
least of the extra cost went to support the MACS, which was their own
Institution.

The women belleve that [t would be even better to borrow direct from their
MACS, rather than from ICICI Bank, since MACS loans cost 18 per cent, as
apposed to the effective rate of 24 per cent they pay for ICIC] Bank loans, and
they wish to develop thelr own institution. They appreciate, however, that it is
difficult for the MACS to access more funds, and they are satisfled with the more
expensive lbans for the time being

They have used their loans for a variety of purposes, including the purchase
of goats and sheep, for sums as small as twenty to thinty dollaes.

ICICI Bank and the Bharat Integrated Social Welfare Agency (BISWA)

BISWA, an NGO In Orissa, the pootest state in Indla, has promoted over 4,000
SHGs with about 64,000 mainly women members, in almost 2,000 villages.
ICICT Bank has lent a total of USS250,000 to SHGs promoted by BISWA and
through them 1o 4,351 final borrowers, Priar to 2004 BISWA was funded by a
pumber of organizations, enabling them to lend directly to 1,168 SHGS: the

Tahia 5.1 Financial sitluation of Jeevanajyothi MACS as of yesr-end 2004 (USS)

Assnts / Lise of Money Lintiiitses / Sources of Money
Loans sutstunding with member SHGs 17,500 Members' savings 7,590
Fived geposits 760 Loans from PSS 10,500
Canh at bank 1,460  Accumulated surplus 1,630
19720 Towl 19,720

Tatal
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DISS250.000 1CICI Bank loan went to a further 297 groups. BISWA also mobil Competition Is increasing however and BISWA are being approached by other
savings from the SHGs and In eatly 2008 the balance of these savings amounte uege forelgn and Indlan banks with highly competitive offers tor bulk financing,
Lo LSS 10,500, earning 5 per cont Interest. 1t is not strictly legal for an NGO such The SHG members themselves are also becoming more Hnancially
as BISWA to take savings, but as with many similar NGO/MFls in Indla, ¢ sophisticated and local bank branches are becoming mote receptive to direct
authorities turn 4 blind eve to the practice Business with SHGs. BISWA can choose between hulk borrowing and the 1CIC)
The ICICT Bank loan was distruesed [nto s speciul account opened at the 1CIC Bank partnership approach, and BISWA's client SHGs can alvo choose to place
Bank branch in the town of Sambalpur. The USS250 000 loan from ICIC] 1 thelt business elsewhere. This diversity of soturces of finance can only serve to
tid not appear on BISWA'S books, since the loan was distributed to the Dbenefit the SHG members,
directly. The loans are repayvable over eighteen months and the 297 SHGs th The Intermediation process between ICICT and BISWA is very streamlined
received 1CICT Bank loans achieved 100 per cent on-time repayment. This i and the transaction costs to BISWA are reasonable. Two hours after the 12 per
better than the dverage SHG on-time ropavment rate of 98.6 per cent, partly cent deposit Is received by 1CICL the funds are transterred to BISWA'S special
because BISWA ensured that the selected SHGs were well established, : account n Sambalpur. BISWA then disburse the loans, in cash or by cheque,
previous high repayment rates. within a day or so. BISWA has every Incenitive to transfer the funds to the SHGs
The SHGs pay a total of 18 per cont interest, plus o two dollar service change quickly, since interest is charged by ICICT to BISWA from the moment the funds
to BISWA, and the members pay 24 per cent to their SHGs. The 6 per cent spreat ate transferred.
i retained by the SHGS to bulld their own funds or distributed to the members In addition to more readily avallable funds, the main benefit to RISWA of the

as a dividend, depending on the prefetence of each group. When borrowing Nnkage armangement with ICIC] has been Its enbanced credibility amonyg Indian
from ICICL the rate of 14.25 per cent that the SHGs pay Includes the lmctut and forelgn banks such os ABN-AMRO and State Bank of India. Many of these
ICICT Bank and the cost of BISWA's intermediation, and this is a considerabll banks are keen to provide bulk loans to well-established institutions such as
reduction In their costs. This reflects the general market situation of fallin BISWA, at competitive interest rates.

rates, where some banks are lending direct to SHGs at as Jow as 9 per cent, e 1CICT Bank s willing to lend toany SHG that BISWA recommends. However,

SHGs are free to set their own on-lending rates, but most lend to thelr membegs
at 2 per cent 4 month, or 24 per cent a year. 1
BISWA must carry the Hrst risk of defaults on loans to the SHGs which it has

BISWA does not want their SHGs to become entirely dependent on 1CICH Bank.
The Bank might choose to exercise its right to securitize the loans and sell them
10 & less amenable partner. In fact BISWA prefers taking direct bulk loans from
introduced to ICICH Bank, by opening a guarantee deposit with 1CICI Bax banks, since they can then exercise total control over the tunds and the on-
branch in Sambalpur. The deposit required Is for only 12 per cent of the lending rote which they charge the SHGs. The S per cent management fee [CIC]
amount since the [CICT Bank sssessment concluded that the quality of BISWA? aliow BISWA to add to the interest paid by the SHGs barely covers their costs,

records and repayment performance was good. Nevertheless, this fiest 1o particularly If the opportunity cost of the first loss guarantee fund deposited
guarantee deposit imposes a heavy burden on BISWA's liinited cash resources with the Bank Is accounted for. Ideally, BISWA would prefer 1o control the on-
and they hope that ICICI Bank will relax this requirement or teplace It with an lending rate themselves

overdraft account, to be drawn down only If there are any defaults. This woull

Nnot te up any of the NGO's scarce cash resources. Conclusions

The transaction with 1CICI Bank was faitly simple and In many wayvs
difficult than the carlier bulk lvans from other banks. The CARE re LAty JCICT Bank has designed and implemented a very innovative and apparently
who had worked with BISWA tor somie time made the Initial introduction s effective strategy to enter the microfinance market, despite the fact that the
only two further meetings were required, over a period of six weeks. BISWA Mank has only 88 branches outside the major cities. The partnership model
estirite that the whole transaction, Including setting up the necessary recordi enables the Bank to use the expertise and networks of specialist institutions
and reporting formats, and informing the SHGs of their obligations, took fo with long experience of social and linancial iIntermediation, without taking on
days and cost approximately USS400 in staff time and expenses. the thk of actually lending money to them. Many of these institutions are

As i result of the ICICI Bank loans, BISWA has been able to retire some of IS Hnancially weak, poarly capitalized, and dependent on grant funds for their
more expensive loans from banks and other sources. By January 2005, the 1CICH suevival. 1CICH Bs lending direct to SHGs or to individual micro-borrowers,
Bank loan represented over hilf of the funds that were avallable to their SHGs. whose aggregated credit risks have been shown to be very low. The intermediary
This has significantly reduced the cost of funds to the SHGs, since their BISWA Institutions provide thelr services for a fee. which Is bundied with the interest
loans cost 18 per cent whereas the ICICI Bank loan costs .75 pet cent less, pald by the final borrowen.
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From the MFl perspective, the linkage model has some disaldvantages. T
MUVIs dre simply loan agents, and, as (Hustrated in the BISWA case, they dog
want their SHGs to become entirely dependant an 1CICT Bank. Some MFIS
becoming financiully stronger and some are alteady able to bormow bulk futs
direct from [CICT Bank’s competitors, such as ABNC-AMRO Bank and others,
likely thiat in the future many of ICICT Bank's best colluborators, and parth
those taking the larger sums, will prefer to take bulk loans themselves and §
on-lend 10 thelr SHGs, thus enhancing theil own status in the eves of th
Cllents. The ICICH Bank linkage will help them to do this, since ICICT appeove
MFs gain status by being assoctated with the Bank, and the MFIs can wse thish
court other banks for bulk loans, In essence diversifving their partner b
Other MFIs, as has already been pointed out, may prefer to focus on their ageno
role, and to withdraw trom direct financial intermedistion.

[CICTs strategy Is working well for the Bank also. The portiolio is g
and the loans are profitable. By March 2005 ICIC] Bank's exposure to f
microfinance sector, through 27 partner MFls, had reached USS66 million
Motivated by this initial sucoess, 1CICH Bank is now extending its linkage mod
to smaller MFIs. through a strategic partnenship with CARE. By dealing db
with microfinance clients, the Bank can satisty the Reserve Bank requiremmes
10 lend 1o the so-called "weaker sections’ and 11 has created assets, which can b
securitized and sold on to other financial institutions.

ICICT Bank acknowledges that a number of challenges remain. The |
cannot yet offer savings products to 1ts SHG clients. 1t s unlikely that they
succeed in persuading the regulatorn 1o allow deposit taking, in view of the lon)
history of dishonest savings collectors. The threat 18 that ICICH clients might
now go 10 their neighbouring bank branchies for savings and may then b '
loans from them, which aro available ar 10 per cont or even less for strong SHC

Furthermore, the ICIKCT Bank loans are made 1o groups or 1o individuals am
not to the MFls, If the MFUs are unable to recover the loans, (1 is unclear if 1CIC
will be able 10, The Bank has no presence in the arcas whero the clients live
has no statt of its own to collect repayments. Another possible threat for ICIC
Banks' long-term success s that the SHU members will become mon
sophisticated. As thetr needs increase, they will start “shopping around’ for e
expensive loans, at better rates.

Despite these concerny, 1CICT Bank is demonstrating thar an urban-base
povate bank can effectively and profitably reach the tural poor. This business
now a component of the Bank’s mainstream operations and other ndian and
foreign banks are appreciating that the rural poor can be valuable customers..
wider mnge of financial services is becoming avatiable 1o hundreds of million
ot people who have hitheno lacked access 10 any formal financial services a
I'his expenence shows that urban based banks, with few el branches, can
make use of the community contacts and experience of rural NGOS, so that both
parties can cover their costs and do what they do best, for the benefit of thelr
clients. ]
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Postscript

Tt February 2007 the Reserve Bank of India (Trulias Central Bank) expressed some
concern that ICICH Bunk's Iowts sunder the partneeship systen did not conformn to the
"ketw your custores” reguirornents, sinee all divect contuct with microfivunce clients
wars teridertaken by the partier NGO or METL aeid not by the Bank itself. 1CICT Bark was
usked to refrain from future lending until the requiresments could be satisfied. The
Bank x sarvagerent Iusd alvowdy beent awirre of this probless, ad they redoulded their
offorts to assist theie NGO/MET partners to develop managesont informuation systems
Whtich would provide all the necessary infornation to the Bank,

1t wars intformually suggested that the Reserve Bank wis also concermad about the capital
adeipuacy of the partner NGOMFILs. The loans were of course on ICICT Bunk’s books,
wind thelr partners only carried the risk of the flext guaraniees. There had however in
aurly 2006 beent somme cases of mass defunlt on microfinance loans, stimulated by
opportinist political wgitation against the high rates of interest charged by some MFLs.
If such defoultx were to occir on 1CICT Bank loans provided under the partnership
Ayestennt, 18 waas iof clear that all the NGO/MEFTS would be able to lonour thelr guanintves,
rnd this could also desud to a “snowsballing” effect, with defuults on these MFIy' other
dowanes froun different banks.

In the meantime, however, as loans managed by ICICT Bank’s partner NGO/MFIs were
repaid, they were not renewend. The NGO/MFIs had 1o ldentify altermative sources of
flnanece in order to sutixfy thetr clients” demunds. Other banks, including the farge
aationallzed commmercliol banks such as State Bank of Tnatise. ad afready started making
btk lowtns to somte of the strosgger MFIG ICICT Bank's partmers were not all financially
strovsg, anid the Bank had of course devised the partnership systent in order 1o avoid
levichingg larye sums direct o weak institutions of this Kind. Nevertheless, it appearcd by
k- 2007 that some of ICICT Bank's lirger partaers mright be able 1o satisfy the Bank's
'Kniow your customer” requirements, anl thist the others would be able either to access
Jurtds divect from commercial banks or o assist thetr clients 1 bormow direct from their
Jocatl ks,

e



CHAPTER 6

A case study of AVIVA Life Insurance and
its linkage with microfinance institutions

Nilotpal Pathak

Abstract

et heas takert mictjor steprs over the last fow yoars to provide basic financial services
ftke banking and tnsurance to low ncome clients in the maral arcas, Regulatory
provisions have beent pat i place by the authorities to ensare coverage of insanance
tor disachvantaged sections of soclety. While inttially, these provistons were viewed
mierely as regulatory compliances, insurance companies are increasingly seeing this
riiaerket segrment as art arest of opportuity. AVIVA trdla, a leading global inswrance

comparty, has taken Inttiative and Is develaping linkages with some leading
milcroftrence tnstitutions (MFIs) to reach out to the rniral market in a profitable

mianner. The sty explares some of the nuances of these Hnkages and makes an
atternpt to undertine the factors responsible for the success and fallure of such
relattonships. Firlings from the case study underline the moedd for a client focusesd
ard fimaunclally sustattruble strotegy for tapping this arket. The nead for imvestment
to develop the market ard understand the regudrerments of clients and intermediaries
s wlso emtphastzad

Introduction

A vast majority of India’s 250 million poor live in rural areas. Very few of them
have any access to insurance services, It s apparent that sccess to basic services
In India Is still very limited (Table 6.1). This is partly because of the high cost
(high per unit transaction costs, travel costs) and risks (seasonality, price,
production, correlated outcomes) assoclated with providing services In rural
areas. The challenge of sustalnable service provision Is quite daunting. However,
the Government of India Issued a policy on insurance and set out 4 regulatory
framework for access to Insurance services in India, specifically for rural areas,
This chapter explains how Insurers in India are addressing the challenges and
are meeting the regulatory conditions, AVIVA, an intermational insurance
company, s providing insurance services in rural areas by linking up with

strategic partners, especially those with a comparative advantage in effectively
servicing rural clients, such as microfinance institutions (MFls).
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Table 8.1 Status ol economy and develbpment of India

Indicators

Poputation (end 2004, oillions)

Annual population growtn (2002-4)

Population density (personesm®)

Popwlation below poverty line

Lite expectancy (2002, in years)

Infant mortality (2003, per thousand)

GOP growth mate (2003-4)

Agnculture growth rate (2003-4)

Industry growth rate (2003-4)

Services growth rate (2003-4)

Per capita gross national income (2003 USS)
MAvallability of phane lines (as % of population)
Avaitability of personal computers (as % of population)
Access to imsurance covernge (as % of sconomically active workforce)
Rate of milation (2003-4, %)

Human devsiopment Indes (HD1) Value, 2002

Human development indes ranking (2004)

Source. Asian Development Bank, August 2005

This chapter, based on a longer case study completed as part of a glok
review on financial lnkages implemented by the Food and mlcul
Organization (FAO) of the UN for the Ford Foundation, examines the o
constraints to Insurance service provision and identifies the Important p
conditions for this type of linkage to emerge. The chapter also Identifies ke
disign factors and processes of the linkage and, most importantly, evaluates th
impacts of the fnanciel lnkage, particularly at the policy and Institutiona
levels. Pinally, the chapter endeavours to determine how that impact has res
o sigoificantly expanded sccess to financial and Insurance services o rur
Clients

Current state of insurance in India

For the fiest time in several decades, the insurance market in India is no longes
a monopoly of the state Insuress. There are 14 organizations in the Life insurar
market while there are another 13 in the general non-life insarance busiy
The market share of the former public sector monopoly, Life Insurane
Corporation of Indis (LIC), hubemlndedlncalnamem'lvnlolnwpd
players, resulting in a greater range of products and an improvement in o
service quality in the insurance industry (Table 6.2),

Growth of the insurance business in rural areas is constrained by &
of lacton. Notable amony these are:
* Lack of wdepuate insurance infrastructire. I spite of the neardy S0-yeat<

| of putsls companies in this matket, insuratee contine
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Table 6.2 Mathet share of lile insurance companies in Indis (30 June 2005)

Insurance company Market shave, premiums (%) Market share, policles (%)

LIC 74 .87 87.25
ICICT Prudentis 7.53 291
HIRLA Suniite 1.84 0.80
Balm Alllang 4.18 1.81
581 Lite 1.69 0.88
HUFC Standard 320 1.32
TATA AIG 1.93 1.57
Max New York 1.44 1.55
AVIVA 1.14 0.48
Om Kotak Mahindes 077 0.33
ING Vyasa 053 0.36
AMP Sanmase 047 0.27
Motlite 0.39 0.35
Sahara Lite 0.02 0.14

Source: IRDA Manthly Journal, August 2005,

to be an urban phenomenon. The necessary infrastructure for insurance,
such as a good health care system and a system to scrutinize clamms, are yet
to develop in rural arcas, This puts a severe constraint on new entrants
into the market

*  Long gestation period of insurance coupled with wncertutnties e the rural market.
In general, the sk of moral hazard runs very high in the insurance
business. This risk is more pronounced in the rural areas as the presence
of an insurance company is further removed. Apart from the nisk of moral
hazard, different parts of rural India also suffer from regular bouts of natural
calamities such as drought, floods and disease epidemics. These
uncertainties of environment, coupled with the lack of trust between
insurers and clients, and the problem of moral hazard limit the insurance
market in rural arcas,

* Lack of professional and trustworthy partners, 1t might be very difficult for
the new entrants into the insurance business to develop their own service
delivery channels. They seek the help of non-governmental organizations
(NGOs), cooperatives and other such organizations working in rural areas
Lack of understanding of the insurance business and professionalism
among such partners often creates problems of coordination with the
insurers,

* Low profitability, In spite of the business potential, insurance in rural arcas

s not considered a very profitable proposition. This can be attributed to

the high costs assoctated with doing business in rural areas, lack of

knowledge about the rural client, lack of technology and systems, lack of
outlets to deliver and process the policies, and claims efficiently. However,
part of the hlame also lies with the insurance companies that have been
ess than innovative in their product design and processes.

ddadd
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I India, growth in the provision ol Insurance services to rural and soclil
sectors 18 primarily regarded as a regulatory compliance rather than o serlog
market commitment, and for that reason Is mainly driven by push fa
However. some of the Insurance companies Have taken the lead in luokln.
the rural market as a potential area of growth. Keen to explore new m
the cream In the urban market is being squeesed becanse of ferce competition
these companies have tried to develop market channels and linkages in th
rural areas. These methods include employment of direct selling agents fe
insurance in rural areas, employing corporate agents for the sale of
products and developing master policyholders to sell group insurance.

While most insurance companies view Insurance in the rural arcas
regulatory compliance (see below), some see It as 4 market with genuin
potential. ICICT Prudential started it 2001 and Has made serfous forays into t
rural market. They have developed i robust rural distribution model involvl
tied agents, brokers as well us referral armngements with NGOs, microfinang
institutions (MFIsI and companies. The operations of TATA-AIG Tnsur
Company Lud in rural India involve partnenships with several NGOs, some
whom are also MFIs. It has also launched a project to provide Insurance coverag
to landless and daily-wage labourers in Andhra Pradesh, with tunding suppos
from the British Government's Department for International Developmy
(DFID). The main features of the project iare relevant and atfordable long-tenun
plans; livelihood creation through enlisting of women's community enterpr
mentoring and monitoring through rural organizations; and speci
promotional activity tuned to the requirements of the turget market.

AVIVA Life Insurance Company India Private Limited, a relatively late entog
into the Indian insurance market, has also expanded (nto the rural market, |
aims to capture the majority shace of the Indian rural insurance market n thy
next 10 years. To accomplish this, AVIVA has developed partnerships with
NGOMFls, cooperative societies, banks and other rural voluntary organizatis
10 provide insurance services in rural arcas. As of 31 July 20085, 1t had 18 ¢
spread across the states of West Bengal, Andhta Pradesh, Gujarat, Tamil !
Onissa and Urtar Pradesh. 1t has partnerships with some of the leading MFls and
women's organizations in [ndia, such as Rhartiva Samruddhi Financial Ses
Limited (BASIX) and the Self-Employed Women's Association (SEWA). !
BASIX |5 a MFl and commercially arientated, SEWA (s registered as a tradk
union and provides a variety of services to its member women. Aviva'
partnerships with these two organizations are exploted (n some detall beld
following a brief discussion on the Indian life insurance sector.

HikiN

Development of life insurance business in India

I'he business of life insurance in its existing form starved 0 India in 1818 with
mmmtdtmomwuummmmhum : A
uumwwdhmyduulmbuumm begun in lduh-n .
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India. The Indlan Life Assurance Companles Act, 1912, was the first statutory
measure to regulate this business. Some of the Important milestones in the life
Insurance business in Indis are summarized in Table 6.3

Insurance Regulatory and Development Authority

Reforms in the Insurance sector started with the passage of the IRDA Bill in
patliament In December 1999, The key objectives of IRDA were to promote
competition to enhance customer satisfaction through increased consumer
choice and lower premiums, while ensuring the fnancial security of the
Insurance matket. The IRDA opened the market 1n August 2000 with an invitation
ol applications for registration. Forelgn companies were allowed ownership up
10 26 per cent.

In order to ensure the widespread coverage of Insurance services especially
10 rural areas, the IRDA Issued norms for coverage in the rural and social sectots
1o be met by both life and general Insurance companies. To comply with this
regulation, life Insurance companies must cover at least 18 per cent of the
nurmber of lives in rural areas by the end of thedr shxth vear of operation, starting
from 7 per cent In the Hirst year. For the general Insurance companies the
equivalent figures are § per cent by the end of the sixth year starting from at
least 2 per cent in the st yeuar (Table 6.4).

Similarly, the social sector requirement for both types of Insurance companies
I8 coverage of 20,000 policies by the end of 6 years starting from 5,000 policies
in the first year. While the TRDA defines rural areas by population limits of the
policyholder, the 'social sector” depends on the occupation of the policyholder.
The IRDA defines the "socidl sector’ as: unotganized sector (self-employed

Tubs 6.3 Milestones it the tistory of 1ife insurance in India

Yoar
1912

Milestones

The Indian Life Assurance Companies Act snacted s the first statute 1o
mgulnte the hifw insurance business

The Indian Insurance Compames Act enactod 1o enabile the government to
collect statistical information about both [ife and non-lile iInsurance businesses
Enrller lagslation consolidated and amended by the Insutance Act with the
obijective of protecting the interests of tha inauring public

245 Indian ang formgn insuters and providen! sociolies taken over by the
contral government and nationalized  LIC formed by an Act of Parlamant, vz
LIC Act, 19456, with a capital contribution of RsS0 millon from the Goverrment
of India

Malhotra Committee Ruport on the insurance sector reforms submilted o the
Governmant. The report with contained revolutionaty recommendations on the
structure, competilion, reguiation and customer services obligations of the
msurance wector

IRDA (Imsarance Rogulatory and Development Authority) Act pessed by the

1928
1938

1956

19694

| —
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Table 6.4 Regulstory norms for life and genesal nsurance companies
Yoar 1 b4 3 3 5

Rural sector

Lafe insurer G % of total policws) 7 ] 12 i4 16
Ganersl insuret (as "% of total policies) 2 3 5 5 5
Social sectue

Al insurers 5,000 7,000 10,000 15000 20,000 20,00

Source: IRDA, Fingl Regulation Rural Sector Obligations, 2002

workers such as agricultural lubourers, bidl workers, carpenters, cobble
construction workers, fishermen, physically handicapped self-emple "
persons, primary milk producens), informal sector (small-scale, self-employ
workers typlcally at a low level of omganization and techinology, with the
objective of generating employment and income); economically
backward clivses, and other categories of persons, both in rural and urban o
Similarly the rural area means any place with a population of less than § ono
per the latest census in 2001), a population density of less than 400 per «
kilometre, and more than 25 per cent of the male working population
in agricultural pursults,

The linkage

AVIVA plc I the United Kingdom's largest and the world's sbxth largest ins
group, It is one of the leading providers of Hife Insurance and pension produ

to Europe and has substantial businesses elsewhere around the world. In Indi
AVIVA has a joint venture with Dabur, one of Indla’s oldest and largest gro -v"~
manufacturing companies. A professionally managed company, Dabur Is ¢
country’s leading producer of traditional health care products. I accordar
with government regulations, AVIVA holds a 26 per cent stake in the |u
venture and the Dabur group holds the remaining 74 per cent. AVIVA
developed Institutional linkages with I8 different partners to provide Insurane
services In the rural areas. As part of the in-depth case study review on AVIV
linkages with three of their partners, namely Bhartiya Samruddhl Fin
Limited (BASIX), Village Welfare Soclety (VWS) and Self-Employed
Association (SEWA) were examined, and two of these, namely BASIX and SEWA
are discussed below

BASIX - registered as a Publtic Limited Company (non-banking finance co
-wummmlmmmmammw
1o the rutal population for the promotion of Hvellboods, An iy
mm«nmwmm J A,'_"; UL

ll A
I - “1“‘ ‘l‘
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The reasons for this decline related to the productivity and risks associated with
small enterprises, Based on the findings of the impact study, BASIX developed o
livelihood triode. Access to various financial services was an essential part of
this triode. Kural prople need a compeehensive set of financial services, mcluding
savings, credit and insurance, BASIX has the vision of providing all poor
households, especially those of its clients, with access to risk-management
services covering their lives and livelihoods together with insurance companies
that provide these services willingly on a financially sustainable basis.

In striving to carry out its new lvelihood strategy, BASIX began an initiative
10 deliver insurance services in 2001, coinciding with the opening up of the
Indian insurance sector. Since the beginning, BASIX has actively collaborated
with multiple insurance companies to design insurance products for rural
customers. BASIX initially worked with 1CICT Prodential to deliver life insurance
to thelr clients but later shifted 1o AVIVA Lite Insurance Company (October
2002) because they were more willing to experiment and pilot new products, In
2003, BASIX received a corporate agency license from IRDA to distribute retail
Ife insurmnce products from AVIVA. BASIX is also actively working with other
insurers in designing suitable health nsurance products for its raml clients.
HASIX's model tor micratnsurance delivery and its partnesships is best illustrated
as follows:

As stated, BASIX entered the life insurance business in 2001 by linking with
ICICT Prudential. At the start of the relationship, ICICH Prudential offered a basic
product, with a coverage of Rs10,000 (US$21) at an annual premium of just
Re 100 (USS2. 100, A year later BASIX asked [CICH Pradential for coverage of morne
clients as well as further investment in experimentation, As a newcomer to the
microinsurance market and still testing the waters, 1CICH Prodential was reluctant
to invest in new product design and plloting. In the end, this reluctance resulted
in the termination of the parthership. Apparently, 1CICI Prudential was not
quite ready tor investment In research and design of product at that point in
time. As it turmed out, the long-term commitment of BASIX was incompatible
with 1CICI Prudential’s short-sighted strategy of regulatory compliance.

AVIVA had a different approach to the rural and soclal sector. In contrast to
ICICT Prudential’s short-term strategy of meeting the rural and soclal sector
regulatory requirement, AVIVA viewed the market with a long-term penspective,
AVIVA was willing to experiment with the products and valoed BASIX's expertise
In community understanding, In essence, they chose a ‘tallor made’ approach
to collaborating with MFls and various organizations rather than a ‘one model
fits all’ approach. In fact, this ‘tallor made” approach Is the way AVIVA rans all of

Iasurors o -

(AVIVA, Royal —0‘_[ BASIX | % | Custamer
Sundaowmn, o et =

ICIC! Loasbard) | =

m_l.t mm linkage modul
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I8 partnerships, whether partners are big or simall, urban or rural, corpe
naCcorpotite,
In October 2002 - after co-designing a life insurance product and gett
approved by IRDA - AVIVA and BASIX entered into a master policy agreem
According to this agreement, all BASIX clients were to be brought und
Insurance coverage. The policy with each of the members is renewed
manth upon payment of the premium as part of the equated monthly inst
(EMI) that clients pay agalnst thelr loan from BASIX. This product is call
‘Credit Plus’ In December 2003, BASIX signed a corporate agency agreeme
with AVIVA to sell the life insurance product 1o rural customers outside 1
purview of Credit Plus, Under this armngement, the unit offices of BASIX. 1
the help of Its customer setvice agents are functioning as retall outiets that
AVIVA Insurance products to clients and non-clients of BASIX. Table 6.5 outlin
the life Insurance products offered by BASIX
Table 6.6 presents BASIX'S coverage of life insurance with details on premiy
collection, total policies, number of lives covered and the number of cluit

Tahle 6.5 BASIX'S life insurance products

Parametors Oredit Plus Jan Surahsha Atvae Suraksha Anmof
Eligibility  Credit chients,  Ruml gwellsr, Rural dwellar, Rural ¢ -
Age 1845 yra  Age 18-45 yrs Age 1845 s Age 1845 gy
Selection  Existing loan By teld staft of By field stalf of By field siaff o
clients BASIX BASIX BASIX
Sum LS limes loan  Re20,000- Ax20,000- R41 0000~
asaured amount 50,000 100,000 100,000
(<US3450- (~U5%450- (~U5%225-
1.125) 2,250) 2.250)
Term Manthly, 5. 10 years 5 10, 15, 20 5 10, 15, 20
multiphe terms years years
until the tull
mpayment of
loan amount
Premium  1.8% of the Basec 0n age of  Based on age of  Based on age B
foan smount cliont and term client and term  client and tem)
disbursed (paid one time (paid one time  (paid ooy time
of annually) or annually) or annualily)
Hanotit Sum assurea Sum assired on Sum sssured on  Sum assumd «
on naturel death; double the  natural deathy (6. 5% sum
Beath wmount in case the rmturn of premium assured®no. of

death s
pecidental

on maturity complated

i

Source; Discusmon with sanior stall of BASIX.
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Table 6.8 Life Insurance coverage by BASIX

Yoar Number of Sum assured  Premium coliected

policies (in Rs) fin Rs)
2000-1 1475 22,125,000 -
®001-2 300 4,500,000 '
2002-3 3.180 48,916,250 48 366
2003-4 49 912 640,228,950 2,807,725
2004-5 715,229 973,391,434 3.341.072
2005-6 (1l June 2006) 27.711 410,381,000 B15.118

Source: BASIX's MIS Reports. 20016,

settled. While all the Credit Plus for all clients has grown tremendously over
the years, the retall insurance business of clients and non-clients has been slow
to increase. Out of the 27,711 policies insured during the first three quarrers of
the cutrent vear, only 1,936 are under the retall sales through corporate agency
agreement (Le. & X. 7 per cent of the total policies).

BASIX :wvammp:lon ot 36 per cent of the premium collected under
the master policy agreement. Since the marginal cost at the field level for the
insurance services under the master policy agreement is nominal, this has been
a profitable proposition for the MFL. However, BASIX acknowledges thart this
cannot be sald for the retall business under the corporate agency. So far no
empitical study has been carried out to assess the costs associated with retail
business of Insurance; possibly the initial investments. additional paper work
and compulsory training of field staff iwhich has a cost) might be the reasons
for the low or non profitability of the retall segment of the business.

This has beet a profitable proposition for AVIVA also. Against the cumulative
premium collection of mote than Rs7 million (USS0.16 milllon), only 225 claims
Have been settled so tar smounting to o value of Rs3.2 milllon (US$73.3 thMl.
Though AVIVA has put one full-time dedicated staff to manage its relationship
with BASIX, the other costs are relatively very low.

A significant achievement under the partnership has been the development
of MIS saltware for Insurance products at BASIX. This software is very mn:t?vc
In generating the relevant reports In appropriate formats. AVIVA and BASIX
also have plans for muarketing this software on a commercial basis. However,
both partners realize that there are some problems: BASIX iy concerned about
the time that claim settlement Is taking and the number of claims rejected by
AVIVA. Against the cumulative claims of 261 (untll June 2005) reported and
certitied by BASIX, only 225 were settied. in order 10 resolve !hﬂc‘ iwues,
meetings are held every 6 months, and the presence of a dedicated relationship
manager for BASIX also helps in sorting out matters,

Over the lust three and half vears, BASIX has covered the lives of all it
clients. Through the corporate agency of AVIVA, it has abo sold its products to
rural non-credit clients. BASIX's partmership experience in the life invurance
Held __ nstrumental in m relattonships with other insursnce
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providers, such as Royal Sundaram General Insurance Company for the de
of a livestock insurance product, and 1CICT Lombard for the delivery of rainia
insurance. It also has plans to introduce health insurance coverage to its ru
clients in the near future. It has already started negotiations with ins
companies to provide this service. As illustrated in Box 6.1, BASIX's clients
gradually started to use the insurance services with greater cagerness as they
starting to expenence the benefits of coverage

Cmembers, With great reluctance, and after much negotiation from both sides,
LIC agreed 10 the partnership. Because of the absence of any other options,
SEWA Bank remained solely with LIC until 1992 despite their inadequacy in
meeting the insurance needs of SEWA's members, Le. health, asset and life for
family members.

In 1992, SEWA set up a partnership with United India Insurance Company
(UIC) permitting them to provide an expanded insurance product, which
Inciuded health as well as life insurance. At the same time. 10 focus more
concretely on new product development, SEWA removed the insurance business
compietely from SEWA Bank and placed it in a separate wing of the organization,
called Vimo SEWA, This separation propelled product innovation leading o the
development of an integrated insurance package that today provides coverage
against iliness, death, asset loss and accident. SEWA accomplished this by
expanding its partnership base to include various lite and non-life insurance
companies.

Over the years, SEWA has collaborated with LIC. AVIVA and Om Kotak
reasons, signalling a need for financial services beyond savings and it Mahindra Life Insurance Company Limited (OLIC) for life insurance coverage
Because most of these membens were living in poverty in the urban slums of and with UIC and ICICTH Lombard tor non-life coverage, However, in December
Ahmedabad city, their access to health services was severely constrained mainly 2004, in search of better products and services, SEWA switched partners o
because of lack of money to pay for it AVIVA as its main life insurance provider. With more than 500,000 members

In response to this finding, SEWA attempted to provide health and W from the rural and social sector, SEWA was a ‘prize catch’ for AVIVA, one they
insumnce derived from an internally mobilized and managed fund. They so grasped by agreeing to all of SEWA's requirements. AVIVA's flexibility effectively
realized, however, that they lacked the necessary capacity and internal " knocked out the competition, such as LIC, the current provider as well as other
to provide adequate coverage to their members. In search of & more hle sultors (Max New York Lite, TAT-AIG or ICICT Prudential). Detalls of Vimo SEWA's
solution, they turned to the only life insurer at the time, Lile Insumneg Insurance products are provided in the Table 6.7,

Corporation of India, (LIC), and convinced them to provide coverage for v The product offered by Vimo SEWA indicates that the insurance is heavily

subsided, As shown in Table 6.8, despite the numbers that SEWA has enmolled,

the premium charged is not adequate to cover the costs of the insurance company.

As far as the life insurance Is concerned, the insurance companies are hardly

able to meet the costs of the claims from the premium collected trom the clients.

The situation is much worse in the non-life and health insurance where the
Insurance companies have incurred losses over the last S.year peniod.

In addition, it is apparent from the case study in Box 6.2 that the effectiveness
of the insurance services also needs to be examined, While the family of the
deceased would have been much worse off in the absence of Vimo SEWA, the
question about the efficacy of the insurance service remains

Self-Employed Women's Association (SEWA)

SEWA, which is AVIVA's largest partner in terms of number of policie
administered, was registered as o trade union in 1972 SEWA's main goal is ¢
organize women worken for full employment and selfaeliance. SEWA Han
was created in 1974 to help provide financial services to SEWA members. I
house studies conducted in 1978 revealed that nearly 50 per cent of the borre
were having problems in meeting their repayment obligations because of

Box 6.1 Case Study of Mr Madhusudhan Rao and M Madholata Rao

A resident of Nijampet vilage in Rangaroddy distiict of Andhea Pradesh, & southeny
Indinn state, Mr Madtusudhan Rao has boen a cliont of BASIX for the iast 4 ysars. He
i & small farmer with land holding of around B acres. He also owns three cows, four
butfaloss and two osen, He has & family of fowe comprising of his wite, 4 son and &
daughter. He was introduced to the concepl of insurance when he flest bormowed from
BASIX 10 buy & buffalo, and the compaty reglined Him 1o heve imurance coverage not
only Tor himsall, but atso for cattie. Initially not convinced with the idea of spending
maney for this purposs, he agreed to the proposition very reluctantly on parsuasion
from his wite. Unfortunately, his cattle died 0 & nesrty river before the end of his loan
cycle I 10 hadn't been for the insurance coverage from Royal Sundatam Insurance
Company, he would have been atretched 1o repay the borrowed amount.

This incident made Him understand the becelits of insurance. Today, ha Nas bought
insurance coverage worth Re50,000 (US$1,200) tor himself and another insutance
coverage worth 525,000 (US$600) tor hix wife. Apart from imsunng fves, he has also |
insurnd the ves of all the cattie he owns, swen (hough he does not hawe acy dabt. He
has also bought medical insurance coverage for himsell and his wile. The coverage of
Ingurance Is R325,000 (US$600). mmwuum has changed
wince he st tie e bought insurance coverage o Himsell and Wi

Impact of linkage

As illustrations presented above indicate, linkages in the insurance mdustry in
India appear to be making a difference on several levels. In particular, AVIVA
Lite Insurance Company’s partnerships with several organizations have resulted
i a significant impact on clients as well as its partners. AVIVA has discovered
the untapped potential of the rural market through partnenships, and its succons

:‘
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Table 6.7 Yimo SEWAS imsurance schames Table 6.8 The imsurance record of Vimo SEWA for the last 5 yean

Risk cowrad Schome | Scheme 11 Scheme i1 Year No, of Promium No. of Amount  Admun cost
licies coltected clarms settiod collected
Mambers” insurance  Annual pre Re100  Annual pre Rs225  Annual Pro Rsd50 ::mcd (Rs) settled (Rs) froem clients
(USS2.2); o FO of  (USSS); or FO of (US$10) or FO of - (as pit of
Rsl,000 (US$22.2) Rs2,500 (US$444) RsS.000 (USS]L0 pramium) (RY)
Natural death Rs3,000 (US$66.7) Re20,000 (US$444) 320,000 (L
(US$889) (US$1,444) (US$1,444) gl AL R .:2: Sia tas
Accidental death of  Rsl5,000 (US$333) Re 15,000 (US$333) Ral5,000 (US s SR hite, 5 oD% '
spouse 2002 Life 92,928 1,218,482 169 837,000 304,621
Nan-Aif 71.678 324,421 6 11.781 B1.105
Hospitalization Up to Rs2,000 Up o Ra5,500 up 10 Rs10.000 "‘:m'. 92.928 679.429 696 774 653 169,857
R (H$152) asead) 2003 LI 109'758 2 881.220 418 2 ou'odo 72l.805
L ] s v ‘ ¥ <
House and asset Up to RsS5,000 Up to As10.000 Up to Rs20.000 Nonlils  85.042 979.300 2.299 n.lm:m 244,825
insyrance (uss11) (ussaz2a (US$444) Wealth 112,112 2,066,455 2.726 4.362.165 516,614
Admin charges for  R2% (LIS$0.6) Ra50 (USS1 1) He100 (US$2.2) e 104.528  2.385.000 w1 2 309.000 596,250
PEWA Noniife 71,937 1.219000 627  857.354 304,750
Husband's Annual pre RSSS  Aonusl pre Re150  Annusl pre Rs328 Health 106,479 1,806,000 3,728 6,189,747 451,500
Insurance (US$1.2), or FDo0f (USS3.3k o FD of  (USS7.2); or FD'GR 2005 Life 115,142 3.156000 214 1.121,000 789,000
Re650 (USS14.4)  Rsl.B00 (USS4D)  RsA.000 (U Nondife 80.389 892.640 3 93.390  223.160
Natursl death RE3,000 (US$66.7) Re20.000 (US$444) Re20,000 (LSS Health 133,683 4,530,000 2,185  3,652.830 1,132,500
Accidental death Rs25.000 Rs50,000 Rs50,000
(US$556) Wws$1.111 US$1.111) Source: Records of Vimo SEWA.,
Hospltalization Re2,000 (LISS44 4) RS 500 (US$122) Rel10,000 (
Adimin charges for Same a3 abow Same as above Same a8 above
SEWA
Joint insurance Annual Pre Ra140  Annual Pre Rs350  Annual Pre Re725

(US$3.1) or FO (US$7 4); or FD (US$3.1); or FD
Re650 (USS14.4)  Re4,200 (USS93)  RsB.800 (USSIAA

Source: Discussion with Vimo SEWA statt,

Bax 6.2 Case of Janakiben Parmar

Janakiben Parmar was a mg picker and a member of SEWA since 1997 She wis
resident of Asarwa slums i the Kuberputa Bhilwas locality of Ahmedabad city, Aftee
Ihe desth of her husband in 1990, Junakiben was the only breadwinner of the tamily.
Sha had a feed deposit account with the SEWA Bank, and through this account she had
Ihe benefil of Insuranca.
Unfortunately Janakiben passed away i June 2005 after » sudaen iliness. Her
Impact on clients depondents recaived Rs%,000 (USSI11) 35 days after her death, but it was not
entugh 10 cover the costs of her Ninal medical treatmeant and last tins. Although she
Ihe regulatory compliance requirement for the rural and social sector see " had purchased medical coverage with Vimo SEWA, her meimbursement ¢lakm of Ha3 000
to have been at least partly successful I Boxes 6.1 and 6.2 are any Indication. (USSET) tor mepueses incurred ol the governmant run hospital at the end of her |liness,
Some of the visible impacts on the lives of clients include: L was detiled since she spent less than 24 hours there. one of the mitimum criteria for
* Access to a new flmancial service. In the case studies presented in Boxes 6.1 Tembursement set by the insurer. In the end, Janakiban's daugnter, Pusnpaben, had no
belmnmwunmpmdymmm*ﬂbm ohowoe but to borrow Re6,000 (US$133) and use the remaining of Janakiben's lifetime
families would not Have had access 10 such servic slilaeting SHE savings As2 000 (USS89) 1o piy for the hospital experses and bar last rites caremony.
transiction costs (cost of travel, opportunity co et Tl 3 Duspite gutting the claim amount of Ry5,000 (USS111), Pushoaben and her usters
'W " . ' ”’ had 10w MG 50 ron MMMNW YAV

along with the success of other private nsurers has spurred IRDA to expand th
rural Initlative,
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®  Learming about fosaramce. As Box 6.1 shows, theee is an Increasing i
among clients about insurance services,

*  Better coverage of risk. With insurance coverage, clients are better positie
1o tace the vagaties of nature, This shows more in the case of livestod
weather Insurance,

Impact on the linkage partner

he visible impacts of linkage on the partner organizations are:
* Soursd instrareent for risk management. With the lives of poor clients insg
the micro and collateral free loans of microfinance institutions do g
face any risk because of uncertainty of the life of the client.
¢ Improversent in syster. As the micro insurance business of the o
grows, the need for better monitoring, information collection &
reporting systems are clear. The insurance companies can achieve th
through a good Incentive mechanism.
e Investenent it human resotirces. All the institutions regularly invest
significant amount of time and money in mandatory Insurance traininy
IRDA regulations require a basic training (of 100 hours duration desig
by IRDA and delivered by tratning institutes designated by IRDA) of st
Involved in the marketing of Insurance business. Such training benefl
the MFI stalf,
¢ Improvernent in bottom lne. Inadequate revenue sharing or poor incentiy
10 the partner onganization can cause a linkage arrangement to fail.
Judicious design of revenue sharing means that partner ong o
apart from sharing thetr operational expenses, also add to thetr surply
(o reduced deficiny

Sanizat

Impact on AVIVA

The Initial response of Insurers to the mandatory rural and social tnsurar
coverage was of scepticism and withdrawal. Even without any infrast
rural areas, AVIVA s finding & foothold in this insurance market throw
Innovative partnerships. Agalnst the popular perception of such linkages &
being loss-making, at least two of the three linkages of AVIVA have b
profitable.

|

Impact on the regulatery eavironment

IRDA bas been quite happy with the way things have developed up to this tm
Buoyed by the response It has recetved so far, It has enhanced the coverage
ceiling for policies from rural arcas to 18 per cent of total policies in the sixth
year of operation (IRDA cireular to this effect came into foree in May 2005), As
the experience of AVIVA suggests, the whole bustness able toall the

parties If the product 15 designed appropriately, With thi spysnent '
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these linkages, all Insurance companles are more optimistic about the rural
market (The Hindu 2005).

While insurance 1s one of a suite of crucial financial products for poor ruml
people, access In the rural areas has always been a challenge. India has taken
significant steps in the liberalization of its insurance sector in recent years; and
has succeeded In making such services available to rural people. Insurance
companies such as AVIVA saw the potential in this market and chose 1o explore
the market through establishing appropriate linkages.

Although these linkages seem to be successful in meeting the dual role of
enhancing the outreach of rural clients to insurance, as well as being a profitable
proposition for the insuring companies and the linking organizations (with
the exception of SEWA), challenges remain. The common problem shared by
all the Insurance companies is the lack of progressive and trustworthy partnen
in the rural areas. On the other hand, the common problem shared by all the
linkage partners has been the delay in processing the claims and the lengthy
and technically heavy documentation required.

On another level, there is a need 10 invest more in research and development
related to new, more appropriate products for rural clients. It is apparent from
the study on which this chapter is based thar a good revenue sharing tormula
can provide a very strong incentive to partners. Insurance companies need to
view this reality in o pragmaric framework. It is also apparent that there is a
need to keep the products and process of insurance as simple as possible. A
common but not agreed fact about the insurance companies has been to justify
the investments being made in the rural sector. With the immediate return on
investment in the rural market being less than the one eamed from the urban
market, the managers are often hard-pressed to justify the mvestment in the
rural sector. AVIVA and its pantners are leading. and it 15 boped that other
compamies will carch up. There conld be a fortune at the ‘bottom of the pyramid’
for the insurers while the lives of the poor would be significantly better as a

tesult
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CHAPTER 7

Indonesia: a Regional Development Bank
linked with village-based non-bank
financial institutions

|ketut Budastra

Abstract

e case of financial linkages between the Regional Developrment Bark (D) and
villiage credit institutions (LPDs) in the province of Bali demonstrates the Impact of
banking policies, regulation und supervision on the nature, and to a certain extent,
the level of stccess, of formul and informal financial sector Hinkages. BPD, mandated
by goverrment decree, supervises and provides management training to LPDs in the
province. Although other financial thes exist between the BPD and LPDs, the main
purpose of the relationship appears to e the transfir of knowledge amd assurance of
good financial health. The author claims this relationship to be @ success but
custhons against certain rigidities of the model, e.g. restrictions o an LPD having
sirving accounts with other financial Institutions.

Introduction

This chapter presents the major findings of a study of financial linkages between
the Reglonal Development Bank (Bank Pembangunan Daerah Ball, or BI'D) and
Village Credit Institutions (Lembaga Perkreditan Desa, or LI'D) in the province
of Ball, Indonesia. This study addresses the main drivers, the challenges, and
the costs and benefits of these linkage armangements. Several soutces of
information were used, including relevant publications, reports, statistics from
previous studies and in-depth interviews with selected stakeholders and LIPDs.

BPD 15 8 commercial bank with a regional development focus, owned jointly
by the provinclal and district governments. In this study it s referred to either
a3 ‘the provincial bank' o as ‘the BPD". LPDs are non-bank financlal institutions
with a village development focus, owned by customary villages (desd adat). The
dest addat 1s an Indigenous community sharing common tradithons and customs
ansd unified by a common temple in Bali.' The highest authority of the dess adat
is the assembly of its members. It elects a leadership board and agrees upon the
adat (customary law to be applied within the village). The Board takes decisions
based on the applicable customary law. An LI is embedded in 4 community
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that Is regulated andd soctally integrated by its adut. Conceptually, the customat
laws can be a powerful framework of soclal integration and control, including
loyalty of members to LI'Ds. The central bank classifies the LPDs as one of
broader class of non-bank rural financlal Institutions established by provinel
governments from the 19708 and referred to as Lembaga Dana dan
Pedesaan, or LDKP (Hterally ‘rural fund and credit Institutions’).
The LIDs were established as part of o “second generation” of LDKPs followin
4 1984 directive from the Ministry of Home Affalrs for the mote widespread
replication of this model. According to Stelnwand (2001), LPDs mmble
closely the Badan Kredit Kecamatan (BKK) of Central Java, although with
modifications. It Is owned by the community (rather than the proving
government), Is a village Institution (rather than a sub-district one) and
financial intermediary (rather than simply a credit institution). The ownersh
18 Ins line with the objective to empower the customary villages. Holloh (19%
regards the LI'Ds as the most recent form of community financial institution |
Indonesia, possessing unique characteristics. He explains:

“The untbgque charactes of the LPD Ues in the fact that it is not related to the o
village admiristration (desa dinas) but is an institutional elesnent of the cust
village (desa adat). The character of the desa adat as a democratic systen regulih
by customary law provides strong sociocultural bomds amd effective con
mechunisms. The LPD is not ondy the most recent but . also the most democ
form of local finance in Indonesia”

Initially, the provincial government of Bali established 161 LI'Ds dutring o
threeyear pllot phase between March 1985 and March 1988 Thelt numbe
Increased rapldly during the following years. Compared with LDKPs in oth
provinces, the LPD system in Ball has shown an outstanding pert ne
LI'Ds hold & major proportion (more than 80 per cent) of the overall assets of th
LDKP systems in Indonesia (Holloh, 2001), The apparent success of the LI'D
may be attributed to o number of factors, internal and external, and in¢
Institutional settings, management, products offered, the regulatory and poll
environment. Of particular significance are the sociocultural and eco
canditions of Ball, described briefly in Box 7.1

The institutions: the BPD and the LPDs

The provincial bank and the LPDs of Ball were lnitially established under th
umbrells of provincial government regulations, as regional (local) enterpel
BPD Ball was established In 1965 and licensed as the regional developi
bank for Ball by the Ministry of Central Bank Affairs (predecessor of today's
central bank) in the same year. Hence the provincial bank is supervised by thy
mmmmemmm1umummAmmn :
under provincial authority’ but, unlike BI'D, mlynnnolmctm
WWWWWWM :
institutions’. BID's mandate Is to accelerate ec
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Box 7.1 The general condition of Bali Frovince

Ball s one of the most famous tourist destinations (n Asia with beautiful beaches and
landscapes. & tropical climate and # unique and fiving Hindu culture. Tounism has
developed rapidly in the provinge since the 1960s. Gne of the smallest provinces in
Indonesia with an area of anly 5,600 km', Ball measures just 90 km along the north-
south axis and less than 140 km from sast 1o west. The population s dense with mote
than 500 persons per square kilometre, 3 million residents and 800 thousany households
in 2003, The majority (more than 90 per cent) is Hindu, and there are thousands of
Hindu temples in Ball, large and small,

Accotding to the national socio-economic survey and the regonal statstical buresy,
Bali's wconomy was worth Rpl6.5 trilllon (US$1.9 billion), or L3 per cent of the
national economy in 2000, Per capita income was slightly above Rp7 million (or about
USSBR0) In 2003 Howwver, the regional econamy has axpetienced littie growth in
recent years (1 per cant per annum from 1997 to 2000 and 3 per cent from 2000 to
2003) and subsequent events have worsenad the situation, Tourism plays an important
tole in the aconomy, in tarms of incomes, amployment and demand for local goods and
sarvices. (n 2000, the trade, restaurant and hotel sector accounted for 24 per cent of
employmant and 33 per cent of regional gross domestic product. However, the tourist
sconomy s vuinerabile to international secutity shocks, Recent tarrorist attacks. such
a4 the World Trade Center tragedy and the Ball bombings. impacted the aconomy
negatively. Thus. the occupancy rate of hotel rooms wn Bali plunged from 60 per cent

1o below 10 per cont after the first local bombing in 2003,

province of Bali, and the LPD system’s task is closely lnked 1o that, specifically,
to empower the customary villages. An LPD serves its community by providing
convenient access to financial services as well as an Income source to cover the
ceremontal and maintenance expenditures of the desa adat's temples.

The provincial government and the customary village jolntly provide the
initial capital of an LPD. The initial capital provided by govemnment was Rpl10
million (US$1,079) in 2002. A customary village s qualified for establishing an
LI'D when it has a written code of customary law and Is judged to have sufficlent
economic potential. These qualifications must be confirmed by the district-
jevel LI'D Hoard. This is known by the acronym PLOPK, and comprises
representatives from the government and BPD. The regulations have been
amended several times. An important amendment Increased LDy’ capital and
upgraded their corporate status (from local government enterprise o limited
company). Changes in regulations also addressed governance lssues, such as
establishment of LD supervisory boards at village level and LD centres at
district level, the Introduction of an Insurance fund scheme, adoption of
prodential banking principles, setting the maximum amounts an LID can borrow,
prohibiting equity investment and Increasing mintmum Initial capital.

The architecture of the Indonesian banking system as envisioned by the
central bank in the next 10 to 15 years (from 2004) Is presented in Figure 7.1,
The figure depicts the structure of the Indonestan banking system, consisting of
mmmmmwm national banks, banks with special
focuses and b Ma\ their asset sizes, the

-
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commercial banks are distributed into one of the frst three tiers while the
‘rural’ banks (BP'Rs, or Bank Perkreditan Rakyat) are members ol the lo
(fourth) tier. BPD Bali is a small commercial bank with assets less than Rps
trillion (US$320,863,580) in December 2003. This makes it a third tier ban
(Bank Indonesia, 2004), Since they are not banks, the LPDs do not feature in thy
diagram. For comparison, the average assets of an LD are comparable in size to
those of regulated banks in the tourth ter.

Although it 1s a small bank ar national level, BPD Ball s a large bank in B
accounting for 15 per cent, 23 per cent, and 15 per cent of overall bank
loans and savings, respectively, in Ball in 2003, The overall bank sssets, ban
loans and bank savings in Ball in the year were Rpl17, 8. and 12 trillio
respectively. BI'D has developed into a bank with headquarters and 46
and sub-branch offices across the nine districts of Bali. These offices are g
located in arvas surrounding the districts’ cities.

Bali's LPD system has expenienced even greater institutional developm
than the BI'D since its inception. Their number increased rapidly, except froe
1996-2001 because of national economic crisis and greater emphasis o
consolidation. In 1990, the assets of the LPD system were Rp375.3 billion
while the assets of other LOKF systems ranged from Rp0.8 billions for the LK
system in Nusa Tenggara Barat to Rp67.9 billions for the BKK system in
Java (Holloby, 2001), Recent statistics reflecting the institutional developmen
Of LPDs are given in Table 7.1, which shows that the number of LPDs substantially
increased from 2001, Almost 1,300 LI'Ds were in operation in 2004, coverit
same 90 per cent of the customary villages in Bali. Thus, the objective ‘one
for each desa adat’ (as advised by the regulations) is nearly achievable as onlt
small proportion remains (o be served. LPDs" assets also significantly increase
during the period. The governance of the LI'D system is further discussed in the
section below,

Assets (TDR yilliom)

»%0

10-%0

<0\
4
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Tadie 7.1 Inatitutionsl gevelopment of the Baliness LPD system, 199%.2004

Year Number of desa adat Number of LPDs Assats (RpF
1999 1.364 912 336,679
2000 1.371 926 500,786
2001 1,380 953 695,435
2002 1,392 1,152 840,143
2003 1,407 1,208 1,071,645
2004 1.427 1.296 1,346,238

Sowrce: BPD Ball. Denpasar. 2000-2004.

Governance of the institutions

Governance quality Is generally assessed In terms of transparency, accountability,
delegation of authority, participation of stakeholders and compliance with
regulations. A lack of functional differentiation among the key stakeholders
may result in conflicts of interest, ineftective management and services, weak
supervision and weak enforcement, dysfunctional interference by local officials
and fraud. Provincial regulations spectly the governance structure of the LPDs,
as noted above, The owners, the management, the supervision, the technical
assistance providers, and their respansibilities and rights are specified in the
regulations. The governance structure of the LPDs, as specified in the 2002
provincial regulation for LI'Ds, is summarized in Figure 7.2,

| LOCAL GOVERNMENTS

BRS-LPD

L_ CUSTOMARY VILLAGES | Logmd e mcair relmmmsbge. = falhres
The twners, the managers &
i _:: SaWTT N e AT B e

Figwe 7.2 The structins of the LPD systurn's governance, 2007
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Flgure 7.2 depicts the governance of the LD system. The proving
government delegates supervisory and technical assistance functions 1o thy
provincial bank along with PLPDKs, While BPD has carried out the tunction
since the inception of the LPDs, the PLPDKs came into being with the 2002
regulation. The new regulation also suggests the establishment of an L'
assocttion, BES-LPD (Badan Kerjasama LPD). Except for the benefits of
management personnel, the regulation does not authorize BKS-LI'D to play am
function in the governance of the LPDs. How the supervisory and technical
assistance functions are done s discussed later in the text, The village supervison
boards carry out dally supervision of thetr LPDs, The establishment of t .
boards Is also advised by the new regulation, to give the villages an opportunity
to effectively control the operations of their LPDs. As the management peryo .
the village assemblies also choose the members of the boards from the village
miembers. In other words, the villages (desa adah) function as the ownen, managen
and village-level supervisors of the LPDs,

hus, unlike the governance of parallel LDKP institutions in other pro
which are fully or largely under the control of local governments, govern :
Of the LIDs In Ball is apportioned between owners, regulators and operatons
Elsewhere, community control Is weak in the govemance of village-based
financlal institutions, which although owned by communities are controlled
by government officials (Holloh, 1994), Holloh clatms that the effective control
of the community In the governance of the LI'D systemn ts ane of the det s
of the LIDs' success, relative to other village-based financial institutions in
Indonesta,

However, the greater roles of the villages in the governance of the LDy
create conflicts of Interest. Our study found that there were cases of conflictof
Interest between management and village supervisory boards. The management
At several LPDs visited for this study considered the role of village supervisory
boards too dominant (n the selection of management persannel and in o
decislons. Loan disbursement to clients, inter-bank loan applications, business
plans and reports all require board approval. Boards frequently interfere with
loan disbursement processes, threatening management independence, 1
effective implementation of prodential lending principles and the operatio
efficiency of LIDs, because of high non-repayment rates. Management ¢
faces great difficulties when new board members are appointed. New b
members may have Incomplete knowledge about mattens of LD agem ,... '
For instance, a newly constituted Board can demand that the manager of a well-
performing LI'D be replaced. Such a replacement may be costly, harming the
future of the LPD because the new manager may lack the necessary skills and
experience

With assistance from GTZ (Deutsche Gesellschalt fiir Technisch
Zusammenatbeit), the provinclal government hnmtmpﬁplu M
qualification for sultable persons as managers of LID-type in and hay
developed a tralning programme 1o certify them: However, ing villages

may lack qualified persans ready and willing (o take the position. LD manager
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Persons with banking management skills and expetience are generally rare in
the villages, and those with the required skills and expetience are not likely to
take the position since the wages are very low. Therefore, repliscement of a good
LPD management should be prevented since fallure cases of LI'Ds have resulted
primarly from mismanagement, according to the supervisors from BI'D and
PLIDKs (informal interviews). The same was also reported as the reason for
recent fallures of several LI'Ds in Negara District (Openg, 2(004).

Furthermore, recent policies of national decentralization giving greater
authority to district governments may bring other problems. District
governments in Ball may attempt 1o get greater control over the LI'Ds in their
lurisdictions, For instance, the district of Denpuasar City introduced its own
regulation concerning the LD ioits reghon, suthorizing the district government
as the principal regulator, the supervisor and the technical mssistance provider
of the LPDs. These authorities propetly belong to the provincial government,
under the provincial regulation (discussed above). A more important deviation
is that the LPD association (BKS-LID) assumes the supervisory and technical
assistance functions delegated 1o the provinctal bank and PLIPDKs, under the
provincial reguiation. Thus, conflict can arise between the provincial
government and district governments concerning their tole with respect to
D5 Such contiict may weaken the governance of LPDs and threaten their
future performance.

Figure 7.2 also depicts the LPDs" financial services to clients and their
tnancial inkage with BPD. The services of the LPDs are discussed fusther i the
next section, Their financial linkage with the provincial bank includes saving
and credit links. While it is compulsory for the L'Ds to place their excess funds
with BPD, iv is optional for the LIDs to borrow from it Instead, LPDs may
choase 10 take loans from other financial and non-financial insttutions.
However, savings and credit links between the LPDs and the provincial bank
nre totally commercial and prudential. The 2002 provincial regulation requires
LI'Ds to implement prudential banking prnciples. BPD is not responsible for
bailing out falled LI'Ds, nor is it the lender of last tesort. [n case of LI'D failures,
the government generally serves as the lender of last resort. in this regard, an
Insurance mechanism was established 1o cover the batlour costs in case of an
LD failure.

The services and performance of the linked institutions

As & commercial bank (a bank wmam), BPD can offer a wide range of financial
services, from savingy, credit, transter/payment services 1o foreign exchange
services, excluding insurance and pawnshop services 1o the general population
tunder the 1992 Banking Laws and as amended in 1998). However, savings and
lown services are the core services and form the major income sources of §PD,
The provincial bank’s services are provided in branch offices, often far from
mmmm upcdluythucln remate nual areas. This ‘in

' A, and the fact that B'DY's offices cluster
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around the citles, on the other, limits the rural outreach of its services, Link
with the LIPDs could perhaps help BPD to overcome this rural service probies
11 thils regard, the provincal bank has two relevant (micro) loan service productsy
known as PUNDILand KPFKM. The former targets the business enterprises of the
poor while the latter alms at the promotion of small and medium enterprises.

Under PUNDI and KPKM, loan transactions between BPD and LPDs
commercial, BPD charges a commercial interest rate and treats an LD as pro
for a group of the targeted clients, for which the LPDs assume full responsibility
as the borrower. The LPD, in tumn, redends the funds to its clients, applying it
own credit policies. Hence, the PUNDI and KPKM loans are sources of additional
loanable funds for LIMDs fucing high growth of loan demand. 1h fact, b
only & few of the LI"Ds ate lguidity-constrained. Most LPDs have excess liquidity
and place funds with BPD, The extent to which the linkage between BPD and
LPDs has improved rural access to financial services is a subject discussed in the
following section.

As village non-bank financlal institutions, LPDs only provide savings servic
and loan services to thelr customary village members. Savings products off
Include passbook and term deposits. Loan products vary from ane LPD to anoti
and no standardization has been suggested by the supervisory board. But while
there |s scope for a varlety of experiments in product development as betweent
LI'Ds, there Is no scope for competition between them. This is because clients
have limited freedom to switch thelr custom from one LI'D to another, given
thelr allegiance to o particular desa adat. Howevet, there is strong competition
between any LD and other financial institutions within its area of operation.
For Instance, there were 10 rural cooperatives and rural banks in the desa adat of
one of the LI'Ds visited in this study,

Voluntary savings deposit accounts are the primary source of funds mobilized
by the majority of the LPDs, while compulsory savings generally contribute
less than 10 per cent of funds mobllized, At present, LDy offer 9-10 per cent
annual effective Interest mtes on passhook savings, and 9-16 per cent on term
deposits, rates close 1o those of commercial banks. In determining interest rate:
moat LI'Ds react flexibly to local market conditions and their own need for
funds.

Generally, an LI'D offers & monthly credit (with 6 and 12-month terms) and
a local specific loan product, An LPD with farmers as the core clients offers luuu
with seasonal terms, whilee an LD with small Industries and traders as the cote
clients has loans with daily or weekly terms. The sizes of loans and savings also
vary, but the average is less than RpS million (USS627.75 in 2003). Interest rates
of service products also vary, depending on the interest rates of comparable
services offered by other financial institutions in the rural fAinancial market,
such as cooperatives and rural banks. Consumption loans are of some importance
it larger LPDs. The present interest rates charged on monthly loans range trom
2 per cent declining to 3 per cent mp-mnh.mmmm
mmwmmmmMy nst s have most usually a
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per cent. LPDs emphasize service convenience by servicing at the client home
or warkplace, requiring minbmum paperwork and collateral, and offering quick
loan appraisal, generally 3 days or less. Data reflecting the loan and saving
performance of the Institutions are given in Tables 7.2 and 7.3,

Table 7.2 shows that BPD performed relatively woll during 2000-3, mobilizing
substantial proportions (11-16 per cent) of overall bank savings in Ball and
from 16 to 23 per cent of overall bank loans. Furthetmore, the share of BI'D in
the overall bank savings and loans steadily increased. The refatively high saving
and loan shares of the provincial bank, along with its Hnancial sustainability
(discussed Litter) suggest that it is an effective supplier of inancial intermediation
services. Perhaps befitting its role as the provincial development bank, it was
more successful than the banking system as & whole in redending funds within
the provincial economy. To same extent, BI'DS Hnks with the LPD system may
contribute to the good savings performance of the bank (a topie discussed further
later).

The LI'D system also performed Impressively with respect to volumes ol
loans and savings outstanding over the period 19992004 (Table 7.3).

Table 7.2 Loan and saving portfolios of BPD Ball, 2000-3

Yoar Loans outstanding Saving depesits
BPD Ball As per cont of 8PD Bal As per cont of
(Rp million) all banks in Bali (Rp mithon) all banks in Bali
2000 63,1588 15,82 1,177,852 10.78
2001 1,012,427 16.67 1,715,191 13.39
2002 1.440,695 20.34 1.776.537 16.32
4003 1,845,852 2269 1,826,212 16.33

Source: BPD Bal) (2000, 2001, 2003)

Table 7.3 Landing and saving performance of 1he LPD systeen, 19962004

Year Loan Passbook saving Teemy deposit
Amount Borrowers Amount Savers Amount Savers
(Rp mition)  (number)  (Rp mithon) (number) (Rp miltion] (number)
1999 215774 204 842 143,929 573.7%1 112,157 37,780
2000 355,092 218,632 227,820 626,576 164 8713 50,204
2001 512 085 213 9490 207 906 102 581 232,623 41,058
2002 638.206 270321 346.676 7B1.759 283.529 44.BBD
#2003 75%.182 301,328 429,056 836,005 385,360 49,320
J004¢ 907,312 318,995 559,746 956,633 487,538 55375

ourve; BPO Bal (20083,

] q-no nM At bhatiad - v
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Table 7.3 shows that loans advanced and the passbook and term deposi
mobilized increased more than 70 per cent during the pertod. Similarly, th
numbers of borrowers and savers also increased more than 30 per
Compared with the overall LDKP system in Indonesta, the LPD system
dominant, accounting for more than 70 per cent of savers, 75 per cent of
deposit amounts, 41 per cent of borrowers and 64 per cent of loan amounts
2000,

11 is striking that the 1997 national economic crisis did not affect the savis
and credit performance of the LPDs negatively. Rather, a substantial |
was also observed during 1996-8 (the period in which the economy experienc
the banking crisis), The total value of loans outstanding increased 52 per ©
from Rp95,519 million in 1996 to Rp145.541 million in 1998; while the amou
of savings deposits increased 64 per cent. from Rp@4.007 milllon 1o Rp154
million.

Thus, the crisis did not bring a significant negative effect 1o the overall LIDs
operations as the national crisis did not bring the tourism industries down.
noted above, Bali’s economy Is largely dependent on tourism. Contrarily, me
recent bombings on the island negatively affected the local economy. Even s
the tourtsm industries’ downturn might not significantly affect the performane
of the LI"Ds since the business activities of their clients are generally not
1o the tourism industries. The performance of individual LPDs is also influenc
by internal factors. LPDs with larger assets, more developed service produ
and experienced management may perform better than LPDs with smaller as
less developed service products and Inexperienced management

Financial sustainability of the institutions

BID and the LI'Ds are financially sustainable institutions as thetr operations ar
profitable. Table 7.4 shows selected financial ratios. The retumns on asset and
equity (ROA and ROE) dunng 2000-3 were consistently higher than the cen
bank standards for 'healthy’ regulated financal institutions. The central ban
standards require a healthy bank to have ROA at least 1,125 per cent per annum
and ROE at least 15 per cent per annum. LI"Ds typically maintained high loan 10
deposit ratios (LDR), at 90 per cent or above. The LP'Ds loan repayment ratef
were high, with ‘non-<collectible’ loan rates much less than 5 per cent. No
vollectible loans here refer to the amounts of loan principal and interest decl
uncollectible by the institutions,
he high achievement of the LPD system reflects the trust and support of th
village communities besides the service and management quality. Th
importance of the community trust and support 1s obvious, considering the fact
that several other financial institutions also operate in the rural financial marke!
such as Rural Banks and Cooperatives. The service and quality ar
closely linked with the quality of supervision and technical assistance. In {

regard, the role of BID and the government (including village government) is "
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Table 74 The seipcted Ninancial mtics of BPD Ball and the LPD system, 2000-3

Year ROA ROE LOR NCL
8P

2000 i.86 25.98 47.19 0,09
2001 344 46.04 55.16 0.02
2002 416 a5.83 81.53 0.10
2003 437 29.61 8321 0.33
LPD

2000 731 56.37 90.00 1.69
2001 7.83 61.22 95.00 1.23
2002 196 852,75 101.00 113
2003 6.63 4195 93.00 .34

Source: BPD Ball (2000, 2001; 2002: 2003). Notes: NCL s the non-collectibie loan
tote, the amounts of loans (principal plus interest) that Had been in srresrs and
decinred uncollectible by the instititions

crucial. Also, ‘ownership’ is among the major factors explaining the community’s
trust in and support for the L'Ds.

Moreover, people may also feel obliged to save their funds with their LPDs
and 1o borrow loans from them in order to promote the development of their
own enterprises (LPDs) whose benefits are for the communities. The benefity
include the retained profits, and the development funds of the customary villuges.
The regulation states that LPDs allocate 40-60 per cent of their profits for capital
formation, 20 per cent for village development funds, and § per cent for sociul
funds. The development funds are used by the village for financing the
maintenance and ceremonial expenses of the customary village temples.

The socio-economic and demographic environment also plays a great role
in the LDy’ apparent success. Bali has socio-economic-demographic and cultural
characteristics (such as dense population, prosperous economy, and supportive
social and cultural system) which are regarded as key determinants of successtul
rural banking. Moreover, customary villages in Bali have the power 10 demand
and enforce their members’ loyalty 1o LPDs, in terms of saving their funds and
repaying their loans. The maintenance and ceremonial costs paid with the
LI'Dy’ profits give an economic incentive to the members to stay loval to the
LI'Ds, as described above. Uniike the parallel institutions in other provinces
whose management personnel may be appointed by provincial government,
LI"Ds are managed by member representatives chosen by the villuges themselves.
This democratic management further strengthens the lovalty of the members 1o
LI'Ds. However, as noted above, individual LPDs may perform differently.

Since many of the LI'Ds have been operating for more than two decades and
are performing well, the management of certain LPDs may have found thar they
needed to extend thetr service areas beyond the village they belong 1o, to achieve
higher operational scale and operational efficiency. Apart from limiting the
LI'DY's growth, the service area limitation makes it vuinerable against risks
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resulting from local casualties (such as patural disaster and harvest fallures)
which make the clients unable 1o meet their obligations 1o the LPD. The
intenttion, however, is prevented by the regulation. It states that an LPD is 10
serve only the members of the customary village where it is located or belongs.
As against this, the operational area imitation of individual LI"Ds can be regarded
as one of the determining factors for the success of the LPDs. It ensures close
identilication with and support of desa adat and the members (noted abovel,
Therefore, successtul LIDs are trapped by the dilemma that the very thing thar
assures thetr success is also a barrier to their expansion beyond the boundaries
of the desa wdat, and hence o barmer to their achievement of economies of scale

The linkage

The links between the provincial bank and the LI'Dy have existed since the
inception of the LFDs and have become institutionalized with provincial
government regulations. Under the 1988 regulation, the provincial Governor
has responsibility 1o supervise the LI'Ds (although in practice this is delegated
to BPD), BID also provides technical assistance. BPD assigns two (full-time)
officers in the headquarters and branch-based officers to carry out the supervisory:
and technical assistance responsibilities. The responsibilities include report
review, field visit, collating data for the LPD system and training of LPD
management. As the number of LI'Ds has greatly increased, the new (2002)
regulation introduces the establishment of district centres for LPDs (the MLIPDKs)
to support BPD in carrying oot its responsibilities effectively. In future, t
centres will assume the supervisory and technical assistance responsibilities lt‘
district Jevel. 3

For supervision purposes, individual LPDs have to submit their annual
business plan (3 months prion to its implementation) and three periodic reports
(monthly, three-monthly and annual) to BPD. The reports are also submitted o
the village assembly and the (provincial/district) government through
PLPDKs. In addition to reviewing the reports, on-site supervisions in LPD offices
are alsa conducted., For technical assistance purposes, BPD (along with PLPDKs)
Is responsible for the management trining of the LIPDs. At least one N
session Is organtzed per year Under the 1988 regulation, § per cent of the profit
covers the supervisory and technical assistance services, Under the 2002
regulation, a part of these supervisory and technical funds is saved for the
insurance funds of LPDs. The LPDs submit the funds to BPD, which then
distributes them to PLPDKs (50 per cent), district and provincial su; ory
boards (32.5 per cent), LPD insurance funds (7.5 per cent), as well as
10 per cent {tself. As a percentage of the LPDs' pmm;undmmmmd b
supervisory and technical funds are: 2.5 per cent, 1.63 per cent, Oslpa
0,38 per cent and (.5 per cent to PLPDKs, district and provincial su o1y
boards, LPD insurance funds and BPD, respectively. M

ve m

aining
o

Holloh (2003) identified four kinds of W
subordinate institutions. These are savings lir
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linkages, and capacity bullding and supervision linkages. The savings linkage
occurs when the subordinate institution s assisted In managing excess liguidity
by holding an account with the superordinate institution. The credit linkage
occurs when the subordinate institution faces effective demand for credits
exceeding its loanable funds, and/or when the subordinate institution channels
loans from the superordinate institution to the clients. The facilitation linkage
occurs when the subordinate institution facilitates the access of the superordinate
Institution 1o clients within its operational areas. For instance, as the subordinate
institution does not offer 4 demand deposit or large-sized loan services, It
facilities client access to services from the superordinate institution. Lastly, the
capacity bullding and supervision linkage occurs when banks take on capacity
buillding and/or supervision functions for the benefit of the subordinate. The
supervision and technical assistance links between the provincial bank and the
LPDs can be regarded as a ‘capacity bullding and supervision’ linkage.

Regulations also require each LD to place Its excess liquidity with the nearby
branch offices of BPD. This Is a "saving linkage’. As 1o credit linkages, the
regulation does not prohibit LPDs from taking loans from institutions other
than BPD, In principle this enables LI'Ds to get loanable funds from various
sources with the lowest costs possible, including from donors and government-
subsidized credit schemes. However, LDy, when in need of loans, often consider
taking loans from the provincial bank Il it is more convenient, especially
considering their access to a concessional interest rate, discussed further below.
With thetr current institutional status, operating under the provinclal
Rovermment regulation without any operational status recogriized in the national
legal framework, such as a saving and credit cooperative or & rural bank, LI'Ds
have less chance of receiving loans or finance from & national bank of financial
company, in cases where they need external funds. Although external funds are
not an issue for most LDy, considering the fact that the majority of them are In
excess of funds, leaving the options open wide may be heipful for the future
development of the LD system,

The institutional status of LPDs has been an unresolved issue since the
introduction of a 1988 national policy package for the banking sectot, The
failure of national authorities to resolve this problem, despite the passing of
varous deadlines for the LPDs (as for all LDKPs) to regularize their status, may
suggest that there is resistance a1 provincial and local level to the national
policy thrust. Governments argue the negative consequences for the future of
the LI'D system resulting from the new status, either as a rural bank or rural
cooperative. This 1s because the national regulations have severl elements
contradictive of the provincial regulation, In terms of operational areas,
supervision and tax policy, amang others

Individual LDy can put excess funds with the provincial bank immediately
after their establishment, but they have 1o show good performance for two
consecutive yean to be eligible tor loans from BPD (BPD Director Decree No
0246,101,10.2003), Such loans are for additional loanable funds to "well
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district governument is responsible for bailing out a poorly performing LD, Th
povermunent is no longer responsible for balling out problem LPDs since thy
introduction of the new (2002) regulation, which authorizes the establishmen
ofan LD insurance scheme (noted above). In practice, however, the sug
boards encourage the management of the LI'D and the respective village t
solve the problem; before deciding to bail out a pporly performing LD, In th
attempts to solve liguidity problems resulting from poor management, fraug
or other issues, individual LPDs may make the management (including
relatives) responsible for fraud and misbehaviour. The case of the fall
Kapal LPD in 2000, where management was made responsible for the batlin
out, Hlustrates this point (nformal interview with the head of the vi
assembly), I there was no management fraud or misbehaviour, the village bo
would ask the twealthy) members of the villages to deposit more tunds, If th
management and the village boards could not solve the problems themsel
they would request government asvistance. The government decision we
depend on the recommendation of BI'D and PLI'DKs. Normally, only the
ones are balled out,

Inresponse to the regulations and to promote the development of the LPE
the provincial bank applies a special intenest rate policy to the LI'Dx. The polig
specifies that in dealings with LIPDs, the provincial bank pays a higher inters
rate on savings and charges a lower interest rate on credits than is applicable:
the regular clients, BIPD applies 6.5 per cent interest on savings and 14 perc
Interest on loans in transactions with LPDs while applying 4-5 per cent and t
I8 per cent for comparable saving and loan services to the general clients
respectively. The special interest rate policy should give an incentive to an
to save its excess funds with and borrow from the provincial bank, rather than
deal with other institutions, With a few exceptions, LPDs generally do so; and
the extent of these links is discussed later. The spectal interest rate, however is
still within the range of commercial mtes specitied by the central bank fo
prudential purposes. Outside that rate range, bank savings are not eligible far
the central bank's saving guarantee, and bank loans are qualified as risky. This
I ot an interest rate cap, but a measure to prevent the banking system
Incurring problems arsing from ‘moral hazard' behaviour of bankers,

In summary, the linkage is essentially a simple (quasi-<commercial) bi
linkage, In operation since the inception of LPDs in 1985 and built into
design of the LI'D system. The main driver Is the govermment of Ball, w
promotes the establishment of an LPD, provides the mitial funds, snd des
and introduced the provincial regulation and provincial government de
thit govern the linkage.

The extent of the supervisory and technical assistance linkage

Iy this linkage, the provincial bank provides supervision and technical assistance
mmmmmmm:mmd%mm
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and technical assistance), and collating data from the LPD system (a1 provincial
level). Training modules include skills 1o manage an LPD: LPD reguiation.
business planning. service product design. saving and loan management,
financial management, bookkeeping and reporting, and risk management. BI'D
tand PLPDKs) organize training once & vear, at least. Individual LPDs submit
reports to the district branch offices of BPD. After reviewing them, the branch
offices consolidate the reports and submit them to the headquarters office. Punng
the review process, the officers of BPD may give advice and suggestions to LD
management, and if necessary, the officers visit LD offices.

Considering the relatively high service performance of LIPDs (discussed above}
and the familiarity of the provincial bank officers with LD management
tnoticed by this study in the field), the supervisory and technical assistance
seems to be successtul, Each LPD pays the costs of the supervisory and technical
services with 5 per cent of its profits, referred to as the supervisory and technical
assistance funds (noted above). The new (2002) reguiation rules that 7.5 per
cent of the funds are allocated for the LPD insurance funds. Therefore, the
amounts of the funds would be dependent on the profitability of the LPDs.
During the period of 1999-2003, the amounts of the supervisory and technical
assistance funds were relatively large (Table 7.5) as the LPD system generated
relatively large profits, comparable to 41 1o 66 per cent of the BPD profits during
the period. Table 7.5 indicates that the supervisory and technical assistance
funds were 3 per cent of the overall LI'D operational costs, up 10 1 per cent of
BPLY's operational costs, and 2-5 per cent of BPD'S labour costs, from 19992004,
In addition, the amounts of the LPD supervisory and technical assistance funds
steadily incroased as the profits of the LIPDs grew. The saving and credit linkage
Is discussed below,

The extent of the saving and credit linkage

The saving and credit linkage between UI'D and the LIDs is reflected by the
inter-bank savings and inter-bank loans of the LI'Dy for several reasons. First,
by regulation (noted abowve), an LI'D has to put its excess funds in BI'D. Second,
BIPD trears mdividual LI'Ds as its special clients with a higher interest mte on
savings and a lower interest rate on credits, relative to the general clients (noted

Table 7.5 LPD supervisory and technical assistance lunds, 19992004

Year Rp million Asa %ol LPD As 2 % of BPD As 2 % of BPD
aperational costs aperational costs labour costs
1949 1,356 2.94 0D 43 211
2000 1,831 2.84 0.86 3.29
2001 2719 2.88 0.91 3.89
2002 3,344 2.76 0.78 458
2003 w 2.56 0.99 4.39
Source Caiculated b it provided by BPD Bal
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above). The transaction processes are gquick and convenient. Third, the LPD /
HPD relationship has lasted since the inception of the LI'Ds, where the provincial
bank serves as the supervisor and techinical assistance provider to the LPDs (as
noted above), The LPDs regard BPD as their father, in their words: ‘BPD bapene
LPD', Therefore, they are generally loyal to BPD with respect 1o bank saving and
credit services. The inter-bank savings and credits of LD are reflected im
Table 7.6

Table 7.6 shows that the amounts of savings LDy placed with banks and the
amount of borrowing from BI'D increased between 2000 and 2004, The savings
placed by LPDs with BI'D were quite substantial, much larger than the ame
of credits borrowed. LPDs' inter-bank savings was compamble to 16 to 28 g
cent of the LPD system’s assets, or 7 to 12 per cent of the amount of savin
deponits mobilized by BIFD during the same period. On the other hand, cred)
obtained by LPDs from banks was relatively small, far less than 1 per cent of the
amount of BPD's loan outstandings.

Thus, the LPDs are net savers in the saving and credit linkages with BI'D,
saving-credit discrepancy in the linkage mirron the financial intermediatio
performance of the LPDs, which generally mobilize more savings than di
loans, This s a common feature among well-performing rural and microfi
Institutions, such as BRI (Bank Rakyat Indonesia) Units and others well kne
in the literature. The saving-credit discrepancies may result from limited
Investment opportunity and risk-averse investment behaviour of the clients,
among others, Ralinese communities generally see saving as the capital
strategy and consider borrowing as the last resort, Hence, the linkage has opened
the opportunity for the LPDs and the villages) to earn income from
otherwise unproductive funds through the inter-bank markets. This improves
the efficiency of the ecconomy, In aggregate terms, apart from the benefits to the
individuals and institutions concerned. Also, and importantly, the saving and
credit linkages have provided a relatively large and rellable source of funds fa
the provincial bank while giving an effective and convenient liquidit
management system to the LPDs. Individual LPDs can cost-effectively an
convenlently save thetr excess funds with BPD or borrow from BPD should
they need additional loanable funds,

However, a word of caution Is necessary conceming the future of the saving
and credit linkage. Opposition to these compulsary arrangements has begun to

Table 7.6 Intor-Dank savings and loans of the LPD system, 20004

Yoar Inter-pank savings Inter-Dank loats

Rp million As N of assels Rp millon As % of sty
2000 94.578 19 717 014
J001 114,133 i6 2,194 0.32
2002 132,938 6 3111 0.37
2003 216,343 20 3,531 0.33
2004 375,496 28 3,067 0.23

—————

Source, Calculated from data provided by BPD fall
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appear 1n the news media since 2000 (e.g. Antara, 2000). Many LP'Ds consider
the restriction unfale, eliminating their opportunities lor higher interest Incotne.
This may endanger the future of the financial linkage. One of the LP'Ds visited
put a part of Its excess funds into a cooperative set up by the LI'D assoclation
(BKS-LPDs) as 1t offered higher interest rates and allowed withdrawals on
Sarurdays, when the BPD was closed. The consequences of the linkages to BI'D
and the LPDs tincluding the villages, as the owners and the clients) are discussed
next.

Some assertions about the impacts of BPD-LPD linkages

This section briefly discusses the financial impacts of the linkage on the
institutions, the LI'Ds and the provincial bank. [mpacts on the customary village
communities (as the owners and the clients of the LPDs) are also discussed.
Hesults reparted here are based on unpublished research by the writer and fot
reasons of space it is not possible to spell out the arguments or the data in detail.
Concepruaily. the LPDs and BPD should benefit from the lnkage, as should the
communities within which they operate. However, the costs and betiefits wete
ditficult 1o quantify accurately. In spite of the difficulties. the impacts of the
linkage on the institutions and the communities were estimated, making use of
data available (primarily trom BPD) and the best judgments of the researcher As
the linkage started at the inception of the LPD system, impacts were assessed
from 1985 1o 2002. Costs were divided into three categories: establishment
costs, supervisory and technical assistunce. financial service costs and other
institutional development costs. Measured benefits inciuded the retained profits
of LPDs, profits earned by BPD through access to the excess funds of the LD
system and the financial benefits received by communities from LPD profits,
Estimation of the value to communities of having access to effective and
convenient inancial services was also attempred, using assumptions about the
opportunity cost of funds placed with LI'Ds by communities and the costs of
alternative sources of credit for village barrowers in the absence of the LPDs,
In terms of overall cumulative costs and benefits, the linkage reached jts
breakeven point in 1992 (year 8) if the net benefits of community access 1o LPD
services are taken into account, or in 1999 (year 15) If they are not. This was in
spite of the mpid and continued growth of the LPD sysiem over the whole
penod, invalving substantial establishment costs in each year. With net benefits
of community access included, the benefit/cost ratio was 3.46 10 1 by 2003, and
without them it was 1.42 to 1. In termy of costs and benefits applicable to particular
categories of stakeholder, the linkage provided services to more than 7 million
savers and more than 2 million borrowers. The value of this service access was
calculated at Rp435 billion. The linkage brought about Rp197 billion retained
profits 1o LI'Ds while giving Rp23 billlon profits 1o BPD over the period of
1985-2004, Lastly, the linkage also contributed more than Rp&2 billion o the
villages' development and social funds in the same penod. The provincial
Rovernment’s intention hmﬂnmww h
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the development of the LD system, and it succeeded in that the linkage benefited
the parties involved and the benefits generated exceeded the costs.

Summary and conclusions

The linkage between the provineial bank and LPDs can be regarded as a simple
bilateral one mvolving supervisory and technical assistance, and savings and
credit services. BPD provides the supervisory and technical assistance necessary
for the LPDs. They save excess funds with BPD and may borrow from the
provincial bank. The links are generally commercial in that the LPDs pay
commercial rates for services. The linkage was initiated by the provincial
government of Bali to empower the customary villages, beginning in 1985, The
government provides initial capital and the traming of new LI'D management.
The villages also contribute to the initial capital. In addition to provision of
financial services to the communities, the establishment of the LPDs is also 10
generate incomes for the villages to cover the maintenance and ceremonial
expenditures of their common temples. These social benefits, in turn, contribute
to the social cobesion of the communities concerned and motivate them to
behave supportively and loyally to their LI'Ds.

The linkage has performed relatively well in terms of the performance of the
institutions involved. Both institutions are financially healthy. The number e
LPDs and their assets, savings, credits and clients significantly increased during
1999-2004. The amounts of the LPDs savings with BP'D and the amounts of
credits borrowed from BPD also incrensed during the period. An increasing
trend in the performance indicators of the institutions was also found
Including during 1996-8, the period of national economic crisis, Necent
bombings (remembering that tourism is the major sector in the economy) only
affected the economies of villages around the handicraft centres, Detailed
estimates of the financial impacts of the linkage from 1985 o 2003 furth
comfirmed that the linkage brought more benefits than costs to the p
involved, namely government, village communities, the LPDs and BI'D,

The apparent success of these linkages is the result of several factors, including
the institutional settings, the government's strong commitment and support,
and village communities’ positive participation and loyalty, In addition, credit
must be given for the dedication, hard work, and accountability of management,
the provincial bank's helptul supervision and technical asststance and fi
services, and the supportive soclo-economic and demographic conditions, Th
are factors Internal to the institutions concemned, as well as external (or market
environment) factors. These findings reflect the performance of the
between the LPDs (as a system) and BPD. Conceptually, the performance of i
linkage between individual LPDs and BPD might vary from one m
their internal and external factors are not identical. For example, in |
mmmmwxMWWMﬂ perienced
manugement tend 1o perform bmnthm u’stmb | s developed

|—d-—.

service prodtucts and inexperienced m; 1. In te wever, the study
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tound that cases of non-performing LPDs were rare. For those few 'fallure cases’,
misbehaviour of management personnel and village board members and a poot
economic environment jocally were among the primary causes.

In spite of the apparent success of these linkage arrangements, there are five
tssues considered important for further improvement. First, the growing
opposition of individual LPDs to the restriction on inter-bank saving accounts,
which requires LP'Ds to place their excess funds with BI'D. may endanger the
furure of the financial service linkage. This is because many LPDs may decline
to place their excess with BID, and put them with other financial institutions
best serving individual LPDs’ needs.

Second, ‘successtul’ LPDs may face a dilemnma that the very thing that assures
their success is also a barrier to their business expansion beyond the boundaries
of the desa adar, and hence a barrier to their achievement of higher operational
scale and efficiencies, However, among the organizational settings and
govemnance structure of the LPDs often regarded as the determinants ol the
LDy’ relative success are that they are owned and managed by the desa adat, for
the benefit of the members, and to serve the members only.

Third, related to the issue above, the LPDs have fewer chances 10 receive
loans or finances from a national bank or financial company, in case they need
external funds, This is the result of their current institutional status, operating
under provincial government regulation without any status recognized in the
national legal framework, such as a saving and credit cooperative or a rural
bank. Although external funds are not an issue for many individual LPDs, they
are for a few that face loan demands higher than their funding capacities. More
importantly, leaving the option of getting external funds open may be helpful
for future development of the LIYD system,

Fourth is the current governance structure of individual LPDs which gives a
dominant role to the village board in the selection of the LPD's manager. This
may lead to misbehaviour of the board members and could potentially threaten
the future performance of the LPDs.

Lastly, the greater power of district governments authorized by the (1992)
national decentralization policy has resulted in a conflict of interest between
the provincial government and district governments concerning their
regulatory power over the LI'Ds. For example, the district of Denpasar City
introduced its own regulation concerning the LPDs in (ts administrative
junsdiction, containing elements contradictive of the provincial one. Such
Rovernance restructuring may be counterproductive 1o the future performance
of the LPDs.

Notes

1 The Desu Aduat is not coextensive with the Desa Dinas, the lowest unit of
official administration in Indonesia. A Desa Dinas is generally larger than a
Desa Adat.
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2 Govemnor's Decree (No, 972/1984) confirmed by Provincial Governmes
Regulation (No, 2/1988).
£ They are not subject to either the national Banking Laws (No. 7/1992 a»
No. 10/1998) or the Savings Cooperative Hegulation (No. 9/1995)
4 The exchange rate for USS1 for the indicated years is as follows:
31 Dec. 1999, Rp.7,006
29 Dec. 2000, Rp. 9,679
31 Dec. 2001, Rp. 10,400
31 Dec. 2002, Rp. 8,975
31 Dec. 2003, Rp. 8,447
41 Dec, 2004, Rp. 9,258
Sugree: Bank of Canads, www bankofcanada.ca/cgi-bin/famecgl_fdps
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CHAPTER 8

The rich variety of microfinance linkages
in Indonesia

John D. Conroy and lketut Budastra

Abstract

Recogmizing the particular richness of linkage arrangements available for study in
Indonexia, the authors decided to comduct an overview study as part of the cmss.
country study of linkages imptemented by the Food and Agricultire Organization
(FAQ) of the UN for the Ford Foundation. This averview provides a descriptive
mapping of different linkage models thar exist in Indonesia, and reflects on
Indonesia’s rich variety and wide range of financiol institutions. The linkages are
charactertzed by several small, regutated fissancial institutions engaging in hain
relationships with mapor financlal institutions and grassroots fimanclal actors.
Indtonesia also has spectal apex institutions set wp to create tinkages, and lnkiges
fanvw an explicit role in a new “banking architecture’ being created by the central
bank. The linkayes are categorized based on a distinction between autonomous
linkages aml those oceurring as the result of government or contral bank initiative.

Introduction

Current and recent rural- and microfinance activities in Indonesia incorporate
an array of institutional models bewildering to the newcomer in their vanety
and novelty. Activities range from profitable, regulated financial institutions
operating at best practice levels to opportunistic and politically driven mass
credit schemes. A number involve linkages between formal financial institutions
and Informal development financing institutions. However, a simple duality of
tormal and informal institutions will not suffice to describe the more complex
reality of rural financial service provision in Indonesia. The country has many
small, community-owned formal financial institutions that are subject to
regulation. These have relatively few analogues in other financial systems, in
terms of their small scale and strong local character. Many are engaged in
linkages with major financial institutions and with grassroots financial actors.
These small institutions occupying intermediate positions in the financial
hierarchy are often Invalved in chain relationships, rather than simple linkages.
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Status of financial institutions involved in linkages in Indonesia

A tich variety of financial institutions Is involved in microfinance linkages in
Indonesta. The linkage partners Include regulated banks, community based
financial institutions, savings and credit cooperatives, and unregulated financial
Institutions. The next section introduces these various institutions. Many of
them originated during the period of the so-called ‘New Order” government of
President Suharto (1967-98), which used linkages as a policy instrament. c
linkages, Inspired by government programmes, remain an important feature of
the Indonestan rural financial landscape today.,

Regulated banks

Formal Institutions regulated by Bank Indonesia (81, the central bank) include
the commercial banks. A sub-set of these consists of Reglonal Development
Banks (BPDy) owned by provincial governments, which are of part
significance for linkages. While they act as bankers to their governments, the
BPDs also perform some apex functions. BPDs act as wholesalers to .
loanable funds from governments and donor agences to smaller linked financial
Institutions. Some BIDs also have responsibility for supervision of certain small
formal financial institutions operating within their provinces, This is because
these Institutions (known collectively as the LDKPs) operate under provinecial,
rather than central bank regulations.

A second class of banks regulated by Bank Indonesia consists of small and
locally based institutions known as Bank Perkreditan Rakyat (BPR) or “rural
bank'; and offers & more restricted range of services, compared with commercial
banks. The banking Act of 1992 differentiates rural banks into two
namely: “BPR non-BKDY' and ‘BPR-BKIY (Stetnwand 2001; Robinson 2002), Fa
simplicity, in this study the two categories of small bank Institutions are sim
called BIPRs and BKDs,

BPHRs have a special place in o new ‘banking architecture’ being construct
by the central bank, in that they are encouraged to enter Into linkages
commercial banks. Linkages are thus an explicit element in national banking
policy. Most BPRs are limited lability companies in private ownership, operated
for profit. Originating from financlal deregulation in the 1980s, the BPRs are an’
Impressive example of the mobilization of private capital for microfinance.
Some are In chains assoctated with commercial banks or NGOs, Others are
registered as cooperatives, while some are organtzed on Islamic peinciples (889
Syartal) and some are local government owned

Badan Kredit Desa (BRDs) of village credit bodles date back to ﬂn
nineteenth century and were formed under Dutch colonial rule, making th
ploneer MFIs. They are much unnllummmtmmuumm
categories are subject :oammumm.memw
supervised by Bank Indonesta. mma,mmmm
task of supervising the BKDs 10 a major commercial ba nk HRI
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The LDKPs

Community-based non-bank Anancial institutions, known as LDKPs, were
mentioned above In connection with the Provincial Development Banks (BPDs).
The acronym LDKP Is applied generically to a range of savings and credit
Institutions that exists in 4 number of provinces (Steinwand 2001: Robinson
2002). One set of these, the LDs in Ball, are reviewed in Budastra’s forthcoming
study on financial linkages. The Banking Act of 1992 obliged the LDKPs either to
upgrade themselves to the status of regulated BPRs by 1997 or 1o cease operating,
A majority (including all the LPDs in Ball) have chosen not to come under the
umbrelin of central bank regulation, or have not satisfied the criteria. In a sense,
they are ‘unfinished business’ left over from financial reforms of the 19805,

Most of the LDKPs came into existenice as local initiatives during the period
from 1970 when, amid recovery from the economic chaos of the Sukamo years,
Bank Indonesia authorized provincial governments to set up rural non-bank
financial mstitutions. Significantly, these institutions benefited from being
‘under the radat” of interest rate controly imposed upon the banking system at
that tme. Many of the more efficient LDKPs prospered while the banking system
laboured under heavy regulation. The numbers of LDKPs are now declining,
except in Ball where they flourish, 2,272 LDKPs were operating in mid-2000;
serving more than 1.3 million borrowers. However, the number fell 1o around
1,620 by 2002, The financial strength of the Balinese institutions, 1ogether
with the capacity of the Ball Provincial Government to protect them from closure
by national authorities, seems likely to assure the LPDs’ continuing operation
for some time.

Both the BKD and LDKP systems are generally quire liquid, with savings and
reserves adequate to finance lending and 1o permit significant deposits in the
banking system. In terms of mean loan size, the LDKPs sit at roughly the same
soctal level as the BKDs and on a very much lower level than the BPRs and the
village-based ‘units’ of Bank BRI Table 8.1 pravides a comparison of the mean
loan and deposit sizes for these institutions. The village “units’ of Bank BRI, a
world-leading institution in ‘micro-banking’. are included in Table 8.1 for the

purposes of comparison.

Table 8.1 Comparative account sizes: loans and deposits of rogulated institutions

institution Loan accounts: Mean Dalance Oeposit accounts: Mean batance

minbers oulstanding per rimbers (evillion)  per sccount
(million) account (Rp. (Rp. mullipnIS$)
milllon/iS$)
AR unin 2 .60 Rp2. 58mNISS340 167 Rp0.65m/IS$85
BPAs 1.68 Rol.94m/USS$260 4.0 RpO.25m/us$33
BKDs 0.70 RpO.22m/UusSs2n 0.6 Rp0.05mUSS7
LDKPs 1.30 Rp0.28m/US835  na na
Saurces: np

1. Various dates durng 2000 Notes: Data for BR) reiate 1o the Kupedes

(loan) ane) Bimpedes (dposit) accounts Term depesits ave exclidec 14, net &
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Table 8.1 has been compiled to indicate the levels st which the bank and|
non-bank microtinance institutions described above 11t into the rural Anancial
landscape. The data (for yedr 2000) are not recent, but their value les in
suggesting the relativities between Institutions, which are unlikely to '
changed. On the evidence, the BRI Units cater for clients with somewhat larger
loan and deposit accounts than the BPRs, while the smaller institutions (BKDS
and LDKPs) are operating at an entirely lower level. THus If the BRI units &
serving a clientele that s relutively welloll and the BPRs have a somewhat
more modest constituency, the BKDs and LDKIs appear to serve 4 genuip
microfinance market.

Savings and credit cooperatives

Savings and credit cooperatives are also significant linkage partoers in o
Indonesia, Multi-purpose cooperatives were i primary instrument of state policy
under Subarto’s ‘New Order’ and independent cooperative initiatives were
discouraged. In 1998 a new government removed the rural monopoly which
the official cooperatives had enjoved. Independent entities ure now free to
obtain licences to set up Kalimantan Sanggar Pusaka (Savings and Credit
Cooperatives - KSPs) and to form cooperative networks. This offers opportunities
for the emergence of new, povernty-focused, cooperative initiatives.
Some NGOs have taken advantage of the new situation 1o set up financial
services cooperatives. Islamic self-help savings and loan groups (Baitul Mal
Tamwil - BMTs) are adopting the cooperative legal form, while a long-running
Agriculture Ministry microfinance programme, the MK (income-generating
project for marginal farmers and the landiess), is working towards having its
self-help groups adopt cooperative status. The remaining savings and credit
cooperative units (Unit Simpan Pinjam - USPs) dating from the Subarto e, ;g
strategically Incated in rural areas and siill have great potential for
service proviston. For this reason they are now receiving attention from PN
Madani, a financial apex institution set up by the Government in 1999, PN
Madani is creating linkages with both the USPs and the newly formed KSPs It
also encourages the emergence of effective secondary cooperative bodies. Both
primary and secondary cooperatives are being tapped (o 4ct as executing agencies
for credit provided by PN Madani,

MFis, NGOs and self-help groups

Finally, the discussion trns to financial service organizations that are outside
the scope of financial sector regulation, such as MFls, NGOs and Self-Help
Groups (SHGs). The Indonesian term lembaga kewangan mikro, commonly
translated as ‘microfinance institution’, or MFI, refers in practice 10 o wide
wdmtmuMRtnmmNdnmdmhmm
These include both regulated and informal entities, )

"MFls" are the survivors of structures onginally create

R
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Initiatives taken by various ministries during the late ‘New Order’ perfod. While
politically driven, these mass credit programmes have nonetheless left behind
pockets of autonomous microfinance activity in vartous parts of Indonesia,
sametimes preserving ‘revolving funds’ orginally disbursed by government
agencies and channelling institutions. These informal MFIs appear capable of
benefiting from linkage relationships, but are constrained by lack of an
appropriate legal status. There Is o blurring of boundaries between such MFls
and self-help groups.

Self-help groups (SHGS) are completely informal organizations. Indonesian
SHGs with savings and credit activities are often an outgrowth of arisan, o
traditional group activity and the Indonesian version of the rotating savings
and credit associations found in most developing countries. Many SHGs were
founded by government and community organizations, and many are organized
on Swariah principles. The microfinance umbrella group, the GEMA PKM,
estimuttes that over 400 000 groups wete formed during the 19905 In connection
with some government programumes, involving pethaps 10 million individuasl
members. I this Is so, there was enormous outreach to the poor and very poor,
even If many SHGs were short-lived. For the SHGs, as for the MFls, there s
scope lor the better-managed survivors 1o benefit from having access to the
newly avallable cooperative legal form.

Credit subsidies, politics and linkages

From references in the narrative above, It will be obvious that subsidized credit
initlatives, otten involving linkages, were an important element in "New Order”
cconamic policy and political control. Suharto’s use of credit created by Bank
[ndonesta (so-called ‘liquidity credits’) demonstratod the absence of contral bank
independence. The Bank’s Involvement In protecting the interests of the
government during the Aslan economic crisls trom 1997 conttibuted to
enormous public debt, that continues to overshadow the Indonesian economy,
and hampered the response to the crisis. However, this is not to say that the
New Order’ was completely resistant to reform. Financlal lberalization,
including the removal of interest rate capsy, commenced during the 1980, while
efforts to wind back credit creation for subsidized lending commenced In the
19904, The trauma of the Anancidl crisis and the end of the 'New Order’
government provided the catalyst for further reform, and linkages are used as a
policy Instrument. Box 8.1 describes attempts to remove Bank Indonesia from
the sphere of "policy lending’ and the creation of a new vehicle, 4 state.owned
entity known as 'N Madanl, tor the purpose.

Linkage models found in Indonesia: a description

Table 8.2 maps all the major linkage models found in Indonesia. It is concerned
mmnnhaudlpunlymundnlmm mchuunllmvonmm
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Bou 8.1 8ank Indonesia, PN Madan:, and attempts to reform state-subsidized ‘linkage’
lunding
|

Cantral bank subsidized crodit was & palicy and polibcal instrument of the ‘New Ordmr”
government (1967-98) Creatnd 'off-budget’, these crodits were tools to wec
industrial, agriculturl and socisl objectives. For example, credll was used s instry
ol income redistribution th support SMEs against the percaived power of big b :
As 2 tool of political control. Ihese olf-budgel resources wers distributed so as 0
Dastow ronts, through mMIstMgeling and misappropoiation. upon Tunclionaries
supporters of the gowernment at avery level down to the village. The pnmary instrument
for achieving agricullural policy goals and distributing political patronage n mq';
arcas was the officially sanctioned Village Cooperative Unit (KUD). State banks, |
including the retail branches of Bank BRI, also acted as channaly for cheap credits.
Thus tinancial linkages' ware a tool of state policy as well s part of the apparatus ¢
financial repression

Continuing the tinancial sector liberaiization process of the 19805, a reform
1990 reduced some of Bank Indonesia's subsidized credit programmes and halted
others. Of those remaining, credits for food sell-sufficiency, SMES and cooperatives
are of primary interest for the purposes of this study Such credity continued to be
made available to channelling institutions by the central bank for tued terms, duting
which they were (o be circulated 1o finance priofity economic activities. Thus, ol Ihe
cammencement of the Asian tinancial crsis in mid-1997, a considerabie valume of
Bank Indonesia credit that nad bean channelled via linkage arrangements was nm
hold on the balance sheets of banks. With the sconomie dawnturm, and as nen-
loans (NPL] mounted, the banks' capacily to recover payments from linkage partnees
and to mest obligations 1o Bl was saveraly affected.

A new contral banking law was enacted in 1999, BI's pravious role as a0 "sgant of
develbpment’, Including credit creation for poority sectors, was abolished, The l
government |ssued debt instruments (known as SUP) to compensate Bank Indonesia '
for outstanding lguidity credits and transterred responsibility for thair mmmh |
management o certain state-ownnd anterprises (including PN Madanl and Bank
Mandin) These antilies are now respondible for secuting repayment of cradits held by
channelling banks and for recirculating them, for purposes set by government, until |
et wapiry distes. Cradit subsidies were 10 continue, but to be time-bound, whils thaw
CORts ware L0 be taken (nto the national budget, rather than being funded off.budget ty
the central bank as in the pest

These procediures e an attempt todnddunlheuwslmofadus'cm
lending while dealing with the cutstanding debts of the banking system to the centrl
bank. It also sarves 10 expose the submdy costs of policy fenaing. One particular debt
Issue, amounting to Rp3.1 tHilion and with a curmancy to 2009, was designated
spocifically foe micro- and SME lending. This was sarmarked for linkage landing, via &
rangs of intermadiary institutions. Mowever, dishurserment of this ‘SUP No. 5° funding
by PN Madani and other agencies has been siow while the process of strengthening
BP¥s ana cooperatives 10 act e efficient llMMMhWhMM““‘ ]
systom still contains signifhcant slements of subsidy and the longer-teem capacity of
PN Madani to stand omwnnmmtoummmmu
reform in the cantral bank, in pest-Suharto Indenesia |ine ager mm
mmt»m:mwmmu;n bonal b
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between cases where lending Is funded by direct financial intermediation and
others whete lending via apex institutions, such as PN Madani, is funded by
government appropriation of funds (as described in Box 8.1},

The following discussion differentiates between situations arising as the
result of market forces (‘commercial’ relationships) and those which occur as
the result of government initlative or central bank moral suasion Csponsored’
relationships). Thus, since the Asian financial crisis, many banks in Indonesia
are undergoing rehabllitation under close supervision of BI, while others may
seek the goodwill of regulatory suthorities for a variety of reasons. Similarly,
financial institutions owned by governments at the national, provincial or
local levels have public service objectives beyond Immediate profitability. It
will be useful In observing the linkage relationships that have grown up in the
financial system to consider how far these would arise without the influence of
such non-market considerations, or without the intervention of spex institutions
such as PN Madani.

Simple bilateral linkages

Simple bilateral linkages between commercial banks and BI'Rs are encouraged
as an element in the new 'banking architecture’. At least two private commercial
hanks, Bank Niaga and Bank Danamon, have begun to initiate such relationships
on o commercial basis, although this may also reflect central bank moral suasion
ditected to encouraging micro- and smull business lending by the private
commercial banks.

Another set of biluteral linkages Is that between | government-
owned commercial banks and locally based LDKPs. The BIDs (provincial
development banks) are responsible for supervision of, and varying degrees
technical assistance to, the LDKPs. LDKPs hold accounts with their BPDs
tesort to them for lquidity management as necessary. A similar e
exists between Bank BRI and the BKDs. BRI branches have been del
the central bank to supervise and otherwise support BKDs, and receive
compensation for doing so. BKDs deposit their excess liquidity with
can borrow from the bank in the event of liquidity problems. Bilateral linkages
also exist between BPRs and informal entities.

Simpie bilateral linkages involving apex institutions

Simple bilateral linkages between apex institutions and other entities include
those between I'N Madant and Bank Mandin on the one hand., and a variety of
smalldocalized institutions with access to low-income people in the rural sector
on the other. Both of these are state institutions with mandates for public service
(although Bank Mandit is now partly privatized), PN Madani is purely an apex
Institution, dealing onty with financial institutions, whereas Bank Mandiri is a
lwmmmwmmmwmum-

1 by creating linkages, as encouraged by th
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banks in the extent 1o which it is incorporating the linkage mechanism into it
Rrowth strategy.

The microcredit intermedianies selected by PN Madani as its focus include
mostly conventional BPRs but it has a special concern for Syarialt BI'Rs and
even has relationships with Syarialh commercial banks. Madani makes working
capital loans for their expansion, and subordinated loans to strengthen
capital base of selected institutions. PN Madani's 2003 Annual Report mords t
had working relationships with around 800 BPRs, either for financing of
technical assistance. Via these latter institutions, PN Madani links with th
BMT (Islamic self-help groups, many of which have assumed cooperative legal
identities and which PN Madani aims wo upgrade to BIR Syariah status. It
links with KSPs (savings and credit cooperatives) of which there are around
1,200 in operation. Madani deals with these via secondary cooperatives, which
obtain capital injections and working capital loans. Services provided by PN
Madani 10 its linkage partners include management consulting and technie
services, training in the application of standardized systems and proced
including IT services, and the placemoent of Madani advisory staff in sel
institutions.

Bank Mandin positions itself as an apex institution catering for the most
bankable among the rural banks. Mandiri had established formal linkages
some 700 BI'Rs by mid-2004. It planned to reach 1,000 BIRs talmost hulf of 1
present total) by the end of 2004 and has ambitious targets for further expansion
of outreach to what it believes will become a growth sector as part of the *
architecture’. Aside from credit lines and access to programme fina
Mandin also provides training and assists with the instailation of a standard [
system. Mandirl sees this as promoting the government's objective of incresusin
the availability of financing for micro- and small business activity, and
providing an extension of the bank’s own distribution netwotk for its loan
products. These include programme credits it is administering as part of formn
Bank indonesia liquidity and SUP credits for micro- and small enterprise lending
(Box 8.1), Bank Mandiri was responsible for a third of all lending 1o the BI'R
sector in mid-2004 (around USS21 million, as compared with PN Madants
US$4 milion), The numbers are small stlll, and delays in disbursement of SUP
Tunding have been a matter of public comment.

new financial architecture. Bank Mandin appears unigue among commerclal E E E E E E E
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In Indonesia, it is mather difficult 10 identity commercial chains, or
operating according to market principles bur serving a low-income rus
constituency. Rather, such chains appear to operate as a matter of public policy
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by the disbursernent of progrunme funding, for example, subsidies disteibuted
In recent years to local governments to compensate for high fuel prices.
Another chaln relationship s that detiving fraom the desire of commercial
banks, members of the association of private commercial banks, PERBANAS, to
access BPRs. The association has set up a loundation, known as DABANAS
(National Private Commercidl Bank Foundation), as an intetmedlary for this
purpose. It recelves o margin over the lending rate of the member banks for
passing funds through to qualified BPRs, 1t is hard to see any motive for these
transactions other than banks’ need (for whatever reason) to comply with BI's
‘credit policy’, urging them to support subsardinate banks in the BI'R sector. The
foundation provides a means of dolng this st minimal transaction cost. DABANAS
1tself had Its origins i an earlier, mandatory palicy by which commercial
banks were abliged to devote a certain propartion of totil lending to SME
barmowers. The DABANAS structure is convenient for present purposes, even
though there is no longer a formal requirement for banks to comply. Where a
commercinl bank has a commercial or strateglc motive for linking with BP'Rs 1t
I8 likely to want to do so directly, as with the cases of Bank Niaga and Bank

Danamon, mentioned above (refer Table 8.2).

Linkage chains from apex institutions (see Table 8.2)

Such Institutional chains are directly related to public policy goals. The Bank
Mundirl linkages could also serve longer-term strategic interests of market
positioning and market development. Thus Bank Mandit has recently acquired
the role as Implementing agency of a bilateral aid project (surrendered by Bank
Indonesia us a result of its loss of the "agent of development” function), In this
profect, BPRs and other small financial institutions linked with Bank Mandin
will be executing banks, targeting groups of the poor in farming and fishing
communities. This three link chain will prove profitable for Bank Mandin if
the lending is well executed and should give the opportunity for institutional
leaming and market development. Bank Mandirl is conscious of the value of
Bank BRI'S rural outreach for savings mobilization and of the contribution 1o
BRI's group profit from rural and micro-operations,

PN Madani's mandate is determined by public policy. It is mandated 10
continue with the policy lending funded by the former Bl liguidity credits,
while managing the transition to an sccountable and transparent
such lending. PN Madani operates in a policy envitonment in which there is
now greater consciousness of the distinction between ‘micto’ and ‘small’
enterprise and of the differing financial service needs of these two levels of
economic activity. Partly as a means of addressing this issue, and pantly for
political ends, PN Madani has a brief for the suppon of Islamic financial

institutions, especially those based in community and grass roots action. These
syariah institutions do not require collateral for lending, as a matter of religious
principle. Madani also has a special beief for the support of cooperative financial
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An agribusiness linkage (see Table 8.2)

"I HM Sampoerna Is a company sourcing tobacco leaf from growers in
Province. Its relationship with growers provides an example of a commerd
linkage relationship, Sampoema assures supply by production contracts with
growers. It acts as the financial intermediary in a linkage between the fundin
source (a venture capital financier) and the grower, as well as providin
speclalized lnputs and being the final purchaser of the product.
Unfortunately, nelther hard data on costs and returns nor details of contrs
arrangements between the company and growers were available, Besides offertig
production loans, Sampoerna also finances investment in on-farm processt |
factlivies, Calculating the real cost of credit supplied under this system and .
distribution of benefits between the parties would require, apart from detalls ol
the nominal interest rate, the calculation of fair market prices for inputs and
services supplied to growers and estimates of open market prices for leaf,
Sampoerna itsell purchases all inputs. It also grades the leaf defivered by
contracted growers so that it Is difficult to assure transparency in this critical
aspect of the relationship, Nonetheless, this kind of linkage offers a model for 8
potentially sustainable microfinance linkage arrangement.

This study of the vatiety of linkage mechanisms observable in Indonesia suggests
that good policy can exist and even flourish alongside bad. It suggests that
commerclal mechanisms can survive in a politicized lending environment,
pethaps because the selective reach of politicized lending is likely 1o exclud
many bankable micro-borrowers. Further, the study indicates that considerable
demand for savings services exists, sufficient to permit the emergence of :
processes of Ainanclal intermediation within rural communities. Small and
managed financlal institutions, anchored in the communities they
Operating within a supportive policy environment and subject 10 adequa
regulation and supervision, are capable of extending financial services o
previously excluded segments of the rural population, j
The Ball BPD-LPDSs inkage case study described in Chapter 7 suggeats ther
Is genuine utility In commercally motivated linkage arrangements for financial
Institutions in rural communities, The support of such linkages is central bank
policy, embodied in Its planning for & ‘new banking architecture’ for Indonesia,
However, linkages are still employed extensively in Indonesia for
channelling of government programme credit, and such linkages continue 1c
Introduce significant elements of subsidy into rural- and micro-finance. Thi
policy dectsion may miake life difficult for good institutions attempting 1o survive
In Indonesia’s highly segmented rural financial market.
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CHAPTER 9

Self-reliance vs. donor dependence:
linkages between banks and microfinance
institutions in Mali

Hans Dieter Seibel

Abstract

since the mid- 19805, the government-owned agricultural bank, Bargue Nationale
de Développement Agricole (BNDA), has been the main intermediary offering
financial services to local microfinance institutions (MFIs). This chapter discusses
atd compares the financial linkages that BNDA has with two of the lurgest MFI
etworks in Mall, First it looks at the lguidity balancing linkages with Kafo
HNginiew, a federation of reguluted savings and credit cooperatives, which is Dasedd on
self-rellance through savings mobilization, using bank linkages mainly for liquidity
balancing, The second case describes BNDA'S financial Hnkage with the CVECA-
ON (Calsses Villageoises d'Epargne et de Créalit Autogerdes-Office du Niger) network.
This linkage Is geared to credit expansion more than lguidity balancing, with o
significantly lesser emphasis on savings mobillzation. Given the striking difference
In strategy between the two networks, the iuestion is posed whether donor generosity
lestls to MFT complacenicy,

Introduction’

Over the last 20 years microfinance has evolved rapidly in Mali. As of 2003, the
microfinance sector consisted of 41 networks with 752 local microfinance
institutions (MFIs) and a total outreach of 614,000 clients. Since the mid-1980s,
the government-owned agricultural bank, Banque Nationale de Développement
Agricole (INDA), has been the main intermediary offering fnancial services 1o
MFls, This chapter compares the financial linkages that BNDA has with two of
the 41 MFls networks in Mall: Kafo Jiginew, o federation of regulated savings
and credit cooperatives based on self-rellance through savings, using bank
linkages mainly for liquidity balancing and Calsses Villageoises d’Epargne 1
de Crédit Autogerées-Office du Niger (CVECA-ON), a network of so-called village
banks which has financed its expansion mainly from donor funds. Given the
striking difference In strategy and dynamics between the two networks, the
“"' " ‘Il. "" ‘ “'I"'It'j".‘ ‘ o I..'l;,l_“l‘l..“j,_tmm IA.
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The financial sector and microfinance

Mali, with a population of 11.7m, 70 per cent rural, Is locut

of West Africa. With a per capita income of US$245 and o H::Lnn"l:\::«‘md il
Index rank of 174, it 1s among the poorest couritries in the world, highly
vulnerable to extemal kmpacts (IMF; 2003; Republic of Mall, 2004), Since the
mid-1980s microfinance has evolved rapidly. The Parmec law, Introduced lq
1994, provides full recognition to financial cooperatives and renewable ua'mmgi
to ather types of microfinance institutions (MFls) (Fruman and Seibel, l995)¢-:

present 27 per cent. Regulation and supervision are entrusted o A unit in the
Ministry of Finance, the Cellule &'Appui et de Suivi diss Systémes Financlers
Décentralisés (CAS/SFD). As of 2003 (Table 9.1), the microfinance sector
comprised 41 networks with 752 local MFls and a total membership of 614,000,
covering close to one-third of all families in Mall. In December 2004 the s«tnﬂ
total sets amounted to €69m (LUS$93, 398,803 million), total deposits of clients
::’:: €36m, and total loans outstanding €49m: the repayment rate was 94 pu‘

Table 8.1 Microlinance netwirks (n Mali, Dec. 2003 (ameunts in million Eurn)

Regulated CVECA Solidarity Totah
(financial coops) (village Danks) credit
Number of networks 27 6 7 a4l
Humber of unionsassocistiong 15 14 ! 37
Number of inatitutions 431 276 44 162
Number of suthorized entiies 431 14 ? 452
Number of members 430,166 120 206 63,247 614,211
bercent female 30 a5 B8 ” X
petcent maule 6% 63 11 59
parcent groups 5 3 1 a
Number of depositors 267,112 25253 55,214 347,679
Total assets 56.31 637 582  68.98
Deposits 32.03 246 1.54 1624
Capital (without grants) 10.52 1.59 274 1504
Hank cradit lines 12.30 1.84 0.88 15.02
Grants 136 0.36 0.65 2 46
Soft loans 0.11 0.13 o' obl
Bank deposits 6.83 0.70 0.87 840
No. of loans outstanding 142,510 34,800 51,148 ma;,
No. of disbursements iy 2001 153.08% 4].63] 63'672 2m-
Loans outstanding 40.6% 4.10 3.4'9 48:52 ‘.
Amount disbursed in 2003 45 99 483 7.89 58.70

Repayment rate’ 931 96 3 95.7 938

SELF.RELIANCE VS. DONOR DEPENDENCE IN M

The microfinance sector comprises three sub-sectors: cooperatives with 70
per cent of total outreach, village banks (cafsses villugeotses or CVECAS) with 20
per cent, and solidarity credit groups in the Grameen tradition with 10 per cent
(Table 9.2). A major difference between these three subsectors is the emphasis
placed on savings. In terms of total resources, savings represent 57 per cent of
equity and labilities among cooperatives, 39 per cent among village banks and
27 per cent among solidarity groups. The sector is highly concentrated: B8 per
cent of all deposits and B4 per cent of all Ioans outstanding are in the cooperative
subsector, and two-thirds of that In just two networks, The largest networks are
Kafo Jiginew with 165,000 members and Nyesigiso with 127,500 members,
accounting for almost half of the rotal microfinance client base.

Mali has a small banking sector of nine banks. BNDA, the agricultural
development bank, has been the main bank providing financial services 1o
MFls through both forward linkages with MHs and backward linkages with
donor organizations (Samassékou, 2000), As a channelling bank for funds
provided by Kreditanstalt fuer Wiederautbau (KfW), the bank (ENDA, 2002)
started refinancing a village banking network in the Dogon area in 1986, one
of the poorest areas in Mali (Adler, 2001), Since 1994, BNDA has acted as an
exccuting bank for donors, offering also loans from its own resources, in addition
to deposit services. By 2003, BNDA disbursemnents and commitments had reached
€5.0m and the loan portfolio stood at €4.05m (BNDA, 2004b), Its backward
linkages with AFD (Agence Frangaise de Développement) and KW cover almost
halt (47.5 per cent) of its MFI portfolio; €1.75m were refinanced by AFD, €0.46m
by KIW, totalling €2.2m. Non-financial support comprised funding for staf!
tratning and related forms of institution-building, provided by BNDA as a
channelling agency on behalf of AFD (Table 9.3),

Tabie 9.2 Comparative data on thres microtinance sutisectors in Mali, Dec. 2003 (in per
cant)

Financial coops CVECA Soltanity credit  Total

Institution 57 37 6 100
Mambers 70 20 10 100

Sutmactor

% femaie 30 35 B8

% depositon 62 21 87

% bhorrowes 33 29 81
Total assels a2 9 ] 99
Depoaits 88 ? 4 a9
Loans outstanding B4 9 7 100
Amount disbursed in 2003 78 8 13 w9
Croait lines 82 12 o 100
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Table 8.3 Crodit lines of BNDA 1o MEI, 1997-2003 (1n '000 Eural

Unifs* 1997 1998 1999 2000 2001 2002 2003

MFis financed by AFD: 5 1421 1,351 1.24% 1.581 1.547 1,727 1,753
CYECA.Office au Niger 1,207 1,082 1,091 1.21% 1.372 1.651 1677

3
PAAF Bamako I 137 172 154 229 17% 76 76
PAF Mopti 1 76 96 0 13 a 0 0
MFls financed by Kiw, 5 721 998 837 4lg 337 83 a5y
CVECA Pays Dogon 3 572 762 308 218 768 305 152
CVECA - Kita/Baloulahe 2 149 236 332 300 261 532 308
Other MIs: 12 994 1,020 1,965 1,649 1,953 2,757 2,342
Kato Jiginew I 762 7862 1,524 1,067 1,067 915 1877
Cane! Bougoun I 91 183 3205 308 308 305 305
NEF Doventza i 64 a7 0 64 |52 23 0
Pasacoop-San/Djenns : 0 is 99 105 110 133 142
CMEC/SAN | 0 0 0 32 a0 o 76
Konds Jigima | 0 0 76 6 76 76 76
Others 5 76 0 0 0 152 1,305 76
Total €2 3,136 3,369 3848 1748 3,837 5322 4.649

Saurce: Mission d'dvaluation AFDDEG, 2004
'Unions, assoclations or SRl unit antities as legal botrowery

BNDA's portfolio is highly concentrated. The two largest borrowers are Kafo
liginew (Kato) and CVECA-Office du Niger (one of the village bank networks),
each with a credit celling of €1.68m. The financial linkages between BNDA and
these two borrowers were selected a8 case studies for the Ford/FAO linkage
study and are described I detall below,

BINDA has largely abandoned retall lending, which it found too risky, and Is
now malnly a wholesale and corparate lender. Only 2.9 per cent of ts loans
outstanding are invested In the microfinance sector (2003; down from 5.5 pet
cent in 2000) (Table 9.4), The mait reason for the decline Is not o lack of
willingness of the Rank (0 lend but a lack of effective demand (Le. by creditworthy
MFLs). The number of loans to MFls has also declined: from 70 10 56, With such
# small share of the business with MFls and an interest rate of 8 per cent
(compared 10 4 corporate rate of 15 e cent), its microfinance operations are
closer 1o soctul than commercial lending. Furthermore. no Information s
available 1o ascertain whether BNDA s breaking even or muaking o loss on s
MF1 lending.

Risks are low and mitigated at three different lovels: borrowers provide 4
Ruarantee deposit with their local MFL (¢.8., In the case of Kalo liginew 10 per
cent on smaller and 30 per cent on larger loans); in the case of commodity loans

SELF.RELIANCE VS DONOR DEPENDENCE IN

Toble 9.4 Disoursaments ana commitments of BNDA by bomower category, 2000-3,

s-d Lo —
Harrower 2000 2001 2002 2003
caregory Numbee Amount Numbes Amount Number Amount Nimber Amouttt
Lonns guaraitesd

by CA 96 278 w®7.2 527 BA0 310 KeN 352
Cooperatives sector 2.7 0.4 1.4 04 0a 0.1 0.2 0.1
Individuals 116 10 7l 1.0 10.2 1.3 10.2 1.1
Corporations 38 653 37 414 38 637 1 0 60.7
MF1s 2.2 85 06 45 06 38 D3 2.9
Total % 99.9 1000 1000 1000 1000 999 1001 1000
Total twmount

i millon ¢ 1213 696 7163 B55 11.649 141.0 17.135 1906

Source: BNDA, 20044,

Detaulting on pans provided by BNDA to MFIs Is zero, compated to default
rates of up 1o 50 per cent of retall loans in an carlier phase.

Since 1994, Bangue Internationale pour le Mall (BIM), & commerclal bank,
has entered the market. concentrating on three major networks, [t iy prepared
to lend more, but facesa awmgeo(m-cuwdmmdmeunl:s::uwohwu{
vifective system of loan protection, with a repayment rate o per cent,
shifting al‘lyt:ks 10 the netsglh In 2003, Bangue Mallenne de Solidarité (2005),
(BMS) designed as a bank for micro tinance intermediaries, became operative,
won to be joined by a reglonal solidarity bank. 1t s expected that the increased
supply of funds will not be matched by effective demand: the big coopemative
networks adhere 1o a policy of self-rellance through deposit mobilization; most
of the smaller networks and single units, with a shortage of loanable funds, are

credi hy.

an::"nmwzl the main overall function of financial lInkages (n Mall Is
liquidity balancing through deposits and borrowitig. The MFIs need lguidity
balancing over the course of the vear, since their business Is characterized by
large seasonal fluctuations. Excess liquidity increases uring the fiest half of the
year and peaks in July, whereas liquidity shortages increase during lbc second
half of the year and peak in December. The financial linkage with BNDA means
that the MFI partners have access both 1o credit on demand and 1o & secure
deposit house. This 1s exemplified by Kafo Jiginew, the largest network of
financial cooperatives. Kafo uses BNDA credit lines mainly for Hguidity
balancing. A second linkage model Is expansion of the portfolio through bank
borrowing, historically backed by donor funds. This is most clearly exemplified
by the village banking network CVECA-ON. As illustrated in the example below |
the CYECA financial linkage model Is motivated more by sccess to credit for

v ™
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Kafo Jiginew: Bank linkages for liquidity balancing

Origin and structure

Kafo Jiginew (literally "federation of granaries’) is a federation of savings and
credit cooperatives in the south of Mall and the largest network of MFLs; itis rtm
divided (nto unions of associations as separate legal entities. Its mission Is “to
organize the poor population of Mall and to help them take control of thedr
finances,’ combining outreach 10 the poot with self-reliance and institutional
sustainability. It was initiated in 1987 by CECCM, & consortium of Furopean
NGOs which continues to provide financial and technical assistance, lp Close
cooperation with the Companie Malienne de Développement des Textiles
(CMDTY, a parastatal onganization (GECE. 2004). Since its inception Kafo Jiginew
has recelved grants amounting to €2.33 million. The federation, with its seat u;
Koutiala in the cotton belt of Mall, comptises four reglonal offices, 12
cooperative MFls with an additional 12 service units, a representative office in
Bamako since 2001, and a central fund which may eventually be transformed
into a finance company or a bank, Total staff is 162: 28 per cent in the head
office and the remainder in the reglonal offices: 21 per cent are female.

Governance

e federation and esch of the member-cooperatives, 4s autonomous MFls, are
:e-hgumalundcﬂm Parmec law and supervised by CAS/SFL; uwrcpmnldm:’
have no legal status and no organs of governance. Each cooperative Is own
by its members, with the general assembly as its ultimate decision-making
body, a credit committee and supervisory council. The regional offices are in
charge of guidance and supervision, assessment of major loans, and reporting.
The federation, which 1s owned by the cooperatives as sharcholders, Is in charge
of overall strategy, tralning, consolidated reporting, supervision and the
management of & central fund for liquidity exchange and refinancing. ::o::s
thengmtoqml.wdamlclmccoopcmm Its operational Costs are ¢
by the member-cooperatives, which also contribute to a disaster relief fund.

Membership

coopera CMDIT. Since 1994,
Most tive members are cotton farmers in the area of

the onset of a general policy focus on financial cooperatives, it has spread
slowly into other parts of the country including urban areas (as et depositorns,
accounting for 30 per cent of deposits and 18 per cent of toans outstanding as of
June 2002), and diversified its membership to include craftsmen, small traders,
and wage and salary earners. The prodmnmmceolmmmwum
the pertormance of WWHMWMWM::‘
for cotton. As of December 2003, the 129 cooperatives of the federation

30 menbers: 71 per cent male (mostly as heads of household), 26 per oty

' | ! : syps (down from 8 per cent i
. e V. | -J‘,l'.‘\.'-.uw‘ﬂ DV,L-“_ A-‘j
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usually have on average 30 members, mostly women who are 100 poor o quality
for regular membership. The loans obtained by the groups are on-lent to thely
members.

Interest rates

Interest rates on deposity’ are as follows: savings deposits (also referred to as
sight deposits) at 3 per cent per annum on amounts stable over it least 3 months,
with a minimum of €1.50 1 rural and €300 1n wrban areas; and 4 per cent on
term deposits with & minimum of €38, There are four loan products: fertilizer
loans of 4-6 months at a flat mate of 10 per cent, equivalent 1o around 25 per cent
per annum; short-term loans of 3-6 months at 30 per cent per annum,; seasonal
loans of 9 months at 24 per cent per annum, and equipment loans up to three
years at |8 per cent per annum,

Basic data

By the end of 2004, there were 149,000 depositors (75 per cent male) and 94,000
borrowers (90 per cent male). Total consolidated assets amounted 1o €23.6m (an
Increase of 24 per cent over 2002), loans outstanding to €16.7m, 75 per cent In
agriculture. The main source of funds are deposits of members, amounting to
€12.2m, 78 per cent ate savings deposits avadlable for withdeawal at any time,
10 per cent term deposits and 12 per cent guarantee deposlts. Guarantee deposits
are collected at a rate of 10 per cent for loans up to €1,500 and 30 per cent for
loans above, The loans-to-deposit ratio was 137 per cent, Next in lnportance
are bank bortowing of €5.5m, grants of €1.9m and capital of €1.2m. The average
cooperative thus had 1,280 members, amonyg them 1,155 depositors and 730
borrowers, € 183,000 in total assets, € 130,000 in loans outstanding and £95,000
In deposits; of per member: total sssets of €143, loans outstanding of €102 and
deposits of €74,

Its consolidated performance as of 30 June 2002 was evaluated by PlaNet Finance
(Table 9.5); It received a ‘B rating, which s remarkable given the difficult
economic envitonment. From 2002 to 2003 performance has declined. This is
attributed to o lack of raln in 2002, resulting in a decline in the production of
cotton and grains by 25 per cent and 24 per cent, respectively; and the crisis in
Cite d'lvoire, which has closed an important market for Mall. From 2002 to
2003, the repayment rate fe¢ll from 95.2 per cent to 93.2 per cent. Shott-term
loans, sccounting for 88 per cent of the portfolio in 2003 (85 per cent in 2002)
declined slightly from 94.9 per cent in 2002 to 94.3 per cent in 2003, The
biggest drop was amonyg the medium-term loans, which accounted for B per
) 2003 (14 per cent In 2002); the repayment rate fell from 96.6 per cent In

: ‘; i 2003, Long-term loans, which accounted for 4 per cent




184 EXPANDING THE FRONTIER IN RURAL FINANCE

Table 9.5 Kafo Jigmew, consolgated data, 2002-3 (smounts In millian Euro)

2002 2003

Number of cooperatives 129 129
Number of mambers 144,742 164.5986
pet cent male 72 71

per cent lemale 20 25

per cent groups B8 4
Number ol depasitors 122,603 149 109

par cant male 75 75
Rumber of borrowers 77,135 93.904
Pt cant ke 90 a0

Total sesaty 19.02 23.58
Bank deposity 2.09 240
Loans outstanding 13.39 16.69
POr cant agncultural 75 75

per cant shoet-term 85 88

pot cant medidmtarm 14 [}

per cont long-term | 4
Deposits of clients 9.80 12.22
et cenl savings deposits 78

per cont term deposits 10

per cont guarantes deposils 12

Bank borrowing 385 548
Donoe funds (loans and grante) (34 L.86
Capitul Iwithout grants) 1.0} 1.19
Repaymant rate In per cent 051 932
Ratwn on assets 10 percent .7 o8
Roturn on squity 16,6 5.3
ROA calc. by PlaMst Fimance 1.0 1.4
AROA (adjusted for subisidies) 11.86) na,

Sources: Kafo Jiginew, 2004a b cd
'PlaNet Finance 12003)

of loans outstanding in 2003 (1 per cent in 2002) remained unaffected, at
repayment rates of 100 per cent in both years. The loss ratio (overdue > 1 year) ity
2003 was 2.0 per cent, compared to 1.5 per cent in 2002, (Kafo Jiginew, 20041y
22-3) The consolidated figures conceal that only 44.5 per cent of the cooperatives
are profitable, while 55.5 per cent are loss-making. In 2004, with good rains and
# record cotton harvest, Kafo Jiginew more than recovered.
Kato Jiginew reports a return on assets of 2.7 per cent in 2002 and 0.8 per cemt
mmm.qumydlo.OpumthM' | per cen
2003, Adjusted for subsidies as calculated by MaNet Finance (20041, retusr
assets were negative (<54 per cent in 2001, <16 ad -
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Types of linkages
All linkages are mediated by the federation through its central fund; there are
no direct linkages between member-cooperatives and banks or domn._m
Jiginew borrows funds and on-lends them to the cooperatives, Each cooperative
is autonomous in its lending decisions, using its own capital, deposits mobilized
and funds botrowed from the federation. Linkages are purely financlal,
comprising bank deposits and bank borrowing. Bank deposits, part of which
serve a8 a guarantee fund, constitute 54 per cent of bank borrowing as of December
2002 and 43 per cent as of Dec. 2003, These percentages vary widely over the
vear as bank botrowing, in contrast to deposits, |s far more subject to seasonal
humuuom {see Figure 9.1). Kafo Jiginew receives 3 per cent per annum on its
mdlnnrybcnkdcpomsmwbulkotmdcpoﬂmmduspummanmm
deposits; It pays § per cent per annum on domestic bank borrowing and 6.5 per
cent on the EIB (European [nvestment Bank) loan. Client deposits are its cheapest
source of funds, averaging 1.5 per cent,
Institution-building through training of cooperative managen and board
members Is financed by AFD; the funds are channelled through ENDA. The
banks provide no capacity-bullding to the MFis and their networks.

Linkage partners

Katfo Jiginew has three major types of linkage partners, providing €7.34m In
lomnlblehmdu: 31 December 2003): nattonal banks provide about half of
external funds, EIB and donor agencies about one-uarter each.

National bank borrowing constitutes 21 per cent of loans outstanding,
international banks (E1B) 12 per cent, and donor agencies 11 per cent, togethet
44 per cent (Table 9.6), Over the two-year period 2002 and 2003, national bank
borrowing increased by 88 per cent, stmilar to the rate of increase of the total
portfolio, 85 per cent. Historically, BNDA was the first bank approached by Kafo
Jiginew, followed later by BIM. In 2002 BIM was the main national lender, with
€1.04m iguaranteed by ADA/Luxemburg at a charge of 2.5 per cent to Kafo
Jiginew), compared to €0.81m from BNDA (guaranteed by AFD). In 2003 there
were three national lenders: BNDA and BIM with almost equal amounts: €1.40m
and €1.38m, respectively; and €0.70 from the newly established BMS. Almaost
two-thirds of national borrowing (63 per cent) in 2003 was credit lines of 3

Table 9.5 Kafo Jignew: extornal sources of funds, 31/12/2003 (amounts s millian Euro)

Source of funds Amount ~ % of joans outstanding
National banks 348 47 a
European |nvestiemt Bank 2.00 27 12
Donor agenes 186 2 :
Total 7.34 29 443

21
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similar magnitude from all three lenders: 22 per cent was short-term b .
(up to one year) from BNDA: 15 per cent was medium-term borrowing from
BIM (Table 9.7).

The EIB loan, granted in August 2002, is a five-year loan a1 6.5 per
interest, with the main purpose of refinancing seasonal input loans of 4-6
months, mainly for fertilizer. Between 2001 and 2002, it enabled Kafo Jiginew
ta almost double the volume of its input lending (from 12 per cent to 22 per
cent), This loan represents a net expansion of the credit portfolio of Kafo Jigine
deepening its services to its members rather than expanding outreach. At the
same time, it involves a financial paradox: the largest long-term loan of Kalo
Jiginew is mainly used for very short-term loans 1o clients. 3

The funds provided by donor agencies are for special projects, either directed
at special target groups, such as women in a particular region, or at particular
purposes. In most cases they use Kafo Jiginew as an organization to implement
thetr own objectives.

Kafo Jiginew's financial strategy ts explicitly geared to self-rellance: growth
on the basis of deposits and own capital, which constituted 80 per cent of loans
outstanding as of December 2003, rather than bank borrowing. International
funds are mainly used for special programmes, with the exception of the EIl
loan, which is betng used to provide input loans 1o existing members.

Table 8.7 Kato Jiginew: donor credil Tunds ant bank bomowing, 2002-3 Un million Lure)

Bank 31/12/2002 3171272008
(1) Nationsi Banks

BNDA creddt hine 066 064
BNDA shott:term loan 0 0.76
BNDA medium-term loan 0.16 0
Tolal borrowing from BNDA gt 8% 081 14
HIM credit line 0.62 0,84
BIM medium-term joan 0.42 53
Total borowing rom BIM af 8% 104 1.38
BMS credit line 0 0.7
Total nationsl banks 1.45% 348
(1) International banks

EIE mediumderm loan at 6.5% 2 2
Total bank porrowing 388 548
til) Donor credit tunds

S0S Faim Bruselles st 0% 0.63 076
SNY/PDCD 018 0.1%
FAQ ot 0% 0.0% 0.05
PICIF D68 068
ADA Lusemburg a1 8% 0.03 0038
SYCREF at 5% 016 0.18
Total doner cradit funds 1.86

‘l’:‘ ‘

| VI,

Grand totel

134

.
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The main function of borrowing trom natonal banks is hquidity balancing.
88 per cent of Kafo Jiginew’s lending is short-term, .e. less than one year (Table
9.5), with wide seasonal fluctuations as shown in Table 9.8, Cotton, the main
commodity. is harvested during the firsst months of the year and sold in the
tollowing months; most loans are repaid towards the middle of the year, marking
a low in loans omstanding. Planting ts done towards the end of the year; the
turn of the year thus marks a peak (n loans outstanding. Year-end statistics, as
they are commonly reported in annual reports, thus give a lop-side picture®,
While the overall number of borrowers with loans outstanding increases
substantially from year-end 1o year-end (72 per cent as of Dec, 2001, 35 per cent
as of 2002, 22 per cent as of 2003), similarly the amounts of outstanding (55 per
cent, 48 per cent and 25 per cent, respectively), this hides substantial drops in
the middle of the yeat. As of 30 June 2002 the number of borrowers is down by
48 per cont compared to the preceding December, and in June 2003 by 36 per
cent: similarly, the amount of loans outstanding is down by 22 per cent and 28
per cent. respectively. in contrast, deposits of members peak in the middle of the
year after harvest and are lowest around the tum of the year. The increases of
deposits in December 2002 and 2003 over the preceding June are 59 per cent
and 21 per cent, respectively, while changes in June over the preceding December
are ~14.8 per cent and 1.3 per cent, respectively. Thus, in December 2001, 2002
and 2003 loans outstanding exceeded deposity by 20 per cent, 27 per cent and
27 per cent, respectively; while in June 2002 and 2003 they fell short by 62 per
cent and 23 per cent, respectively. (Table 9.8; Figure 9.1)

How external resources contribute to liguidity balancing is shown in Table
9.9, In 2003, the year is clearly divided in two parts in terms of loans outstanding
January to July, with a volume varying between €8.23 and €12.45 and a low in
May: and August to December, varying between €16.69 and € 15,48, with a peak

Table 8.8 Sem-annusl Nuctuations (n cllent loans, owposits and hquidily balances,
2001-3

v Dec June Dec June Dec

2000 2001 2002 2002 2003 2003
Numbet of borrowers 33, 217 57171 29522 77.02% 49679 93904
% changs over prev. Dec 72,1 -4BA 347 355 219
% change over prev. 6 months -484 1609 358 89.0
Loans outstanding In ¢m 564 9.03 708 1339 962 1669
% change over prev. Dec 545 <215 484 281 246
% change over prev. & months 215 890 281 734
Deposits of clients in €m 595 723 115 980 1183 1222
% change ower prey. Dec, 21% %91 3356 207 247
% chatige over prev. 6 manths 59.1 -148 207 33
Excess of Josis over dep i em -0 11 1.BO 442 359 220 A4
Excoss of ioam ower dep n % 1.8 199 624 268 229 268

B
-




) _
U EXPANDING THE FRONTIER IN RURAL Fivance

[ et sttt
i =T e ————————
| | - - =
\
" . —
—— . |
| | = — |
.
[ - — = e ~ e - . |
| . - —~~—
.
| * — N I
| = — —— —
e . —— / A\ N _./"”A I |
| | — Y - =" vl |
N /7 e )
l | " g
Lr o N -{ |
I 2 S
' TR —— e — B

balancing mainly through koans
and not through wvings',
taken that there are annual variations in this cycle of up N By

Ibe vanation |n external b
ormowing follows th
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Table 8.9 Kafo liginew, monthly vanations in sources of funds, 2003 (in milken Eur)

Onc. Oac Jupe Onc. June Dec.
2000 2001 2002 2002 2003 2003

33, 217 57,171 29522 77,025 49679 93,904

Number of Borrowers

% change ower prv. Dec. 21 484 347 355 219
% changs over prey, & months -484 1609 -345 A9.0
Loans outstanding in ¢m 584 9.03 708 1339 962 1669
W chahge over prev. Dec. 54.5 -21.5 484 -28.1 2456
% ghange ower peav. 6 months -21.5 #%0 -281 734
Deposits of clients i «m 595 7.23 11.50 98 1183 1222
% change over prov. Dec 215 5.1 3156 20.7 247
% change ower prey. & months 591 -l48 207 i3
Excess of loans over dep. in em -0.11 |80 -4.42 359 -220 447
Excess of loans over dep. In % 1.8 159 6.4 268 -229 268

Source) Kato Jiginew. 2004a.0.¢.0.

Domestic vs external resources

It appears that more domestic bank resources are offered than Kafo Jiginew 1s
willing or able to accept. As BIM reports a lack of demand from the networks it
has been financing and a willingness to expand its lending, it appears that
donor funds, which were of crucial importance In the start-up phase of
microfinance in Mall, might now be distorting fnancial markets. This is an
Issue which requires further study, all the more as BMS has entered the market
a8 the new bank for MFIs and as a new reglonal solidarity bank (BRS), with a
branch expected In Mall, Is being established to serve the same market. In light
of the intent of Kafo Jiginew to convert its central fund into a bank or finance
company, one may expect that there will be increasing competition and that
the market for the commercial banks might be even more limited, One likely
consequence Is that the need for external Hguidity will be greatly reduced. Will

donors hear the message”?

CVECA-Office du Niger: Bank linkages for financial deepening

The village banking system in Mall

CVECA-ON Is one of six networks of so-called village banks (calsses villageolses)
promoted by CIDR (Centre International de Développement et de Recherche), 4
French NGO Natlonwide these compeise 276 units organized into 14 unlons
licensed under the Parmec law, with a total of 120,206 members. Ten unlons
resouces provi fed b donors; €1.68m by AFD to three unlons of CVECA-ON,

) unilons of Pasacoop-San/Dijennd 4

2%
ST T
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betng refinanced by BNDA from Its own resources with €1.42m, Credit lines
omprise 45 per cent of loans outstanding, 75 per cent of deposits and 29
cent of total assets of the six networky; adding sott loans from donors, t‘;:
;umruw percentages are 48 per cent, 80 percent and 31 per cent. External
mancing thus doubles the loan portfolio of the networks.

A network of village banks in the interior Niger Deita

community assoclations and 208 interest Rroups (MDR, 200
1)
There are three networks of MFls In the u:: >

! CVECA.ON
Niono and 51 village banks, the Fédération des Caisses lluulu:::::t::l::: ¢:n
'l:lu (FCRMD) with Its seat in Nione and 54 cooperatives, and Nyesiglso wll::
2 u-utdlz Mmhomdamulolwcoopunuvu, 12 of these in the area of the
Miice du Niger. They all function in stmilar ways and have about the same
a:angenumbuotmbm per unit. Thetr target population ase the Inhabitants
:z the operational area of the Office du Niger, who are paddy and vegetable
armers. There Is no competition between the networks, as they have divided

:!'?D&MmmbomandllwmuynwntMmmtobcmm
i :s worked well for several years, but Is now experiencing operational
ficulties (Wonou and Bikisé, 2004), s

unions, it has 1o legal status but comprises an ares under sslstn
technical assistance
mmm*‘mmmmmmw.:umm REC)
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financed by the unions and village banks®. CAREC has a technical stalf ¢
who provide capacity-building, accounting and supervisory services.

Basic data

The network has consolidated 1otal assets of €3.3m, a loan porttolio of €2.43m
and bank deposits of €0.33m. Member deposits amount to €0.73m, capital and
reserves to €0.86m and bank borrowing to €1.55m. The repayment rate in 2003
was 95 per cent, returmn on assets was 1.25 per cent (up from 0.37 per cent in
2002). The portfolio-at-risk ratio (»1 month) increased from around 2 per cent
during 1999-2001 10 4.8 per cent in 2002 and 12.4 per cent in 2003,

The average viliage bank has 515 members, €63,300 in assets, €47,.650 In
loans outstanding, €14,300 in member deposits. €16,900 tn capital and reserves,
and €30,400 in bank borrowing. However, performance of the village banks
varies widely. Seven are loss making and are likely 1o be closed; one of them has
alrcady been closed in 2004, This has affected the three unions unevenly®.
CAREC functions as an effective supervisor: action is taken. remedial or terminal,

Table 9.10 CVECA-ON; basic aata tamounts in milhon Eurl

2001 2002 J003
Number of cooperatives 51 51 51
Number of umions 3 3 3
Number of members 231,689 25,175 26,290
per cent mule 63
per cant female 32 32 35
por cent groups 3
Numbaer of depositors 9416 11,064 11,529
Number of borrowwes 8.797 9,233 10,014
Total assets 300 323
Barlk deposits 0.40 033
Net joans outstanding 2.08 2.28 243
Loans from inteenal funds in per cent 4z 43 43
Loans from axternal funds in per cent 58 57 57
per cent agricultyral 71
per cent short-term loans 90 88
Deposits of clients 0.74 0.7a 073
par cent ughl ceposits 31
per canl term owpowts L)
per cent other deposits 3
Bank botrowing |44
Soft loans 0.04
Capital and reserves 0.88
Repaymant ate i per cent
Relum on wsets in por cont 037
Portiolio at risk (=1 month) in per cent 1.9 48

a5 wade e e " :
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SELF-RELIANCE VS DONOR DEPENDENCE IN MALI

contrast to the practice of agricultural development banks In many
countries, credit delivery by BNDA is reportedly on time. '-1

BNDA, through its branch office in Niono, acts as the central fund for the
village banks. Sight deposits are not remunesated. BNDA pays 3.5 per cent on
deposits withdrawable at any time. It does not offer term deposit accounts; with
their higher interest rate, they would reduce the narrow murgin of BNDA even
further. There are reportedly plans 1o limir the amount that any individual or
union may deposit in a remunerated account.

The village banks offer three deposit products: untemunerated sight deposits,
which are only safeguarded and not used as loanable funds; term deposits up to
five years with interest mates of 5-10 per cent depending on the duration; and
ROSCA (rotating savings and credit association ) savings (épde i terme parl, DTP)
with interest rates of 3-5 per cemt depending on the duration. CAREC estimates
the average cost of intemal funds at 4.9 per cent + 1 per cent savings mobilization
conts, which is lower than the costs of borrowing from BNDA.

There are three functions of bank linkages of the CVECA-ON network: The
first and main function Is expansion of the portfolio; a second and minor
function s liquidity balancing - the reverse of the order in Kafo Jiginew. In
2004, onlending funds through the network as a whalesaler has been added as

a third function,

Portfolio expansion
The village banks were repartedly established In the expectation of refinancing
by BNDA; the very first ones obtalned thelr loans only two maonths after thelr
establishment: "Sans le refinancement les calsses n'existeralent pas’ (A, Clssé,
CAREC, 2005). According to balance sheet data for 2003, borrowing from BNDA
constitutes 64 per cent of loans outstanding, member deposits 30 per cent. The
loan portfolio s divided according to source of funds (not shown on the balance
sheet): loans from external funds (KNDA) account for §7 per cent, loans from
Internal funds for 43 per cent. In 2004 the loan portfolio reportedly grew by 59
per cent; 56 per cent of the 2004 portfollo Is refinanced by BNDA. Bank
borrowing thus more than doubles the portfolio of the village banks. Savings
reportedly do not suffice 1o finance the growing demand, despite the seasonal
nature of the loans. Why do the farmen not save up-front every year when they
sell their crop instead of borrowing and repaying after the harvest? 1s it because
of the absence of an emphasis on savings and of appropriate savings products?
Most loans (88 per cent in 2003) are short-term, not exceeding one year,
There Is o shortage of funds for medium-term loans. CAREC | involved In
negotiations with BNDA in Bamako for loans up to three years (e.g., for draught
animals, carts, motor cultivator, rice hullers). Due to bad experience with theee.
year loans, BNDA (s suggesting two years as 4 maximum period, & saving-for
credit product with a 24-months saving period followed by a 36-months loan

petiod.
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Liquidity balancing

Bank deposits are o mere 21 per cent of bank borrowing, compared to 44 per
cent In Kafo Jiginew, Indicating the limited importance of liquidity balancing
In CVECA-ON (December 2003). However, monthly data on bank deposits and
borrowing was not available to demonstrate this in full detall.

CVECA-ON as a wholesaler

In 2004 the gross loan portfolio grew by €1.5m from €2.6m to €4 1m. €0.9m of
that amount are funds provided to CVECAZON as a wholesalet to Fasojigl, an
organization of paddy farmers in the area of the Office du Niges, assisted by the
Cereal Marketing Assistance Program (PACCEM) and financed by the Canadian
International Development Agency, (CIDA). The program has an ingenlous
structure, integrated into the village banking system: BNDA lends the resources
to the three unions, which lend to 23 participating village banks These in tum
lend, in legal terms, to Fasojigi, but disburse the loans to the 2,212 members of
Fasojigl, who may or may not be members of a village bank. Faso)igl, to be
eligible as a borrower, becomes a member of each of the 23 village banks
Involved. Pasojigl guarantees the repayment and has deposited o guarantee
fund of £91,500 in the unions.

Institution-bullding in general and training of the staff of village banks and
their unlons was provided until 2001 by CIDR. Since then It Has been provided
by CAREC and fully paid for by AFD through BNDA. without any local
contribution. BNDA also finances the audits of CAREC. the unions and the
village banks, implemented by a private auditing firm. as well as the preparation
of 4 business plan. Guidance by CIDR continues 10 be avallable from its
representative office in Bamako. A visit to the German Raiffelsen banking system
has been supported by GTZ Capacity building bs thus a function of donot support,
not of bank linkiges.

Self-reliance vs donor dependence

he different playens in the Mall microfinance linkages have all benefited from
the financial linkage. The managing director of CAREC. speaking on behalf of
the village banks, states that: ‘Our outreach is fully due to the avallability of
bank refinance’. For BNDA a major advantage of working through the village
banking network s been that, in contrast to former schemes of retail lending
with their high default rates, the bank is now experiencing tull repayvmernt on
time. However, the number of MFI clients is negligible, and accounts for only
2.9 per cent of BNDA' disbursements. At the same time, from the viewpaint of
the target population, the new credit discipline is increasingly reaching manginal
dients who would previously have defaulted on individual loans from BNDA
and become unbankalbile.

On the Impact side three key effects are observed; There Is & substantial
Increase in overall outreach; the credit portfolio is I

SELF-RELIANCE VS DONOR UEPENDENCE IN

an Increased coverage of marginal clients. There are, however, & number of
remalning challenges at the village bank level

There |5 a striking difference between CVECA-ON, which links up with
banks to expand Its portfolio, and Kafo Jiginew, which uses bank funds mainly
for liquidity balancing. What Is the impact of this difference In strategies on
growth In terms of savings mobilization and loans outstanding? Both networks
aperate in comparable envitonments; there Is not much difference in terms of
total assets per individual member (€143 in Kafo liginew, €123 in CVECA-ON);
and both have access to banks. Is It because of the Initlal and contitual
avallability of ample donor credit lines in the first case and a policy of self-
rellance in the latter? If so, this hypothests might explain the difference in
terms of propensity to save: virtually all members (96 per cent) of the Kafo
liginew cooperatives save, and they save significantly more (€74 per member)
compared to the members of CVECAZON, less than half of whom (44 per cent)
have a savings account, with average savings per member of just €28 (Table
9.11). Moreover, the Kalo Jiginew cooperatives are far more dynamic than the
CVECA-ON village banks in terms of growth of client deposits during 2001-3
(69 per cent vs —1 per cent) and growth of loans outstanding (85 per cent v 17
per cent). A sequel to our first question Is thus: Does danor generosity lead to
MFI complacency In terms of savings mobilization and a slow-down of growth?

Chao-Béroff (2003), spiritus rector of village banking (n Mall through CIDR,
ralses the same Issue by asking “Mobiltzing Rural Savings to Relnforee the MFI
ot 1o Reinforce the Client?’ She tentatively concludes that theee Is & lack of
Incentive mechaniyms and adapted products.. the highest performing MFIs
should be encouraged to develop and market (this type of savings). In rural
areas, saving for productive self-flnancing has s future, especlally as a financing
mechanism for agricultural activities.” This is Indeed the conclusion to be drawn
from comparing the two networks,

Finally, it Is interesting to reflect on the lemporary versus peamanent nature
of these Hnkages. We may ask: After twenty years of bank linkages, 'will bsckward
linkages with donors become superfluous, If not hazardous” With KIM willing
to lend more to MFls but meeting a limited demand, and BMS newly entering
the market as the disignated bank of MFLs, are donor ceedit Hnes still needed to
refinance BNDA? It appears that they have played an important role (o the first
stage of the evolution of microfinance in Mall. They may now be taken over by

Table 8,11 Bank borrowing and member depowts in Kalo hginew and CVECAON, 2003
Kafo Jginew CVECA-ON

Bank borrawing in per cent of lcans outstanding 33 67
Depositors i per cant of meambers 96 44
Deposits per MF unit in ¢ a4 700 14,300
Depotits per membar in ¢ 74 28
Growth of chient geposits. 2001-3, i per cent 69 =1

Growth of loans oufstanding, 2001-3, in per cent a5 "
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domestic banks, marking the second stage of evolution. Given the avallability

of additional loan funds from national banks in Mali and the risk of a devaluation,
it i questionable whether hard curmency loans, a substitute for domestic resources
made attractive by a lower interest rate, are still good policy. The coming of the
third, and ultimate, stage has already been announced: the establishment of &
bank of its own by the largest network of MFls, and thus the incorporation of
linkages within that apex institution,

Notes

1 The study is based on fleld work in Mali during 17-26 Jamuary, 2005, Unless
otherwise stated figures pertain to end-2003, Currency amounts are
expressed in Euro, at a fixed exchange mte of FCFA 656,

CMDT covers a territory of 96,000 km?, with 2.8 million inhabitants,

Average costs of deposits: 1.5%,

Similarly, the PlaNet Rating study of 2003, with last data for June 2002, gives

a contmsting lopsided picture. The semib-annual data reported in Table 9.8

are taken from that study.

5 The mtionale is psychological: ‘“Our loans we pay back; if we withdraw our
savings, we waste our money”.

6 Monthly data are anly reported for the total of external resources and not
broken down by domestic and external borrowings.

7 CIDR maintains an office in Bamako, which continues to provide technical
assistance to the networks after they have attained fnancial autonomy.

8 To cover the costs of CAREC the village banks have to pay €550,000 per
anoum, or €1, 1000 each,

9 PAR (>3 months) of the three unlons s 3.9% in Macina, 5.9% in Kalird and
2.5% in Kouroumari,

10 The CVECA networks are shareholders of BMS, which lends at 7%, but so
far have remained loyal to BNDA.

L1 Pt is the Bambara term for rotating savings and credit assoctation or tortine,
an indigenous informal Anancial institution. Traditionally, a part 1s a system
of regular standardlzed savings, with the total allocated to ane member at &
time in turn. One cycle usually covers as many time perlods (e.8. days,
weeks, months) as there are members; there §s no interest payment. In the
case of DTF, a person saves fixed amounts regularly in the village bank,
mostly for a period of six months, after which he may withdraw the total,
plus an interest margin, There are no doorstep services,

& w N
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CHAPTER 10

Partnership to expand sources of funds for
rural microfinance in Peru: The case of
Confianza

Janina Leon

Abstract

Thix study exploves the way a regubated microfinance institution in Pers, Conflanza,
links to external partners to expand its sources of funds. The author discusses the
impact of recent microfinance regulation on the opportunities for Conflanza to
diversify its sources of fumds. The author states that. in the Peruvian context,
regulition plays a significant rote in the type and mituee of fisarcial Hinkages MFIs
cam engage in. Rexwlated MFIs, like Confianza, have greater access o fusds from
international investors, commercial banks and the government backed apex
orgarization, COFIDE, than non-regulated NGOs. For purposes of comparison the
author discusses briefly the challesiges fuced by ARARTWA, a non-regilated flssancial
NGO, I obtaining funds on a sustained basiy.

Introduction

While rural people need access to financial services, the supply of such services
in rural areas s extremely limited due 1o the high costs and risks assoctsted
with providing them. In Peru, as well as in other countries. some local
organizations are making great strides in expanding access to credit in remote
areas due to their informational advantages and innovative lending practices
and systems. However, their efforts are often constrained. Unable 1o mobilize
deposits and access external funding on a sustained basts, especially through
commercial channels, these organizations have limited resources from which
to expand their outreach. Among their efforts 1o overcome these restrictions,
same microfinance institutions (MFIs) have established linkages with the formal
fnancial sector. The main objective of this study is 10 examine these financisl
linkages between different financial imstitutions and how far they helped 10
expand services provision in rural areas.

This study primarily explores the ways in which a regulared MFL Conflanza,
han Hinked with external partners to expand its sources of funds. The case focuses
on Conflanza’s argantzational type, and, given its type. the potential to diversify
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sources of funds, operate etticiently and Penetrate rural areas. The expetience of
another MFI, a non-regulated financisl NGO, ARARIWA. 18 briefly presented for

rutal penetration, and the fieed for further empirical rescarch.

Country context

Peru s located In South Amenica, next to the South Pacific Ocean and botdering
Chile, Ecuador, Colombia, Brazil and Bolivia, Its wide Reographical diversity
allows It to have mare than twenty microclimate areas, from temperate to dry
desert near the coast, mgid and dry weather in the Andes Mountains, and

o world price fluctuations in copper, zine, gold, petroleum. coffee and oil
despite public policies 1o strengthen native industries.

Approximately 27 milllon people live 1n Peru (2005 estimate), largely
descendents of Spanish settlers and native Inca and pre-Inca cultures. Duye 1o
high rural-grtyn migration thar took place from the 19605 through to the 19805,
seven out of ten Peruvians live in urban areas. The population density Is, an
averige, 20 people per square kilometre. The population is unevenly distributed,
with overcrowding taking place n many urban centres, like Lima, while
mountainous reglons and lungle areas remain sparsely populated.

source of Income for the labour torce. For several decades, paverty has been
spread along the country, with extreme poverty largely located in rural areas,
mostly in the Trapecio Andino arca.

Since the dramatic economic conditions of recession and hyperinflation of
the 19805, Pery has “Aperienced a sustained pertod of

growth
and recovery during the 1990y and 20005 (see Figure 10.1), With a stable
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Figure 10.1 Peru: macrosconomic performance |99
Swtnv'hm‘l lmnm. basad on RBanco Cantral de Resarva del Peru (2005) and

Ministeno de Trabajo (2005), with unemployment data for Lima Metropolitana

forelgn Investment (CIA Factbook, 2005; Banco Central de Reserva del Peru,
2“'“;!'“0\'\“. economic gains have not been shared by all u-gm:-ln: nnl 't:;
population, Although formal employment increased in numbc; ::‘ m: s
petiod, underemployment and unemployment increased maore, ¢ ':‘a i
show that approximately SO per cent of the population has remain (pu:::n P
the poorest concentrated in rural areas (CIA Factbook, 2005; Banco Cer |

Reserva del Peru, 2008).

Financial system and microfinance in Pery

and agents in the
nancial services in Peru are provided by diverse Institutions

:um. By 2005, the Peruvian financial system consisted of 11 ;:;:mnmdal
banks, 38 regulated MFLs, four government apex and first-tier banks, umnm
comparnies, four pension fund firms and nine other financial tnaltu}lun‘s‘;d e
MFls include 13 municipal banks (CMACs), 12 cajas rurales lCI:LuA)
EDPYMEs (Entidad de Desarrollo de la Pequenia y Micro Empresa), All regulated
financial institutions are under supervision of the Superintendencia de Banca y
Seguros (SBS), following regulatory guidelines set by Basel and audited In
compliance with internationally accepted auditing standands, t\avlnacuaan;
deposits backed by thelr common deposit Insurance fund (Superintendencla
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W expected, commercial banks have most of the market share
foans and deposits (COFIDE

m terms of
2004). Based upon thelr loan porttolio, Figure 10,2
articipation of regulated msttutions: commercial banks
count tor around 80 per cent of the market, whille MF supply almost 10 per cent
ol total market when looking at loan portiolios, The |

provides the market >

neture changes, however,
when looking ar the sector by numbes of loan contracts institutions hold. In
this way, commercial banks and M¥ls serve 50 per cent

and 25 per cent of the
market, respectively. Thus, as one would expect, |

Arge louns are common smong
commercial bank clientele, while small loans are mostly Issted by MFls
Lommercial banks und MFIs target different loan clientele A\s shown in
Figure 10.3; commercial banks lend for Business, housing and consumption
accountng tor almost 75 per cent of thelr loan clentele. MFPls

hand, primarily lend for microenterprise

on the other
development and personal

Regulated institutions by portfolio ( %) loan

B Lommercial Hank
mOMAL

|CRAL

W Edpym

8 BN

W Ofher Fin Tnstid

Regulated institutions by number
of loan contracts (%)
B Commercial Band
- OMAL
B CRAL
® Edpyme

@ BNacion

| B Other Fin lnsin

Figure 10.2 Regulated financial matitubons and Iheit Joan mathad share
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consumption, roughly 80 per cent of the loans they grant. Stll commercial
banks are the main suppliers of loans for business and microenterprise
development in the market, in terms of loan volume -
several regulatory and macroeconomic events have shaped the current |
industry (n Peru. In 1996, in an attempt to organize and manage 4 Burgeoning
microfinance sector, the Government of Peru (Gol) revised the banking lwws 1o
favor NGOs to become regulated MFLs, in essence requining them to become
private sector institutions, regulated and supervised by the SBS. The impetus for
the new microfinance regulation, some belleve, was that the government,
wanting to support micro and small enterprises, felt that a well-managed
microfinance sector could be a sustainable system to invest in these «‘ntmpnwf
(Alvarado and Galarza, 2003; Leon, 20011, The Peruvian regulatory framework

Loans of commercial banks

® Husiness
® ME
LR ansumption

® Mongage

Louns of regulated MFI

s llll\lhx'\'
" ME
8 Consumplion

® Morgage

Figere 10.3 Regulated financial institutons by type of loan clientels



linkage and :
types Bctors are presented as well s the motivation for creating

Hnancial linkages and the
Impact 1)
In particular rural outreach, ey have had on sustainability and outreach,

Linkage types and actors

Contlanza is an EDPYME headquartered (n Muancayo city located 300 km trom Lima,

0 e middie of the Andes highlands. Huancayo s one of Peru's major commercisl and

Mgricultursl centres, mirketing and shipping wheat, comn_ potatoss and barley to the

fest of the country. Confianza has six branch offices. four located nesby Atcdoss sl

gitkes and two in poor neghbornoods of Lima.

Mistory and business snvironment preconditions

Confianza was croated basad upon the agricultural lending experience and fesources
of Separ, » rural NGO providing sducation and credit sarvices to the poor. In 1998,
following the SBS incentives, Separ transformed its fiveyeanold agricultoral lending
program into the regulated EDPYME Conlianza, complying with the strictet SBS
regulation rules for formal MFI (Pearce and Reinsch, 2005, (nterview with the CED of
Conlianza, August 2005), By 1999, Conflanza faced & severs delinguency crisis in
which more than 50 per cont af their joan portfolio wos al nisk for defaull. In order to
wadress the cniws Confianza knew 1t had to make some dithicult operational ano

manageral docisons

Stategies and financial linkages
By 2000, keeping bamic institutional goals of sustamabiiity sna outreach, Confanza
implemented an overall arganizational reengineerng, mcluding changes in s
institutional management, funding policies for Halilities and equity, and lending
technology and client approach. New funding strategies involved sesking all possible
external linancial sources, whather local or inteenational ones. Conflanza pariners am
formal and semiforenal Jocal Nisancusl inutitutions, intemationsl banks and organuations,
acting mx lenders and shareholders. Nondinancial links imvolve sdwacalom, otmervwn
and international leaders, all & institutional friends. During the last six years, positie
resiits Include cutstanding financial performance and increasing numbers of poor

outreach, rursl outreach. a8 shown in ity aanual reports

financial linkages in which Confianza has been engaged. Establishing a range
of partnerships has been an integrl part of its strategic growth and development
plans. These linkages have helped to maintain and even Increase its raral
outreach over the years.

It Is evident that Comflanza relies heavily on financial linkages to fund its
loan activitios since it Is unable to mobilize deposits, Facilitating linkages have
involved low financial resources from formal MFls (e.g. Caja Municipal de
Huancayo) and larger banks (e.g Banco de¢ Materiales) although these
partnerships are short-dived. Direct linkages with tormal institutions have been
the dominant type of linkage used by Conflanza, including commercial banks
(e Banco Wiese, Banco Continental, Interbank), public apexes (c.g. Cofide
and Agrobanco) and other institutions (Foncodes), intermational organizations

(e.g. Corporacion Andina de Fomento, CAF) and private soctally motivated
banks (&g, OikoCredit, Hivos<Triodos), In addition, Conflanza has created equity
linkages with international investors (e.g. Interfin, Alterfing, as well as a small
number of local investors, notably Its parent NGO, SEPAR, and individuals
Technical assistance needs also induced Conflanza to become partners with the

Inter-American Development Bank (IADB).
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portfolio results. After this span and good results, TRIODOS

Conflanza in the fleld and by 2003 Issued credit lines,
* Since that time, TRIODOS has renewed its credit lines to Conflanza given

Its continual positive financial evaluations as reparted by Microrate.

0IKOS

o OIKOS is # Durch privately owned cooperative society that warks with
{church and church-organization) private investors to fund soclally
respansible investments,

* Its main mechanism of operation is isuing loans for development, mostly
to microfinance institutions, but also to cooperatives and small and
medium enterprises, to support projects with cooperative perspective,
women's participation, environmental preservation and impact on
community,

o Confianza contacted OIKOS in 2000 and obtained a US$ 150,000 first loan
fot focusing on rural women in the Peruvian highlands with poor financial
access, Because of satistactory outcomes, additional loans have been Ksued
and paid in the following years, helping Confianza to establish itself as a

regulated MFL
o By 2004, OIKOS became a sharcholder of Conflanza, with an important

equity participation,

NOVIB

s NOVIR is a Netherlands-based organization that partners and works with
Oxfam Intemational and has as its main goal to eradicate world poverty
and exclusion. Beside advocacy and awareness campaigns, NOVIB supports
local development projects Inttiated by private organizations in developing
countries.

o In 2000, Confianzs motivated NOVIE with its institutional outcomes
regarding rural credit, women's involvement and work in the Peruvian
central highlands, In 2001, after an in-field third-party consultation,
NOVIB visited Confianza and lssued a credit line tor USS400 million.

o By 2002-3, and because of good results, NOVIB also funded impact and
Institutional strengthening studles for Confiunza.

o In 2004, on Conflanza’s invitation, NOVIB became shurcholder for a period of

slx yeurs,
IADB - FOMIN
o Asan investment fund of IADB, FOMIN is designed to channel donations
and capital investment for private sector development, including

: ./‘5\ and small micro-enterprises.

main
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management of the loan. Typically, any risk from management is assumed
Confianza. The investor requires that an impact evaluation be conducted
end of each debr cycle.

After full repayment, Confianza provides the investor with its portfolio and
impact evaluation results. This is often followed by an in.«country visit by the
international partner 1o Confianza headquarters in Huancayo. In some cases,
international investors make equity investments in Conflanza. This was the
case tor Triodos and Olkos banks when they became shareholder Investors in
Confianza in 2003 and 2004 respectively. Under these equity linkages,
institutional nisks and profits are shared. in relation to the participation owned.
By 2005, foreign shareholders held around 60 per cent of Conflanza’s equity,
with no one partner possessing a dominant share.

A potential weakness in the direct and equity linkages is the conditions set
by international partners in terms of lending to a specific target group or to
operate in g certain manner. These conditions sometimes do not allow Confianza
to make its own choices freely, Confianza has addressed this challenge to some
degree by accessing funds through local, commercial providers. However, there
are drawbacks to this approach because Peruvian commerciidl banks and apex
organizations lend relatively small amounts for short periods of time. Thus,
linkages with local providers have helped in funding their expansion issues,
but have not had a significant impact on Confianza’s rural outreach.

Its role in capacity building

It appears that financial linkages with a range of partners have helped Conflanza
achieve its outreach and growth targets. Significant organizational
transtormations have occurred mostly since 2000, after most linkages with
forelgn Institutions were set.

One notorious charactenstic that also helped was Confianza’s effort in
distancing itself from its past NGO-heritage, in terms of management. While
competing with other formal MFls and meeting the SBS requirements, Confianza
had to enforce operational and financial efficiency in its institutional perspective.
Such changes also involved policies for human capital improvement,
Incorporating more professionals onto the staff. Adjustments to the salary
payments and incentives were also included.

Still, Confianza was committed to serving its rural clientele. as demonstraved
by its target of maintaining at least 20 per cent of its loan portfolio for rural
clients. Conflanza knew that in order to meet this goal it would have to gain
access to additional funds, locally and from abroad. Its outreach growth policy
included the opening of new branches in rural and poar peri-urban areas of
Lima. The financial inkages it established were instrumental in the organization
achieving its targets.

Conflanza has become an important MFL in the Peruvian market, including

are pending, and may be summarized as follows:
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first, heavy dependence on one-person leadership for institutional policies,
decislons, contacts, vision, and so on, with potential problems of delegation,
and second, its Investment in physical resources is still modest, with significantly
low productivity of infrastructure, compared 1o other MFIs,

Financial outcomes

What are the main results of the overall strategy implemented by Conflanza,
more specifically after Its engagement in multiple financial linkages over the
last several years? Updated financial Information provides Interesting
information on this question as presented in Table 10.2.

In terms of profitability, 4 low Positive return on assets (ROA) and higher, b
volatile return on equity (ROE) are observed, showing stable profitability of the
MEFL During this period, Confianza has been financlally self-sufficient, covering
Allof its financlal costs. St operational self-sufficiency problems have arisen
after 2003, probably assoctated with new branches in further areas, including
rural areas. By 2005 Conflanza’s overall Operating expenses to outstanding
partfolio ratio was 12.5 per cent, decreasing but still above the market average.
Loan officer productivity has increased on average, becoming triple the value
1or 1999. Growth of the loan activity and number of clientele, improvements in
the credit technology and better positioning in the market may explain these
results. In terms of the portfolio quality, its portfolio at risk ratio s moderate

(almost S per cent) and, at times, volatile. However, Conflanza has decreased
this ratio since 2004 and its portfolio write-offs are low and have been decreasing
snce 2001,

mpuwnmwuawnamnumsww portfollo are presented
in Table 10.3. Between 2000 and 2008, both the number of agricultural clients
and the number of outstanding loans have multiplied five times, while the
overall agricultural portfolio practically tripled. There is one remuarkable
ditference between the evolution of the overall portfollo and the agricultural
portiolio. The portfollo at-risk is slightly decreasing for the overall portiolio,
but Increasing for the agricultural portfolio, which explains o slightly higher
default rate for agricultural loans as one would expect.

Outreach

It 1s well-known that Conflanza has continued serving its rural clientele while
expanding into new, urban markets, In diversifying its loan portfolio, coupled
with a sound re-organization of its operational and managerial systems,
Contianza has protected itself against mltmmammmw
backers with a shared outreach vision and Strategy has been a key factor in this
success. .
lnmdmmkmmmmwmm oF the louns were for retall
m.mnmmmmow ;_; onal services; by gender,
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” 103 Confianza; indicators for its agricultursl portfolio
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| registoted as EDPYMES, This makes organizations like ARARIWA heavily
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e (20 per cent) of agricultural loans in its total portfolio, and incre it
enetration in other markets, inctuded Lima. By 2004 average loan size was
153720 (and USS900 for agricuiture), with more than 17,700 loans Issued. iy
06, two Conflanza branches were operating in a poor urban zone in Lima
ty, with a large presence of smail retail microenterprises.

The accelerated growth of Confianza activity might be largely influenced
ot only by its new organizational changes but also by its linkages. Most of
Conf linkages are with international partners, who are mainly financul
st s with soctal perspectives. These international partners pursue the

expansion of the financial supply in rural areas, peasants and women being

main constituencies.
The average loan size 10 per capita GDI has increased significantly, an

indicator of the MFT market penetration, showing a slow but sure Increase in

‘Conflanza’s sbility 1o penetrate the microfinance market, Larger penetration
umong clients and wider outreach may have contributed to these results, Also a
significant number of old clients continue working with Confianza, partly asa
consequence of an institutional fidelity programme. Still a couple of potential
outreach problems may emerge: first, the vulnerablility of willingness to pay
from agricultural clients, a problem already experienced by Contlanza in 1999
i some areas, although it appears that the internal policies that Conflanza has
set-up to minimize such systemic risks appear 1o be working, Another potential
problem may have to do with the way in which the MFI deals with pressures to
only court the most profitable clients, i.e. urban clients, in an effort 1o reduce
risk and muintain sustainability, This may be less of a problem as the MFL s
Closely aligned with the vision of its parent-NGO, SEPAR, which is dedicated 1o
serving rural clientele over the long-term.

Unintended consequences

As Conflanzs discovered, one does need to abandon one'’s commitment (o serving
rural clientele if one develops the right institutional polictes and procedures.

By diversifying its loan portfolio to include urban as well as rural chientele and
by obtaining long-term debt and equity finance through linkages, Conflanza s
in & better position to serve farmers and other non-farm meal people on 4
sustained basis than 1t was in 1999, This may not have been the case If the
organization decided to mamtain its NGO status, rather thin becoming an
EDPYME. For comparison purposes only, the case of ARARIWA, an NGO, focusing
on financial services and rural development, is presented (n Box 10.2. 1t may be
the case that the additional level of formality that Conflanza has attalned by
becoming » tegistered EDPYME in Pera has allowed It to access funds with a
range of local and international partners. ARARIWA, by contrast, has had
difficulty accessing these same funds. Nelther the local banks and apex
organizations, nor most international investors, will lend 1o NGOs that are not

Wi
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Box 10.2 ARARIWA, an NGO for rural cllantels

Brief referance
mummmwclmmnommmmmmmmmm
54 per cant living in rural areas, with an (lliteracy tate of 25 por cont. Taking acvantage
of its historical Heritage, Cusco has developad & vibran! touttsm industry, Agnculture
and locally processed peoducts are the miaitl economie activities of 118 people. Petroleurn
and gold, exploited by formign firms. generate fliscal resources for the regional
governmant

Aratiwa has operated (n the fegion since 1985, pursuing the seit-decinred
sustainable development of rursl Cuzeo by providing financial and nen-hnancial services.
Until 1994 (h-kind donations from International donor ARINCHES ware 18 M resGuices,
In 1999, under financinl cooperation restrictions. Arariws faced seelous funding
constraints. This external situation induced the NGO to make internal changes and
feview its arganization and financisl technology The outcome of this mview was the
cretion of the Unit of Microfinance. ARARIWA created » credit fund 1o pool financisl
resources and simplify management of its financisl activitios. Village banking 1a ix
predominant techiology, with mid-term loans (US$%50 10 USS$100), compulsory savings
ana compaulsary non-financial services. Individual loans count foe 15 per cent of porttolio,
with larger amounts (around US$500), flexible lemms and lower interest rates. With
only one office, Arariwa supplies tinancial and nonfinancial (peomotion, training and
tnchnical sssistance) services with Ihirty mobile officials.

OQutteach sutcome
ﬁmmqnmmmmmmmmtwmmmmw
wnmdhmmwummm-‘mmmmm Most
dcucIMmmmumeMtth
nanking technology and group lending mechaniams Women have been an important
target for Arsrrwa, mainly those i rurdl sress

Main financinl linkages and contracting mechanisms
Since 11w inception Arstiwa has relied heavily on international transters from donors
wmmumu.mmm:mmmmmmnmtms
mmMamm—bmmmmuw.mmlmwmn
m-mmmWMmmmmm-mmmmmm
hmmtu-a-mummlmwmmmmmuummm
mmmwuumdmwuvommmrmmmmmn
plans induced the organization to seek tinding from lacal financial Instititions. Howewer,
»m.mwammmwwmmwwmnmnuw
ARARIWA from obtaming loans trom the financisl sector.
va.mtmrowm!mmwhmcmmmmmmm
International, an internntions! donoe that [ncreased Hinancial and other Hinks with
Anmmmmmmwmmmmmwmmm-
I one basket', relying on one linancial partner For the tims DR ! appears to be
working. Since 2003, ARARIWA Nas borrowed USSA50,000 with & zero intersst raty
for five years
Mﬂmmtummmmmwmm.mmm
nonuumma.uuumyucmmm.twmmmm
m.mmmwumummmm
counting for less than (O per cent of its totil funds. N
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ARARIWA's nquity is largely composed of donation revenue Donations wers very
| 98 per cent In 2002, B2 per cenl in 2005. Thus from the Hability side. only one
counts: Plan International, making the organization hgnly vuinemble 1o shifts
i the donor's funding pronties and requiromants,

I 18l outcomes

1 IWA clmms a detault mate of 0.6 per cent and a 100 per cont coverage of ity
puts. Since it m not regulated by the SBS and other regulation authorities, or &
pembet of COPEME, the largest Petuvian NGO network, i1 Is difficult ta weeily the
! of these figures 1t may be that the lack of officially recognized and accepted
rllnnchl indicators has contributed to ARARIWA's ditficully in acomssing commercial
debt and eguity finance. Recognizing 1his tact. ARARIWA ssked Planel Rating [an
mtmmational microfimance rating agency) to evaluate s financial and operational
atficiancy, The results were good, showing satistactory outcomes. Even still, this report
has had Iitthe impact on its ability to create financial [inkages with external partners,

Serving non-conventional, rural, clientele, requires a large amount of financial
tesources for lending sctivities. Because MFIs face funding constraints more
than other fAnancial Institutions, strategies to Increase such resources In a
sustainable manner help to fucilitute growth and outreach objectives. Based

two Peruvian experiences, the main inferences of this study on financial
linkages are as follows:

* Because of limited equity and internil funding, external financial
resources are cruclal for MFIs to supply thelr financiil services in
sustainable terms. This Is more urgent when outreach includes non:
conventional clientele In rural arcas.

¢ Organizational type appears to be a significant factor in an MFTs ability to
access external funds and equity. Regulated MFIs have greater access to
local and international investors.

* MFis rely on finkages to fund their business growth and development
objectives until they have received authorization from the banking
authority to mobilize deposits. Trade-offs in time and costs may emerge
when managing several linkages a1 the same time. Striking the right
balance with a few good partners may be harder than it sounds.

* Financial linkages may have an impact on rural outreach If embedded
into an overall institutional strategy of financial and operational
sustainability. especiaily one that focuses on putting in the right
mechanisms 10 deal with risks involved in lending for agriculture. Still
these are not sufficient conditions because other determinants matter as
well, Good management is also critical for incorporating more rural
clientele in a sustainable manner. Effective management of exrernal
Tunding providers, who insist on delimiting specific outreach markets,
will also affect the impact that financial linkages may have on rural
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* Financlal linkages facilitate Increased financial activities of MFls
Partnership with other MFIs and Hnancial institutions n sustainable terma
help the MFI to supply financial services In longer horizon while
minimizing volatility risk of resources.

* Financial linkage conditions, amount and possible outreach may vary by

* Financial inkages procure but do not guarantee obtatning large amounts
of financial sources for lending and other services supplied to rural arcas.

with the MFL. Formal large financial institutions, local or International
ones, prefer to do business with formal or regulated MFls than those that

are not, Formal status may Appear to reduce asymmetric information
problems from the MFl's point of view.

* Management best Practices are also crucial o minimize risks and

transaction costs In SeIving microenterprise and rural clientele in a
sustalnable manner,
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CHAPTER 11

Financial linkages in the Philippines:
constraints and success factors

Benjamin R. Quifiones, Jr

Abstract

: ilippines is among the
The incidence of poverty and income inequality in the Ph

highest in Asia, Microenterprises are the dominant source of employment and incosme
for the majority of the population, but in the past an oppressive finuncial policy
inderedd the flow of small loans from formal banking institutions to micro-
enterprises. Thix chapter examines the People’s Credit amd Finance Corponation
(PCFC) amd its limkages with dowsstream financial intermediaries as o successful
stratexy for improving the flow of financial services in the rral Philippines. It is
Dasesd on an in-depth case study and is part of a global review on financial linkages
conducted by the Food and Agriculture Organization (FAQ) of the l{N, thanks to
furating from the Ford Foundation. The PCFC case was selected for this region
because of its crwcial role in mainstresming microfinance in the country.

Introduction

"hilippines is an archipelago in the south-castern part of Asis composed of
?:co:) islands clustered around three major island groups: Luzon in the nont
the Visayas in the centre, and Mindanao to the south. Its capital city, Manila,
located in Luzon. The Philippines has a population of approximately 86 million,
wmmmwhkhnﬂdmtnutbmmmbnuudmmdwmdmﬁmmg
at L9 per cent per year. The Philippines has one of the highest levels o nmt:;
Ineqquality in Asla, with the poorest 20 per cent of the population sccounting
anly § per cent of total income or consumption. The country’s Ginl concentration
ratlo has gone up trom 0.47 in 1985 to 0.51 in 2000 (Reyes, 2002).

The incidence of poverty, measured in terms of the percentage of households
unable to attain a minimum standard of living, has declined from 49.3 per cent
dtbnuulpopumwnuulmnuso.apumtmlm.mdwm
10 37.5 per cent in 1998 as a result of the Asian financial crisis. Poverty
mmummmwwmmmwmummmh
NBWMMWNCI.M»MM
MWMIMMMWM Mpm vy
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the global financial linkage stud naged
_ y funded by the Ford Foundation and m

‘lz (;t;; k)odc a(ml Agm:'um:e Pg;:anmtum (FAO) of the LIN, The l'toplc‘:(.‘rcdu
nance Corporation (PCFC) in the Philippines w g

Asian case studies to lustrate financial ltnlr'a’:a. Thl:,chqnnn‘mwe:::m :::

to financial services, as well as 3
(MFls), 1o the sustainability of microfinance Institutions

Factors constraining the advance of microfinance
Repressive financial policy

The government's policy of
providing subsidized credit to en :
h.m;:'ucum'y, 'oc certain sectors, such as the small agricultural pmdm:‘: m':;
wred the growth of 4 microfinance industry in the Phil ‘
Ippines

:r;’n::ul ntermediaries (e.g. rural banks, CoOperative banks, a”'m”’:'“m"'ﬂ;’::
o Nu :.hmncl subsidized credit from Bovemment programamnes, According to

atlonal Credit Counell (NCC), 111 Rovernment-directed credit
Programmes, I3Nthhmumednthcmuﬁmm 1995 An assessment

Innovate. '

A similar conclusion was reached by the I'hi ¥
. lippine-German Project '
Banks and Self-Help Groups in the Philippines’ (PLES), Among ume':-'ﬂ:nl:‘;z

rural ll:;ncm market; and the lack of appropriate fnancial technol

"ptm.-n' 'm“: financial intermediaries from overcoming the high transaction :::r

b ng to the rural poor, The PLES project concluded that banks needed &
ucive policy framework, Appropriate and Innovanve financial technologles,

and a well-trained and dedicated statf I were fican
th
of the poor in a sustainalije way v R g

MMmmMmm:mmbmm

Mast commercial banks In the Philippines discrim small savers
Inate
and rarely lend 1o the poar ‘rhlshheauxdttnpempuo;’ﬂ:“wwh
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poor is costly, a view reinforced by the costly expenence of failed government
credit programmes and the fact that small and medium enterprises (SMEs) have
limited track records, inadequate financial records, and lack acceptable collateral
and business plans.

The physical distribution of bank outhets further reflects the bias of the formal
banking system in favour of the more developed and affluent areas. According
to the central bank (BSI), the National Capital Region (NCR) had the highest
density of banks in 2004 at 155 banks per city/municipality. This contrasts
starkly with the national average bank density of five banks per municipality,
In comparison, of the total 16 regions of the country, 9 regions classified as ‘less
developed’ had the lowest bank density (1 or 2 banks per city/municipality),

The rise of the services sector

The flight of the poor from agriculture to the services sector also placed a
constraint on the advance of microfinance. Traditionally, agriculture, forestry,
and fishery (AFF) provided employment to the majority of the Philippine
population, justifying the provision of subsidized agricultural credit to food
crop producers. Since 1970, the AFF contribution to the economy has declined
from one-third of the GDF in 1970 10 13.7 per cent in 2004, and its share in
employment has dropped from 52,1 per cent in 1970 to 37,1 per cent in 2004,
The impaort substitution industrialization (IS0 policy in the 1970s, poor fiscal
management, high incidence of natural disasters, the El Nifio phenomenan,
and uncontrolled population growth particularly in the raral areas contributed
to the decline in the AFF sector.

The decline of AFF's share in GDP caused average agriculture incomes to fall,
with more and more farm households seeking supplementary employment and
livelthoods in the services sector, As a result, the GDP share of the services sector
rose from 38.6 per cent in 1970 to 53.2 per cent in 2004, and its share In
employment increased from 30,9 per cent in 1970 to 475 per cent in 2004, On
A positive note, this suggests a prominent role for the services sector in the
country’s fight against poverty. Since government was so focused on lending to
the agricultural sector It missed the opportunity to finance the growth of the

services sector,

Concentration of SMEs In low value-added activities

Despite thelr growing number and rise in economic importance, SMEs remain
unattractive to commercial banks because, in addition to the percelved high
transaction costs of lending, SMEs are involved by and large in low value-added
undertakings. Over 50 per cent of SMEs were engaged in wholesale and retal)
trade in 2003, which Includes the ublgquitous grocery stores, ‘sarbsarl’ (variety)
stores, market stalls, and food stores, while only 15 per cent were in the high
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scepticism and em
However. SMES are the biggest source of employment, contributing 67,0 for the Philippine MFls 10 "”;':,“(';:'.m"‘;

ot to the total employed in the formal Sector In 2003, These figures do ny modified models of the essen

N include unregistered microenterprises and off-farm Income-generating

dnvities, all operating i the Intormal or ungegistered economy. SMEs Jack
SECESS 10 bank credit, and did not benefit trom (he BOVernment's priority ]
Onagricutture. Access 1o financial services wi) Increase the capacity of the SME
SECTor to generate employment, ncluding for those outside the formal

actors contributing to the success of microfinance
led policy environment

In the early 1990s the govrmmc:tt ln:‘ml(llnu:le::l:l b:::l o::n:.; :‘d | o
in the wade, industrial, an

l':'w(:'s"::wm\, Increasing export revenues, and mhm:.:nkg'm g
stability. A landmark measure signiticantly advancing iy
sstablishment of NCC in 1993, This was in n-sponu, : “m.u e,

nsultative group comprising NGOs, people’s organizi ; ‘ ot
B rerned government agencles and government financial Ins el
:mf'“m :ing the rationalization of all government-directed cr
s to ensure that the poor will hive greater access to credit. '
mmrxmml assistance from the USAID-funded Cm:tml'ollcy'wlmmml g

¢ > ated and adopted sever
o “(‘:':'t’t’w':::‘;n(;!‘::::;y for Microfinance, 1997, provided for. :'lb amn
Mﬂtl"::“- licy envitonment to facilitate the Increased participation « :‘ '
i gmumﬂmua: (1) a greater role of private MFls in the provisior
Pﬂ:t' . ‘f:lm services; (ii) adoption of market-oriented [nterest mcs. ;1:1.:»::::
:&d mdqmu; and (iv) non-participation ol mvomma\. :l:lnsem cﬁn’:" bty
Implementation of credit and guarantee programmes; (2) the Grocsnispss
lwmm Alleviation (SRPA) Act, 1997, rationalized mvcmme:;n' “:v:.‘
and guaranter programmes, gave empliasts 1o savings mobiliza mmmm“\mzum
capact 2 (3) the Agricultural Pisheries
ty:? Ut:::,g7lszl;t::;t"‘;::§l :ovcmmgl-dlm:led programimes in “lh:

WMFM 'ltmcc'wdur 'amd specified the role of government fnancial lnuln‘:;M n;)
(GFls) as wholesalers of funds; (4) the Barangay Mk:mcntc‘:;‘):‘t:ke’w qu e
el m,u;:;s 199;?:.m credit programmes of
govcnuanFls o m;u““';-m ::;((3)3*11; und required GFIs to provide wlu)leulf cu;lll
funds to lv!)lt;’::cl:ummon with MFls; and (6) the General Bmkl:g lu:‘;d ‘:
with specific provisions on microfinance, 2000, tecognized .:m e m;:mo'
characteristics of microfinance {e.g. non-collateralized 'lcnd. ing) o i
the household's cash flow as a basis for the design of m uolllbn:zn o

The GB Act recognizes that only institutions tuking dcpo:m mm
public and/or from its members are subject to pruc‘len m‘:rguluton
B i e s vt et s acheaon e B

ce will ate

umﬂﬁmmmhm infringed the Banking Act and will be

These policy reforms reversed provisions and effects of the repressive

) &

Lack of technical know-how

Lending 1o the poor s complicated, and i often takes dedicated Institutions
Such as rural banks and Cooperatives 1o reach the small bo

the government Introduced 4 group lending Approach thar required the

needs of to pay other loans, The Rovermment's group lending experiment ended
In fallure as accumulated loan arrears rendered the system unsustainable. Around
anethind of all rugal and cooperative banks were closed down by the Central
Bank of the Ihilippines in the late 198 becatse of weypre loan arrears.

The persistent falluge I delivering credit 1o the POOE 16 a sustainable way
created the impression that banking with the poor was not teasible on 4

commercial basis. Withoyt » Rovermnment subsidy, the banking sector was not
motivated at all 1o lend (o tlye poat

mmwmmm

I'wo Poneering NGO Mpls the. Ahon Sa Hirap, Inc. (ASHI In Laguna, Southern
Luzon; and the Negros Women for Tomorrow Foundation, Inc, in Bacalod,
Western Visayas) experimented with Grameen Hank replicas as carly as 1984
In those early years iy was belleved that Grameen replication was costly, heavily

HOon extemnal grams, and not likely 1o achieve financial self-sufficiency.
Non-Geameen Mris (Le, NGOy, Cooperatives, and rural banks) were not
Inclined 1o adopt the Grameen philosophy, ang considered thetr own systerms
and procedure for delivering credit to the poor 1o be hote sultable to the local
ventical of the compulsory
avings schome of Grameen singe they underscored the “lfectiveness of thelr
voluntary savings mobllization programmes. Although credit Coopuratives and
Cooperative banks admitted the weaknesses in their collection Performance,
they were Guick (o point out the dqlmdcmtdﬁfluwfm on externg)
Rrants, theit mited outreach, and their lack ot sustalnability. It took ayver 10
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Al the same time, they gave
especially those operating in ¢

MFLs the means 10 de

ul eff
he Informal economy. scuively with M

FINANCIAL LINKAGES IN THE PHILIPPINES

microfinance but whose microftnance portfolio is less than 50 per cent
| gross loan portfolio is classified as bank engaged in microfi
tons (BEMO). The box below provides an overview of the ypes

Intermedianies currently engaged in microfinance

Institutional and tinancial linkages with PCFC

- RMFP was a loan facility
e International Fund for

The liberalized policy environment gave MFls the autonomy to design theit
own microfinance programmes, It remains management prerogative to set the
Appropriate lending rates and loans terms, to diversify the MFl's financial
products and services, and adapt a given methodology to suit the clientele. Such
varlations may Include group size, rules of loan release, meeting cycle, and the
fespective roles of clientele groups and centres. Linkages with PCFC provided

ng the enterprises

Operations picked y
(1997-2004), PCFC has
and Informal finan

pin the ensuing years. After §
Vintroduced microfinance
clal Intermediaries in the

Yeans of operation

Criteria of PCFC levelled off the
Institutions (MFls) equal
8 o ts wholesale |

acility, PCrC

Bave all types of microfina
PCEC accereditation and acces

Using its Institutional credis
1o eligible MFIs of any type t

opportunities to seck
ending facility (see Box 11. 1),
extended capacit
strengthen their organ
nologles, and

appropriate |
¥. To address this prol
ally lifted the moratoruem

Miking technolo,

Y Lo reach the
e, BSP issued poo

Circular 271 serfes of

Box 11.1 Types of financial Intermedinries currently angaged In micratinance

(11 Rursl banks (RBs), private sharehalding banks with minimum capitatization

ranging from USSS8.309 in less developed municipalities to US$S 83 million

n the NCR. RBs ware croated by law primarlly to meet the normal financial

roquirements of farmars, fishermen, as well #s cooperntives. merchants, private

mm:-mmmmunumw.mm.ummmw

Fillping citizens.

(I} Thrift banks (TBs): private shareholding banks with minimum capitalization
ranging from USS1.17 million for these with haad offices outside MatroManita,
and US$7.29 million for 1hose with head offices within MetroManils. The
functions of TBs are similve 10 thoss of the commarcisl Banks only in smalles
scitle. At lewst 40 per cent of the TB's voting stock m required by 1aw 10 be owned
by Filiping citizens,

[l Cooperative banks (Coop banks) banks sstablished by peimary and secondany
lertiary cooparatives for the purpose of providing finenclal and credil services
o coopertives. Minimum capitalization smounts to USS$0 36 million tor these
ostablished n MatroManiia, US$0.18 million for Coop banks In other citles, and
US$3.64 millon for national Coop banks. The capital stock of Coop banks
should be 100 per cent fully owned by Filigino citizens

{ivl  Cocperatives (coops): registered and supervised by the Coopariative Devslopment
Authotity (COAL. the cooperstive’s primary objective is to provide goods ang
wrvices [0 its members. The reguired minitmum paid-up share capital amounts
to USS36 per cooperative; Coops are classdied in the BSP Manual of Regulations
a5 non-bank financial intermediaries (NBFI8) sithough they ame registered and
Supervised by the COA A cragit unton o credit cooperative 15 4 type of cooperative

that specializes in providing financisl services tn its members.

IV} Lending investors (LI} lending investors are linancing companies sstablishied by

20 or more lenders. Lin batrow money for the purpose of m-iending o purchasing
recewabies or other obiigations. The Lis minimum cagital sccounts rangs from
USS0.91 million to US$5.47 millon tor an imvestment house. Al jeast 60 per
cent of the combined capital accounts should be owned by Fillpino citwsms.

Source: BSP Manual of Regulutions for non-bank finaacial intermediaries, revised s
‘.an
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Adoption of appropriate * Institutional credit: a loan facility to finance Capability building
PCECY Rural St W’" Methodology a5 well as for expenditires or asset acquisitions related to the
Al Microentery programme.
':" Yy in chV:nnng‘::gmomﬂzfr:?um ;md m'.G ICrC m.:?;lel 10 accredited MFls are for financing the microenterprises
¢ mm:wr:\:leww for this Sudy - the Centre for Agncul':uurc d R Poat households. ‘Poor Household’ s defined according to the Social Reform
(CARD) and the R - Poverty Alleviation Act. Loan sizes for borrowers o nized In or
ural Ha g
"Poration (p S Mart from US$S4 and USS2,678 respectively. For individual borrowers,

Ucers .
v M"‘“ﬂt‘d GBA (Refer 1o
The negative attitude towards the Gnm«n”o:aeltmd b

GBA was mainly the regy)y of limired Informs

amven,
7 and the firsy 1o become operationally

and muncwly self.
= Sufficlent, also Inspired Mmany MFls 1 follow jry

lon of microfinance standards g PCFCy lmumuaml

Ining particy

lonal capacity of
worth noting ¢
n, mb Were

D skee may start ar USS 178,
Wihe

partner MFly 1o
hat, as a resupt of

sarting to form
has become the

The client decides on the Iype of project to be
dertaken with the programme partner advising in detormining the viability

project,
PCEC wholesales short., medium-, and long-term loans 1o accredited MFls,

M present, these include the rural banks, Cooperative banks, thrift banks, NGOs
W cooperatives that Implement credit Progranumes using any proven

e preconditions for PCFC linkage, and they apply to all types of MFls. To

My for accreditation and eligibility 1o avail of the PCEC credit line, the MF)
St pass the institutional, financial and lending performance criteria as well

" provide appropriate documentation.

Underlying the eligibility criteria s PCFCY atm of selecting trom among the
Xisting financial intermediaries those with a minimum expetience In

Mmicroenterpeise lending, the appropriate operating systems and procedure, and
the management and staff 10 run the programme. PCFC has opted to select the
‘Best of the crop’ that could create the greatest impact in torms of reaching

Once the POlicy measypes
Paved. ICrC Could enter Into linkages .,.:: :hr::: ::'d;:"'::ﬁg(‘mlﬁ:z‘ Mable 11,1 Terrms and conditions of PCFC credit lines ts microtmance insnitutions
R fnvestment creat Institutional creair
One year rovolving credit lines via
drawdowns
1 yoar T yoary
3 yoary 3 yoars
47 years A-7 yeary
Interest rate:  12% RA.DOC BOOUM o 1% sevies 3% Paper annum + 1% servics
charge chatge
Cradit lino
N MFl Based on evaluationvcred:t Needs  Based on evaluation/credit needs
Up ta P150 000 mmmmnmu

Sub.tcans 10
“#nd borrowers MFI

Collnteral Mainly promissory notes of sub. Assats 1o be acquited from e
hmelmwmm proceedn, it any

collnterat

PCFC -~ Aanust Report, 2003, -

‘POor th ditterant
Mlorey) rates; (i) demand.de; i o
micromnsurancs Products thag Cover all costy and righy, ;n‘:;n:::;mn S
+ "Mmm
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Flgwre 11,1 The PCFC linkage process

: partner MEls of PCFC. PCFC frsel
Partners Assoctations 1o extend thels

but also potential Programme partnes

FINANCIAL LINKAGES IN THE PHILIPP)
I

he key actors in PCFC linkage are ustrated n Figuee 11,1, 18 (st
fal Tinkage process by depicting the general flow of resources -
pal and technical assistance) from the investors to PCFC and down 1o
3 through the MFI-Linkage Partners. In 2004, PCEC had 6 Investors,
tner MFls, and 1.4 milllon active clients (see Table 11.2). POFC wi “
funds received from the investorn to the MELs who then retall to end-
h the assistance of mutual guarantee assoclations. To instil credit discipling
ensure collection of loans, the MFI enjoins the borrowers” mutual guarantee
tons to enforce collective responsibility in loan recovery, or makes the
L individually responsible.
PCFC has accredited seven partnier MFI training centres. Once the MFI
R centres are accredited by PCFC the MFIs are eligible for institutionasl
support from PCFC at the concessional Interest rate of 3 per cent. PCFC
the use of this loan for paving the salaries of MFI staff, the training costs,
as the equipment required tor upgrading of the MFI's operating systems,

es and impact

e number of active clients served by PCFC grow from 217,240 In 1999 1o

1.4 million in 2004, implying 4 compound growth rate of 36.4 per cent

o1 annum, The key reasons for the growth include: the [ncrease in the numbser

W partner MFly, from 143 in 1998 10 199 in 2004; and the outreach expansion

Of the partner MFls. PCFC loan portfulio ballooned from US$ 19,64 million in
M0 1o USSS1.35 million in 2004

tainability

e PCFC 2003 Annual Report stated that POFC has already attained operational
Melbsulficiency of 110 per cent with financing as its main source of income. The
Wverage return of equity duning the year was 4.7 per cent, and the income
d from operations could fully cover the cost of preferred dividends for the

A number of partner MFIs, particularly the mature ones, have also reached
ificant numbers of the poor and achieved operational self. LA
iy by the Microfinance Council of the Philippines, Inc. (MCPL 2003), of 14
MEF members (13 of which were PCFC partners) revealed that all of them
have achieved operational self-sufficiency: and three MFIs (two large and mature
MEL, and one small but mature MFI) have achieved financial sell-sufficiency,

i implication of this finding is that large MFls have the advantage of scale
oo but it would take several years of "maturing’ (during which the MFI
haned and adapted its microfinance technology to its environment) to capitalize
om this advantage in order 10 reach financial self-sufficiency. On the other
hand, small and medium MFIs can also achieve financial !

14N ALS

. e R Y
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went and PRBC 10 3.4 per cent as the portfolio of PCFC became larger and
fied with the pccreditation of new MFIs.

) Interesting Is thar PRECS outreach grew at a faster pace compated 10
O CARD-MARI's. The growth of PCFC's total outreach was powered both by
pital expansion (Le. increased number of partner MFIs) and by vertical
sion (L.e. increase in the number of active clients per MIT), especially
niy the tast-track approach of MFls ltke PREC in reaching out to significant

of the poor

| |
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provided they adopt a cost-effective lendin
% methodol t
through the process of ‘maturing’ as well. e

Penetration

::ﬂre(r :hn: Ity partner MFls managed o penetrate more developed areas m
infrase mc:‘u l’°°";' areas. The main reason for this was the existing
o fe and the fact that new MFIs tended 1o start operations in e
¢ microfinance was already visible, Le. new microfinance Initiatives b
SPRUng up in the same areas where CARD has achieved success. ves i
Providesan o elationstips with individual MFY are concerned, Table 1 JEesions
(Centre for Agricuiture :en:“:::::' lu mn:m':;::j :{‘Fl o CARE " ¢ future of PCFC linkages s very much contingent on the uptake by
Institutions) and PRAC (Producers Rural Banking ¢ Utually Reinfo pretal banks and government financial institutions of the wholesale
I8 presented in relation to the overall performar. Corporation), Their outread Ming activity. Ideally, commercial banks should take over the role of PCFC as
cant be seen n the table, for 19981000, ot ot e C G PartTer MFLs, A der of wholesale funds to retail MFls. Likewise, larger and matured MFls
s one-third of PCRC'S total outreach it have reached financial sustaimability could engage in wholesale lending
ermselves or franchise their microfinance business models and, henceforth,
sl outreach expansion to the less served areas in partnership with smaller
MFls as credit retailers.
But commercial banks may not yet see the situation as being ripe for their

Table 11.2 CARD M ’
Al and PRBC outresct in rolation to total PCFC outreach Hervention. Some commercial banks have participated in the PCFC

Type Number of Outreach Lo picrolinance programme through their subsidiary thrift banks, but still their
MFls % factive clients) (PHP m:,l:: microfinance portfolio is negligible compared 1o their total portiolio. And while

Ne. % fotal No. % otw  Amourt wommercial banks may have funds for wholesale lending, the fact that the

Rural banks 83 . ount % torse microfinance portfolio of the entire banking system constitured less than 2 per
Choparithes = ;; 7 468672 335 135896 47 oent of the total bank resources indicates that the microfinance sector is not yet
NGOs J a 17 2‘ ; 32-5'5 0.0 310,49 108 prepared to absarb substantial tunds from commercial banks, PCFC has seen
Coop banks 34 i 238.::: 4.7 19832 278 the need to consolidate its partner MFIs and further bulld up their capacity so
Theift banks 3 1 '5 25'105 < 329.33 14 that they may grow into Microfinance Mega Centres (MMCs), which might be
Lending |mestor 1 0.8 d g 18 71.59 25 more attractive for commercial banks and government financial institutions as

A Total, 2004 0 chanmels of their wholesale funds.

PCFC 199 1000 1. In this light, three options are available for PCFC's future development: (1)
CARD-MRI 2 I f??fﬁf log.g ?'ﬂ; "872 100.0 increase the credit line of existing partners; (i) consolidate partners into
i LF ! A6 34 1027 o Microfinance Mega Centres (MMCs) clustered around a lead MF, and build the
Pcrc lmm 1 capacity of MMCs as wholesale lenders of PCFC funds; and (1) reorganize
CARD. M. 1908 4 ?I 100.0 70,728 100 754 8 100 PCRC into a Credit Bureau for Microfinance. Option | has the least incremental
PREC. 1999 i 20617 29 B279 110 impact on MFls like CARD and PREC - two partner conduits reviewed in this

€. Compounded annual 2919 46 7.45 1.0 study to examine the linkages at the MF level - as deposits of both MEfs have
wrowth mie % grown tremendously in recent years, Option 2, or Option 3, ar both, would be
PCFC. 1998-2004 i highly beneficial to MFls in general as these options will open new opportunities
CARD-MRI, 19982004 326 2%.0 for outreach expansion in areas where there are few or no banks, and for
PRBC, 19992004 9.9 42.0 upgrading microfinance lending systems to meet the financing requirements

91.8 of small and medium enterprises (SMEs),

s«mmmwﬂmm.zmsmm;momhm.m“ The above options are a means to an end, and PCFC s o means and not an

2004,
Producers Rural Banking Corporation. 2005, end in itsell, Whatever option PCFC takes in the future, if its moment of
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usefulness passes, that may dictate that it should close down, However, th

emergence of now and especlally commercial funding sources could be taken.
vindication of the initial decision to set it up,

PTER 12
ling the outreach of Rwandan

iple’s Banks to the rural poor thrpugh
age savings and credit associations
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ol for inicdertake successful economic activities, this population mmp(d ) ::' .'
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ooy, thus bringlng many into the financial mainstroam. This chapter exple
arighns, mechanics and outcomes of this untigue refationship.

Bangko Sentral ng Piliptnas (2008) Clrculars 11y RSP webpage: www.bsp.gopv.phi.
Nattonal Credit Council (1997). Nattional Strategy for Microftmance, DOF webpage
www.dot gov ph,
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e e Republic of Rwanda Is a small, impoverished and land-locke

ity In Central Aftica. 1t s surrounded by the lktpncr.:lk Republic rjm
\ 41, Taruzania and Uganda. Tts votal area is 26,338 km’, of which 1,

‘.'. sosed of bodies of water. The country has an average altitude of az;
L7580 m. Its maln crops include beans, bananas and tea. Its population in
Wils estimated to be 8,128,553, with a population density of 321 lnhabttmnlw
i, ane of Africa’s highest. The prevalence of HIV/AIDS increased substantially
s the 19908 - partly because of war and genocide, the most ptdn:l;:
.“ mal event in the past decade. from 1.3 per cent in rural areas in 1986 1o
P at present. _
n::a“mh it now a teilingual country, where Kinrwanda is spoken by nearly
veryon mmmmmmmmumwuuommm“m“
s mmmwmmm«wmm '
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national French-speaking school
English Is spoken by those many
and returmned after the genocide,

English in this chapter,

system following independence in 1962
Rwandans who grew up in exile in Uganda
thus explaining the mixture of French

qubymlan‘sMblm

Rwanda's financlal system is composed of the central ba

dis Rwanda (BNR), plus 6 commercial banks, a network «?!kl:;.:‘:;:?:mhm
(Bungues populaires, essentially credit unions), o few (the exact number §
inknown) rival netwarks of savings and credit cooperatives (COOPECS) ;
other multilateral financial institutions (MFIs), and & large number cprrh:n
thousands) of small ‘savings and credit assoclations’ (SCAs), essentially vlllap‘
banks, with linkages to the people’s banks. the COOPECs, and sponsoring N¢ i(s;

like CARE. The SCAY I a
sl gl nkage with the people's banks |3, in fact, the subject of

mmmupmmmmm

Since 1995, the pertod when banki

NE activities resumed aftes t
been marked by reotganization of e

existing institutions that

during the war. Because Rwanda's policy-makers agreed lhw:'t' l:clf:&t:;tﬁ
constitutes an lmportant part of the country’s paverty reduction and economic
development strategles, several MFs were set up. Thelr creation, which was a
Kgood Idea, dertves from the fact that Rwanda is In general a very ;mm count
especially in rural areas, and that the majority of Rwandans have low mmm'zs.
and do not have access to the classic financial svstem. However, a problem of
lack of professionalism in existing financial and microfinance m'nnuunm and
Inadequate supervision Increases their risk of fallure and loss of mstmﬁm‘

m:n‘ of 2002, as previously indicated, in an attempt to improve MFIs' opetations,
INR bssued directives regarding the microfinance sector, The new regulations

were welcomed by all actors and stakeholders. However, the new regulations
pethaps oo hastily prepared - create some major difficulties tor small MFI;.
such as: a requirement to pay US$9,300 into a frozen sccount when applying for
registration; the difficult (for barely literate people) format and umdtzme
required for submitting reports; and prudential ratios that are difficult to achieve

(for example, the so-called ‘creditworthiness’ ratlo: all MFIs must have equi
capital equivalent to & mintmum of 10 per cent of their assets), e
As 0F 20 May 2005, & total of 206 MFls had submitted applications to BNK to
obtain registration (BNR. Banking Supervision Department). These Included
148 people’s banks and 58 other MFls, of which around 40 are pan of the
Rwanda Microfinance Forum (KRMF), whose principal mission is to lobby for,
and bulld the capacity of, its member institutions. mwwmmwumf

112 people’s |
people’s banks and nine other Institurions have been approved. Thete are

-

EXTENDING THE OUTREACH OF RWANDAN PEOPLE'S BANKS

Other institutions that have yet to request approval from the BNR These are
hard 1o detect, often setting themselves up spontaneously without
ity studies or market surveys, lacking effective management and conteol
pols, lacking supervisory and technical support systems, and hence have 4
Righ risk of fallute and. in tact, often disappear just as suddenly as they appeared.

Motivation for creating linkages

Dver 65 per cent of Rwanda's rural population are poor and their principal

activity is farming. However, their firms do not produce even sufficlent food for

family needs. The main reasons for such insufficiency are the vagaries of the

woather, the ongoing subdivision of land into smaller and smaller units because

of population pressure, soil degradation, non«use of agricultural inputs, and

ineffective supervisory and advisory structures for rural producers and rural

institutions. Despite having the physical capacity and even the professional

skills needed to undertake successful economic activities, this population

completely lacks investment capital,

Until recently, no financial or MFIs reachied the poor for several reasons.
Such people cannot provide material and financial guatantees, and in some
cases are Mliterate and theretore unable to write up their projects and plans, or
even {1l in Joan application forms. The MFls that finance this sector of the
population are mainly the ones with a social vision that devote o great deal of
fime to mobilizing, training and educating their customers, such as CARE/
Rwanda (n the provinces of Umutara, Byumba and Kigali-Ngali.

The financial link, which aims to allow the rural population to have access to
financial services, launches a dynamic development process in rural arcas by
enabling revitalization of the farming sector, and the freeing up and
monetization of rural arcas in general, Consequently, it opens up various
sconomic opportunities within and beyond the farming sector thar people may
take advantage of, In this context, CARE/Rwanda, in {ts economic security
programme, tries to help households, whose members belong 1o associations
that are excluded from the classic financial system, to have easy and lasting
Wexess to rural financial services.

People's banks and savings and credit linkages

- CARE/Rwanda has for several years been developing its CLASSE-Intambwe

avings and loan methodology as part of its poverty reduction efforts among

pids in mural arcas of Rwanda, CLASSE-Intambwe seems to be an

ppriate response for mobilizing and structuring grassroots communities in
order to unite efforts to fight poverty.

This approach focuses on:
* the economic security of the most marginalized houscholds;
*  HIV/AIDS and ity consequences;
~access ton for the most marginalized sectors.

(M)

-
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CARE/Rwanda has organized

. farget |

Savings and credit associations’ 15(‘meummm'.mm self-hielp groups cal own MFI network 1o provide the financial services. However,

Marn depositing weekly savings into an I::: m.:r:y X tier's and g them 06/2002, lack of project funding and practical considerativn of

enables kitty membyers atfiliated to it 1o “::mm:m fund. CLASSE-Intam term sustainability made it reconsider the alternative of partnership

Acress 1o unding from their 'kitties’ ang ::‘ svings and have reguf existing financial institutions, i.e. the people’s banks.

(KGAs) SO 1€ generating activi ', * The people’s bank network broadly covers the entire country and has viable
mfrastructure even in rural areas. it is able to nspire confidence regarding

the risk of thefr, and above all the professional financial control exercised

by the UBI'R constitutes an additional guarantee in the public eye.

Individual people’s banks and financial links with SCAs

farce at the time which iy ' "
pulated that any Intervention in a rural area had to by Eleven people’s banks, including six in the provinces of Byumba and Kigali-

Ngali (Buliza, Buyoga, Kinihira, Muhura and Ngarama), operating i the area of
The evaluation carried aut at the end of 1} the ECOCOMF project, and five people’s banks in the province of Umutara
1€ pllot phase of the ClASSH (Kabarore, Matimba and Nyagatare) in the ares of the CLASSE-Intambwe project,

have financial linkages with SCAs via inter-groupings. The 11 banks, thelr
location and a summary of SCA and inter-group linkages, are shown In the

Was et
ora) e thUS purpose with the Epargne sans Frontiéres (Savings withoug Table 12.1 bel
I ow.

Borders) Network (RESAFI)
 which provided external .
balance remaining at the end of the Project was used u: st:::::::n’:l::‘:o’:d "

'lntwmnplnp', ™
© Feklonal, federative inter group coordinating bodjes Linkage structure, management and operations

formed by a number of ClLASS
. E-Intambwe m
8"";8"!”“( locality. ember associations in a certain Management of the financial linkage Is governed by a memorandum of
Jespite its limitations, and the eLrors no understanding (Mol)) between CARE International in Rwanda and the UBPR.
ted o
POt phase. the revised CLASSE-Intambwe Mt:x:?l:m implementation of the This memorandum of understanding defines the responsibilities of each party
RY proved 1o be a distine involved. The operation of the financial linkage can be easily understood by

advantage for Rwanda
oy 10 mobilization of local savings and examining the diagram on the following page (Figure 12.1).
The actors and their responsibilities in the linkage partmership are summartzed

s follows,

CARE/Rwanda

* Make available credit funds amounting to approximately US$90,000 to
participating people’s banks on behalf of assoclations brought 1ogether in
their respective Inter-Group Bodies. Such funds are divided between six
project partner people’s banks. The portion allocated 1o each bank is paid
into an account entitied “CARE Credit Fund’, which will be opened in

cach people’s bank.
¢ Provide technical training in accordance with the requests and training

needs of SCAs and Inter-Group partners.

* Train UBPR technicians and partner people’s banks in CLASSE-Intambwe
methodology.

* Work in close collaboration with Inter-Group Bodies to ensuro that they
comply with their contractual obligations, especially regarding the
monitoring and recovery of loans granted to member assoclations.

a . . e 1 . - " (

mobiiization of local savin votal
B and sociul ¢
factors on which the link is buily e -

. ’,
The NAR's Regulation 06/2002 forbids any natural person whao s not

proved Incompetent 1o deal with finane

: wial management permi
the population 1o tum to people’s banks, which a;: e s
professionally Mmanaged. Because CARP has mw'mwuch Sy
worldwide In rura) finance, lmmdmcymdm“wmm
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. 2 Peoples’
e 1 Banks
(sea D7 e a
—
Nature of Responsibilities:

CARE provides URPR with & revolving credit fund entithed ‘CARE Credit Fund’
URPR muanages the "CARE Credit Fund'

VIR exercives financial control over the *CARE Credit Fand” ot the 01 level
CARE supporty the inter-group bodies through traiming

The B8 provide Bnancial reports on the credit tund 1o LBPR

e SCA opets & term depostt account in its peoples’ bank

The SCA submits o loan application dossker to ity Intes-Group body

e Inter-Group body analy2es the SCA loan application

he Inter-Group body subemits approved loan dossiess ta the People’s Bank
10 CARE arganizes, structum and trains the $SCAs
1L The B grant the loan from the Credit Fund o the SCAs
12 The SCAs ropay thelr loans o the B
UL The BI's grant 30% of interest recelved an the Credit Pand to the Inter-Group Body
Figure 12,1 Linkage between savings and crodit associntions. ntergroup bodies.
ndividual people’s banks and the Union of People’s Banks m Rwandas

O I R

Inter-Group Bodies
* Analyse, sign and forward the projects and loan applications drawn up by
SCAs to people’s banks for their consideration.
* Monitor use of loans granted by people’s banks 1o SCAs, ensuring that the
are respected.
banks, ensure recovery of loans granted to

o On bebalf :
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Promptly submit regular monthly ¢
microproject sctivitjes, '
. Evalunlumlmnuwmemwmmwehymnmldmla mect

and activities to support their strengthening. " N
* Submit monthly reports to
(Comité de Développement
departments) on the
purposes ).

cports to CARE regarding

women’s coundls and district auth
Communautaire (CDCs) and soclal affales
state of progress of activities (for Informatiog

Unlmalhoph'slmhlnM(M)

: ;mmn'tm the management of CARE credit funds by people’s banks.

"l:g': ¥ CARE with a summary of the quarrerly reports on loans grante

Oan repayment status to assoclations by people’s banks within t
framework of the project.

*  Assure that this agreement Is ratified by each people’s bank.

Partner People’s Banks:

* Open term sit -
iy deposit accounts in the name of each prospective borrower

* Analyse and decide on SCAS’ Joan applications within the scope of this

Agreement within 15 days of recetving them from the Inter.G;
Prepare and SIgn loan contracts with SCAs. o R

:zlcase loans for the contracts signed
* Monttor debtors and regularly inform inter-G poan
roup Bodies about y \
due dates (at least one week in advance) and overdue accounts, To a:‘:

effect, the bank will prepare 3 %0 be v
Bodies, the UBPR and 10 CMH';""" sent monthly to Inter.Group

. l{nmduce effective loan monitoring and recovery methods to the Inter.
Lroup Bodies In order 1o Improve thelr dealings with partner SCAs

* Pay commissions to the later.G
“Group Bodies in accord
Ikt down in the agreement. P ance with the terms

CARE-UBPR loan policy

The Intention s that the 'CARE credit fund’
made avallable to the A
Will be gradually replaced by the people’s banks own funds at i

Members of SCAs may also become ¢
nembers of a partner
associative or individual basts, | they so wish,

The sums borrowed must rve to strengthen
and/or deve
cConomic activities, The activity should be profitable, hana.dlmhmbp o “a:::

EXTENDING THE OUTREACH OF RWANDAN PEOPLE'S

market and generate sufficient revenues to pay back the principal
tesl. Genenally speaking, loan eligibility conditions are those
ople’s banks. This means that SCAs targeted by the ECOCOMF

* be members of an operational Inter-Group Body and a CARE partner. This
entails adopting the ROSCA system In accordance with the CLASSE-
~ Intambwe model and being up to date with subscriptions;

be an ordinary and active corporate member of the people’s bank;

give proof of irreproachable moral standards, notably regarding respoct
of previous commitments and have no prior history of unpaid loans;

* Dbe made up of at least seven persons aged 18 years or over;

® Dbe an SCA governed by current Rwandan legislation, recognized by the

competent puthorities and in compliance with thelr byelaws and intermal
regulations:

* present an economically viable project:

* provide a jointly and severally binding guarantee signed by all members,
without exception, of the SCA requesting i loan.

The maximum amount of a loan is determined In accordance with the people’s

3 policies, For project partner SCAs, the maximum amount 1s set at USS930

for the first loan.
* Each SCA must constitute a mandatory term deposit that matures on the

same date as the loan obtained from the people’s bank. The interest accrued
on the term deposit is paid on maturity and may be capitalized.

® All or part of the deposit may, if nocessary, be used to cover unpaid loans
after implementation of due diligence. Such deposit is selzed 15 days after
formal notice if no satisfactory response Is forthecoming.

* When the loan is compietely repaid, the savings plus accrued interest is
returned 1o the SCA, which decides how it will be used.

Loan conditions are the same as those applied by the people’s banks:

* The maximum repayment period is 12 months, with the possibility of 4
grace period, depending on the nature of the project to be financed.

* Accrued interest is paid with each loan instalment.

* The Interest rate on loans corresponds to the curtent people’s bank rate.

Remuneration of Inter-Group Body deposits

Fach Inter-Giroup Body must also open a deposit account ut the partner people’s
bank. For provision of technical assistance services (preliminary analysis of
loan applications, monitoring of associations and loan recovery), Inter-Group.
Bodies will receive 30 per cent of the interest paid on foans granted to member
awociations, whatever the source of the funds used to finance the loan might
be. A statement of the commission must be drawn up monthly and communicated
o the
Commission iy paid on each loan repayment.

CARE and UBPR ar the same time as the other repe
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Results and impact
12.2 Pecple’s Bank-SCA loan summary as of 300905

CARE/Rwanda has worked v .
Coordinating Bodies in lhc“l'l:‘:lcl:h; h)‘.m 10 argantize SCAs and Inter-Groug s Numbetr Numbert Tow! Amount  Guarantes Capital Quistanding
methodology iy being used. In lac provinces where the CLASSE-Intamt of SCAs 0of Loans Granted (25% block  Revmblrsed Halance
SCAs, supported by 19 nné::;::'pasn::;;w" Ill‘lhe N . cver 1oy o i i
s, exist
Rwanda. With the size of groups reportedly .,‘.ml:.:,:::::r;:' "(’":h*“" 53 23 12,341 3,085 5.354 6,987
this means that somewhere between 20,000 and 10,000 -| osiabay, . 130 36 16,386 4.096 6,268 10,117
mobilized by the three CARE projects. In prinicipal, all sroups o Ve e e B2 16 22,847 8.712 5874 16,978
Accounts in their respective people’s banks ENATE NP oW Bve s ngari 12 10 9,310 2,327 4,120 5,190
apened persanal, individual ace  ANG many group members ha s 148 28 19,877 4,969 9,046 10,831
mainstream, : counts, thus bringing many into the financial 0 186 33 16,046 4,012 4,016 12,030
The linkage’ _ mba 70 27 19,923 4,981 4216 15707
L m“‘:fl‘; ; “"‘:"“"‘"::{:tbt:::' bank membership, savings, loan and asse ama 97 1) 19,023 4,796 6,845 12.178
wariiary (see. follimet profitability, etc is not clear, as shown in the statistical fae 35 17 1027 1,932 3.116 4612
with $C'4 N§ page) of the three banks whose linkage « Mo 15 11 10,241 2,560 4,427 5,814
} SUAS were researchied. i ndo 153 28 17,180 4,295 7053 10,027
Yet, If the banks ¢ ‘ ~ ' 07 :
S can eventually serve o majority of the 20,000 to 30,000 and L1l 981 280 170,901 2.725 60,434 110,467

| ——

Pource; CARE/Rwanda, 2005
Wachinnge used 1US$=537 Rwandan Franch Francs

:: ;:: ;;cm'?::': mw:llm and bring large numbers of them Into the malnstream as
| LA k members, then the methodology will clearly have been a success.
hm:-:: ;:un :n ‘::::.:ncr Of the SCAs have recelved loans so far, but repayment has
il per or these nnml on the sample of three people’s banks, however,
A appear that the CLASSE-Intambawe group methodology s having a

' ‘ ’
‘n"‘ﬁ" (‘"(‘(‘ on "'( tu"kl 1)“‘." 'J'l“ as "",w“ “' 'I 1144 lu‘z
l l'pll\ me "t " m

The following Table 12.2 shows the
CARE'S Credit Fund a little more than

On the People's Banks

The impact of the financial linkage on people’s banks 15 not yet very discernable
hocause the majority of SCAs are now taking out their first loan. Few have
pmbarked on a second loan, taking into account that the maximium amount of
the first loan is approximate USS930, In terms of absolute value, this amount i
smail compared to the maximum amount of credit granted by people’s banks 1o
private individuals.

Nevertheless, the partner people’s banks have begun to experience an increase
i their membership, and their aim of rednjecting the savings collected into
the rural economic circuit (s gradually taking shape and I8 actually being

status of loans granted to SCAs with
A year Into the programme

oy ———
" 4 achieved, In addition, the matenal guarantee {(collateral) requirement no longer
=~ 1 hinders access to financial and non-financial services thanks to the spread of

tisk among SCA members. Consequently, their atm of reaching the poorest, and
e —1 their plan to finance rural areas in order to contribute to poverty reduction, has

# good chance of succeeding by means of this financial linkage.

Baz 12.1 Example on savings and credit sssociations

The account given by the Duteramnkunga/Kibontdo SCA in Umutara Province. with 25
membars. of whorm 19 are women and 5 are men, provides some lnaight into how theis

Bp et B W
-
|

in

— SCA's emnings increassd. This mssociation took out a loan of USS1.000 from the
' Wabarore peoghe's bank which it invested In buying and resalling sorghum. After payment

"o ol the peincipsl and interest, the remaining profit stood a1 US$A00. The same essociation

socived ¥ fonn of USSZHO whwch 1t used 1o buy @ mabite phone to bo himd out. A
calling card purchased tor roughly US$37 brings (n average profils of US$20 per

xar
Figure 12.2 Overall loan repayment rates
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Such training, wh
10 give them rechnica) expertise, Is likely to have & long-term ;xﬁiuvekll:n

fegarcing the future management of A
Of products developed by them People’s banks and In terms of innova

WWMcMﬂmbﬂm

‘2::; 'n:c'r;t :dn:;:lc mllpavt Is likely to be the strengthening of soctal capital ax

; onal revenues generated by the groy loan rece [

People’s banks, which (s allocated to vanous social |‘7:n mct:{ ;;1:“' o

Aght lllustrates this. ' ety

The immediare outcome for SCAs ong'
abo includes the growth of associa

: tiong'

:;:;t'n:n thanks 1o the leverage provided by loans recelved, learning to set up

fcome-generating profects and securning of thelr assets. R

On Peaple’s Bank members/eustomers

The Impact of the finang

the Impact reated by the lwum‘: ?::»::::::::;:ZI::: ;';: "l,::’;:l‘)' liﬂx“ml'd e
qu rom a partner People’s bank serves to strengthen the lcmm:uzo::: oy
n'uununu- with their methodology, the sum received Is redistributed a::' .
the members of the arganization in the form of & loan, but at a higher rate ol‘

Interess than that churged by (e e
interest of the local omm::um m or o 11 general, the tnternal rate of

fate at people’s banks

m-sl researchens by nearly all the SCA members enc(‘mmeml
naddition to income Browth, establishment of the linkage also neourages
Accounts, Consequently,

and/or use It for unnecessa
spending are positive results artsing from u::

On the financial sector

Mhe primary impact of the Hoanclal iy
! ; 1kage on the Rwandan fing

Integration’ of (he tormal ang Intormal financial ut:::mu
compartmentalization and imbalance between the formal and Informal &;uun:
sectors in Rwanda truly hindered “eonomic development. Theretore

establishment of a financial linkage between SCAs and I will obviously
promote increased interaction between the two sectors.

EXTENDING THE OUTREACH OF RWANDAN PECPLE'S HANKS

The second impact of the financial linkage concerns the contribution of the
financial sector to the national poverty reduction strategy. Indeed, financing of
fural activities by the formal financial system will entail revitalization of farming,
the freeing up of the farming sector driven by entrepreneurial spieit among
fural dwellers and development of economies of scale. These new elements will
undoubtedly have a positive impact on poverty reduction efforts in Rwanda,

Macro level impacts

Fenetration of rural areas by the formal inancial sector, with sultable financial
conditions, therehy leads to an increase in the degree of monetization. Such
Increase facilitates exchange of goods and services, and as a spin-otl, monetary
clreulation speeds up and macroeconomic advantages increase. Indeed, In the
medium term, taking into account the economic context of Rwanda, success of
the financial linkage between SCAs and people’s banks, and/or with the financial
sector in general, will encourage development of commercial centres in rural
areas and lead to the creation of basic infrastructure (roads, schools, healtheare
centres, etc.) and recreational facilities (sports fields, motels, cinemas, etc.), Such
development of diversified economic activities will obviously lead to entichment
and development of the national economy, which s the ultimate Indicator of a

country’s degree of development.

Conclusions and key lessons learned

The financial linkage being described was canceived as an attempt to trigger a
dynamic process to integrate the rural population Into the formal financial
system, which obviously opens up more profitable economic opportunities
than informal financing. How far has the programme gone towards achieving
this objective?

While the programme is still in its carly stages, the rapld progress and
Impressive achlevements to date tend to confirm that It s an effective way to
bring the rural poor into the financial mainstream. The financial linkage has
facilitated and set in motion access by significant numbers of the pootest to
financial services. It should be barne in mind that less than 2 per cent of CLASSE-
Intambwe SCAs had a bank account before the linkage was set up, compared
with a current level of approximately 90 per cent. It also should be noted that In
addition to assoclations opening deposit accounts to benefit from loans from
partner people’s banks, association members also gradually are opening personal
accounts to keep their own personal funds safe. Therefore, the financial linkage
has definitely led to interactive stimulation between banks and rural

populations.
_ mmllmmmm.wmummmm
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coandinating bodies. Less than o the ‘

from the CARp funding, mh‘l.:‘o;: l::’:r;;:.::: :m ,:,’:::::::mw taten autic ‘ for additional st

cent in this youny Programme. The Programme |5 h.m.ém:'n::::’ v Visdle all this success early on s heartening, the programme needs 10 e

. Miltored aver the next few years 1o ascertain If it works as well once Kreater

I attained. Some of the areas that need particular attention as the programme

pands are perhaps the following;

- * Gendet breakdowns to distinguish behavioyr,

* Monitor repayment of differem types of loans

* Lost the programime to enable calculations on becoming sustainable,

~ The last point i particularly important, because the current study made no

PrIO ook at costs versius benefits. Serving the remote, rural poor by linking

! assoclations to professional financial service providers like Rwanda's

much more important 1 the poor than ity cast, The Problett of aceess to cre 8 PROPIE’s banks seems an effective way of providing services and transitioning

Pople into the financlal mainstream, The question s, at what cost? he author

Another lesson that would seem clear fro
m thiy experience Iy fury
confirmation, if i were nesded, thar the Poor do not have Rreat difficulty payi
ashigh as 10 Percent interpst Permonth on e subloans they receiveyd from ¢

Customers and their needs and producy flexibiliny, ﬁmm than 1} Of this chapter beljeves that, while such approaches will never be strictly

Itis well-intentioned bt misinformed Public servants thar gy - M::rmt >, Wistainable they ate still worthwhile Investments by development agencies
' - uen ise o . ¢

alarm thay Interest rates ape 100 high to be affordable by the Pﬂz: w,“_.::‘ if the Because of the hundreds of thousands Of poor that are Nited out of poverty and

nstreamed” by them, In theory, the mvestment need be made only once,
then the Broup coordinating bodles would presumably be phased out. as
the population graduates oyt of Poverty, Human nature belng what it is, however.
It likely that once sMarted, the 1Gs may well take o a e of their own, and not
WAnE 10 coase operations when their onginal goal is Accomplished, If so, they
will need 1o Identify a new goul to achieve.

Mmmmmwmumm

Those wishing to emulate Or adapt CARE's CLASSE-Intambwe methodology 1o
atfect poventy-reduction n their UWn countries should be aware of the
Preconditions necessary for It to work properly:

¢ There needs 1o be a wide Network of ruzul-based financial service providers
(credit unions, banks o MFIs, preferably, it pethaps NGOs as well 1o
provide the professional Hnancial services (term deposits and loans) that
Are the key 1o success, Suld service providets should be no more than a
day’s walk from the ultimate borrowers.
There must be 4 Lompetent and sutficiently funded NGO or other
Organization capable of Creating, nurturing, training and ncouraging
the institutional development of the village assoctations and the regional
Imet-Gmup Bodies, wha in addition must be capable of and willing 1o
ASEISt in loan follow-up and recovery
The legal and regulatory framework should encourage this type of
Approach, or at least not disallow it.

* The Inter Toup Bodies, which have s
) Kreater knowledge of the SCA
their membery, PLAY an import intermediary role between ay Munm:::nd
that is Fequesting a loan and the people’s bank that is Rranting iy,

Intaminwve 5cA Members compured with their nelghbours who are Not membery,

CARE'S expertence In the field, hacked up b
Cerainly proved this. POy many eyewitness accounts, hay
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CHAPTER 13

Linking with savings and credit
cooperatives to expand financial access in
rural areas: a case study of CRDB Bank in

Tanzania
Gerda Piprek

Abstract

The case study reviews CRDB Bank, the fifth langest commercial bank in Tanzania,

and its desire to do “something positive’ about the majority of Tiszanians aliesated
from the commercial banking sector. Although this appedars 1o be a story about
CRDB's level of corporate social responsibility, it may have more to do with a smart,

forwand thinking bank strategizing to the deal with the inevitability of o saturated
frigh-evdl, wrban banking market, The author describes CRDB'S strategy of Hinkistg
with Savings and Credit Cooperatives (SACCON) as o way 1o cost-effectively increase
the supply of financial servicex in the rural countryside. Some of the findings from
the studdy are that there must be the willingness and commuitment from management
to enrter the lower-income imarket, to make a large upfront investment into the model

sinted to harve @ doweg-term vision.

Introduction

This study atms to provide a description and critical review of Cooperative and
Rural Development Bank Ltd (CRDB) and its microfinance linkage strategy
with selected savings and credit cooperatives (SACCOs). CRDB Is Tanzania’s
fifth-largest commercial bank. It was established in July 1996 and has launched
Its microfinance initiative in 2001, Since its inception, the mictofinance unit in
CROB has grown rapidly and today serves more than 78 000 clients through
157 partner Institutions,

The study is of particular interest given the challenges and importance of
rural finance in Tanzania; the political and economic transtormation which
Tanzanka has undergone over the past 10 to 12 years; the resulting transformation
of the finuncial sector (iIncluding SACCOs); the highly successful transformation
of CRON from a state-owned (o a privately owned commercial bank: and the
hature and scope of the linkage model,
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e improving, the infrastructure in rural areas reLAIns poor. Mu for
ultural goods are underdeveloped o nonexistent and there is limited access
finance. particularly for subsistence farmers. This underscores the imp;mc
o alleviation programmes and initiatives in rural areas. These dudrm
development of rural farmers and assoclations. and improving access

al services for the rural poor.

The study sets out to examine the maln constralnts to rural Anance
provision in Tanzania, and alms to: identify the important preconditions fo
this type of linkage to emerge; identify key design factors of the linkage; eval
the impact of the financial linkage at the institutional and client levels; an 1
draw lessons learned for possible replication elsewhere.

Overview of Tanzania
Political overview

The period under Jullus Nyerere - also known as “Father of the Nation' —

he financial sector in Tanzania

1991, the Government of Tanzania introduced financial sector reforms in

e-party @ with the broader economic refarm policy aimed at uhenltuum‘l (;:‘hk:
ke cane 10y and s e R o et O y. The main goals of the financial sector reforms were to enable

rule came to an end In 1995 with the first democratic elections held in ¢ '_ aperate on a commercial basis by allowing private ownership a;:d de'd;::ﬂr
country since the 19708, President Makapa, elected in 1995, (s heading the nee on an institutional level. The key components of 'f“ 't o d
Tanzanian government today. Iberalization of interest rates; elimination of directed credit; res Wm m:‘s !

The Tanzantan population represents 130 indigenous tribes, and a small o financial institutions (including CRDB): encouraging mgol
number (1 per cent of the population) of Aslan, European and Arabian Brivate ownership: and strengthening the regulatory and supctvttr':z‘ Ry
descendants. The main indigenous language Is Kishwahili (Swahill), with the Bank of Tanzania. In 1996, NBC was subdivided into a comme e
English as a second official language. The historic Arabic influence remains in BC. and the National Microfinance Bank (NMB), and CRDB was restruct
Tanzania through a strong Muslim following (35 per cent matnland and 99 per o privatized.

I ' .z " |

institutions registered undet the Ministry of Cooperatives u:'d mm‘:
poarest he Act applies to all types of cooperatives, be that an agricultur r;mc:
Tanzania ranks as one ol the countries in the world, Despite various B o0, The raain principle estsblished by the Act wes volun
ecanomic reforms and strong growth In GDP over the past 20 years, by March 4P asieis : """.'
2005, 60 per cent of the population was estimated to live on less than USS2 per - Hm‘ e camas s 5 e '“‘,':'" ""?n"::"m
day (http//mictofinancegateway.ong). ¥ e e AR ‘: e pu."q
The structural adjustment process plunged Tanzania Into a period of serlous B tioration with the dunotmmr mm‘munm, vk A ': z“’:md"" polcy
economic problems from 1992 to 1995, but the new govermnment, which took ' ulation process thit started with a national T ?um : {m t
control in 1995, adopted an economic recovery programme from 1995..1998, RE jonal Microfinance Policy was discussed by !lfkl:h(i' Dhime
supparted by the Enhanced Structural Adjustment Facility (ESAF) (DFID 2000), Approved by the Government in 2001 (Randhawa nnq (aullndo 2 sgbigel
Continued donor assistance and the introduction of solld mactoeconomic reflects the government's recognltion of e s
policies have resuited in an increase in Industrial production and substantial part of the fisancial sector -
growth of the mining sectons from 1995 onwards. The economy has been The policy led to the Microfinance Companies and Micro fes (under the
growing steadily since then and registered a GDP growth rate of 5.8 per cent In flegulations of 2004, which govern microfinance compan und
2004 (CIA, 2005) with totl GDP for 2004 estimated at close to US$24 billion. supervisory authority of the Bank o { Tanzania. as well as the s“‘?:. nd Cred
Inflation dropped from a high of 30 per cent in 1995 to 5.4 per cent in 2004, Cooperative Societies Regulations and Financial Coopera mc’m'd“
An estimated 80 per cent of the population lives in rural areas, which is then Hegulations of 2004). The regulations on savings a M “‘:::h coopersts
also where the highest incidence of poverty Is encountered (United Nations lito effect in March 2005 and stipulate that cooperatives :M g
Development Programme, 2005). The population density and economic activity 15800 million (around USS75S,572 in 2008), are s 'bﬁ‘ M‘m
of the various regions differ tremendously, with the higher population density supervision by the Bank of Tanzania. Cooperstives wi ::ulllhl
and the main economic activity being in the east (ncluding the economic Mwmwwmmmbﬂmmqu ": o .
QP‘NDo:u&m'utdlbcnmthunbozdqunmmmcmw under the Ministry of Cooperatives =4 _MMI\; it m. puul. "u
'W“(MMW«MHRWYWMWW” O a0t A fwww hot-te.og,

Socio-economic review
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launched to address these weaknesses and assist with capacity-bullding

BN SACCOS,
Rural Finance Support Programme (RESP). RESP, Lsunched by [FAD in
PeT cent of Tanzanians Ra ‘ \ I8 a nine-year programme comprising of three phases, with the main alm
! Mhancing the capacity of the rural poor to mobilize savings and Invest in
" income genermting activities through the development of viable rural
Il services (IFAD. 2004). The programme has three development
The F ‘ ponents, namely: improvement of the managerial ca Aty and performance
inancial Secror Assessment Program of the IMF (2003) found that mig BINSSTOOtS microfinance Institutions (MFIs); lu':; financlal systems
lopment; and empowerment of the rural poor. Capacity bullding Includes
'ﬂtmgthenlu; the linkages between the formal and informal sectors.
” r E, programme was rolled out in three different geographic zones snd targeted
Patus’). Other providers of microsavings facifik i poorest households and their financial Institutions (SACCOs and SACAs
are savings and credi Cooperatives (SACAS bing them). Vanous forms of support has been offered to these SACCOs/
Including training of staff, management and members; training-of-
¢ support in developing business plans; loans to SACCOS to Increase
deposits of the 40 per cen ' IF outreach, etc.
ural SACCO, (Randhawa are SELE In 1999, the Small Entrepreneur Loan Facility (SELF) was launched by
rural poor i onstrates the extreme leve] of poverty of ¢ Vice-President's Office, co-funded through a concessional loan from the
" ¥ eke out an y
Development Bank (ADE). The main goal of the programme has been to

or small/micro S s existence through smallholder 1

been weak linkages between the informal

banking Institutions,
NGOs, The largest microfinance

Presidential Trust Fund (FTT) whic

' NGOs are the M
Developmeny Assoclation IMEDA), I'lei-tanur::

1 has been privatised
Crofinance NGOs ire

nonite Econom
» FINCA and the
Samicrofinance
heavily donor.

pove access to finance tor the rural poor by supporting microfinance
J diaries (Including SACCOs) 1o improve theit capacity and move towards
tatnability. In the pilot phase the project covered six Impoverished reglons,
iinely Coast region, Morogoro, Dodoma, Singida, Miwara and Lindl, In 2002
e project was extended to Unguja and the Pemba islands.
The profect has three windows: lending (wholesale) microfinance Institutions,
Ir purposes of on-lending: capacity-building through training of key
ders and train-thetrainer; outreach (marketing) and monitoring of
. impact of initiative. Lending Is based on a rate between that of the
Aury Bills and the market rate, and in June 2005 was equal to 12 per cent
4 2 per cent application fee. While the programume has made good progress,
follout has been slower than anticipated because of the high poverty levels
the target communities with limited viable economic activities, and the

AW existing skills level of MFls.
SCCULT. The umbrella SACCO body, Savings and Credit Cooperative Unlon
League of Tanzanta (SCCULT), was reestablished in 1992 Membership Is
and appears to be predominantly urban-based. SCCULT provides
VARouUs services to members through their reglonal tield offices, such as training
it & bookkeeping package, as well as access to funds for onclending. Funds are
isedd through membership fees, some donor support and also through attracting
Member savings into a central fund. However, SCCULT's capacity seems to be
Timited and they are facing various challenges in obtaining sufficlent funding
ot an-lending (IFAD, 2004),

scale sugarcane farmers,

Thet -
ormal financtal sector i genelly reluctant to lend to donor-dependont

NGOs. The main involvement of
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CRDB Bank Ltd

The history of CRDB dates back 1o 1947, when the government established
Land Bank of Tanganyika (LBT), and is marked by a4 number of mctgcu'
restucturings by the government i an attempt o mobillze credit for

development and agricultural purposes.

CRDE was renamed CRDY Bank Lid (1996) and the assets and Nabili
CRDB were transferred to CRDB Bank in 1996 Seven shareholders were elec
to the board, with a further three members appointed by the 'IMNIIM :
Fund. DANIDA (Danish International Development Agr'mw has since b
. wil 7
financial interests in CROB Bank by owning a ml‘::l:tﬁ;’ﬁ'gi';;':::‘ - {
maximum of 30 per cent of the shares on a temporary basis (Table 13.1). As,
June 2008, the paid-up capital of CRDB equalied US$10.0 million ~ﬂ‘l‘;i !
billlen), and CRDB has more than 11,000 shareholders (https

providing technical and managerial support

www.ordbbank com)

Before becoming a commercial bank, CRDB had Himited branches with sta
moving sround 1o serve clients. This changed when CREDB Bank Lid was f '
and as at June 2005, CROH had 3% branches, of which 7 are In Dar es Salaarm ang

the rest In other reglons

CRDB amd microfinance

Given the historkc Involvement of CRDB with ruril areas ¢
the equity holding of DANIDA, CRDB'S venture Into nn:::":l‘t:m
almost natural extension of its activities and a reflection of both Its broad

social goal and the strang emphasis on commercial banking practices ado 1
by the new CRDY Bank Lid. However, CRDE could also have chosen to ¢
remain In the ‘sufer’ upperend of the market. after the multitude of

experiences with rural credit over the years

Around 2000, CRDH realized that the mstitutional reforms It implemented
Ie :!luwum 1t restructuring had set it on a Strategy which allenated the t.m[nd y
:an Tanzanions - those varming bess than LS$221 (1 AHA2S0,000) or approximately
6.8 million households (CRDB, 2004). The lower end of the market had becorme
extremely impoverished following the structural economic crishs of the ruty‘

Table 13.1 Sharotiolding of CROB Bank
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5. while most players in the financial industry wete targeting the
singly saturated high end of the market.
The Iinkage model was selected, as It was found most appropriate given that
utlds on the financinl systems of the very communities it wishes to serve,
model was built on the following three assumptions:
& That a large number of community-based financial institutions already
existed, and had the ability 1o act as intermediaries to mobilize deposits;
* That there was a large demand for financial services in rural areas and that
the community-based institutions could meet this demand on a self-
sustaining basis if they had the necessary capacity and access to capital;
¢ That both depth and breadth of outreach could be achieved in a self-
sustainabie manner through local financial intermedianes, which could
provide a broad set of services through a large network to the curtentiy
under-serviced segment of the market.
~ The vision of CRDB is, then, 1o successfully serve the broader Tanzanian
ket, complementing traditional high-end commercial and retail banking
# focus on the lower end of the markert, based fully on commercial principles.
CRDOB also historically had a strong presence in the regions and a close
selationship with agricultural cooperatives, extending this vision to inciude
he rural poor seemed an easy fit with the organization’s strengths and culture.
The first linkages were formalized in 2001 in four pilot regions, Towards the
end of 2004, CRDB formalized the microfinance initiative and the CRDB Bank
Microfinance Company Limited (hereatter referred to as the MFC) was registered
#5 it Separate company.
During the initial threesyear pllot phase (2001-4), the Microfinance unit
was operating as a division of CRDE Bank, and the costs associated with the
tnitative were not all ing-fenced. Staff were seconded from CRDB Bank Ltd
and the umit was using CRDE Bank Lid branch offices to conduct its work. The
salanies of the managers of the microfinance unit, as well as certain overhead
wosts, were paid by CRDE Bank Ltd. Other direct expenses such as motor vehicles,
stationery, and salaries of field officers, were paid for by the microfinance unit,
Since the formation of the Microfinance Subsidy, CRDB (MFC), all costs are
being accounted for and allocated to the MFC.
Onelending to the SACCOs has been funded by CRDE Bank (backed by the
DANIDA guarantee) and by the deposits that the SACCOs have to place with the
MIC @y Joan security (ranging from 10 per cent to 25 per cent of the loan
amounts, depending on the MITs performance record), With the Microfinance

Sharehokives

£ Unit becoming an independent registered company, it is envisaged that all
e funding will in future be based on the initial equity of CRDB Bank, deposits by

Private individuats
DANIDA inysetrment fund
Coaparntives
Companies

Parestatals (NIC. PPF)

37.0 linked SACCOy, and lending from external sources based on commercial
30.0 principles.
140

10.2
a8

Source: www.crat. com |sccessed 2008),
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Linkage between CRDB and SACCOs Mo of the linked® SACCOS

The implementation of th osed

while CRDB maintained nf» ::::::n : linkage strategy was carefully Fature of the linkage between the MFC and the SACCOs bs manifold. Suppont

required. The process was not wllht’n‘:t' ‘0‘:1‘-? ‘g’t’ﬂnu‘ to adjust the pre from assisting a community in the formation and registration of 4 SACCO,

 WHEnges, but the commitment ay Mpacity-building and ongoing technical assistance. The MEC provided the

llowing support 1o SACCOs:

* Initial assistance

* Management and governance structure

* Systems and reporting

Piloting the initiative * Traming and ongoing technical support and advice

In 2000, CROB started n tats T ~ Table 13.2 provides an overview of the SACCOs currently linked to the MPEC.

the market, such as [FAD, oo the o p - & SACCOS and key players § here are 157 linked SACCOs. OF these, 33 were formed by CRDB/the MFC
\ mation of linkages with CRDR. CRDB 4l while the remainder were already In existence and then linked up with the

IIC. The majority (88) are located In rurdl aress, while the remainder are i

: areas or regional towns. This demonstrates the extent of outreach by the

:l';;‘:‘:‘“’ “ "::8“')" process of negotiation, where a team from CRDY
e In the selected regions
The pilot process is des cribed ! FC into the very needy and underserved rural areas of Tanzania,
rather !'ham : ,m,m: :,,'.,e,m':‘?‘;'rz'::‘:mu;'"m""f“ ration Vartous types of SACCOs exist and differ accordingly, depending on the
Dodoma, Iinga, Mbeya and Moro - Y focused on four reglo Ahembership profile and the products extended to the SACCO members. In
goro. Contrary to the usual linkige mode] ¢ nee, there are three broad categories of SACCOs:

: * Community-based SACCOs. These SACCOS can be found n urban areas or
regional towns, but are most frequently encountered on village level, A
variety of group and individual loans can be found, including women's
solidarity loans, bustness loans for individual members, or loans for small
and micro enterprises;

Emplayee-based SACCOs. These represent SACCOs where all the members
are drawn from one employer and these SACCOS are generally located In
urban areas or at regional level. Specific salary-based loans are extended

I essence, the CRDB linkage mode! theref :
Identification and recraitment of existing SACCOs ;:;‘(Lw:,::’;ﬁuz A
I::f':.'ﬁ'.:.’f' (:n“m (below); secandly, to identity potential geographic
assists with u::‘m::‘ :" :lg'}‘?.:.’(:mmm *Tvices. In these cases the MIC which are often guaranteed by the employer.

The selection of existin SA(‘(-(.)n.u s o iaing the community, Agnicultural SACCOs, To date these represent primarily small-scale cane

_ B SACC not based on historical petformance, 4y Browers in arcas such as the Morogoro region. Both individusl fasmers
and farmers’ associations can be clients of the SACCO. Louns are extended
for various purposes, including agricultural production loans.

Many SACCOs may have a combination of different cllents, Including
women's solidarity groups. individual borrowers for small business purposes,
individual salanied clients or farmers. The MFC does not encourage members to

* How the SACC discriminate based on gender, but rather to welcome all potential clients who

wﬁuush:!:n':: :v::t :;::; \::: ::::s themselves and whether they were have & need for financial services and a good track record. However, the MFC

The process followed more from lmll:il " toes encourage SACCOs 1o extend loans to women's u)lhlam?P groups In an
over time and mutually negotiated a 4 relationships with the SACCO #Hort to deepen outreach to the very poar. The split among SACCO members in
SACCOS historical performance Thmremrms, than a quick assessment of ferms of gender is almost S0/50, with a slight bias towards women (Table 13.3),
through multiple fleld vi e Initlal assessments were undertaken though this differs tremendously depending on the turget clientele of the
10 further ..u':. n '.;,, :&2;:3,“,:??&":&*‘::“:::’:“ later engaged SACCO. The loans, in turn, tend 1o be blased towards men.
needs of the SACCOs. ' future training All SACCOs offer deposit-taking facllities, loans and certaln transactional

facilities (payment tacilities, debit orders. stop orders, money transfers, ete. ), but
M.Md%mmmtmmmmm‘

* Commitment to leaming
* Commitment to make available time:

* Willingness to provide CRDE WIth required information:
* Experience with/prevalence of fraud; '
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— el e 13.3 Number of SACCO members per reglon
Regrons Doc 02
Dodoma 6 e Dec-04 Jun-08 Dec-02 Dec-03 Dec-04 Jun-04%
10
tringa 10 '8 b 14 2,028 5.284 7,957 9,434
Mbeya ? 11 17 22 4,120 6,462 7,542 9,384
Morogaro 9 12 18 23 1,027 2,135 3,169 4,954
O8M 0 18 = 19 5,008 7,786 8,961 12.967
:"":ﬂ 0 0 o :7 0 10,737 22.564 26,6356
ara 0 0 0 0 559
0
fanga 0 - 4 0 0 0 1,190
Q )
zmnm.. 0 p g ; 0 0 0 66
wanza
Kiliman|uro g g 0 6 i g g g g::
Arusha 0 0 s 15 njaro 0 0 7,264 8,326
Total SACCOs 32 67 Yo% 16 1 0 0 2,355 2.814
157 | Mambers 12,180 32,464 59,812 78,855

Profite of |inhed SACCOx a8 a1 June 2005

Formation, In Sxistence pre CRDB 124
Farmed by CRDB 33 iz
e 39 825

loc.tmnmnmt Petl-urban/fle
' gion 69
Rural 88 t CRDB Quartetly progress reports Tor miceolinance activities, 20004,

Sowrce: CRDB Quartmly progress reports for microfinancs activities (2000-4),

of SACCO Members #¢ al June 2004

LCOs are well known to the MFC. The muin qualitying criteria are the Guadity
SACCON portfolios, management capacity, profitability and portfollo at
(FAR),
Similarly, the average ) g ASACCO can borrow up to 100 per cent of its arrears-free portfolio. For a flrst
toRt it t OF SACCOSs with the MFC differy an, the SACCO must also deposit 25 per cent of the loan amount ('lien’) in
h at CRDB. For subsequent loans, the ‘lien’ could be adjusted downwards
od on good loan performance and the loan size of the SACCO.
~Asat June 2005, the on-lending interest rate charged to SACCOs ranged from
Products 125 per cent 10 13.5 per cent, (set at 10 per cent above the savings rate of 2.5 per
“WMMMMW ~oent, plus a | per cent loan application fee which is equivalent to & commitment
v or loan processing fee. This percentage is applicable to the outstanding loan

In addition to the tee i
echnical support provided 10 SACCOs, the MFC provides Adeclining balance approach), CRDB Bank's prime lending rate at the time was
9 per cent, and CRDB's cost of funds was reparted as between S per cent and 6

percent.
SACCOS lending rates to individual members differ greatly, depending on

Ahe economic activity of the members and the borrowers, duration of the loan,
ollateral, competition from other lenders, start-up and sdministration costs,

und so forth,

individual borrowers o report for Loan surety and guarantees
memlmm:nr:qrmtdmmmmlwm‘“md"m': : are different levels of surety in place - SACCO-member level, SACCO-
statements, as MFC Tevel, and MFC-CROB level — to encoutage a strong culture of loan

and type of members, The financial profiles of $A¢ COs are discussed later in !

On-lending to SACCOs

The MPC has a number of loan ¢ depend| their
. Ypes avallable to SACC

ﬂ:lum Ing needs. A SACCO must meet mmncb:ucar:‘;u?r:nmu to“squnum

a loan, M‘r}-quurmcnu Include audited accounts tor the past three y':::
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o In contrast, an ‘employee-based’ SACCO would have drawn all ity
members from one employer and the SACCO may recelve a generil
guarantee from the employer for all its members. The guarantee Is to
the MFC. and stipulates that for the loans issued by the MFC, the
employer is committed to effect salary deductions and deposit them
in the SACCOS account with the MFC. In this way, CRDB Bank
forfeits the 25 per cent of the approved loan amount and the SACCO
does not give any tangible security apart from the employer
guarantee.

* Inaddition to the above surety for individual SACCO loans, DANIDA 1 Women's groups. SACCOSs are encouraged to allow women's groups to
provided a blanket guarantee 1o CRDB Bank 1o encourage it to lend to th operate at the SACCO level under group solidarity lending methodology,
lower Income groups, An amount of DKK12 million (USS1.96 million ] accounts for SACCOs are as follows,
has been deposited with CROB Bank Limited, and CRDB Bank is allo MF1 Juhudi Account s the main account held by SACCOs at the MFC
1o Issue Joans to SACCOS (through the MEC) for up to 1333 per cent of the il hias been specially designed for the linked SACCOs, A trademark account of
Ruarantee fund. The fund therefore guarantees 75 per cent of the loan lep. Tuhudi’ means ‘effort’ or ‘endeavour” and the savings account allows for
ssued, while the SACCOs are required to provide for the remaining 28 itiple signatories and the withdrawal of funds on demand, with no withdrawal
per cent through the 'lien” deposited with the MFC. In the case of a defaul il as long as the account is not overdrawn. Cheques can be used against the
CRDB must first recover the outstanding loan amount from the "Hen punt and interest is eamed on balances exceeding USSSS.41 (Tshs 100,000),
deposited by the respective SACCO, before the DANIDA guarantee can i a1 June 2005, the interest rate was 2.5 per cent per anium
sccemed. An overdraft facility is also available on the Juhudi sccount The tacility

As at June 2005, the DANIDA guarantee fund had not been scces otmally includes term loans and lines of credit, These are handied on a case-
and In theory should never be accessed as long as the initiative is pecase situation, as the MEC stated that it Is difficult to monitor the overdraft
v scilities

* The Danish Private Agricultural Sector Support programme (PASS) provides: " Fixed deposit accounts enable SACCOs to eam a higher interest rate than
A guarantes to the MIC for loans issued to finance SACCOs established by ith the Juhudl account, and are nonmally used by SACCOs 1o deposit the
sugarcane growers, and the guarantee is structured in the same way as the ndatory 25 per cent of the approved loan amount as security for the Joan. As
DANIDA guarantee fund. The PASS guarantee was brought in when the June 2005, the interest rate on fixed deposit accounts was 4.5 per cent per
DANIDA fund was exhausted due to the high volume of SACCO la ‘

applications, but Is limited to SACCOs focusing on small-scale sugarcane Other products and services offered to SACCOs and thedr members are cashe
SO aking facillties. MFC collects cash from the SACCOs for safe-keeping. To this

Various other forms of surety or guarantees are also prevalent, based on the § the MFC hires a vehicle and security from the reglonal CRDE branch.

typectiomn snd/orsACCO: "~ Insurance services are offered by CRDB Bank Limited which 1s an agent for

W Agroup guarantes from all the members on SACCO level (no monetary insurance, Thus the SACCOs secure thelr cash in custody, transit and
o, ler cubicles against burglary through the CRDE Insurance agency.

() Thered cross-guarantee, This refers to loans by SACCOs 1o individuals, Money transfer facilities are available to SACCO members through deposits
which are guaranteed by the group. These guarantees are often used for de at any CRDB branch, or from the SACCO via the MEC to # CRDS branch,
agticultural purposes, where an individual loan to a farmer is partiully TemboCard. CRDI Bank's TemboCard Is also available at some SACCOs,
secured by the farmers’ assoctation's guarantee to purchase the farmer’s e are two versions of the TemboCard: one Is a debit card which allows

repayment, mitigate risk to the MFC and to SACCOs, and to encourage th
SACCOs and the MFC to extend outreach 1o lower income areas and for activith
which are usually viewed as high risk (e.g. agricultural production loans). Fi
an MEC loan to a SACCO Is guaranteed as follows: '
* The agreed ‘lien’ tor the specific SACCO, over the fixed deposit acoou
with the coverage as specified in the pannershup agreement (init
minimum 25 per cent of the loan amount)

¢ One hundred per cent of the arrears-free loan portfollo s pledged
Ruarantee,

produce. Nents to transact at CROB and partner ATM's anywhere in the country. The
() Employer guarantee loans. There are two types of employer guarantee other s a smartcard version, and s usually ssued to rural SACCO members who
loans: do not have access to CRDB ATMs. The SACCOs have point-ol-sale equipment

‘which enables them to load value onto the account for a client. The clients
- gencrally use these smarntcards for merchant-related purchases, such as paying
for thetr agocultural inputs or stock.

* A SACCO may have some members who are formally employed.

and thelr loans are guaranteed through a salary-based deduction by
the employer.
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Case stud

;i ies of two SACCOs ROA Kiruvi has a variety of products, customized tor their specitic client
The following case studies provide an in-d le. These include three forms of savings account:

o epth view of the relat . 3 B
CRDB and two of its member SACCOs: ¢ relationshing * Regular savings account with interest at 3 per cent;

Fixed deposit account with interest at $ per cent; and

ROA Kiruvi SACCO *  Junior account for children's education with interest at 4 per cent.
. Jown products include the following:

The ROA Kiruvi SACCO in Kilombero near Maorogoro was establishesd with th Emergency loans at 5 per cent per montty;

Agricultural loans at 16 per cent per year;

assistance of CRDB. Through educating and mobilizing the Kilombs
::::::::mn: "mﬂ(x}g t‘ht; u&;\(Z(‘,;;) over a perlod of three months, ROA King * Women's solidarity group loans at 2 per cent per month
A2 July 2001, and the Memonandum of U ding p it .
(MOU) with CRDB was formalized by August 2001, At slxn::s «'::’f::aM : L intrsrdeonsiimanct S s tcﬂm"‘”n"s"'mc m"‘""'n'
ROA Kiruvl SACCO had only 325 members. By June 2005, membenhip o Mlc acnlmvl:y 2 thmem . L -
um':a:‘:;.:’ :l 7t members with member share capital of USS178,712 il e i prod  ROA K CCo
W on “;) assisting in the formation and registration of ROA Kituvi, th ition fo the mnngs am.! e ““‘m"“"“" ")w“.‘ rd. Ths enabies
;u".‘ o provided support by providing front office equipment, training of 1 e i £ 00 mm(.iu)lh oy s o agnlins
Matigement, and 538 members (June 2008), As at June 2005, the MFG I R
has extended loans of US$2,016,251 (Tshs2,280 million) o Kiruvi, and teld
deposits of US$3 718 (Tshs 4,208 771). ' |
The MEC also provides on-going technical and :
. marketing support
he membership profile of the 1,717 members of ROA cnmpm: Individ
ntc’mxm‘s solidarity groups (about 10 members each) and Institutions such a
schools, churches and the local sugarcane farmers assoctation (Table 13.4), Most
of the Individual clients are then also sugarcane farmers, While individuasl
membership and loans have a strong male blas, the numbers of women benefiting
through membership, deposits and loans are Boosted significantly through
S3 solldarity women's groups, with an average of 10 members each.
" Based on the loan volume reported below and the total number of loans
ms&:n«i. the average loans size appears 10 be about US$589, This Is relativel
gh and probably influenced by the large number of annual agricultural loan
LT;; Qmﬂ\:;:l:mty group loans start off with 4 Joan amount of maximumn
Shs 100,000) per member, 5 |
eeni per member, o just less than USS 1,000 for 3 group of 10

# Business loans and development loans at 2 per cent per month; and

T

ROA Kiruvi SACCO has demonstrated phenomenal growth since its inception

i 2000. Not only has membership and paid-up share capital grown tremendously,
jit cumulative loans of more than US$2.6 million have been distarsed with an
itstanding loan portfollo of close to USS 1.2 million (Table 13.6),
As at June 2005, ROA Kiruvl's repayment rate to CRDB has reportedly been
10 per cent, However, sugarcane tarmers experienced some problems s o
it of too much rain earlier in 2005, with the consequence that they were not
to meet thelr loan obligations on time. These loan obligations have been
scheduled based on an agreement between the SACCO and CRDB, It was the
fitst time that this happened and has been a one-off within the MFC-SACCO
Hinkage model (Table 13.7)

ROA Kiruvi SACCO alms to Increase its membership to 3,000 members by
2006, 1t also wants to acquite its own premises and computerize all its operations,
The main problems volced by management were the lick of education of most
of thelr members and staff, and the lack of title deeds among members
(borrowen). The latter should improve with the recent changes In the Lands
- Act allowing for title deeds by individuals.

.

Table 13.4 ROA Kiruw SACCO. mambershio snd loan peofile (June 2008)

Membarship prolile Lawn profile with respect
Num ' - e protie - Talile 135 ROA Kituwl SACCO; loan peofile by sector Lune 2005)
b o Percentage  Number TShs
members of Kowrs US$000 [1:1110) TShs 000 Percentage
Wale 1.262 13% 2.826 8% Agriculture 2,182 2,422,144 LI
Famale 3 ;
A ' 80 2% 1.228 10% Trads all 345,557 1%
o g gaad oy 93 2% Processing 63 70.390 s
<oy 22 1% 0% Emargency/Social 103 114,860 %
1717 100% 4,147 100% Total 2,660 2,952,951 100%

Source: CROB Quartetly progress reports for microtinance activitio, 2000-4. Source; CROG Quarterty progress raports for microtinance activities, 2000-4.
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Table 12,0 ROA Kirue SACCO: Ninaneial performance ms at June 2006 (Us$)
Uss (111100

a SACCO
pwa SACCO, situated in a rural village abour 50 km trom Dodoma,
fint SACCOs to be formed by CRDB. Some of the members were
ers' network (Mtandao wa Vikudi vise Wakulima) which
An MOU was signed with CRDB in 2001, Over the next three
Tatal bership grew to 1,742 and the total client base 1o 2,174, Paid-up
k. m;’ e i capital also increased from just over US$31,000 to US$ 310,343,
Interest paid s 60, Support from the MEC included the provision of fumiture, a safe and a
: abilization campaigns to attract members, stuff and management t

Fund motilization Puldap shares
Members deposity
Total funas mobill
Lending activities Totad loans dlso:u::
2.6

Total repaymant .

Outstanding balance 73 nical support, marketing and promotional advice.
Deposits with CROB MFI Jutudi mocount The communities served by Kibaigwa are primarily dependent on agriculture
Deposit accounts f agricultural business and trade. Agricultural products produced in the area
Other de groundnuts, maize, simsim and cow peas, As with ROA Kiruwvi,
Deposits with othes :‘:t::..'l-wa mbership is predominantly male, with individual female members
miting about one quarter of all individual chients. However, in addition,

bad 58 women’s solidarity groups by December 2004, each with

financinl institutions
mately ten members. Whereas ROA Kiruvi does not have any non-

AT NO. 2.cFp .

?::, wt’::wu 13.94 ner ber clients, Kibaigwa has a substantial and growing number of non-member
Cash on hand 17.2, by, totalling 432 or almost one-guarter of the total number of clients by
Total cash balances 10,52 december 2004 (Table 13.8), ‘Non-members' do not hold shares in the SACCO
Loans from CRO# Loan no. 1 28,3 are merely clients of the SACCO.
Loan no. 2 3?' . " Kibaigwa SACCO offers a variety of products to members, including savings
Loan no. 3 125 788 pounts and loans. There are vanious types of loans available, such as agriculturms)
Loan no. 4 389' Joans (redeemable over eight months) and trade loans (redeemable over six
- 45: Y onths), both atan interest rate of 7 per cent per year. Loans tor the purchaw of
Ll:': :" ? 619,364 " tural equipment are also available, as well as emergency business loans,
Lo ”: M 90,09¢ he latter has & maximum loan amount of USSS,746 (TShs 5 million), Social/
Total CROB Loans 758,694 smergency loans are available, with a maximum loan amount of approximately
Repayment of CROB loans 1.219,589 2.054,568 153 mhs 30,0005, redeemable over thiee months, These social/emergency
Balances of CROE louns Joans are common phenomena among Tanzanian NGOs, and enable the
Loens from ottier institutions  Loan no. | 833,028 SACCOs to effectively compete with NGOs which offer solidarity group lending,
Total foan oelances o—_— In this instance, FINCA Is active in the Kibaigwa SACCO area.

Source: CRDB Quarterly progress feports Tor microfinance activities, 20004,
13.8 Kitinigwa SACCO. membership profils

Tablo 13.7 ROA Kiruyl SACCO, Quality of lean portfolio s June 2005
USS000 (1.11 1) Tshs A %) 12/200] 12/2002 1272003 1272004
:'"'::n" .".;0 - 1,09: 1.216.944 Tod ' ol male members ::(7): 477 :;: 1,272
Arraars ' 1 fermale mambers 144
: gg dm 0 = ’8(: o% M:l {women's solidanty) 25 14 a0
‘:""‘ w"‘r” I 959 o.‘: Total ne. of mwmtens 509 655 1.277
- 0 Non.member clients 8 42 309
0 A
g Total 0o, of clients 517 697 1,586

m'“’”“m"mmmmmmm :
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Agricultural-related loans Initially
represented more than S0 per cent of
total loan portfolio (2001), However, while the outstanding ameznllunl

LINKING WITH SACCOs IN T

13,11 Kibaigwas SACCO: hnsncial performance

s::;l‘:;‘(’x:)u been expanding rapldly from US$45,806 (Dec 20011 to (1o 12/2001 12/2002 12/2008 12/2004
the a mlwm'zl';m‘“n““’“‘ml « the growth In trade-related loans has outstrig B of members 509 655 1277 142
53 per cent of th portiolio, and the trade-related loan portfalio represen mobilization  Paid-up shares 31,406 43,439 137,904 310,343
USSBO0.0000 This e & l0an portfollo by December 2004 (more t8 Mermbers’ deposit 6.447 22,393 65737 82.682
N : d § growth in trade-related loans reflects a deliberate strate Totai funds mobilized 37,852 65,832 203,641 393,025
mm‘m to diversify its loan portfolio. It also demonstrates the impact whi fing activities  Total loans disbursed 75,283 225936 712,172 1,511,969
gwa had on the communities, enabling individuals to start small business Total capitalized Interest 4,209 25438 164,818 267.090
with the loans which they have recelved from Kibalgwa (Table 13.9) Total repayment 21.86] 136306 369 103 811,198
In addition 1o the savings and loan products offered by Kibaigwa SACC Interest paid - 164,818 267.090
members can also hold 8 CRDB smartcard-based TemboCard. Th TOSES TRORPOR, : = DR REL 2
members to make latge payments 1o suppliess for busi . ; Outstanding balance 57,631 115,067 343,070 700,771
purpases. Mness and agricul ouits with CROE Juhudi account 1,061 500 73.308
Deposit account 168 - 33,784 33,784
m:&t? S'::Q;":X d"'m"‘ anly holds foans and deposits trom the M| Fiasd depasit 5,743 13514 22,760 324
Though 'M-& - eposits with NMB and loans from the SELF pr Sub-total 6911 14574 57,053 107.416
orctiaiisn hcpmm and Imn‘uuounts with other institutions are small, Deponits with other
i s dt e ability of SACCOs 1o manage their own finances by usie financel institutions NMB DODOMA 90 90
2 om different institutions, depending on their needs at the time. Total deposits 5911 14574 57,143 107,506
s reflected in Table 13,11, the growth of Kibaigwa SACCO has been alima Cash on hand - = - 52,446
exponential over the three years since |t signed an MOU with CRDE. Not on Total cash balances - 57,143 159,952
:ﬁ:’ ;::.;p share capital increase tenfold, but members’ deposits mm; : Loats from CRDB  Loan no. 1 22.973 23 22973 22973
447 10 more than USSE2,000, and outst Loan no. 2 54 54054 54,054
anding loans to members fro Loan ne. 3 - 135,135 135,138
Table 1.9 Kibaigwn SACCO: loan peoti Loan fo. 4 : - - 350,450
=i heincs Sub-total 22073 77 212162 562,613
fotal amount disbursed  12/2001  12/2002 122003 12/2004 % 1272000 Hepayment of
Uss (111105 : CRDB loam - 77027 212162
Agricultue /9.283 225936 712,172 1,511,969 100 falances of
ke 45,806 129,702 314,355 878573 v CROB loany 135,135 350,450
Processing 26,864 90983 380,227 800,211 Losns from
Social = = o - other institutions  Loan no. 1. SELF 1,712 11,712
2613 5250 17,590 33.185 Losn no, 2 - 653,063
Source. CROB Quarterly progress reports for microfimance activities, 2000-4. b o o Sub totsl 1712 74,775
- 4 937
Table 13.10 Kibaigwa SACCO: quality of fean portiolie Moh." “m;::.m‘m“nl PR
USS (1:11100 122001 12/2002  12/2003 122008 % of "?’mi :tot:: :mm - 2,928 37838
. Portfolia loan balances . 138,063 388,288
otal Porttolin 57,631 115,067 343,070 700771 100
Arrmars free 55442 108980 329,710 698.492 ng Source: CRDE Quarterly progress reports for microfmance actvities, 2000-4
Arrears »30 days 1.865 9 8.6 ' .
613 ]
Arrvars 60 days aza 234 2811 ;2:: g‘ : US$57,631 to over USS700,000, At the time of writing, Kabalgwa's repayment
Arvears >90 days - 6.845 1,937 1,135 o-'z 10 CRDB and SELF has reportedly been 100 per cent. As Hlustrated
Amawrs >180 dan = ~ ‘ in Tuble 13,10, the loan repayment performance of members to Kibatgwa SACCO

—= — 00
m"”“ﬂmm&:mmm

has also been strong, with less than 1 per cent of the outstanding loan partfolio

My arrvan.
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Kibalgway SACCO pls
Iy ( plllnl toexpand o 19 V‘"‘w- witha plmncd e ! 13 Consolidated performance of linked SACCOs

LINKING WITH SACCOs IN' T,

xﬁ:’i{:,(ll:mm the next five years. They are also looking at exianid
Kibaigwa 311.?3'.‘{1“? ':::udm" the development of a housing logs pa Dec-02  Oec-03  Oec-04  Mandh
P Mgy ?:’k(‘-" : h:l.n'c a lum"llcdsnl Coaperative bank and sig share capital 090,833 3402872 3632625 3869821
OF & four-wheel drive vrhlclc‘:) assly e curmently investigating the puy e deposits 534,874 6,516,558 9,852,508 12,226,860
plans stthem in their geographic exps ds mabilized 1,525,708 9919429 13,485,133 156,006,68)
‘ with CROB 472,781 804,235 2,037,383 1,450,032
Wisbursed by SACCOS 4,773,713 25,862,155 42,170,552 50,798,363
Performance of the linked SACCOS Joars to SACCOS 1.727.485 4.625482 8.768.119 10.413.708
The s y doposits as N of
o m"“:::?: «;; '.::a s:\; '(‘u linkage moded has beer phenomenal, ay i j share capital 54% 191% 27N 316%
ha ;cw.-l = A3 below. Considering the small number of staff epy % with CROB as % of
SA(“:(W:():w( 208 assist in forming and providing technjcal assistance by mobilized by SACCOS s B% 15% o
average number O SACC O Obfectives of leveraging: asat June 2008 i 27% 17% 23% 14%
the average nu (l” SMCCOs serviced per reglonal statt member totalled 14, Lwnmm = % of paid-u
Paid-up sha o Of'smx.n members $,632 i capital p 174% 136% 241% 269%
re capital of memt
2008 and sotal oy “:‘ md-l::(«s(xs RIS exceeded USS3.8 million by SACCOs 32 67 107 157
¥ SACCOs (share capital and member members 12,180 32464 59812  78.8%5

exceeded USS 16 million, with deposity '

; at 116 per cent of sha 1
;ﬂmuﬂ USSLS million has been deposited with the MFC ?n‘:':aﬁm : o
IS$50 milllon have been made to SACCOy, . %

Major differences in performance EXist between SACCOs formed by

members and protessional staff who can deliver on members’ expectations.

MFC and those alread |
Y previously in existence, with the tormer outperformy fhis involvement by the MFC has generated confidence in the public and has

t p .
:A’:::‘(':" wi":‘"'} this can be ascribed to the palitical basts on which mai
—— u";.:“l“‘;")' formed, with the result that in some Instances
Instituti N0 T support the presence of viable and sus )
ons. In contrast, the MFC tocuses on the areas with an eco

ulted In rapid growth of the institutions.

Thirdly, the MFC facilitates the development of a wide range of products and
es tallored to suit memberns'/client needs. Unlike the pricing strategies of
dittonal SACCOs, pricing guidelines by the MPFC results in strong profits

potential and with fustifiable demand f ) '
or financlal services. which, in turn, enables the payment of dividends to investors (members). This

Secondly, the legacy of the Miper.
Poor history of the o atl
exists n'mung many Tanzmiany. The absence of membery’ n‘:;:nw;n :lm '
::'::: :;{:lm" A‘nfl Services, and historical PO governance are typlmi fi e
m“"mmnﬁ s,:(.( 8, People also remain reluctant to join and Invest in th
i d. ..: le'n takes a long time for these existing SACCOs 1o adopt .
Aespite th ded :

i P € numerous training programmes intended 1o bulld theds
'm'l:: c'mmul. where SACCOs are formedt by the MEC, best pracuice Is instit :

the Beginning, and the MEC factlitates Ruldance on placement of ‘

path to financial sustainability

Challenges facing the linkage model

Table 13,12 CRDA (MFC) statt ” ;

Dec-02 Dec-03 Dec-04 Jyn.08 from a legal/regulatory nature:

further serves 1o attract new investors while also setting the SACCOs on the

While the linkage model has performed well, it is not without its challenges.
Same of the key challenges mentioned are as follows.

The challenges facing CRDB (MFC) are primarily, although not exclusively,

* The implementation of the 2005 Cooperative Law requires that MFls

MFC Regional Sgan
Avwrage number of SACCOs per stalt meamber : ’i’ l’ 1 conduct elections of new Board Members which will require on-going
mumber of SACCO members 4 additional training of Board Members and professional staff. This will
por stal! member 1 552 2318 4,272 5632 pmvldudulhnmtmthtmtmpwvtaon‘::'nummm;mhumnd
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¢ The supervisory mechanisms in place for SACCOs remain weak, wit What differernttiates the MFC from SCCULT and SELE is that the MIC s pan
places an ongoing burden on the MFC. Wl & private commerciil banking group, and offers a much broader tunge of
¢ The 2005 microfinance regulation does not make provision for wheo ducts and services 1o linked SACCOs and the SACCOY' clients, including
funding to microfinance institutions and raises fssues such as the o Meposit taking, cash handling, transactional facilities and the TemboCurd,

concentration matio which is limited to | per cent of the core capital s Purthermaore, the MEC adlieres to cooperative laws, insofar as they demand
pet cent of fully secured loans, This may prove restrictive 1o entities vertilicates for maximum lHability issued by the Registrar when requesting a
a the MIX Aian; and Insists an SACCOs sdbering to best practice.
* Furthermore, Issues such as the establishment of microfinance subsidiag The main competitors of CRDB in terms of broader commercial banking are
by banks have not been provided for by the new regulations. commercial and microfinance Institutions - and in particular NMB, which has
*  The high initlal cost of developing intermedianes because of the dispersi been targeting SACCOs, primarily In the cane-growing arcas.
of the rural population and the lack of knowledge and experience Another level of competition for CRDE are SACCOs not linked to CRDE, but
banking among the target population operating In the same villages as linked SACCOs. These include independent
* The linked SACCOs have experienced growth of up 1o 4000 per cent) SACCOs or those accessing services from any of the aforementioned players,
their assets and client deposits, and had to undergo drastic transfc ‘ They pose indirect competition for CRDE, as the SACCOs must compete for
and commerciallzation. This has in instances resulted in tension be members within their particular communities.

the SACCOs and thelr clients, while confidence and MONItorng is p .
the test.

Benefits of the linkage model to CRDB, SACCOs and clients
‘Benefits to CRDB

The immediate benefit to CRDB Bank is that the linkage model has enabled it 1o

Incredse the outreach to previously underserved communities tremendously,

While this model requires a larger upfront investment than the direct provision

ol services to low income markets, it should become self-sustainable over the

long term and yield the following benefits:

o Leveruging: broad outreach has already been attained with a small number
of staff. Once the SACCOs become profitable, the operaring cost of the
MIC relative to the number of clients reached (SACCO members), will be
exceptionally low;

* The model enables CRDB to reach into distant geographical regions, as
well #s 10 service the very lowsincome groups. This can not easily and
cost-effectively be achieved through other models;

* The linkage model has enabled CRDH to developing a strong position in
the low income market - and parricularly rural arcas - which represents
the majority of the Tanzanian market, and provides CRDB with a
competitive edge over its competition which are pnmarily clamouring

From a SACCO perspective

¢ Lack of education and skills among staff and clients
The on-golng expansion and deepening of outreach into rural areas, ha
significantly increased the volume of transactions and appropriate MiS|
an increasing challenge
* Appropriate technalogy to reach an increasingly diverse set of custo
* Appropriate strategies to achieve and maintain operational and financigl
sustalnability over the long run.
¢ Developing the capacity to provide tailor-made products and condug
research and development
¢ Government intetference which torces SACCOs to grant credit only in
specitic geographical locations or for specific purposes could have varios
adverse Implications for SACCOs and result in confusion relating 1o
ownership and distort Institutional development
s The Government's intention to use SACCOs as a striastegy for povernty
reduction may jeopardize institutional best practices due to political

pressure
for the over-serviced higher income urban markets; and
e Over the long term, CRDB will also reap the financial benefits of investing
Competition in the SACCOs,

As SCCULT and SELF both provide training and access 1o credit for SACCOs
they effectively compete with CRDB, and some of CRDB's linked SACCOs also
receive assistance and access loans from SELF and SCCULT From a different
perspective, these initiatives are supporting and complementing one another,
and are all working towards the same goal of bullding the capacity of SACCOs
and improving access to credit for the raral poor through on-lending to SACCOs.

Benefits for linked institutions

The main benefits to the linked institutions are probably the credibility and
legitimacy thar they receive through their association with CROB, the
institutional capacity bullding and transformation, and then the improved
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efficiencies and (eventually) profitability, Tt }
+ Through
fsuxltnlll«)c’l with CRDY, the linked lmtmynlom hnnvv tx';‘l‘n‘:,"?’n':’:mm i - lAcc:l:s to affordable low-cost credit for a vaniety of needs, on sultable
image int v L ;

Hant dc'x:lg“;"‘:wl".:‘;::mmm‘\:ua regained confidence in SACCOs L - Vanous types of payment and transactional facilities, including the
and attracting customers away lmn: mc:: o .' Acting newcomers to the mat TemboCard and business payment facilities;

Profitability Is further | S = Ability to send or receive remittances to/from anywhere in Tanzania;

* SACCOs have been ‘:z::’:x::;:“::s:'hg:: ::::’mlng factors, ~ A reduced need for cash, providing improved financial safety and

uct tremend -
nmms new members and incre threi s 't'i"m “::' :c:nty through the Tembocard - debit Card and Smart card version;
o roperations.

* Without the access to credit fro A~ ~  Access to their accounts countrywide through the Tembocard,
cash-strapped and w::uld nt:t huw(t:)e“:): :;\ CCOs would have ren * Al theabave benefits are offered to members night at the doorstep, through
growth witnessed of their loan portfoli ble 1o achieve the pher CRDB'S linkage with local village-level member-based institutions, even

* Improved operations, ma mwn'::;:z r:: in areas traditionally neglected by financial institutions. In many instances,
Rained efficlencies m'd Improved lou:; m"lnce have led to n no SACCO or other form of access to finance existed in the villages, until

* Through stronger Internal ¢ Pacdocmancy CRDB tacilitated the formation of such SACCOs
performance has improved. ontrols and improved systems, loag As proof of the high perceived level of benefits offered by the CRDBinked

* Through scc . SACCOs, a study conducted by CRDEB into the linkage model in October 2004
soared: A :::’y?:):zu1J l’:\.;(:)?: di ttacilities, interest income by (CRDB, 2004), demonstrated that approximately 32 per cent of SACCO members

ndicated that deposits with SACCOX defected from competitor institutions. This also displays the high level of

Increased I8 times since th !
(MFC). ¢ the Institutions formalized the link with CRD vonfidence that members have in these linked institutions,
Benefits to clients Impact of linkage

While no attempt has been made 1o quantify the impact of the CRDB/SACCO
linkage model In this study, through observation and analysis of the performance
of the MFC and the linked SACCOs, various current and potential dimensions
of improved access to finance and mote secure livelthoods can be derived,
There is no doubt that the initiative has resulted in both improved breadth and
* A ACC depth of outreach ~ extending to raral areas and the poor - and as such has
m‘s::::nu‘:::\ ;ll ll!:e SACCO, f” opposed to simply being clients of a contributed to deepening the financial services in Tanzania, positively impacting
At um‘::‘::;b':w v:- an influence the strategy of the SACCOs: on access to finance for many ordinary Tanzanians.
the SACCOs, as they are n“:;?(kp@'" 1ty In having ongolny access to The number of SACCOs linked (157} in such a short period of time, and the
changes In st ndent on the decisions and possible number of members reached (78,855), speaks for itself in terms of the breadth of
- The mcmbmmm:yn: l:;::"lnnml institution; outreach. According to the survey conducted by CRDB on the linkage model
development Is a customized dem ;:::gnm ensuring that product (October, 20043, almost 40 per cent of members opened a savings account or
- Members also have the Mm":l uufmi"am‘;:“ "m’ applied for credit for the first time i their lives through the CRDB-linked
ACE netit af sharing In SACCOS,
?_‘:;)dl;"m once the SACCO becomes profitable with the support of In effect, the injection of credit into these previously underserved markets
vy mn. y 1
" provide ey bortofthe MFC, the SACCOS have been sble to develdp and) s e onbonrient oo RO
three SACCOS have "‘ with a vatiety of products and services. Twoout of SACCO as an employer, and indirectly through enabling individuals to start
These product "“""l::t::dw7$ new products after linking with CRDN, businesses and, at times, employ others,
B : One of the major impacts of the lin model, is that on financial sector
,‘:z""' fYpes of safe, secure savings products with a positive inferest mmm&udmuunmmnmuwm:wam
the gap between the formal and the informal sector, as the informal sector
(SACCON) s gradually betng integrated with the formal sector. This s an evolving

The main ben )
o eficiaries of the linkages are probably the end-clients or SAC (O
* The main benefit of the CRDB linkage model Is that SACCO memixn
now have access to secure financial Institutions thanks to the Supp
provided by the MEC 1o the SACCOs.
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Process, and it can be ex
pected that the SACC

w'ph sl IGated over time, further closing (e M .

N claser to the formal sector, gap by bringing

Through the Mrc linkage 2

pital investment in the actual SACCOs (such as equipment and strong
pins] may be necessary to get the SACCOs up and running in a
plessional manner. However, more importantiy is the much larger
ment that has to be made for a period of time in building the capacity

on a large scal it to lower.

it does call ':::;(’)‘:,:"::::::Me manner. The "Pmﬂunn;"::mmm ; O SACCO staff and management, and to develop an understanding of the

ability to listen to the il an, dme Willingness to invest in the mid pproach and benefits among members and even the broader community,

dedication to folios s ma;; adjust the approach as eq The support provided by other plavers in the market - notably IFAD and
th th ulred, 10 4 lesser extent also programmes such as SELF - of investing in the

e plan
capacity-bullding of SACCOs, has also played a key role in preparing the

market place. This linkage model therefore also demonstrates the benefits
and synergies of introducing complementary initintives,
¢ At the core of the SACCOS' success have been the strong market-driven

Conclusiong and lessons learned

which may be y be derived from v
of these Y e relevant to practitioners, others g, this study, s 1 and a willingness to collaborate with communities and existing
are indeed replicable i oth donors or govern prprosc
Or even different cireum : other institutians and/or countyy B SACCOs, Rather than adopting an nppmuch of applying somc intermnational
Mtances e in best practice in selecting the SACCOs 10 be linked, CRDB went to the

villages and, together with the communities, developed a workable

approach. Products are also not set from the top-down, but are developed

on SACCO level, depending on the financing needs of the particular
community. A truly demand-led approach

* Thatsaid, CRDB has been renacious in its application of basic commercial
banking principles. when it came to tssues such as managing the opemnons
of the SACCOs, controls, loan repayment, reporting, and so forth

* The end vision of the model is then to create self-sustaining profitable
institutions, and to do so through a process of leveraging to achieve
maximum outreach while containing institutions” (in this case CRDB)
COsts,

, * |t has also been (and still 1s) a learning process , with the model constantly

th 4 strong comy " being reassessed and improved 1o better meet the needs of SACCOs and

rclal fog their members, while improving performance and efficiencies.

* [t should be noted that in the instance of CRDE, they have been a major
player in rural areas - albeit it through vanous unsuccesstul interventions
~and there has therefore been a certain ‘strategic fit’ with CROB'S heritage
and a renewed effort in accessing the rural (and agricultural) market. This

long-y has not altogether been virgin territory for CRDE,

u’:‘. ,::';:";':e;mm“ N o It is interesting to note that, apart from some expatriate managerial
e expertise on CRDB Jevel and initial training by external experts in

of DAY ) | h member-based institutions (paid for by DANIDA), the implementation of
ANIDA. Whereas part of the mana =3t shareholders in the fo T the linkage-mode! has by and large been done by local Tanzanians

R . -

Path of targeting the § key role in sertin CRDE o
wet Income mar, SURDE

Wpport v - The ini
F " 5 “':""" :;:‘i):‘;‘-md. unlike many -.kmm-mpmm:: ::;:t‘aw s
s m)m“m" “l'“‘n“’- merctal principles wiph MFC as an Integral .-

* While some may a
Rue that such a
with N initiative wy I
Out the guarantee provided by DANIDA :‘»wd:: 3::!‘ ol

sceptical, they are now i
linkage ,,,0::,:: o 1 full of Support given the stron tncluding the management of MFC), working with local institutions and
opport . laving reallzed thar i groups, This reflects a predominantly indigenous approach, with no high-
"PPortunity for the bank_ represen s

cost expatriate salaries to be carried by the MFC for long-term

implementation.
= The legal and regulatory framework was not ideal at the time that the
initiative was launched: SACCOs fell under the Ministry of Cooperatives

and Marketing with poor supervision and regulation, while banks were

The challenge for man
v banks and
the (rduired capital 10 invest in mm“‘:';)on I8 then not as myy
Most appropriate manner, CROB hay o 'M..:::osm it in the
i relatively smal)
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[ Regulation in _
ndhawa, B and Gallardo, |, (2003) Microfinance :
Implications for Development and Performance of the Incustry, The Woeld Bank,

hington D.C !
‘:: N':f:un Development Programme (2005) Human Developrment Report,

LINDP, New York.

registered and regulated with the Bank of Tanzania: and commoercial bay
were (and still are) restricted in terms of the maximum valie of loans 164
single entity. However, a regulatory framework did exist which allo
for the legal existence of both SACCOs and microtinance Institutions
and CRDE worked around the other shorrcomings by, tor examyp
tmplementing their own strict set of Teporting criterla and controls.
* The MFC model has proven that the lack of confidence 1n instititions - iy
this Instance, cooperatives - following previous bad experiences, can
Indeed be overcome If the strategy is well executed. The legacy of the past
need not hamsteing future initiatives

* The volume of credit of & commumity is limited by the ability to mob
savings - a big limitation in poor remote rural villages. The injection of
capital Into the community through effective provision of credit has
catalytic effect which benefits the broader community as a whole. It
helps smooth out the effects of seasonality, which often impacts an entie
community because of overriding dependence on one or a few select
commocdithes,

* The provision of a broader set of financial services is also limited by the
capacity and skillset of the community. ‘Injecting’ skills into the.
community through training and support, benefits the members of the
Institution as well as the broader community directly through imy
financial services, but also Indirectly through increased capacity in
community as s whole. It this sense, it serves to empower communities to
take better care of themselves.

¢ Success has a snowball effect, and as communities learn about the SuCcess
of SACCOs In other communities, they become more open to engage ing
similar process,

* The CRDB hinkage mode! Is & classical example of how the formal and
Informal sectors can be linked - despite various challenges - resulting In
closer Integration of the formal and informal sector, to the benefit of all
parties. The success they have achieved will hopetully also act as a catalyst
to lnspire other institutions to follow sait

African Development Bank, hittp://www.atdb org

Bank of Tanzania, hitp://www.bot-tz.org
CGAP Mictofinance Gateway, httpe//microfinancegateway org

CIA, hnp:llvmw.min.govlculgmhhtnnomlhmbw&
DANIDA, hurp://www.um.dk
UNDT, httpe//mdrundp.org
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CHAPTER 14
Conclusions

I most parts of the world, rural Ateas are chatacterized by low population
density and wide dispersion, Coupled with poor infrastructure and
smmunication links, this makes provision of financial services prohibitively
Bxpensive. Low productivity In the agricultural sector, farmers’ Insufficient
Meess to markets and market information and their often insufficient capacity
A measures to manage risk resulting from untavourable weather conditions,
f diseases etc., furthermore tums agricultural lending into a highly risky
;meu for financial institutions. In servicing the rural arcas, financial
AMnstitutions have limited opportunities to diversity loan portfolio risk as most of
thelr clients need loans to invest in activities that are etther directly or Indirectly
felated to agriculture. In addition, financial seevices providers are faced with
Ahe sessonality issues that Investing In agriculture presents. Liguidity
management for the finance suppliers becomes Increasingly challenging in
mral markets, where loan tumover Is much slower and loan size is much higher
Han in urban markess serving microentreprencurs. They are also constrained
by the population's low level of education and the shortage of well-trained
People for their own institutional development. The list of problems and

Lonstraints can be made even longer.

Against this background, the challenges of providing financial services to

ANE rural areas in o sustained manner seem daunting if not insurmountabie.

One way to address this difficult slituation is through linking formal financial

Mnstitutions to less formal ones. Formal financial institutions often offer a wide

fange of financial services, have extensive Infrastructures and systems, have

#eess to capltal and have more Opportunities to diversify their loan portiolio.

‘ s they are often not interested in rural clients, lack the necessary skilly

» analyze thetr credit risks, are not famillar with local calture and ket

sonditions, and have systems that are not flexible enough to enable them to

Mnovate and improve their ways of delivering services. Informal financial

Mnstitutions are closer to the rural population, are more exible and innovative,

wid know local conditions well. Often, however, they can only offer a very
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It appears that forming alliances between the formal and informal #
institutions could result in expanded access to financial services In rural
Mhis study was undertaken In an effort to learm more about formal-infos
financlal sector linkages and thelr Impact on expanding the frontier In
finance in Africa, Asia and Latin America. The financial linkages take der others because they were too voung and fust bt-g{nnlna ¢ m
forms and no single ctreumstance s sulficient 1o explain the emergence said, itwould be etroneous to Imply that we had ample cases from M
vatlous types of linkages or the reasons why specific institutions enter i hoose. [n short, at the start of the study there were few partnerships of
linkages. Some linkages are spontancous and market driven, such as whets | and informal financial institutions resulting In an increased supply
large urban commercial bank lends 10 & cooperative or NGO that spectalises | il financial services’,
rural lending. Other Iinkages are sponsored, suct as when donors support
Creation of wholesale apex Institutions for lending to small rural ¢ A
Institutions. Some linkages emerge out of compliance with regulations, such 4
when an Insurance company links with rural microfinance institutions (MIk

supply of rural financial services. The selection process, as in any :
b nature, was less than perfect. We tried 1o cast the net wide using our "
" informal networks 1o identify cases that met our definition of m
: heless, we may have missed some Interesting cases and/or could not

ancial linkages overview’

Table 14.1 we present an overview of the financial linkages reviewed, with
indication of the primary driver and motivation behind the partnership as
‘el as a description of the main partners and othet partners contributing to the
I plementation of the linkage*.
smaller ones that are closer to and more knowledgeable abour the demands of We found that a diverse set of formal and informal ﬂnnpdnl m«.»::‘ cn:m:: :;
specific rural clientele for financial services Some linkages are expected to ) Inkages for a variety of reasons, ranging from more commercial-o ,_.,m!
Others e ecause they serve the long-term business interests of both party rategies of expanding services, penetrating markets, and diversifylng sou -
Others, however, may experience a natural lfecycle tn which they are desig of revenue and funds to more development-otiented strategies mm“w
SEIVE A purpose for a time, but then disappear because regulations, mar aral poor's access to financial services. In the cases we studied ' m o
s s chings. Antormal actors drive the partnerships backing our complmnmnfxtty t)'pu" “‘.

Linkages can have positive outcomes at the level of both financial institution that each actor possesses complementary characteristics wlngh whien | ?-ne
and rural clients Through linkages, financial Institutions may be able to expan st in a synergistic effect. In our cases formal linkage actors Lungum:t'pﬁ
the scale and scope of thelr rural operations resulting in greater profits ang and public commercial banks and second-tler apex organizations, l.;;‘ ‘ unlmm.
better linancial and institutional sustainability, New clients may be reached w." insurance company while informal actors '“w'ﬁum w ). e;}ﬁo:z‘d,
and existing ¢lients may be offered a broader and/or cheaper range of financly W“l" banks, savings and credit associutions, financial .NG( "l 'ow‘.
products and services. Negative Impacts can occur when subsidized new entranty sommunity banks. Non-financial actors, such as utility compan e:‘ m o
crowd out established actors. Exclusive contract requirements within a linkage m companies, money transfer firms, and government departments are

i ant inkage partners,
Ove:nlsh:-ml:"mul ‘;a:mmnuny private banks and insurance companies

This initial evidence indicates that the linkage between formal and informal have entered the microfinance market by establishing !Inlmgc\ with ln(u:‘:nln':
financial institutions seem to afford both partners the Opportunity 1 overcome: Institutions, ICICI Bank, Indla’s second largest com_mculnl h;nk. mn(:::sc,' a:
4 weakness in what they can achiove on thelr own. But does this inital appeal MFls in unique ways to extend credit dlutctl,v to Self Help er:ps ——
transiate into anything sustainable and replicable? Although it is certainly oo el aveas (Harper and Singh, 2005), 1CICTs ptc{cn@ method ul (‘:.l :ésle
early to tell, financial linkages and alllances, while Promising, are difficult to Bcllitation agents to help screen and monitor SHG borrowers. l ,.:;:
setup and manage, require strong less formal as well as formal institutions and 'm lending for the best performing MFIs. AVIVA Life India, 4 em.m o
seldom result in a significant expansion of financial services beyond credit. company, uses MFls to offer life insurance products to m pwp:t p

In the following sections of the book We present a brief averview of the life insurance to thetr loans. In limited cases. some MFIlswen
linkages reviewed, provide kev observations drawn from the collection of the Sormal retail agents for the company, which allows them to offer ul; Insurance
Case studies, and offer fecommendations on ways to foster financial sector mutolndmdud; outside of their microfinance client b..:i” 'nnm:’.;
lnkages In rural tinance. Readers should bear in mind that we did not review CCRDH Bank Limited, a private bank, has aggressively mgmmd Mmumm
all types of formal-informal financial sector linkages in a given country, with offering SACCOs a range of financial services including long LERE
the exception of Indonesia as presented in Chapter 8. Rather the intent was to loars and credit lines and vanious payment and transter instrumen
Identify and study in some detall cases that demonstrated success in expanding
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CONCLUSIONS
the bank has set up a microfinance unitentirely dedicated to the develon n study observations

OF this new market segment kages more commercia Sy
State-owned development banks continue to engage in partnerships, m e e oh n th ' .

::; l’l"u'::;:hd‘: [l;::il: loans to informal financial Institutions, In Mall, the Bas d to a more ‘project-led” focus in the past
loans and lines .,::::::T:n : 3 aricole (BNDAJ has a long history of using} linking of the formal and informal financial sectors is not new. In fact it was
el A savings accounts to help intermedia | Bajor programumatic thrust of some development agencies, like GTZ, from the

1980 to the mid-1990s. The idea of linking informal sell-help groups took
expansion. In Indao [ during a reglonal workshop on ‘Strength Institutional Credit Services
ml"‘i‘h plays a :;::’:;‘:’l"w‘m"‘:" bank 'I" Ball, Bank Pembangunan lm-mmn:”Gnm;n.' in N:Jl'l)llnk. China hm‘;: 1986, which was organized
offering staff training urawtll :lx € for customary village banks (LI'Ds the Asia-Pacific Rural and Agricultural Credit Association (APRACA) and
mandated by the central banking suthorite. bon 7o O services J1Z Later that year APRACA decided to make ‘linkage banking' its main
normal savings and loans servi k uthority. BID also provides the LDy pgrammatic thrust. Subsequently, with the financial and technical assistance
effectively ces that help them manage their liquidity n M GTZ over a ten-year period, APRACA helped its partners to develop linkage
Public, priv - , nking programmes in Bangladesh, Indla, Indonesia, the Philippines and
significer " ml:";,:':“""""‘l“"".‘ “owned apex organizations continue to ply hal ::1 l':sclal 2006), me:em.:fom were backed up with GTZ's mm':zu linkage
Apanding financial services In noen-tradittonal ki nking projects in Indonesia, the Philippines and Thalland diring the same
Hod (APRACA-GTZ, 1997),
- The linkage banking projects have had some notable successes in some places.
example, India, with its vast network of rural bank branches, has
treamed linkage banking on a national scale. Through the National Bank
organization, Co 4 . : ultural Develo t INABARD), India has over 16 million self-hel
an?pl.n A q;u‘:::,:: ‘,:‘,;2‘::'::’:;:)“;" bulk loans and “'f"‘ Oof credit to M| : ?::‘Iclnkcd to im,(xxmk branches serving 24 million members, mvcﬁnz
and contrdis to improve *"'m'm‘g:‘ crm:u Its partner MFIS" Internal syst : it 120 million people from the lowest income segments of the population
owned apex, Unlon of People’s Banks '::‘“ m;mf“' h,l,kw‘m"" the commumil Beibel, 2006). However, as History has shown, these types of linkage banking
assistance and is extensive nrtwmll’ 'l;ma 1 (:AR!: s financial and tec agrammes require a significant amount of linancial and human resources,
further into rural markets. For the “:' ;‘mp'“ B‘m‘,“ Is able to penete purces that are not readily available In most countries.
services to SHGs, a segment of the mark me, P'eople’s Banks are extendiy I contrast to past efforty, we found evidence that financial linkages and
profitable. arket that has proved to be surpristngl Mieractions between informal and formal Hnancial institutions are more
Microfinance instit, . | Intemally driven than the ‘linkage banking' projects of the past. This is not a
Actors in an effort to e‘:::;::;:::if::nmd::‘:(:): n"‘bum linkages with variog urprising finding given the paradigm shift in rural finance that has taken
them 1o survive In competitive, maturir ot lhc'l rbusinesses, enabling Plice over the list several decades, one that places emphasis on offering
para Alternativas de 1,!.“"""“' ‘M‘".‘,w“"::g:’:'"‘:::: “l;mkeu Fundacion ally viable financial services rather than subsidized interventions of
Organization in Bolivia, created a number of ““'ll‘xltl..fntzy-u;u::::‘.;?:;n“m nt
allowing them 10 offer their clients an array of services, such as ¢
:m‘)lm?; mn:m facilites, bill payment and satary and ;'mnkm cm?:“"‘t -
Llhections. In order to e . . bution _
FINCA/Costa Rica ”::”:":::‘":hl:\“ndqx o donur funds and conditions, nolal institutions, see Informal actors as important strateglc partners foe
the late 19905, paving the way 'mnmmluu ol each of its village banks tn Ing new markets in a costeffective manner. Several of the formal
relationships with commercial ba km s In the netwosk fo establish Mnstitutions reviewed in this study have made linking with informal actors an
In Peru, Confianza, a regulated :::1 $and other non-bank financial companies, Antegril part of thelr outresch strategy. Similarly, informal Boancial Institutions
commercial banks and don « dccesses lines of credit and bulk loans from Appear to be viewing formal fnancial institutions and other non-bank financiul
of funds. T as dway of increasing and diversifying its sources  companies in 4 new Ight. tecognizing the critical tole that formal sector linkages
can play in developing new lines of business and achieving sustainability.
Under this backdrop and that of the push for more commercially otlented ruril
Anancial services Provision. we are beginning 10 see more spontaneous and

Kafo Jiginew, the largest network of savin
. ' B and credit cooperatives, and
ON. i large village bank network, deal with cash flow vartability and/or port

m:lMtlml. PCEC, partners with numerous microfinance providers b
wholesale credit and training. Through strict selection criteris backed b )
capacity-bullding mechanisms, PCFC has been Instrumental In malt ' h
microfinance in the Philippines. In Honduras, a private first and & | 'I"'

e past.
Another factor explaining this trend appears to be a fundamental change in
way lormal financial Institutions view Informal actors and vice versa. Formal

1l Institutions, spurred on by the recent good pertormance of informal
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nvernally driven financial linka . ba . - . N
Cases exemplify this ‘nmket-lu:\ln nm):’u:;:" FArhet principles. The followk A country's economic and financial system dovelopment sftecs e
Formal institutions: potential for establishing linkages
* Aviva Life Insurance Company ang ICICT Bank. Faced with s priogh The development of a country’s inancial system dramatically affects the po :
“:"' m‘““""“ requining that at least 40 per cent of all commercial bank for financial linkages. In countries where both formal and (nf
:r::lu :::r‘ms business target priority sectors, e.x. rural aress. s organizations are weak, the potential for linking Is extremely low. In :
» ERpOrting firms, housing and agriculture, Aviva Life and 1CIS In countries where formal and Informal organizations are both strong

What began for both of these companies as a way to meet priority
targets soon became an IMpOrtant part of thely long-tenm corporate '!t!l s

and vislon

CRDH has dedicated significant resources 1o

3 Its partership medel.
I;m}rh Bank Bwanda. Although the Intention to link with self-help gro
(SHGS) did next merge from within, (he People’s Bank of Rwy

* CRDB, Lad. Responding to the president’s call to extend banking
10 all Tanzanians, espectally (0 rural area, CRDB chose a business model

potential for linking is high. Conning and Kevane (2002) use the analogy of
istands (Institutions) linked with bridges (transactions), and indicate that: ‘Where
financial intermediation Is more developed, a dense network of actual or
potential bridges across islunds will be in place’, They note that ‘bridging the
Raps’ between the local, informal partners and the national, formal partners is
something that will increasingly happen, as s country develops over time.

In Table 14.2 we rank the case countries by thelr human development index
(HDI), an indicator of a country’s overall level of development. Analysing the
index ranking we see that the case countries fall broadly Into three groups. For
the purposes of this discussion let us call the first group (Costa Rica, Peru, and
the Philippines) ‘high development’, the second group (Indonesls, Bolivia,

SRl

h rural swings and credit coaperatives (SACCOs) rather thy
W 10 cultivating a future market,

encouraged by the Impeccable repayment record of the groups and SOORSENE 7ty “ntidai ' b=l i L.

ndividuals, now sees SHGs as viable N
Parners in expanding its services to
new market segments it previously considesed unpmﬂub; -

Inforemal instiy

- l:un'dncmn para alternativas de Desarrollo (FADES) a non-regulited NGO,
|Z«ulldng In the supply of financial serviges, established strategie
alliances with pubiic and private organizations as a way 1o pll

Tanzania and Mali) low development”. As a measure of robustness of the banking
sector we provide the Bank Capital to Asset Ratio. A higher ratho signals stronger
financial institutions in a given country.,

High income, stable growth, low mral population, and a robust banking
sector characterize the “high development’ group. Countries in this group can
be considered as having a well functioning formal financial sector and # small

'

uthons.

number of additional services, such as bill payment, Informal financial sector (Costa Rica) to larger Informal sectors (Pery,
pay: maoney transtors gnd

deposit mobilization, to its target population iy 4 costeffective, sustaingh

manner. FADES has Mgnificantly increased and o rvenue
versihi
base through the SEIVICe fees varmed from these alllances i

* BASIX. & non-bank finasnce ‘ompany, In an effort to offer life msurance o

1 clients, o

varly 2001 A vear Jater BASIX shifred its iny
‘ wrance bustn
4 more cost-effective and f) exible partner, willl 3 10 AVIVA Life,

NEW products that better fit the needs OF BASIX. Both partners have spoken

highty of the experience of working together, expressing grear satistaction

In the achievementy they have
; mide in prov
several thousand borrowers. Providing health insurance o

¢ Conflanza, g

Philippines). Countries in this grouping vary in thelr need and potential for
linking. Costa Rica, with a well functioning banking sector and, 4 subsequent
lack of informal actors, has less of & need for creating linkages in rural finance

The need and potential for financial sector linkages in Peru and the Phillppines
appears instead higher. In Peru, the recently enacted microfinance law has
helped to organize the informal sector, having what appears to be a positive
impact on the institutional capacity and performance of several MEs In the
country. Initial evidence from this study suggests that MFls, given their new
legal status, have been able to increase the number and types of financial sector
linkages. However, financial linkages miy not be able to overcome persistent
risks and costs of serving the country’s rural market, given Ity adverse
Iven Its new status as o tormally registered M tn Peru, hay geographical conditions, low rural population density, and, in some areas, poar
economic opportunities. The Philippines, with & large rural market potential,

stablished & strategic partnership with 101 Prudential jgy

N 10 experiment and pllog

private) financlal institutions to obrain competitively priced loomm‘ coupled with high literacy rates. higher population density and 4 well-

Significantly impacted on the Organization’s deyve) from a client
opment,
base of 900 in 1999 4, Approximately 38,000 in 2008, ’

functioning banking sector, the country appears well sulted for establishing &

range of strategic partnerships 1o expand the supply of financial and other

services in rural areas. Indeed, we are already seeing this happen, with the

partnering of mobile telephone service providen linking with banks snd others

to expand telecommunication Other services in rural areas (Lyman, Ivatury,
and Staschen,

MK ‘,l)
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A larger portion of the total population in rural areas, higher population
ity (Indonesia and India), and emerging growth potential characterize the
ntries that fall into the ‘middie development’ group. With an expanded
tal infrastructure, emerging to well operating informal actors, and steady
h, the countnes in this group appear to be well suited for creating robust
gic partnerships in rural finance. However, caution is warranted. in some
mntries, government intervention, such as priority sector targets in india and
ndated partnerships in Indonesia, and low capacity of MFls, may truncate
tal linkage porential. Establishing robust linkages may prove difficult,
in markets where both the formal and informal financial sectors are strong.
s was the case in Bolivia where FADES, a well-established MFL, could not
4 a rellable formal partner for mobilizing deposits. Other factors such as size,
Iferences in corporate culture and vision provoked the termination of this
ership in the end
High percentage of 1otal population in rural areas, lower total population
denaity (excluding Rwanda), less developed formal, and in some cases, informal
Inancial markets, characterize the third, ‘low development’, group, In short,
i appear to be narrow opportunities 1o expand the supply of rural financial
services through formal-informal sector linkages due to the limited number of
o operating in the countries. Although Mall and Tanzania have a more
, d informal financial sector they, as with Rwanda, are limited by the
mber, strength, and openness of formal financial institutions, In these markets
gdonors appear to play a bigger role in fostering formal-informal financlal

linkages.

Trade-offs exists between establishing a rural market presence on one's
‘own accord” as compared to doing it through ‘strategic linkages’

i this study we found that financial institutions wanting to establish a presence

i rural areas continue to fuce formidable challenges. The high costs and risks

ol serving o rural clientele preclude many tormal financial institutions from

apanding into rural markets, even though they have the financial and human

pesources to reach a larger, more diverse clientele, On the other hand, informal

Minancial institutions wanting to establish a presence in rural areas can take
advantage of their proximity to overcome some of the challenges. Typically,

however, informal institutions constrained by regulation (e.g. not allowed to
Aake deponsits) and other facton (e.g. inability to achieve economies of scale and
soupe) are only able to offer a narrow range of financial services, such as granting
small, short-term loans.

Formal and informal financial institutions can overcome some of these costs
and risks by strategically partnering with one another. However, there are several
factors to consider when deciding to establish a rural market presence. The
advantages and disadvantages of two ways of establishing a rural presence, 1.e.
by doing it on one’s ‘own accord” or by creating ‘strategic linkages,* are reviewed
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in Table 143, fram both the formal and informal financial institutions’
View

Financial linkages demonstrate impact on rural client outreach, but se.

result in a significant expansion of rural financial services other than
credit

It s important to recall our definition of a successful financial linkage as o
that results in expanded access to financial services for new rural clients ¢
traditionally served, broadens the variety of products and services offered, ar
or creates quality Improvements of existing products/services through be
terms and conditions. Without question the cases reviewed demonstrate
based on one or more of the success factors, mainly on expanding access to
rural clients. It Is noteworthy that very few linkages resulted in new produg
and services other than credit. However, as shown in Table 14.4, some of §
linkage cases are resulting in the expansion of ‘non-traditional’ -
Including life Insurance, bill payment, transfers and disbursements
As shown In Table 14.5 the evidence Is undeniable that linkage arrangem gl
between formal and informal financial institutions expanded financial outreach
In terms of credit granted, Into rural areas. In the Phillppines, over a m
clients have recetved loans from institutions linked to PCFC funding, of whi
mare than 50 per cent went to partnen operating in raral zones. In Rwand
more than 20,000 smallholders and entreprencurs living deep in the rugge
countryside now access credit from the People’s Banks on a regular basis througl
thelr savings and loan groups, In Tanzanla, CRDB has reached close to §0,000
new rural clients through 157 SACCOs, by offering loans and deposit facilities
Although we had difficulty obtaining substantial documentation on
impact of financial linkages resulting in product/service quality tmprovement
several Informal organizations leveraged partnership experience to obtain bet vy
terms and conditions for the linked services. This was the case in both
organizations reviewed in India. In addition, the ‘leveraging of experience’ was
observed further down the financtal continuum. In India many self-help group
clients Interviewed, encouraged by their linkage experiences, said that the
now interact directly with other banks, negotiating better terms and conditions
for the products and services recelved. In essence, they are playing one ban
against another. Similarly In Rwanda, several group members leveraged t
creditworthiness to open personal accounts with their local People’s Bank to
manage thelr personal and business finance matters
We found some evidence on linkages that broadened the variety of products
and services. In Bolivia, Costa Rica, Honduras and India well-established MFs,
with an explicit strategy of Improving and expanding client services, are offering
an array of integrated services. They have advanced well beyand stmple direct
financial linkages to Interacting with a range of diverse actors to provide life,
lvestock, weather and health insurance, money transfer and bill payment a

LATIN AMERICA
indonesia Philippines Boliva Cotta Rca Honduras  Peru

Asia

India

Rwanda Tanzania

Africa

Mai

Contianza (EOPYME)
partnurs

Covelo Foundation, MFis
ang producer
organizations

FINCACosta Rica,
commavrcial banks, MFis

FADES and vanous
partners

FCFT. rural banks and
MFin

8P0 and LPDs

AVIVA Lite and MFis

ICICI, MFls and seif help
groups

CRDB Bank, SACCOs,
community banks and
NGOs

Peopie's banks and SHGs

GNDA and MFIs

Direct timancaal linkages

Bulk loans and credit Lines

Savings

Faciiitating |inkages

Salary/pension disbursements

Sowsce. Financial linkages case studies. 2005-6

Creait

Ifnsurance

Deposit mobilization
Money transfers

well as pension and salary payment services. For exartiple, mone than 200,000

Table 144 Typology of case study linkages
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Table 14.5 Expanded rurl Outreach through |inkuges

[
auntry Links Date  Partness Active Coan por
u_ clnts  (USS U
olivia FADES and various
| partriers Doc 2004 |} '
Costa Rica FINCA/Costa Ricy, Apr 2005 230 272:;:0’ P
o commercial banks und MFly . B
onduras  Cowelo Foundation with MFIs Dec 2004
India - AVIVA AVIVA Lite with BASIX - Syl i
angd Dec 2 "
S 2008 2 221,711 B 200
:ndm = ICICH ICICT with MFis Mar 2006 27 1,200,000 &8
ndon : ) 208
Indonesia ::omm:‘:m B Dec 2004 1,206 318,995 97 908
sl coOpers Dec 2004 2 190,886 19,130
Pery Conflanza with com
mercial Dec 2 !
- 006 ¢ 37,575 21,53
. nternational partners
ippines  PCFC with Rural Banks :
i Dec 2004 199 1,396,326 5] 3¢ 0
Rwanga People's Banks
and Sent Se,
e apie p 2006 9u) 25,000 171
Tanzania CROB Ltd tinked with
un 2
e 005 157 78.a5% nd.

Sawree: Financal linkages case

Studies,
"Linked MFI member's squity 2005-6. nd.. ho data avalavie

CONCLUSIONS

%0, In Tanzania, CRDHE tries to ensure the health of its partner cllents by offering

A training programme based on specific partner needs, such as MIS, portfolis

Management and loan appraisal. And in the cases of BPD-LID linkage in
Indonesia and the Covelo Group In Honduras, formal intermediaries act 4
mentors and supervisors to informal institutions. 1C1CT Bank, faced with a dearth
Of potential partners, struck a deal with an intemational NGO to provide tralning
and rechnical assistance to MFIs to help bulld their capacity and bring them up
10 3 level where the bank would consider them a viable partner. Through this
parmership, the ICICI team was able to communicate thelr needs, “iiectively
shaping the nature of the training provided to thelr future partners

Nevertheless, none of the cases have included expliclt assistance and/or
fraining intended to help the less formal actors engage more effectively in the
parnerships. We observed much experimentation and leveraging of leaming
(or ‘leamning by doing’) by informal Institutions to establish more suitable
partnerships with commercial banks and insurers as was the case In India and
Bolivia. Based on findings from this study, the Food and Agriculture
Organization (FAO) and the Foundation for Development Cooperation (FDC),
through its Banking with the Poor Network, developed o facilitation gulde on
establishing and maintaining tinanclal sector partnerships, The organizations
pulot-tested the guide during a warkshop with 25 MFls and several formal
financial sector acton In India in December 2006, Since that time, FIXC has
conducted similar taining in Sl Lanka and Indonesia and further refined the
guide and plans to use It to promote partnerships in microfinance throughout
the Asta-Pacific region.

The leveld of institutional development of informal financial actors determines
the way in which they interact with formal financial actors, For example, more
mature, well-established MFIs preferred bulk loans and equity Investments 1o
the facilitation of credit contracts on behall of 4 formal bank. Typlcally, well-
established MFls are concerned with the threat of losing clients they have
worked hard 1o cultivate. Less-estabilished MFIs found [nstead that factlitating
loans for banks afforded their organizations Interesting opportunities for
building internal loan management capacity without bearing all of the risk.
When it pertains to expanding into non-traditional service offerings, like deposit
mobilization, bill payment. transfers, and insurance, well-established informal
financial institutions are more capable than voung institutions in managing
alliances with external partners.

Developing financial linkages and partnerships is not costless

Establishing and maintaining financial linkages takes time and money. Both
partnens incur costs (n developing the linkage, but informal partners bear a
heavier burden in relation to their cost structures. Typically, costs are related to
the time and resources needed 1o negotiate partnerships, develop new systems
and procedures, hire and tain staff, purchase equipment and/or renovate office

wpace and seaft salaries, etc.
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Issues. In the end L appears
Adapting procedures and Information svstems 1o Incotporate a ! sle with how to handle these ""l::::‘:::l: ‘:"“w“rd s ‘
business is an arduous task for any business, Systems adjustment becoms Brustration with these umdnlcm.:’ cobimsoprbsegiy o ::"m
complex when the procedisres and systems of one's business partness Bitions to push for better mm..' :‘,‘, FiSSIhe Sntr "mmm
factored into the equation. This s especially true for business lines ¢ or with new ones. nm’ wn' At ohtul tDs o e, VAV
dependent on the sharing of Information On & regular basts. The fo it thelr excess liquidity wit ,.," O e
cases exemplify the opportunities and challenges. IR ol snisee. Dhaitie lum: ‘m(;([“ : mm.“mm g el el
* FADES: Motivated 10 supply a wide-range of non-traditional fin B tictia negotiating bulk loans f“' . '- ‘:mn‘  thanacing s acttation
e pepT— S st g ol i tyemtiomeny "m’:-‘l-l to achleve more flexibility in
and pension fund disbursements) FADES sought strategic alliane Honal model by ."m"'_""::':::’dmg_
several partners (Western Umion, a credit union, governmens, | ing ‘condition "T ;_:‘,::t': ;’ oo ApERCRRORS R
- ’ ' Conitionalithes embed i
:::Z::‘k:l: ‘:‘u::mh conceptually valid, the organization .. | restlt In unforeseen consequences, n:gam:? ;\.;'(‘l,:’.:‘:i:":::': e
range of partners. Each of the Strategic alliances required program s In the |‘"1§;1m"| ;n::; ::.' :‘:\:;‘c?;- A;:m"mr o o itk bekia
s with s o g B " hich Finca had never worked. The
and 1o enable FADES' iy 1o communicate with irs partners’ ® Ministry's ‘preferred n-glum: hm' ;ln‘::mame s o st o s A
In some Instances, lack of compatibility forced FADES to run dil ment did not cover the tcd;nl . S oot s oy iy e 4
Programmes on more than one computer, which Increased oo age banks, as previously agree d':'"“ ot SN
antiquated hardware and software had to be updated to handle the } sle funds for thems. In the end th niopirreriea
Were Incurred in staff time to consalidate ma IS clay the village banks from that “‘?::: ; ::m'm_'m'mﬂ i Rl ok the
systems in FADES' main business Operating system at the end of pvernment, for being left 1;.:;‘:1‘:"::; o deimorchavishs o
i e B s ; with two major linkage
* AVIVA Life SO 0N 'process nnovations' to drive down COsts ¢ ng financlal services to MFIs "N:’:A':;’:?:?:::;]m.nv D “n"p."d
pannership model 1o 4 ustainable level. AVIVA worked with BASIX adels: CVECA-ON, which links up wit ‘: s mlﬂy‘mns s
develop a soltware progratnme that allomﬂmtmummamv vl 5 portiollo, and Kalo Jiginesw, & nﬂm; Nrssomniaid S bochrebes:
paing ol e o pacme to AV i T Telo o aa e et v‘t‘u::lmm; there Is not much ditfetence
planning to sell the ramme to AVIVA's oth Noth networks operate 1 comparable en SRR
- o total assets per Individual member; and both : o
' hwmlt'ﬂm'1 virtually all members (96 per cent) of the Kato liginew coopera e
save aﬁcl‘ they save significantly more (USS$90 per nl:.;t:)‘::'b :h‘:tv"::‘ '.‘:::‘mm,
SAON, less than hall of whom tﬂ per cen o
:"ci\:r(;:gr savings per member of just USS32. Clearly l:w KT'M;: :1::::\':::’:
hile Kato .
1o the linkage contract, typically by the foem that CVECA-ON s highly tk]ﬁtt@l on dmu:::: :ll‘l‘:d'\' :: b i sl
% on the informal partners, In the CASCS reviewes BEeE: The unintended tingative comnsen: fhe DecoaBNEAICHAL
cept restrictive terms and ON linkage Is that ongolng donor generosity miy

Wo organizations were
parters.

conditions from funders. M
conditionalities, since thejr

IWn regulatory status provents them from accessiy
Capital through deposit takis

18 Ot straight loans. Such conditionalities included.
fequirements on use of bulk loans, as In the case of a donor channelling :
through BNDA 10 the CVECAs for producer sssoclations in Mall; PCFC, the
gOvernment. owned apey fequiring its MFI clients to yse 3 preset lending
methodology, the Grameen model; BPD, the provincial bank In Ball requiring

s partner LPDs 1o save only with their bank: and FINCA/Costa Rica being
pressured o accept requirements on interest rates, staffing and equipment
purchase decisions. While well-established MFI

s have come 2 long way in
dealing with distorting conditions that limit their flexibility und growth, many

Too early to tell if using agents to facilitate credit and insurance husiness
g | tive and emerging linkages are those In which
| nnova

e m&::;mu of the other to petform various operations, including
mm“"l‘ﬂ and servicing of loan contracts and insurance mude:.ndm
bl payments, transferring funds, and dishursing salary payments : benefits.
Omaly four of the cases Involved this type of °mmmmdwummm mmlda.‘
And of the four, only two cases concerned the facilitation of credit and insurance.
Thisis an important distinction given that the agency risks are higher when an
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ness with new
Institition hires o third-party to ‘facilitate’ credit and Insurance contrag Mg business in India as several Mﬂ:. w'm:'.:w -
when It outsources the stralghtforward processing of payments, : fmercial partners, have sought their servic
disbursements, In short, it takes mare time and skill 1o assess client s
monttor client actions than it does to transact a one-time payment,
disbursement, ,
The two cases, one Involving credit and the other Insurance, are from & j rds butld
In these cases, 1C1C] Bank and AVIVA Life Insurance Company hired iny ) R Sgimitng 030w toaeid by Kiemak l";,d ::,‘cl::?u u!:::: ?::d the 3
partners to act on their behalf to facilitate loan and insurance contracts, Iy alliances to offer tx)n-!mdmﬂ;; ’:mn uush.' mentioned. esabii
Case of AVIVA Life, the agency risks are not an issue since the Insurance cong onstrate this trend in practice. FADES, as ‘l‘ e - services, including bil
are bundled directly with the loans that the Informal partner grants al mrer-institutional alliances l(:1 cxm:m In Tanzania: clients of linked
previously mentioned, AVIVA reserves the apportunity for its well ent, benefit disbursements, an m:ﬂm "') access any CRDB and partners’
MFT partners to retail insurance to non-clients. In these caves, the ag s can obtain a debit card, allowing SACCO clients can also transfer money
are higher To address this, the M¥ partners have to go through an ext SRR SN S SR e g m.ﬂ with & limited number of input
training and certification process with Aviva Life and the IRDA 1 ] , here in the mun}ry and make purc
Regulatory Development Authority) of India. QR I i thatr CROD debit cusd have witnessed banks and non-bank
Regarding the second case, ICICI Bank has had & relatively suce ——— m' y"?mw:‘ their business transactions, typically
experience of using MFI partners acting on behall of ICICT Bank to ok firms using commercial ““’3" o “dlhk”, banking (Kumar et al.. 2007; Lyman,
and monitor loans. By March 2005 ICICI Bank was lending US$66 mi jred $0 s ‘correspondent’ o hoand hets, banksasenstitiing grocerysionll
rural clients through 27 partner MFls. This figure Had ballooned to ey Wl Stauchieny; 2004). i sosme mae s, post offices, MFls, and NGOs 1o
with 102 MFI partners serving 3.2 milhon low-income clients by March 26 '_ R ALSLERIC MANTY. SORS; iRrmac .n';: are loweu such as account-
already reaching about half of the 200-250 M1 partners the bank would Ik | facilitate transactions where the business amoenerit banetit st patiill
partner with by 2010. A large part of its success was due to the approach RS I PRI, mmmnhm(:; (‘:: facititation of limited’ banking
ensuring good behaviour by partner Agents. To do this the bank instituted th ] CveAS il Suv b Sovoe mcite Is 10 recetving and forwarding savings
different types of first-loss Ruarantees with MFIs. The first approach RO S5 Cirpatis s Mmdm:;i:e thone network operators, with their
requiring the MFI to place between 8 and 15 per cent of the total loaned In. and credit account applications). M ,{“ nels, are also beginning 1o offer
escrow account which the MFI canmot touch until all loans have been " wide and well-developed distribution ‘x-nd‘:ad m; cxnmofor: of stettome; sl
The second approach is to give the MFI an overdraft Himit with 1CIC] Bank up bank-like services to their subscribers, 4% nrdthe purchiase of goods st Sl
the required guaranteed amount to which the MFI could draw upon to e and withdrawal of funds, loan POY'“'?;';)
any losses. The third approach is for the MFI to use a third-party to put up ops (Lynsin, twmtary; mod St mcr'emul cases of correspondent and
Ruarantee to cover any losses. Cashpor and SHARE. Indla’s Largest Gram Although not surprising, the most arket countries, where the banking
replicators, have used this approach with 1CICI Bank through a guarant Jmchilens onkting e S Sgi0g ngest. The most successiul
received trom the Grameen Foundation of the USA, and telecommunication m:n;truct‘uuru T‘;n:;:) Kgcnya the Philippines, and
Although this model appeared to be warking well tor ICICI Bank at the tis experiences (0 date are coming oui.: »::l;sm proa o dap sl e potenuial
of this study, as of February 2007, the Reserve Bank of Indis (RB1) requested th _ ARG ARDgME Whess I c(;lll banking mosdels to expand access 1o
ICICT Bank discontinue i1s partnenship model with MFIs. It was concerned that of emerging correspondent and bran :‘moddl exist today (Porteous, 2006),
the bank was not meeting the ‘know your customer” requirements, since all the unbanked, very few trnsiormation ral areas. Recent studies point to the
direct client contact was undertaken with the MFls and not by ICICH itselt, Ay especially with significant outreach m‘ "
TCICT Bank 15 the largest player in the financing of MFls, primarily through ~'T;' O RgTaesns why this W thie ;nu'.k of ¢ tions and the viability of the
partnership model, a severe liquidity crunch hit several MF1s abruptly, Young, [NRERTW NS SUIIE PRCE AN Ack m":lr:hﬂ transaction volumes for
emerging MFEIs, who depended solely on funding from ICICI Hank, were hit low-end business models that requ
hardest as they had not cultivated relationships with other banks i thelr area, survival; cross-cutting various
Initial concerns about 1CIC1 dectsion and adverse tmpacts on the microfinance * vomplex and ilb-defined "ﬁ“““mm ttktunmnl:!m
market (e.g. funds shortage, Increased capital costs) were quelled when 1CIC] vegiiatory dovmaing, suct as thiose
increased Its lending to the informal sector through bulk loans (Business and information techimology;
Standard, April 2007). This sttuation has positively affected the microlinance

5 and other non-bank firms are beginning to use commercial agents o
pand access to ‘non-traditional’ financial services

<
-
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* technological sophistication of banking and other sectors weak or ak
i most markets,

*  Increase of agent-related risks especially by those that are not p

reguluted.

Therefore, from this research and the recent studies Quoted above, It must Iy
concluded that for the time being there Is much more scope for formal s
imformal finuncial sector linkages to extend non-traditional services, such
Dill payments, transfers, disbursements, pre-paid card purchases than for ¢
facilitation of credit and insurance services, In which agency-related risks an
complexity ot contracting are greater

Moving forward

Linkages between formal and Informal financial institutions help expany
financial services in rural areas. The eleven cases studies examined here offer 8
shopping bag full of options, from commercial banks using the infrastructy v
and local knowledge provided by MFls to reach self-help groups, via ’
secking strategic alliances to offer non-traditional services 1o their Clients (e
bill payments, transfers, deposits), to latge international insurance companie
galning thousands of clients by linking their insurance products to every loan
that an MFI makes. Clearly, linkages offer mutually benefictal solutions foe
both formal and informal Anancial Institutions but, as is demonstrated in {
of the cases, establishing and malntaining robust parmerships brings new
challenges and risks.

The case studies were selected to ensure that we highlighted key example
from different continents and included a wide range of linkages. We see thi
study as an important first step in documenting the linkage options and lessomn
learned, 1t is our hope that each reader will adapt the knowledge gained from
the cases 1o his or her context. Based on our experience we can make the
tollowing observations to help foster further reflection, debate and research on

the potential role linkages play In expanding financial services at the fronties
in rural finance.

Formal financial institutions

Given the continued development and success of the informal financial sectors
In many countries we encourage commercial banks, insurance comparies und
other nonsbank finance companies to consider linking with informal sector
ACTOTs as a viable business model for a range of SETVICEs, not just credit. As many
of the cases have demonstrated, parmering with informal intermediaries, such
% MFls, SACCOs, self-help groups, village banks, etc.,, provides a lower cost way
toexpand outreach into peri-urban and rural markets.
Evaluating and selecting good partners s an important first step in

strang linkages with the Informal sector. As we have seen in the cases presented
In this book, nstitutional capacity of Informal Intermediaries varies widely
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across and within countries. Working through Informal sector networks and
associations of service providers can be an efficient way 1o learn about the
capacity and mterest of potential partners. It may be beneficial to seek assistance
from third parties adept in microfinance tralning and technical assistance,
including NGOs, donors, and government agencies, when faced with constraints
to expand a partnership moded on a wide scale due to poor capacity of informal

Hullding alliances with non-traditional partners, especially those operating
in rural areas, may not be welcomed by everyone, In many of the cases we found
that seeking ‘buy-in’ at all levels ts critically Important. In some cases problems
arose when the company tried to ‘opetationalize’ the linkage model that middle
management had not fully endorsed. Bringing in operational managess st the
beginning of the process is critical; not only in terms of getting thelr buy-in,
but, more impaortantly, 1o seek their technical input on the feasibility of the new
line being considered.

Operationalizing the partership model may prove challenging, especially
when there is a large size and corporate culture difference between the two
partners. Establishing a thorough communication plan within and across
Institutions appears to be key, as is hiring new staff with greater Insight und
experience about the informal financial sector. Indeed, this was the strategy of
same of the formal actors, who hired microfinance professionals to help roll out
their partnership programmes. Staff exchanges and business meetings with
partner organizations are an excellent way to see the business model from thelr

Another way that formal actors can strengthen Hnancial sector linkages s to
actively participate in the dialogue and policy development of the informal
financial sector. Promoting initiatives that will help to improve the transparency
and assessment of local partners will be key, Including liaising with objective
rating agencies with standardized scoring and MFI networks and other
professional associations that advocate self-reporting on key business indicators.
These initiatives will, in the long-run, reduce the tisks and costs of establishing
strategic alllances with the informal sector.

Informal financial institutions

Partnering with a range of financial and non-financial sctors to advance business
and soctal objectives is becoming the norm in rural and microfinance. Although
most partnerships are sought to broaden access to credit, we are beginning to
e organizations use partnerships 1w expand Into offering non-traditional
services, including insurance, bill payment, transfers, deposit taking, and
Account-opening. Some informal organizations are seeing the benefits to thely
financial sustainability by diversifying revenue streams generated from
additional services through these partnerships. However, there Is o balance to
strike between nnmbwandqunmyotmummmtmm :
after and manage sustainably and the growth of its core business ¢ redit
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delivery. Trying to offer too many new services at once without having ¢
necessary systems, procedures, and staff in place to effectively manage thes
can be detrimental. Many complications can be avotded if operational pro
are outlined and communicated throughout the entire organization and sy
are well tested and checked prior to the start of the new service

Choosing the tight partners Is equally important for informal intermed
as well as thelr formal counterparts. Formal banks and companies vary in the
vision, financial health and strategy in partnering with the informal secto
Due diligence In exploring and comparing the benefits and costs of 1i
with potential partners is prudent. Clarity in knowing what your arganizat
wants and needs from the partnesship prior to engaging in a thorough se
will typlcally result in a more fruithul exercise. Talking to similar organizatic
about thelr experience of engaging with the formal financial sector can
add benefit to the process,

In several of the cases presented (n this book, informal organizations foun
I necessary to adapt and upgrade thetr management information symmu
share Information In a secure and real-time manner. In theory this )
casler than we found In practice. The need to adapt MIS will depend on th
nature of the service belng provided and the willingness and capacity of th
organizations partnering. New business modeds often require new informatic
programmes. Some partners worked together to develop software programm
to allow the companies’ systems to share Information in real time.

Partnering with public sector entities will be distinctly different
partiering with the private sector. Discussions, negotiations and setting t
of the agreement most likely will be more complex and lengthy because ¢
bureaucracy and transparency issues. One may expect more audits and high
reporting requlrements and payments of fees and commissions are normal
partnering with the public sector. Sometimes alllances with the state have tumed
out to be more burdensome and counterproductive than originally percelved as
government agencies have a tendency to use the partnership to advance &
certain political purpose. As a general mle of thumb, engaging in strategle
alllances with the state should only be considersd when it s tor the dcuvuyd
service, such as payment of 4 utility, disbursement of 4 benefit (pension, grants),
and/or salary payments

Policy makers

Ultimately, robust financial linkages depend on the business performance of
the partnens involved. Therefore, enacting policies and initiatives that promote
the soundness of the Ananclal sector, Including informal actors, 1s the best
polnt of departure. Indecd it is the role of the government to protect the firamcial
systern as & whole by overseeing the financlal soundsess and performance of
formal financial sector institutions. With regard 1o the informal financlal sector,
promoting regulatory change that encourages the creation of new organizations
and/or improves the performance of existing ones is recommended (Christen

CONCLUSIONS 271

ot al, 2003) As the enabling environment for financial systems development
Improves the scope for creating bridges and lnkages between fnancial sector
ACLOTS INCreases

It is advisable 1o carefully consider policies that would foment linkages in
banking, including those that would improve the payment systems and overall
financial mtrastructure 0 the country. Working with ministries in
commumnication and information technology s well as designing suitable
business contract laws will help to improve partnerships in rural finance. Credit
bureaus and independent rating agencies that produce up-to-date, quality
Information on all financial intermedianies in the system would help foster
partnerships

Part of fostering an effective enabling envitonment involves avoiding
common rmistakes and tendencies seen often in development finance. Fot
example. avoiding linkages that are promoted to channel government and/ot
donor programme credit is a good rule of thumb. Programmes that continue to
introduce significant elements of subsidy into rural finance crowd out good
oIganizanons attempting 1o survive in highly fragmented rural markets and
dilute good business practice incentives, instead, one should promote initiatives
geared at bullding the capacity of the informal sector to create commercially
viable parterships with the formal sector. This may be harder than it sounds
since 1t is much easier 1o generate extemnal resources that can show tangible
impact in a relatively short amount of time. Untortunately donors often seem
more interesied in knowing how many loans were granted to how many clients
than i how much the local financtal iIntermediaries have developed. Promoting
protessional excellence in rural and microfinance by supporting high quality
protessional training and academic instruction as well as professional
associations and networks of informal financial organizations will strengthen
the sector as whole, consequently making many actors more ‘partnership worthy'
with the formal secton

In this study, we found that delegated monitoring and ‘enforced mentoring
linkages' may be counterproductive to the development of the local financial
omnganizations, especially those that restnict formal financial sector engagement
beyond trnsacting with the assigned ‘'mentor’ partner. Although unintentional,
this policy has resulted in the local intermediary not being able to choose the
more appropriate bank to place its supplement funds, in terms of best iInterest
rate, fees, houn of operations and location.

With respect to prometing regulation to handle new risks associated with
comespondent and other branchless banking models, initial evidence suggests
that making formal sector actors lable for the actions of their informal partners
and maintaining the right to supervise informal agents as deemed necessary
may itself be sufficient to deal with the new nisks associated with these models
(Lyman, Ivatury, and Staschen, 2006). For countries wanting to promote
partnerstiips as a way to expand into new markets it may be advisable to promote
lhmnmmhmwm straightforward (e.g. facilitation of payments,
disbursements, transfen, etc.) than those that are more complex and involve
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more risk (e screening and monitoring of loan and insurance conte
account-opening based on client assessment, etc.), Governments she
cautious In letting non-banking firms offer financial services, A general ruli
thumb is to only allow firms that demonstrate technical and financial stres

high liquidity and a reasonable level of transparency 10 provide bank-like serv!
ina limited fashion (Lyman, Ivatary, and Staschen, 2006), Macing tr N
limits on mobile phone network providers in the Philippines has worked W
o date.

)

Donors and technical agencies

It s clear from these studies that donors and technical agencies, like the FA
and IFAD, have an important role to play in fostering linkages between forns
and Informal financial sectors in rural finance. Given our initial findings abo
financial linkages more focused attention and effort is needed 1o pilot
experiment In establishing financlal linkages, especially in countries
the potential for linking s high. This could include the testing of different
ol partnership models and analysing the costs and benefits of each ype |
various contexts. Experimenting with and analyzing the impacts of
advanced Internet and telecommunication technology on the cmaency'
partnerships could be considered.

Much more attention should be placed on developing partnerships
alllances that help to broaden the range of financial services in rural areas th
20 beyond credit, such as Insurance, deposit, payments/disbursements an
money transfer services. The services with the most potential for expansic
Appear to be transters, payments and disbursements, and deposit mobilization
which, once the right systems and procedures are in place, are relatively casy i
manage and involve little risk. Moreover, facilitating these services offet
Informal organizations new sources of revenue, which ultimately can affee
thelr longterm financial and operational sustainability for the bettes.
Nonetheless, caution is advised in expanding into too many new services all a
once. As a couple of the organizations featured in this book discovered, there
are managetial, operational and resource imitations that constrain the health
of the partnerships, and often distract management away from their core area of
business of credit delivery.

In tandem with experimentation, additional efforts are needed 1o bulld the
capacity of Informal organizations to enable them to actively engage in
partnerships with formal sector actors, At a first level, capacity-bullding efforts
could focus on strengthening capabilities in the organizations’ core business:
At 4 more advanced level capacity bullding assistance could focus on more
specific nature of bullding robust partnerships to further the business
development goals of the informal financial organizations, including how to
select good partners, design appropriate linkage contracts, develop adequate
procedures to handle the new line of bustness, hire new or train existing staff 1o
mmm‘mmummwm

.

i

o
:
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s the profitability of new services or products, and develop integrated MIS
ems thit account for new business as a result of linkages. Donors and
hnical agencies can play a key role In linancing and fostering capacity.
ding efforty. Indeed, the FAO, through its collaboration with the Rural

Agticultural Credit Assoclations in Africa, Asia and Latin America as well as its
Muture planned work on enhancing small producer access (o financial services,
Wil use these case studies to bulld and adapt fleld activities, share Information
about and foster policy dialogue on financial sector linkages with its member
countries.

Continued linancial support ot rigorous research on innovative financial

linkages and partnerships tor expanding the frontier in rural finance I8

recommetided. Studies linked to financial linkage experiments and pllot projects,
especially those focused on expanding financial service beyond credit, are in

most demand.

Notes

1 Muany of the new linkages involving branchless bunking and the partnering
of mobile telephone operators with banks were just beginning to emerge at

the start of the study. See Lyman et. il (2006) for a review of costs and risks
associated with branchiess banking and the Impact on expansion in1o new
muarkets and Kumar et ul. 12006) for an overview ol correspondent banking
In Brazil. To date, however, there is little empirical evidence on the models’
Impact on rural penetration.

At the time ot this study, research on strategic alllances in microfinance was
being conducted. See Green and Estévez (2005) Miller-Wise and Berry
(2005)! and Young (2006).

This section lollows closely Pagura und Kirsten (2006).

Given that we were examining linkages between formal and informal
financial institutions we did not study emerging models that have
demonstrated potential in increasing the supply of rural financial services
through agricultural value chains. These models include structured financial
armangements in which a third party, eg. supermarkets, buyers, input
suppliers, etc., vouches for an individual’s creditworthiness, often a small
holder vis-a-vis the bank in guaranteeing that they are o preferred supplier
or buyer of the third party. For practical examples of these types of structured
finance see Camplon (2007), Gonzalez-Vega et al. (2006) and Matic et al.
(2006).
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EAPANDING THE FRONTIER
IN RURAL FINANCE

The rise in microfinance has largely passed rural areas by, Sparse ¢ e
mfmmmmmmmwnmmmmmm
an unattractive proposition. Rural MMMMWQM
market. Banks and other financial institutions around the world are trying to 4
informal Institutions to expand thelr products and extend the reach of their s

Expanding the Frontrer in Rural Finance presents 12 examples from sround the wo
of banks and informal Institutions forging linkages to reach rural customers. Can i
financial resources and the ngour of banking systems be combined productively w
the local knowledge and low costs of microfinance institutions, credit unions and
help groups? Have the terms and conditions of linkage banking services ve
customers gain access 10 a wider range of services, such @8 insurance and mc
Are more customers reached? This book shows that linkages can sxpand out:
making this work In practice is not straightforward.

Essential reading for bankers and microfinance professionals, policy makers and dot
working to improve rural finance.

MARIA PAGURA 15 & Rural Finance Officer at FAO, Rome: she has 16 years'
rural and microfinance and small enterprise development in Africa and Asia.

*This s not a dry collection of papers...it conveys a powerful message: pa
uwm-wmummnw' ;
WIMAL A FERNANDO, PRACTICE LEADER FOR MICROFINANGE, ASIAN DEVELOPMENT BANK

““This book provides a valuable contribution to facilitate improved financial inte
and better practices for extending services in rural areas.”
RASMANE OUEDRADGO, FORMER SECHETARY GENERAL OF THE AFNIGAN RUNAL AND AG
ASSOCIATION (AFRACA)




