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EXECUTIVE SUMMARY

The U.S. Agency for International Development requested a study of institutions that have been
awarded Anti-Poverty Lending (APPLE) grants in seven countries in Latin America, the Caribbean, and
Africa. The study team's task was to examine a sample of non-governmental institutions involved in the
APPLLE grants program. Although many of the programs had yet to receive APPLE funds, they provided an
opportunity to examine lessons learned in poverty lending programs and to identify the key challenges for these
programs 1n the future.

The institutions chosen are not necessarily representative of the state of the arr in poverty lending. In
some cases, the U.S.-based private voluntary organizations included in the study have better performing
programs tn other countries. Finally, although APPLE funds were in no case used to support loans greater than
$300, many of these programs offer larger loans as well. As such, they are hybrid institutions rather than strict
“poverty-lending” institutions.

Poverty Lending Methodologies

The village banking model has shown its tremendous capacity to reach the poorest borrowers in nearly
every country context. The mandatory attendance at frequent meetings and the very small initial loan amounts
servc as a filter by which only the very poor, the very small, or the very needy would participate. The
experience and results of all the implementers have demonstrated that, as a methodology, village banking is
casy o replicate, easy to adapt to local context, and easy to combine with other social objectives (such as
health, nutrition, and family planning).

As an increasing number of institutions implement the model in a variety of contexts, its shortcomings
— as was originally envisioned — have come to light:

. Management of the Village Banks: At the NGO level, the model did not envision extensive support
beyond the initial training and creation of the bank. The focus was on promoting and establishing a
bank, not administering or managing a portfolio.

Another key issue affecting village bank management is the degree ol membership turnover, both
voluntary and involuntary. This turmover has considerable implications not only for the NGO but also
for the village bank.

The management of village banks has been much easier in stable and cohesive communities than in
urban centers. This has been the case for th.: NGOs in areas outside of the major urban centers.
Managing banks in the transient-filled urban areas has proven to be much more difficult for several
programs.

. Supervision and Risk Management: The village banking model does not anticipate outside
supervision after initial training and does not discuss risk. The basic assumption is that the community
will be self-regulating. This has not necessarily been the case. There have been numerous cases of
theft and financiai mismanagement when the NGO has not provided proper training, management, and
supervision. In addition to frequent monitoring and training, some NGOs now incorporate additional
measures to minimize risk.
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. Savings: The “required” savings target of 20 percent of the loan amount per cycle has been modified
because of the difficulty in achieving such levels and/or the diminished need to graduate the village
banks. FFH/Ghana is the only program in the study that offers savings services in the traditional sense
— savings are deposited in the rural bank and the members have access to them weekly.

. Graduation: Village banking implementers are moving away from the goal of “graduating” the
village banks. Although the model originally assumed that a village bank would be able to manage
and finance itself by three years of participation, this has not been the case, given the lower than
expected savings and higher than expected turnover. Other village banks capable of graduation have
opted not to graduate because members prefer access (o external credit as well as the technical
assistance and oversight the NGOs provide. Conversely, from the perspective of the NGO, it is not
in their “financial” interest to graduate village banks. This is a subtle. but major shift away from the
original model's ideal of creating banks owned and managed by the community.

The individual and solidarity group lendirig methodologies have demonstrated their capacity to reach
low-income clients. However, the depth of outreach has not been as great as that of the poverty lending
programs. The methodologies have proven effective to the extent that initial loans are small and short term
and gradually increase as borrowers demonstrate capacity and credit-worthiness.

QOutreach

. Depth: The programs appear to reach the poorest borrowers in light of the low ratio of average loans
outstanding to per capita gross national product. This ratio ranges from a low of 5 percent (CRS/Peru)
to 56 percent (PRIDE/Kenya); the average is 24 percent. For the village banking programs only, the
range is from 5 percent (CRS/Peru) to 32 percent (CRS/Nicaragua); the average is only 14 percent.

. Scale: The scale of operations has been limited. Only three NGOs — FINCA/Honduras, WRH, and
FAMA — have in excess of 5,000 active clicnts. Most of the programs have achieved only a limited
degree of outreach, because of their lack of vision, lack of organizational capacity, and lack of
resources, and the newness of the programs. The programs that have achieved greater outreach have
had vision, capacity, and access to ample resources. Age has not been the most important variable.

. Delinquency: Delinquency measures are strong indicators of an institution’s capacity to deliver
financial services cffectively. If there are delinguency problems, there are almost always problems
in the loan product, credit procedures, or administrative structures. With few exceptions, the
institutions show strong repayment rates and low delinquency rates, at least at the NGO level.

Delinquency in village banking programs occurs on two levels: the NGO level and the village bank
level. To the extent that payments to the NGO are required, the village banks will use their savings
to cover the shortfall. However, this is not to say that there is not delinquency within the village
banks. The village banks often have members who are delinquent in their payments.

Organizational Models

The implementation models used by the U.S.-based NGO are generally categorized as follows:
creating or building a single national institution, providing assistance to one or more existing institutions, and
implementing directly .



Each approach has its advantages and disadvantages. Creating or building a single institution involves
significant start-up costs — acquiring infrastructure and developing capacity. However, this strategy often
proves effective in achieving significant scale.

Providing assistance to one or more institutions has the advantage of lower start-up costs with respect
to acquiring infrastructure, but typically has enormous costs in institution building, particularly with respect
to NGOs. This has been the experience of Covelo, FFH, and undoubtedly CRS. FFH’s approach of working
with local banks would appear to offer several advantages, such as direct linkages with the formal financial
sector (the banks use their own loan capital; the client has ongoing access to formal financial sector),
comparatively lower costs in human resource development because existing personnel have more technical
skills, decreased investment in the branch network during expansion, and access to the banks’ owrn capital.

For some NGOs, direct implementation has the advantage of an existing infrastructure as well as the
control to shape the lending operations in its desired manner. Moreover, some operational efficiencies can be
achieved to the extent they capitalize on the work of their other programs workers. However, the key issue
will be sustainubility — self-sufficiency and permanence of operations, especially as donor funding for the
other NGO activities shrinks.

Each U.S.-based NGO has its own approach to overseeing and providing the necessary support to its
programs. FINCA and PRIDE have created regional offices to provide support and technical assistance to their
aftiliates, whereas CRS, FFH, and Ol tend to have local support personnel/units. However, operational support
from the U.S.-based NGOs in most cases has been insufficient.

Management and Human Resources

The most pressing issue for poverty lending programs is the managerial and institutional capacity of
the implementing organizations. With possibly one exception, all of the NGOs need to be strengthened prior
to expansion. Village banking programs operating on a small scale (for example, less than 50 banks) seem to
perform well because there tends to be a lot of personal attention, particularly from management. Once the
programs expand performance tends to deteriorate.

Some of the organizations do have competent management, but in most cases, senior management of
the NGOs is not necessarily equipped to manage large-scale credit programs. The managers often have been
hired because they have social service skills and will work for the lower salaries NGOs pay, or because they
are in the position prior to partnering with the U.S.-based NGO. With possibly one exception, the financial
management capacity of all the organizations needs strengthening.

Human resource management has also represented a challenge for each poverty lending institution,
particularly with respect to defining an appropriate staff profile for its credit officers. Mistakes that too many
microfinance programs repeat include hiring personnel overqualified to manage the simple products offered
and paying unnecessarily high salaries to overly qualified people. In contrast, others have hired less-qualified
credit officers at lower salary levels, but this approach has often resulted in employee turnover or other
protlems because that staff could not provide the necessary training and support to their clients.

Operational Structure and Productivity

Organizations normally can best provide micro loans through simple branch offices. These branches
should be administered in a decentralized manner to reduce borrower transactions costs, keep a close and



personal relationship with the local community targeted by the program, and reduce the operating expenses
associated with such a network. Several of the programs do have simple branch networks. In most cases,
however, the operations are not decentralized. Many of the institutions grant almost no authority to the lower
chain of command or operational staff.

As the institutions move toward decentralization, they will need to increase internal audit operations,
which in most cases are lacking. The institutions will also nced to emphasize standardization because the
requirements of managing scale efficiently leave little room for variation in processes.

Given the expense of making small loans, cach institution must strive to optimize its overall
productivity. Several measures can be used to assess the productivity of the staff. The ratio of active clients
to credit officers ranges from a low of 59 (CRS/Peru) to a high of 272 (FINCA/Honduras). Half of the
programs had ratios of in excess of 200, Although this ratio will have to increase in the future, it is no small
achievement.

The ratio of active clients to staff members ranges from 26 (ASSIST/Jamaica) to 172 (FINCA/
Honduras). This productivity ratic indicates a much lower degree of overall accomplishment — only
FINCA/Honduras and WRH have noteworthy levels of achievement. Each organization must emphasize
efficiency at all levels, not just at the level of credit officers. The high ratio of active clients to staff members
of FINCA/Honduras and WRH is in part the result of the high ratio of credit officers to total personnel — 63
percent and 66 percent, respectively.

Management Information Systems

Nearly all of the institutions use a fund accounting system because they depend on denor resources.
This system makes it complicated and cumbersome for an institution to monitor its costs (for example, by cost
center). That aside, most of the weaknesses detected in the accounting systems are at the human level; the
NGOs do not use the systems uniformly or effectively. Financial statements can be generated in a timely
manner, as is evidenced by some; yet others often experience delays of one to two months. In 2ddition, there
appears to be little review. Many prepare the financial statements for donors rather than for managerial
purposes.

None of the organizations adopts generally accepted accounting principles, particularly with respect
to loan write-offs and loss provisicns. Each has unique variations that distort the financial situation. With
respect to the portfolio administration system, the information is not available when needed or the information
necessary for effective portfolio management is not generated. Most do not generate the information necessary
to assess the risk and quality of the portfolio (generally no aging of arrears or portfolio-at-risk data).
Information is not available at the promoter or regional level, and delinquency information is often
inconsistent.

Financial Performance

. Leverage: Four of the NGOs have secured loan funds to finance their operations. Loans have been
at interest rates reasonably proximate to the average inflation rate or above it. Funding from these
sources represent leverage, but has not truly been on commercial terms and conditions. FFH and STC
programs access loan capital, given that the rural banks or credit unions directly fund the village
banking nortfolio.
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Operating Efficiency and Self-Sufficiency: Total operating cost ratios (personnel and other
operating costs) for the credit programs range from a low of 43.3 percent (WRH) to a high of 102.6
percent; the average is 62 percent.

Increasing operating efficiency goes hand in hand with achieving self-sufficiency or sustainability.
Sustainability must be a balance of both credit income and credit expenses (such as financial costs,
administrative costs, and loan loss provisions). Too often, achieving self-sufficiency is equated with
increasing the effective interest rate. Both are equatly important. Pricing should be set based on the
level of efficiency the organization can honestly hope to achieve in the medium term. In some cases,
interest rates may actually need to be increased. In other cases, improving financial efficiency may
be all that is needed.



SECTION ONE

INTRODUCTION

BACKGROUND

Many approaches to economic development and poverty alleviation have been tested over the years
by donors, including USAID. One approach that has shown much promise has been in the area of
microenterprise finance. Throughout the developing world, an astounding percentage of the population has
been shut out from the labor market and forced to generate their own employment. Financial services from
the formal financial sector have rarely been provided to these microentrepreneurs. Yet they demand financial
services just as anyone clse.

In response, donors have been funding microenterprise finance programs that provide financial
services to the poor. The field, which has seen several successes, has been undergoing significant changes.
Successful programs have continvaily expanded the frontiers and set new performance standards. The
outreach achieved by the successful instituticns, in terms of both scale and depth, has been impressive.

USAID is committed to microenterprise prograniining. One such program known as Anti-Poverty
Lending (APPLE) specifically targeted “poverty lending” programs — those that make loans under $300.
Grants were awarded based on the loan size, number of women reached, program managenent, proposed
methodology, and financial viability of the program. In most cases, grant funds supplemented ongoing
program {unds, either for institutions involved in direct (retail) lending activities or for second-tier institutions
on-ieniding to credit retailers. Although the APPLE grants program has been terminated, poverty lending
remains a focus of USAID’s Microenterprise Development Office.

This study examines institutions that have been awarded APPLE grant funds in seven countries in
Latin America, the Caribbean, and Africa. The study serves to capture lessons learned from the experiences
of NGOs actively involved in peverty lending programs and to identify the key challenges for these programs
in the future. This is not an evaluation of the APPLE grant program. The focus is on the outreach and viability
cfthe institutions. However, it must be made clear that the institutions included in the study are not necessarily
representative of the state of the art in poverty lending. In some cases, the U.S.-based NGOs included in the
study have better performing programs in other countries.

It sheuld also be noted that, in several cases, the institutions have received APPLE grant funds only
in the last nine months — ASODENIC, CRS/Nicaragua, FFH/Ghana, STC/Mali — or had not yet received
funds at the time of the study — FAMA/Nicaragua and FFH/Mali. The lack of access to APPLE funds has
had a direct bearing on the scale of outreach achieved by most of the programs, as will be discussed below.

PROGRAM SELECTION

The APPLE program has provided grants to organizations in 12 countries in Latin America and the
Caribbean, Africa, and Asia. Programs from seven countries have been included in the study — Jamaica,
Honduras, Nicaragua, Peru, Ghana, Kenya, and Mali. The countries selected offer a cross-section of NGOs,
methodologies, and implementation models, as highlighted in Table 1. In the case of Honduras, the Jose Maria
Covelo Foundation (Covelo), a second-tier institution that provides extensive technical assistance to NGO:s,



was the recipient of the APPLE grant. However, Covelo on-lends the funds to NGOs, of which three have
approved lines of credit — FINCA, World Relief, and ODEF. These institutions are not *partners” with
Covelo; they are affiliated with other NGOs. Thus, they are presented individually.

TABLE 1
SELECTED INSTITUTIONS
[ Name/Country Number Years
«Current Partner Institutions Managing Credit Type of Institution Urbar/Rural
B RTINS ; VILLAGE BANKING N B AR SRR A

ASODENIC (Opportunity Affiliate) 0 Financial Services NGO Both
CRS/Nicaragua 3 Development NGO Both
*Caritas/Matagalpa (partneis are development | (urban only, except for
*Caritas/Jinotega NGOs) FUNDECAP)
*Soynica

* FUNDECAP

CRS/Peru 6/1* Development NGO Both
*Alternativa (partners are

sArariwa development NGOs)

sCaritas/Cobis

*Educa

*ldeas

*Solidaridad

FINCA/Honduras 4 Financial Services NGO Both
FINCA/Nicaragua 2 Financial Services NGO Urban
FINCA/Peru 3 Financial Services NGO Both
FFH/Ghana 3 Development NGO Rurat
*Lower Pra Rural Bank (partners are rural banks) (with addition of new
*Brakwa-Breman Rural Bank partners will be both)
FFH/Mali 6 Development NGO Rural
*CANEF (partner is

development NGO}
ODEF/Honduras 10/6" Development NGO Both
STC/Mali 8/0* Development NGO Rural
*UCOVEC (partner is credit
union feague)

WRH (Honduras) 4 Development NGO

e e Tt SOLIDARITY GROUPS B I e
FAMA/Nicaragua (ACCION Affiliate) 3 Financial Services NGO

PRIDE/Kenya 6 Financial Services NGO

S RRERRR L ROTATING FUNDS e

CARE/Peru I 6 I Development NGO I

SRR n o Do INDIVIDUAL LENDING et )

ASSIST/Jamaica [ 10 | Financial Services NGO _|

* Indicates date credit operations began and date poverty lending began.



DATA GATHERING AND ANALYSIS

Data wcre gathered for this study through site visits by the authors to each institution.! Data on
outreach and financial performance were collected for three years, to the extent possible. Given that many of
the institutions are relatively new or have only recently initiated poverty lending operations, data were often
either scan! or unavailable.

Aithough every atternpt was made to ensure consistency of data across pregrams, the authors had great
difficulty in collecting adequate information, particularly with respect to financial data. Outrcach data were
more readily available. Financial data, in contrast, were limited, particularly for the “‘development NGOs.”
The NGOs were generally either unable to provide financial statements of their operations or presented
information so limited that conducting a meaningful financial analyses of their credit operations was
impossible.

The financial analysis of those programs providing financial data was performed generally in
accordance with the framework presented in two GEMINI Technical Notes, Financial Management Ratios
I: Analyzing Profitability in Microcredit Programs and Financial Management Ratios II: Analyzing for
Quality and Soundness in Microcredit Programs.

FINANCIAL DATA ADJUSTMENTS

The financial performance of the NGOs was analyzed using financial statements, portfolio reports,
and the like. The information provided often contained minor errors and inconsistencies (such as improper
coding and inadequate reconciliation of reports). To the extent that audited statements were available, they
were reported to reflect operations in all material respects. Adjustments made to some of the financial
statements are categorized as follows:

. Costs associated with other programs such as health or community development were excluded from
the income statement, to the extent they could be identified.

. To the extent warranted based on historical experience, loan loss provisions and reserves were
adjusted. Most of the village banking programs are relatively new and have had strong repayment
rates. The history of losses has been minimal; thus, loss provisions in most cases were not adjusted.
In the case of ODEF/Honduras, it was reluctant to recognize losses when they occurred and eventually
had to resort to taking sizable write-offs. Because the losses occurred in prior periods, the financial
statements were adjusted using the best efforts possible to allocate such losses properly. As will be
discussed below, financial data are not presented on CRS programs. If they were, adjustments would
be required because several CRS partner institutions also do not properly write off loans or make
adequate loss provisions for loans tnat are more than 90 days past due.

Imputed capital costs — the cost of maintaining the value of equity and subsidies from concessionary
loans, net of fixed assets, and the devaluation effects of inflation — were not calculated for a financial self-
sufficiency analysis. For these types of programs, achieving operational self-sufficiency is still the frontier.

! With the exception of ODEF/Honduras and ASSIST/Jamaica, which were visited by consultants under
separate USAID (GEMINI) contracts, and PRIDE/Kenya, which was evaluated under a separate USAID contract.



SECTION TWO

METHODOLOGIES

The APPLE grant recipients use four different methodologies to implement their poverty lending
programs — village banking, solidarity group loans, rotating funds, and individuval lending. Most of the
programs use the village banking methodology. Since village banking is a model in evolution — all of the
NGOs have modified various aspects of the original model — it is discussed in depth. Because experiences
with the other methodologies have been documented extensively in other publications and each is used by only
one or two NGOs in the sample, they are only presented briefly.

VILLAGE BANKING

Several of the organizations use variations of the village banking methodology developed by FINCA
(John and Marguerite Hatch, 1989). The basic model as originally developed promotes the establishment of
community owned and managed banks. The banks are community organizations that are informal in nature
and are rarely, if ever, legally registered.

The Basic Village Banking Model

Jnder the original modei, loans are made to the newly established bank, which on-lends the money
to its members. The maximum loan amount for first loans is typically $50. and the initial loan tern (cycle) is
four months. The village bank collects weekly loan installments and savings deposiis from the borrowers
(intemal account). In this way, the loan made by the NGO (the external account) acts as a catalyst to stimulate
the developraent of the intemal wccount and of members’ personal savings. The village bank repays the NGO
at the end of the cycle. The loans require no collaterai. Instead, all members sign the loan agreement to offer
collective guarantee (joint liability).

During each loan cycle, members deposit savings into the viliage bank's internal account. Members’
savings stay in tire village bank and are normally used for making loans to members and nonmembers. No
interest is paid on savings. Instead, members receive a share of village bank profits from the bank’s relending
activities or other investments. Profit distribution is based on the amount of savings each member has
accumulated. The village bank determines the terms and regulations — including interest, maturity, and
eligibility — for lcans mude with members’ savings.

When the external account loan is repaid to the NGO, a subsequent loan is made with amounts
increasing in accord with member savings to a maximum of $300. The subsequent loan can equal the previous
loan amount plus the cumulaiive amount of savings. For example, if a member saves $10 on a $50 loan, the
second loan would be $60. If the rnember saves another $12 on the second loan, the third loan would equal
$82 ($60 + $22). By the ninth cycle, if the borrower has saved the stipulated amount, the borrower will have
reached the maximum loan amount.

The village bank savings and lending activities are managed by an administrative committee
comprising a president, treasurer, and secretary. In general, committee responsibilities include convening
meetings, approving loans, supervising loan repaynient, receiving savings and deposits, and lending out or
investing savings. By transferring much of the administration of financial services to the village banks, the



lender minimizes its own transaction costs. The lender also minimizes the risk of default by imposing joint
repayment liability on the members, tying loan levels to savings deposits, and starting with small loans and
increasing loan amounts as the borrower builds a credit history

Organizationally, the methodology calls for very little administrative overhead. Although some
training is required to establish each bank, the financial service model used is a minimalist one. The model
does not require coordination with other agencies and allows for direct interaction with communities.

Experience with the Village Banking Model

The model has been adapted in many ways by the various organizations. In part, these changes have
been made in response to local economic, cultural, and social conditions of the clients. More often the not,
the changes reflect the organization’s operating procedures or objectives. Table 2 provides summary
information on each village bank program studied.

External Loan Terms and Conditions

Variations in external loan amounts and terms are largely attributable to the programs’ country context
and client needs. However, changes in interest rates and payment schedules have been made, principally in
response to the NGOs’ need to achieve finarcial sustainability.

Loan Amounts

Initial loan amounts are set at low levels to ensure access by poor borrowers. Initial loans range from
$20 to $100, depending on the country context and program objectives. Loan amounts tend to be lower in the
African countries than in the Latin American countries. Although country income and cost of living variables
are generally the reasons for this variance, they are not the only causes — program objectives play a role.

As clients increase their savings, grow their businesses, and demonstrate increasing capacity, loan
amounts are increased. Most programs set their limits in the $300 range. Others have grown beyond such
limits as their banks mature. FINCA/Honduras has incorporated elements of its expericnce in Costa Rica into
its methodology. It provides larger loan amounts within the village bank structure, but with guarantors or
collateral rather than with the village bank solidarity guarantee. WRH has contemplated making individual
loans to better serve those borrowers who have grown and require larger loan amounts and longer loan terms.

FINCA/Peru, unlike all of the other NGOs, does not link its loan amounts directly to savings. The
external account loan is generally held constant at $50 (Ayacucho) or $100 (Lima). As the village banks
perform successfully, FINCA provides additional funding, known as the Extraordinary Internal Account,
initially in the amount of $1,000. This facility grants loans to three to four members for one month. When
the loans are repaid, they are lent to three to four other members on a rotating basis. Loans cannot be made
to members with more than 50 percent of their internal account loans outstanding. As banks demonstrate
increasing capacity, this facility is increased: the current maximum is $7,000. (Assuming this amount is
always lent to four members at any one point in time, the average toan from this facility would be $1,750.)
Individual members of some of the mature banks now manage loan amounts in excess of $2,000.



Loan Terms

Loan cycles are typically four months. STC/Mali and CRS/Nicaragua (FUNDECAP) offer rural banks six-
month cycles because they are often involved in agriculture or animal husbandry activities. WRH offers six-month
cycles after the banks have completed several four-month cycles. However, most opt to continue to with four-month
cycles. ODEF/Honduras has offered loan cycles beyond six months, but they have not appeared to work very well.
However, it is difficult to ascertain whether this is attributable to the methodology or the institution.

Interest Rates

All of the NGOs charge positive real effective interest rates and attempt to price their loans to cover costs.
The rural banks of FFH/Ghana’s program set interest rates of up to 10 percentage points higher than the rates on
other loan products. Nominal interest rates typically range between 2 and 4 percent flat per month. Real interest rates
in some cases are considerably lower. [n Peru and Nicaragua, the village banking programs dollarize the loans,
thereby protecting the real value of their funds and improving their real effective interest rate.

Payments

In many cases, the borrowers continue to make weekly payments to the village bank. Only in those cases
where the implementing institutions have reduced the frequency of the meetings have the payment schedules been
adjusted. Generally, it meeting and payment requirements have been modified (bi-weekly or monthly), it has been
for rural banks; urban village banks tend to meet weekly and have weekly payments.

Repay.nents to the NGOs, in many cases, have been changed to weekly or monthly, as opposed to at the end
of the cycle. This change in the method of collecting payments reduces the risk to bank members and the NGO,
improves the cash flow necessary for expansion; and, more important, improves the NGO'’s effective yield — that
is, from 36 percent to 56 percent (monthly on-time repayment) or 71 percent (weekly on-time repayment) — because
the NGOs calculate interest on the initial loan amount as opposed to the outstanding balance.

Savings

The original model stipulated that the borrower save 20 percent of the loan amount each cycle. Members’
savings were to stay in the village bank and to be used for making loans. No interest was to be paid on savings.
Instead, members were to receive a share of village bank profits from the bank’s relending activities or other
investments.

The required savings target of 20 percent of the loan amount per cycle has been modified because of the
difficulty in achieving such levels and/or the diminished need to graduate ihe village banks (discussed below). The
difficulty in attaining these levels has been attributable to several factors: history of unstable economic conditions,
lack of cohesion, suspicion of fraud or improper (or non-transparent) financial management, illiquidity of savings (can
be withdrawn only by leaving the bank), and low earnings (incapacity to save). In the case of FFH/Ghana, the village
banks are clients of the rural banks from the outset; thus, there is no need to require savings in order to graduate the
village banks (discussed below). In this program, savings services are offered in the traditional sense — savings are
deposited in the rural bank, and the members have access to them weekly.



TABLE 2

VILLAGE BANKING AS ADAPTED BY THE APPLE RECIPIENTS

CRS/Nicaraqua

{ CRS/Peru

|  FINCA/Honduras

{ FINCA/Peru

EXTERNAL ACCOUNT

| FINCA/Nicaragua

[

Interest Rate Paid to the Organization"

3% per month flat and
Hollarized (urban) and 3%
p front (rural)

56% effeclive rale in
USS)

2.5% per month on
outstanding balance &
dollarized; +¥2% to bank

(30% effeclive rate in
USs)

3% per month flat; 1%
commission

(62% effective rate -
28.6% inflation)

3% per month flat and
dollarized; 1%
commission

(62% effeclive rate in
Uss)

2% per month on balance
& dollarized. 1%
commission

(26% effeclive rate in USS$)

Loan Amounts

Stepped  with  savings.
nitial loan limit -$100;
Maximum loan - $200

Stepped with savings.
Initiat loan limit - $75;
Maximum loan $ 325°

Stepped with savings.
Initial loan limit - $92;
Maximum loan - $517

Stepped with savings.
Initial foan limit -$100;
Maximum loan - $400

$50 or $100
Not linked with savings.

Payments

Payments to the NGO are
nade monthly (urban) or
At maturity (rural).
Borrowers make
payments to the village
bank accordingly

Payments {o the NGO are
made at the end of the
cycle. Borrowers make
payments to the village
bank bi-weekly or monthly
(rural)

Payments to the NGO are
made weekly (urban) or
monthly (rural). Borrowers
make weekly payments to
the village bank

Paymenits to the NGO are
made monthly. Borrowers
make weekly payments to
the village bank

Payments to the NGO are
at the end of the cycle.
Borrowers make weekly
payments to the village
bank

Terms

FFour- to six-month cycles. [Four-month cycles

IFour-to six-month cycles.

IFour-month cycles

|Four-mon1h cycles

Savings Targets

£% of loan amount per
Cycle (rural) and 10%
urban)

20% of loan amount per
cycle.

20% of loan amount per
cycle.

20% of loan amount per
cycle

$1.62/week-350 loan;
$3.25/week-$100 loan.
(Round total weekly
payment to $5 and $10
respectively)

1 -

se internal account from
he first cycle

Use internal account from
the second cycle; for
members only

Use internal account from
the first cycle (rural) or the
second cycle (urban)

Use intemal account from
the second cycle

Use intemal account from
time of pre-loan lraining;
for members only

Interest Rates

3% per month flat to
members; 5% per month
o nonmembers

3-4% per month flat

5% per month flat to
members; 10% per month
to nonmembers

5% per month fiat to
members; 10% per
month to nonmembers

2% per month

Loan Amounts

equal lo 2 payments in
urban areas and 1

payment in rural areas

Typically $15-320 Not available Maximum loan amount Not available As determined by bank
equal to savings members-up to $3,000
Payments and Terms
rayments vary. Loan Monthly payments. Loan [Monthly payments typical. [Monthly payments typical. |Weekly payments. Term
erms of one month terms are 1-2 months Mature before external Mature betore external of 4-8 weeks
account loan account loan
Reserve Requirements
None None Reserve requirement is None None

(Continued)




FFH/Ghana

I

FFH/Mali

ODEF

STC/Mali

WRH

EXTERNAL ACCOUNT

Interest Rate Paid to the Organization"

P.5% per month flat;

% commission

LQ % effective rate - 25%
inflation)

4% per month flat
(95% effective rate -
25.3% infiation)

2.17% per month flat; 2%
commission

(519% effective rate -
28.6% inflation)

2.33% per month flat; $3
fee commission

(96% effeclive rate -
25.3% inflation)

3% per month up front; no
commission

(71% effective rate -
28.6% inflation)

Loan Amounts

nitial loan limit - $50;
Maximum loan - $300

Initial loan limit - $50;
Maximum loan - $300

Stepped with savings.
Initial loan fimit - $57;

Initial loan limit - $50;
Maximum loan - $200.

Initial loan limit - $57;
Maximum loan - $345

Transitioning from linkage {Transitioning from linkage |Maximum loan - $241 Subsequent loans may
pith savings - subsequent [with savings - subsequent increase; all members of
oan can be 50% greater [loan can be 50% greater subgroup (e.g. 6
han previous loan. than previous loan members) must take
same loan amount
Payments

Payments to the rural
panks are made weekly.
Borrowers make weekly
payments to the village
pank.

Payments to the NGO are
made monthly. Borrowers
make weekly paymients to
the village bank

Payments to the NGO are
made monthly. Borrowers
make weekly payments to
the village bank

Payments to the NGO
made when cash
exceeds specified
amount. Borrowers make
weekly payments {o the
village bank

Payments to the NGO are
made weekly. Borrowers
make weekly payments to
the village bank

Terms

Four-month cycles

Four- to six-month cycles

Loan cycles vary from 4 to
12 months

Cycles of un to six months

Loan cycles vary from four
to six months

Savings Targels

10% of loan amount per [10% of loan amount per |Not Available 3% of loan amount {NotAvailable
Eycle cycle collected in advance plus
5% during cycle
- INTERNAL ACCOUNT . i

Banks do not use internal
pccount.

Banks can use internal
account from the first
cycle

Banks can use internal
account from the second
cycle

Bznks do not use internal
account

Banks can use internal
account from the fourth
cycle

Interest Rates

Not applicable

Up to 3% annual
percentage points greater
than external account
loan

5% per month flat to
members; 10% per month
flat to nonmembers

Not applicable

3-4% per month flat

Loan Amounts

mature betore external
account loan

Not applicable Not available No maximum foan Not applicable Maximum loan amount
amount equal to 2 times savings
Payments and Terms
Not applicable Not available. Monthly payments, Loans |Not applicable Monthly payments. Terms

range from 6-12 months

Reserve Requirements

6% of loan amount

Recommend 2-5% ot
current loan amount as
reserve

No reserve requirement.
Members who do not wish
to have savings invested,
can maintain savings in
commercial bank account

Not applicable

Reserve requirement of
50% of the savings. The
remaining can be used by
the village bank for loans

1/ Interest rates charged to village bank members are flat (ca™ulawd on the original loan amount). Those NGOs that chargs on the outstanding
balance require repayment at the end of the loan cycle. Calculation of effective interest rate to NGO on typical four-month loan to first-time
borrowers, not necessarily the borrowers’ effective interest rate. Village bank members often make more frequent payments to «he village bank
than the village bank makes to the NGO, thereby increasing the effective rate. However, all earnings made from such pay:iients accrue to
members, thereby reducing their effective rate. Thus, no attempt was made o calculate the borrowers' effective rate.
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Management of the Village Banks

At the NGO level, the model did not envision extensive support beyond the initial training and creation of
the bank. Tools were provided for promoting and establishing a bank, but not for administration or management of
the portfolio. As wiih any financial intermediary, significant investments need to be made in credit officers,
accountants, administrative staff, management informatior: systems, and so forth. Morcover, it is critical that the
village bank be able to resolve conflicts and manage its accounts, because cohesion, leadership, and financial
management are the keys to successful village banks programs. Thus, in the banks' early years, substantial training
efforts and supervision are required, especially when illiteracy rates are high. The result is that the NGOs are required
to spend considerably more than envisioned in the model to train the village bank membership to manage their own
banks.

Another issue affecting village bank management i< the degree of membership turnover, both voluntary and
involuntary. This has considerable implications not only for the NGO but also for the village bank. In the case of
WRH, loan terms in the internal account extend beyond those of the external account. This makes it considerably
more difficult to expel members from the group for nonperformance. Voluntary turnover also poses problems when
too many members withdraw their savings. The causes for voluntary turnover have generally been attributed to the
frequency and length of the meetings, migration from the area, seasonal change in work, illness, piegnancy, and lack
of access to savings.

Supervision and Risk Management

The village banking model does not anticipate outside supervision after initial training and does not discuss
risk. The basic assumption is that the community will be self-regulating. This was assumed to be especially true in
female programs, since women were perceived to be more responsible than men (Hatch and Hatch, 1989). In most
cases, this philosophy has translated into a poiicy of minimum supervision and regulation of the internal accounts by
the NGOs — funds available to the village banks to be managed as they see fit. This is largely because the internal
accounts are considered key to the methodology and its goal of empowerment. The result has been numerous cases
of theft and financial mismanagement.

Many of the NGOs are stepping up both training and supervision in this regard. Earlier, each village bank
would develop its own tracking methods for the loan operations, creating monitoring difficulties for the implementing
agency and the village bank membership. Although there is still room for improvement, most programs now provide
the village banks with standardized formats to administer their portfolios.

Other NGOs are now incorporating measures to minimize risk, in addition to frequent monitoring and
training. Examples include the following:

Some organizations do not permit village banks to manage the internal account until later cycles.

. Some do not permit internal account loans at all.
. Some require that village banks maintain reserves — that is, 50 percent of the savings in a bank account.
. Some control the use of the internal accounts by requiring the credit officer's signature, in addition to the

signatures of the president and treasurer, to withdraw savings from the commercial bank account.

. Some will not approve subsequent external account loans if internal account loans are not repaid or if
delinquency is greater than 5 percent.
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The extent of losses incurred by the village banks could not be ascertained. However, delinquency rates were
reviewed as well as internal account records. Delinquency rates ranged anywhere from 0 to 100 percent. In the
review of the records, some banks appear considerably more capable than others. However, with proper training and
supervision, village banks have demonstrated they can effectively manage the internal accounts without excessive
delinquency. In fact, some have demonstrated the ability to manage significant sums of money. Some of
FINCA/Peru’s village banks manage savings (much of which is voluntary) in excess of $12,000 and disburse loans
from the internal account well in excess of $1,000.

Graduation

Village banking implementers are moving away from the goal of graduating the village banks after nine
cycles (three years of participation). Although the model originally assumed that a village bank would manage and
finance itself by such time, the model failed to envision the high membership turnover and its effects. By the end
of the ninth cycle, many founding members have already left, taking with them management capacity, experience,
and savings. Moreover, new members have been joining each cycle, with little or no savings. Thus, savings have
not been sufficient for the bank to be self-financing. Other village banks capable of graduation have opted not to
graduate because members prefer access to external credit as well as the technical assistance and oversight the NGO
provides.

Conversely, from the perspective of the NGOs, it is not in their “financial” interest to graduate village banks.
To the extent that financial resources are limited, the institution must balance its objectives of reaching the poorest
borrowers while expanding outreach and becoming sustainable. By graduating their village banks, NGOs would lose
their clients who have a longer credit history, request the larger loans, and require less supervision. Thus, most of
the NGOs do not actively work to graduate their clients to the formal financial sector. Rather, the NGOs seek to
sustain and expand their programs through the income generated. This is a subtle, but major shift away from the
original model’s ideal of creating community-owned and -managed banks.

Despite the fact that the goal of graduation has generally been abandoned, some of the programs have had
a limited number of banks that have graduated to the formal financial sector or have evolved into self-financing
village banks. Fourteen of FINCA/Honduras's village banks have opted for financing at a commercial bank, which
offers lower interest rates provided that the savings accounts of the village banks serve as collateral. FFH/Ghana's
village banks have no need for graduation because they are clients of the rural banks (the formal financial sector) from
the outset. A limited number of village banks have retired their external accounts and now finance their members'
financing needs from savings and its generated income.

Social Dimensions

The village banking model has demonstrated its ability to achieve deep outreach (as will be discussed in more
detail below) and to reach borrowers who are poor and would not otherwise have access to financial services.

The model has shown it is well suited to finance commercial activities for both urban and rural populations.
Urban populations offer an additional advantage in that they are more highly concentrated in a smaller geographic
area. This high concentration generally make it comparatively easy to establish village banks. However, often many
of the NGOs’ programs compete directly with other financial providers in the urban areas, thereby reducing this
comparative advantage. In the rural areas, which have lower population densities, the NGOs often have no other
competition.



The management of village banks has reportedly been much easier in stable and cohesive communities. This
has been the case for the NGOs in areas outside of the major urban centers. Managing banks in the transient-filled
urban areas has proven to be much more dititcult for several programs. In this situation, the use of peer pressure to
encourage repayment has riot always functioned well.

Integration of Other Orgaiiizational Mandates

Each of the U.S.-based NGOs has its own mission and organizational mandates. With the exception of
FINCA, the NGOs implementing village banking programs are not financial service organizations, but are
development organizations with multiple focuses (child survival, health, hunger, and so forth). They have initiated
village banking operations because of the perfect fit in terms of target population and because income generation is
key to improve nutrition, health, and education. Moreover, the village bank structure provides a good vehicle to
channel the social services the NGOs have as their mandate. Microenterprise finance programs provide the NGOs
with the means to continue these services as donor funds become increasingly scarce.

The integration of services can have its advantages to the extent that the organizations have extensive
infrastructure and outreach in their other activities. The marginal cost of adding another activity (such as village
banking) can be comparatively less expensive. Murcover, scale-up could be considerably facilitated when the
organization has already worked with a large number of groups formed as a part of their other activities (such as
community kitchens, mothers clubs, and nutrition and health centers).

Potential pitfalls to this approach may include conflicting messages to borrowers, conflicting organizational
objectives, and the use of microenterprise credit income to finance other programs (aside from education and
training), as opposed to increasing outreach. Borrowers may receive conflicting messages when some programs are
offered to them as subsidics, whereas others require full cost recovery and discipline. Organizational objectives may
conflict if the credit program has the potential to grow more rapidly and cannot be adequately linked to the other
activities. This situation could result in the use of credit income for other programs. It could also jeopardize the
quality of the portfolio if the organization has not developed the capacity to create and manage the groups without
such linkages — receiving free food or medical care is undoubtedly a powerful incentive to repay a loan.

Many of these same NGOs offer training to village bank members in topics other than credit and bank
management. Training can cover a variety of subject matter but is generally related to business management or
women'’s issues. Although these activities can add sunk costs — investments in developing training materials — they
do not necessarily need to increase operating expenses significantly (other than reducing the credit officers’
productivity ratio) if they are tightly woven into the methodology. FFH's Credit with Education approach integrates
minimalist education on high-impact health and nutrition messages into the village banking structure. The same
officer who organizes and trains the banks to manage loan capital also facilitates the non-formal education — 15-20
minute learning sessions held at each regular bank meeting.

SOLIDARITY GROUP LOANS

The solidarity group lending methodology provides credit to microentrepreneurs who cannot offer collateral
or whose credit needs are very small. Group members guarantee one another’s loans. Subsequent loans are
dependent on full repayment by all group members. Loan size, purpose, and terms can be adapted to the individual
borrower’s needs.



Solidarity groups typically comprise 3 to 10 microentrepreneurs who join together to access credit, savings,
training, and organization-bui'ding services. The majority of thc members in a solidarity group are women. To be
eligible, group members must have an ongoing microenterprise or a proven ability to conduct the proposed activity,
such as small-scale manufacturing, trading, or services.

Groups are responsible for selecting their own members and leaders. They also decide how much each
member needs. The loan, however, is made to the group as a whole. Typically, loan amounts start out small and scale
up as the group develops a good credit history. Loan terms are short (one to six months) with frequent installments.
Loans are used mostly to finance working capital.

Program staff work in the communities, marketplaces, and shops, reaching borrowers at their workplaces.
This strategy allow the loan officer to obtain knowledge on the group members and their businesses and to become
aware of events that may influence borrower performance. Loan applications ask for simple, readily available
information and are used to assess the basic financial viability of the proposed activity. In communities that are
largely illiterate, group lending decisions are based on oral assessments.

Given the peer pressure, collective guarantees, and group self-selection, loan review and approval can te
accomplished quickly. The group approves the individual loans and then the staff apnroves the group loan. Loar
processing and disbursement rarely exceed seven days for firit loans and two days for subsequent loans.

Solidarity groups must meet on-time repayment requirements. Group members are responsible for collecting
the total loun. No member is eligible for subsequent loans until the group has repaid in full. Subsequent loans are
made immediately and in larger amounts tc groups that have repaid on time. In come instances, incentives reward
loan officers whose portfolios perform well. All these measures are aimed at motivating on-time repayment.

FAMA/Nicaragua uses the solidarity group lending methodology. FAMA forms groups with three to eight
members. Groups, on average, have four or five members. Initial loans cannot exceed $330 per member; the average
first loan is $174. Subsequent loans theoretically can increase up to S0 percent. In practice, the increase has been
limited to 15 percent because of furiding constraints. Loan terms range from two to six months, and payments are
generally required weekly. As funding constraints have eased, some loans have been granted with bi-weekly
payments. Interest rates charged are 5 percent flat; commissions are 1 percent. All loans are dollarized. As of
January 1995, FAMA introduced a new pricing scheme: once clients complete the five optional training courses in
business management (provided at no additional charge), the interest rate on their loans is discounted to 3 percent
flat. During the first half of the year, approxinately 10 percent of the clients had completed the courses.

PRIDE/Kenya uses its own methodology, which incorporates elements of several methodologies. Since
collection relies on joint guarantees of the enterprise group (EG — similar to a solidarity group), the NGO is included
here. Loans are made to the individual, but the individual must be a member of an EG. Approximately 10 EGs are
joined to create a market enterprise group (MEG). The MEG is expected to have approximately 50 members, but,
in actuality, with attrition PRIDE/Kenya’s average size of the MEG is 29. Initial loan terms are typically 50 weeks.
Borrowers meet weekly to make their payments. In later loan cycles, payments can be monthly if the borrower has
a strong repayment record. Eight training modules are offered to borrowers.

ROTATING FUNDS

While the microenterprise credit program CARE/Peru uses the individual lending methodology, its poverty
lending program comes under the purview of the Women’s Income Generation (WIG) project. This project works
with groups of women operating community kitchens, all of which receive food donations from CARE/USAID. The
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groups are provided with training and a blend of donations and loans to use for their revolving loan fund. Training
is provided in fund management; business management; and technical skills, such as garment :naking. Groups are
graduated after 18 months: graduation means simply they no longer receive technical assistance from CARE’s credit

officers.

Revolving funds are established in the amount of $1,200 in Lima and $1,500 in the provinces. The groups
not only decide who will serve on the credit committee but also set all lending policies. In the past, revolving funds
were established by donating 100 percent of the funds. With the receipt of APPLE funds, CARE modified its policy
to donate 50 percent of the funds and lend the other 50 percent to new groups. It also elected to provide an additional
$1,000 in the form of a loan to graduated groups that continue to function reasonatly well. (Note: At year-end 1994,
only four groups had loans outstanding; thus statistical data on their activities are generally not included throughout
the study.) Next fiscal year, CARE may change its policy to lend 100 percent of the funds. The term of the loan is
18 months, and payments are monthly. Grace periods of 3 to 15 months are permitted. Interest of 4 percent per
month on the outstanding balance is charged to the group.

The group on-lends the funds to its members. Loans are typically smali; the average is slightly more than
$100. The interest charged to members typically starts high — 8-10 percent pec month— as the group tries to build
the fund. With time the rates tend to decrease. A rate of 6 percent per month is typical in the more mature groups.
The funds stay in the group indefinitely, and no income is distributed.

INDIVIDUAL LENDING

CARE/Peru, FAMA/Nicaragua, ODEF/Honduras, and ASSIST/Jamaica use the individual lending
methodology. CARE’s microenterprise portfolio consists of 3,100 outstanding loans, of which about 400 are to
women who graduated from the rotating funds. Average loan amounts have been approximately $1,500, an amount
clearly above the poverty lending targets. Given that this activity does not receive APPLE funding, it has been
excluded from the study.

FAMA grants only a limited number of individual loans (3 percent of total in June 1995), most of which are
to graduates of the solidarity groups. Others were made to individuals who provide sufficient collateral and
guarantors. Loan terms are up to 12 menths, in the case of fixed asset loans, and payments are mostly weekly (some
monthly in the case of fixed asset loans). Interest rates range from 2 to 2.5 percent flat, and a commission of 1
percent is charged. The loans are dollarized.

ODEEF offers individual clients financing for working capital and fixed assets. Although it has fewer
individual loan clients than village bank clients (42 percent of total), the individual client’s portfolio is clearly larger
(87 percent of total). Loan terms range from 6 to 36 months, and payments are generally required monthly. For loan
amounts less than $2,300, the interest rate charged is 26 percent flat. A commission of 2 percent is charged. For loan
amounts greater than $2,300, interest of 26 percent is charged on the outstanding balance; a 2 percent commission
is also charged. The average loan granted in 1994 was slightly less than $800.

ASSIST has offered individual loans since its creation. However, its methodology and loan policy were
modified significantly in April 1993 to provide smaller loan sizes for shorter periods. Loans can be as large as
$30,000, but the current average is approximately $480. Working capital loans are granted for three to six months,
whereas fixed asset loans have terms of up to 18 months. Interest rates are charged on a flat-rate basis and range from
25 to 30 percent. An up-front commission of 5 percent is charged for new clients (3 percent for repeat loans).
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SECTION THREE

INSTITUTIONAL CAPACITY

Institutional capacity refers to the institutions ability to achieve significant outreach and deliver cost-effective
services. Qutreach has several dimensions, which are examined below: depth (ability tc reach the poorest
borrowers), scale (number of active borrowers), delinquency (evidence that access to credit is valued), and savings.
Capacity to deliver cost-effective services also has several dimensions: the relationship between the local
organization and the U.S.-based NGO, and the implementing organization’s managerial capacity, operational
structure, management information system, and financial performance indicators.

OUTREACH

Most NGOs serve predominantly urban populations. Some programs serve rural populations but generally
to a significantly lesser degree. Activities are often concentrated in the primary cities, but not entirely to the exclusion
of smaller or poorer urban areas. CRS/Nicaragua works with institutions in two of the poorest regions of Nicaragua
— Jinotega and Matagalpa — yet these institutions serve predominantly urban populations. FFH and STC/Mali work
primarily in remote areas, but lend to mainly for petty trade (urban activities) for generating income during the
agricultural off-season.

Depth of Outreach

All of the programs clearly provide financial services to microenterprises that would not otherwise have
access to the formal financial sectors. The depth of such outreach is supported by anecdotal evidence or qualitative
factors, but income statistics are not generally available across programs. Thus, making assessments on depth of
outreach is difficult. Even if income statistics were available, they vary widely across countries and within regions
of countries. The best proxy for income available for all of the programs are the loan statistics. Loan amounts range
from $20 to in excess of $2,000 — the higher loar amounts are found across all methodologies.

The proxy used to measure depth of outreach in relation to the country context is the ratio of the average loan
amount outstanding (outstanding portfolio divided by active clients) to per capita gross national product. The average
loan amounts outstanding range from a low of $32 (FFH/Mali) to a high of $603 (ASSIST/Jamaica). For village
banking programs only, the average loan amounts outstanding range from a low of $32 (FFH/Mali) to a high of $158
(FINCA/Peru); the average is $77. It should be noted :hat in the cases of both FFH and FINCA/Peru the average loan
outstanding is equal to the average loan granted because the village bank loans are not amortized until the end of the
cycle.

The average loan amount outstanding to per capita GNP ranges from a low of 5 percent (CRS/Peru) to 56
percent (PRIDE/Kenya). For the village banking programs only, this ratio ranges from 5 percent (CRS/Peru) to 32
percent (CRS/Nicaragua); the average is only 14 percent. The depth of outreach of the village banking is clearly
lower than that achieved by the other methodologies.

Although the solidarity group methodology, for example, had relatively low average loans outstanding —
$176 (FAMA/Nicaragua) and $152 (PRIDE/Kenya) — in their country contexts, these loan amounts were still
comparatively higher than the village banking programs. The individual loans of ASSIST/Jamaica and ODEF/
Honduras were at the high end of the spectrum. The ratios of the solidarity group and individual methodologies were
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comparable to the successful microenterprise programs studied in Maximizing the Outreach of Microenterprise
Finance: The Emerging Lessons of Successful Programs (Christen, Rhyne, Vogel). The ratio of the average loan
amount outstanding to per capita GNP of those programs ranged from 6 percent to 136 percent, with 60 percent being
the mean.

TABLE 3
DEPTH OF OUTREACH
(December 1994)

Program Average Loan | GNP Per Capita | Average Loan/ % Women
(number of partners) Outstanding (USS) GNP Per Capita Clients
| | ' 'VILLAGE BANKING - N
CRS/Nicaragua (4) 108 340 32% 56%"
CRS/Peru (6) 77 1,490 5% 89%
FINCA/Honduras 70 600 12% 100%
FINCA/Nicaragua 66 340 19% 100%
FINCA/Peru 158 1,490 1% 99%
FFH/Ghana (2) 49 430 1% 100%
FFH/Mali (1) 32 270 12% 90%
ODEF/Honduras 2887 600 48%" 81% I
WRH (Horduras) 70 600 12% 100% ||
Average 77 14% 90%
G 0 o SOLIDARITY GROUPS it t "
FAMA/Nicaragua 176 340 52% 76%
PRIDE/Kenya 152 270 56% Not Available
Average 164 54%
S sl o070 INDIVIDUALLENDING et e Tl B
ASSIST/Jamaica 603 1,440 42% 51%

1/ Ranges from 36 to 100 percent provided by country office; overall average is estimated as it was not provided by field office.
2/ ODEF does both individual lending and village banking. Average village bank loan was $65 (average loan to GNP of 11 percent); individual
loans averaged $588 (average loan to GNP of 98 percent).

Scale of Outreach

Although significant depth of outreach has been achieved, its scale has not been so impressive. Only three
NGOs — two that use the village bank methodology (FINCA/Honduras and WRH) and one that uses the solidarity
group methodology (FAMA/Nicaragua) — have more than 5,000 active borrowers. Assuming these NGOs are
reaching only approximately 2 percent of the potential market of their countries, the others are barely scratching the
surface of the potential market.
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Factors limiting the degree of outreach include lack of vision, lack of organizational capacity, lack of
resources, and the newness of the program. Those programs that have had vision, capacity, and access to ample
resources have achicved greater outreach. The age of the program would appear to be less important. The three
programs that have more than 5,000 active borrowers are also the only institutions that have increased the number
of active clients, on average, by more than 1,000 per year.

WRH has received ample funding from WRC, whereas FINCA/Honduras has been able to take advantage
of the donor resources available in Honduras (mostly concessionary loans, not necessarily donations).
FAMA/Nicaragua has grown rapidly when it has had resources available. It began operations in February 1992. By
yearend, it had 3,143 active clients. During 1993, FAMA experienced a severe liquidity crisis and had to suspend
new applications; active clients at year-end 1993 were only 3,283. Once the liquidity crisis was resolved in 1994,
active clients grew to 4,757 at year end 1994 and to 6,021 by June 1995.

TABLE 4
SCALE OF OUTREACH
(December 1994)

Program Active Active Porttolio | Delinquency
(number of partners) Village Banks | Borrowers 7| Borrowers/Year | (US$ 000's) >30 days
S T ST e VILLAGE BANKING Sl R
CRS/Nicaragua (4) 20 406 135 44 8-10%
CRS/Peru (6) 37 710 710 54 0%
FINCA/Honduras 248 6,538 1,634 452 6%

8% (PAR)
FINCA/Nicaragua 52 1,433 717 94 0% '
FINCA/Peru 60 1,408 469 223 0% "
FFH/Ghana (2) 45 1,359 453 67 1%
FFH/Mali (1) 88 2,427 405 78 0%
ODEF/Honduras 48 1,762 293 492 4%
19% (PAR)
WRH (Honduras) 168 5,440 1,360 348 2%
3% (PAR)
i R I S L SOLIDARITY GROUPS " R ‘ o
FAMA/Nicaragua Not applicable 4,757 1,586 840 1%(PAR)
PRIDE/Kenya Not applicable | 3,743 624 529 55% |
L . INDIVIDUAL LENDING PR AT h
ASSIST/Jamaica Not applicable 1,080 108 651 35% "
| 54% (PAR)

1/ As of January 1995, unlike the other NGOs, 47 percent of FFH/Mali active borrowers were between cycles at year end — the
actual number of active members at year end was 2,618. To present a more accurate picture of their outreach, portfolio and
active borrower data for January 1995 were used; the number of village banks remained unchanged.

2/ PAR (portfolio-at-risk ratio) reported for all institutions that periodically monitor it.
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FINCA/Nicaragua offers an example where growth has been constrained in part because of a lack of
resources and in part because of lack of capacity. FINCA/Nicaragua began pilot operations in 1992; by year-end
1993, it still had only 10 village banks (255 active clients). APPLE funds were secured in 1994; at year end 1994,
it had 52 village banks with 1,433 active clients. By June 1995, the number of village banks increased to 98 with
2,863 active clients. Further growth is now constrained until systems are put into place.

FFH/Ghana growth has also been constrained in part by 1ack of funds. Although its strategy has been for the
rural banks to finance the village bank portfolio, in some cases FFH has had to make short-term bridging loans to the
rural banks until they can source other funds necessary for the expansion of the program. ASSIST/Jamaica provides
adifferent example of lack of resources. As a result of its excessive delinquency problems, its resources have been
constrained by both the lack of repayments and the resulting reduction in donor and loan funding.

The limited scale of CRS/Peru and STC/Mali is attributable to the age of its poverty lending activities. From
1989 10 1993, CRS/Peru’s microenterprise activities had average loans in the $2,000-$2,500 range. Only in 1993
did management decide to achieve deeper outreach; poverty lending operations began in 1994. While at year-end
1994, it had only 37 village banks; by June 1995, the number had increased to 61. CRS/Peru has the vision of
eventually serving 10 cities by working with 16 NGOs. STC/Mali created UCOVEC (a league of 36 credit unions)
in 1987. Loans typically have been in the $500-$1,000 range. The poverty lending activities (a version of village
banking that blends in elements of solidarity groups) began only in March 1995.

Portfolio growth in some cases has been much slower than expected. Although FINCA/Honduras and WRH
experienced significant growth in active clients, portfolio growth has been slower because of the slower than expected
growth in the average loan amount. This is the result of several factors: the capacity to absorb additional loan
amounts has been limited by many borrowers, given the difficult economic situation of Honduras; many borrowers
in the older banks are reaching their loan limits; funds from internal accounts are available; there are seasonal
fluctuations in loan demand; and the rotation of members is high. FFH has noted that portfolio growth has sometimes
been constrained by the linkage between the new loan size and the amount of savings. When the two were delinked
and borrowers were allowed up to a 50 percent increase in subsequent loans, significant increases in the portfolio
were noted.

Delinquency

Delinquency measures are an important component of outreach because they are strong indicators of an
institution’s capacity to effectively deliver financial services that are valued by the client. It is often said that there
are not bad borrowers, but bad lenders. This is supported by programs worldwide repeatedly showing that the poor
do repay their loans when the products are structured properly. If there are delinquency problems, there are almost
always problems in the loan product, credit procedures, or administrative structures.

The poverty lending programs, when properly executed, have exhibited extremely high repayment rates as
well as low delinquency rates. Repayment rates should not be confused with delinquency rates. Delinquency rates
are almost always higher than suggested by repayment rates. Delinquency statistics across programs are not
consistently calculated and reported — in some cases, the ratios reflect arrearage (past due payments divided by the
outstanding portfolio) whereas in others delinquency rates actually reflect the loan loss rate. FAMA/Nicaragua and
the Honduran NGOs calculate both the arrearage and the portfolio-at-risk ratios. In the case of the Honduran NGOs,
they all use the computerized management information system developed by Covelo/Nathan Associates.

To illustrate, until late last year WRH did not monitor delinquency of the weekly payments because all of
its loans at the village bank level were paid in full prior to the end of the loan cycle. Thus, from the perspective of
WRH, it had no delinquency. During 1994, it began to monitor delinquency during the loan term. At year end,
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WRH's delinquency rate for payments more than 30 days past due was 1.97 percent; delinquency of less than 30 days
was considerably greater. This difference primarily results from the method of payment: the village banks remit
weekly the amount that is collected from the borrowers for principal and interest, not the total payment due fromn the
village bank. Most of the banks have delinquency less than 30 days because at least some of their borrowers are
behind on their payments.

This example also illustrates another point: that delinquency in village banking programs occurs at both the
NGO level and the village bank level. Oftentimes, the village bank has one or members who are delinquent in their
payments, at least during the cycle. As the cycle closes, most will bring their loans current. To the extent that
payments to the NGO are required, many village banks will use their savings to cover the shortfall. Thus, the NGO
often reports no delinquency, but this is not to say that there is not delinquency within the village bank.

FINCA/Honduras’s delinquency rate for payments more than 30 days past due was 6.12 percent. The
portfolio at risk (inore than 30 days past due) was 8.03 percent. Such rate is high by FINCA’s standards. The
increase is largely attributable to FINCA's inability to manage growth properly — excessive turnover, insufficient
training of new personnel, and inadequacy of follow-up efforts. These problems have since been largely corrected.

CRS/Nicaragua’s delinquency in its pilot projects has been largely attributed to both the institutional
weakness and ihe religious nature of three of its partners — borrowers have to be convinced of the need to repay the
“church.” Itis claimed that the situation has been addressed and that the delinquency rate is expected to be lower
in the future.

Delinquency has represented major problems for ASSIST/Jamaica and, to a lesser degree, ODEF/Honduras.
ODEF, which had previously viewed its operations as social programs and had little concern for repayment, made
efforts to reverse its downward spiral and, by the end of 1994, had reduced its delinquency ratios considerably.
ASSIST still needs to come to terms with the considerable challenge of improving both its credit-granting and its
follow-up processes.

Savings

The savings target of 20 percent of the loan amount per cycle has not been met in many cases. However, this
is not to say that the village banking programs have not achieved significant savings levels. FINCA/Peru is the one
exception of the village banking experience reviewed in this study where savings have consistently exceeded targets.
The targets that have been set by the village banks themselves are greater than the 20 percent. Their weekly payment
on a $50 loan would be $3.38. Since all payments are made in U.S. dollars, members decided it was easier to change
$5. Thus, weekly payments are $5 — $3.38 principal and interest and $1.62 savings. By the end of the cycle,
members have saved 52 percent of the loan. In addition to the programmed savings, many members contribute
voluntary savings. They also leave their earnings generated by the internal account in their savings account. Such
eamings average approximately 10-12 percent per cycle, largely because the external account payments stay in the
internal account the full cycle. By June 1995, savings totaled $365,843 ($176 per member); loans totaled
approximately $274,300 ($118,300 external account loans and $156,000 extraordinary internal account loans).

Some of the non-village banking programs require savings as collateral, but such amount are referred to as
insurance or guarantee funds. No traditional savings services are offered by these institutions.
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NGO IMPLEMENTATION MODELS

An institution’s capacity to deliver financial services in an efficient, cost-effective, and viable manner is
influenced by the implementation model the U.S.-based NGO selects to carry out its activities. These models are
generally categorized as follows:

. Creating or building a single national institution;
. Providing assistance to existing local institutions; and
. Implementing directly.

Creating or building a single national institution. Several of the NGOs create or build independent non-
profit affiliates or partner organizations to provide financial services to the poor. Of the programs studied, this
approach is used by ACCION, FINCA, OI, and PRIDE. FFH &lso uses this approach in countiies not included in
the study. Generally, these institutions will create or affiliate with only a single institution with goals and objectives
similar to their own — developing effective and efficient operations capable of providing properly priced financial
services on a national scale.

Providing assistance to one or more existing institutions. Covelo, CRS, Katalysis, FFH, and STC provide
capital and/or technical assistance to multiple existing local institutions. In the past, Covelo supported up to 30
NGOs, but now concentrates its efforts on only five NGOs at any point in time. CRS/Nicaragua and CRS/Peru also
opt to work with local NGOs— four in Nicaragua and six in Peru — that have a relatively limited regional focus and
are, for the most part, church or community development organizations. Their approach to achieving scale is through
partnerships with a multitude of institutions (for example, CRS/Peru eventually expects to serve 10 cities through
16 local NGOs). Katalysis is the exception in that it works only with ODEF, a community development NGO
operating in the northern region of Honduras.

FFH/Mali currently works with one NGO, whereas FFH/Ghana works with two rural banks to implement
its activities. FFH has changed its approach either to partner with formal financial sector institutions or to create its
own national-scale financial intermediaries. It has shifted away from the existing NGO partner model for the reasons
mentioned below. In Mali, FHH currently works with an NGO, but the APPLE funds are for work with two credit
union networks. In Ghana, FHH expects to add more rural banks and WWB/MASU to their network. STC/Mali is
also working with UCOVEC (a league of 36 credit unions).

Direct Implementation. CARE and WRC implement their programs directly by taking advantage of the
country offices used for their multiple other projects. Whereas WRC initiated its Honduran operations in this way,
WRH has subsequently become an autonomous partner. Each of these organizations has combined and/or linked the
rotating funds and village banking activities with its other food and health programs funded by donors such as
USAID.

Each approach has its advantages .r.d disadvantages. Creating or building a single institution involves
significant start-up costs — acquiring infrastruciure and developing capacity. This strategy often proves effective
in achieving significant scale. Operating procedures can be standardized, the institution can focus on achieving
greater scale and operational efficiency by not having multiple focuses or conflicting philosophies, and the institution
has greater control to ensure it takes the necessary steps to achieve its objectives.

Providing assistance to one or more institutions has the advantage of lower start-up costs with respect to
acquiring infrastructure, but it has enormous costs in institution building, particularly with respect to NGOs. Most



NGOs of this nature operate as social development institutions, and credit becomes only one tool of poverty
alleviation. The majority do not intend to become specialized in credit, and their prospects of providing cost-effective
financial services to a large number of the poor appear limited. The time and effort involved in convincing
management and the board of directors to make the necessary organizational changes to achieve scale and
sustainability are typically very costly. Moreover, existing personnel often have a social services background as
opposed to the technical skills appropriate for managing a large-scale credit program, thereby resulting in high
training costs.

USAID’s experience with Covelo in Honduras illustrates this point. The institutional capacity and system
development of most NGOs were much lower than anticipated. During the project, it became clear that the goal of
self-sufficiency for the number of NGOs originally contemplated would not be feasible. As a result, it was decided
to concentrate Covelo's resources on those few NGOs — five at any point in time — that offered the best prospects
for cffective use of the assistance proffered. Covelo, as a service provider to NGOs, has established an important
track record, and its activities are valued both by its clients (the NGOs) and by other donors. However, its impact
has not been as favorable as would be expected.

The approach of working with local banks and credit union leagues appears to offer several advantages, such
as direct linkages with the formal financial sector (the banks or credit unions use their own loan capital; the client has
ongoing access to formal financial sector), comparatively lower human resource development costs because existing
personnel have more lechnical skills, decreased investment in the branch network during expansion, and access to
the banks own capital. FFH’s experience with financial institutions is that they become enthusiastic about working
with poor clients once they have learned about the availability of a methodology with high potential for viability.
FFH has also found that financial institutions are much more rigorous in negotiating agreements. In Ghana, this has
resulted in protracted negotiations, but the result is that FFH now has an advanced standard model partner agreement
that clearly defines the roles and responsibilities of each partner.

For some NGOs, direct implementation has the advantage of an existing infrastructure as well as the control
to shape the lending operations in a desired manner. Moreover, some operational efficiencies can be achieved to the
extent th.t they capitalize on the work of the NGO’s other programs. For example, WRH and CARE/Peru work with
women’s groups formed under their infant survival and community kitchens programs, respectively. However, the
key issue will be sustainability — self-sufficiency and permanence of operations. Not only is there the question of
achieving self-sufficiency, but there are also a whole host of issues with respect to the permanence of the program
once donor funding for the other NGO activities shrinks.

MANAGEMENT SUPPORT FROM THE U.S.-BASED NGO

Each U.S.-based NGO has its own approach to overseeing and providing the necessary support to its
programs. FINCA and PRIDE have created regional offices to provide support and technical assistance tc their
affiliates, whereas most of the organizations tend to have local support personnel/units.

In general, the operational support from all of the U.S.-based NGOs has been insufficient. As will be
discussed below, the financial management capacity and management information systems are weak in most of the
institutions. Admittedly, building financiai management capacity requires extensive technical assistance, for which
in some cases the donors are unwilling to pay. However, in the case of management information systems, the U.S.-
based NGOs have many programs operating, and yet, with few exceptions, they have not yet developed an adequate
management information system they can easily install in each of their country programs.



MANAGEMENT AT THE IMPLEMENTING-AGENCY LEVEL

The most pressing issue for the programs is the managerial and institutional capacity of the implementing
organizations. Programs operating on a small scale seem to perform (that is, repayment) well. In this stage, strong
management capacity is not really required. But if the programs are to scale up, the needs will become far more
complex. Managing growth is difficult and involves major organizational changes. Such changes are not peculiar
to poverty lending NGOs.

The institutions’ stages of development were described in The Process of Institutional Development:
Assisting Small Enterprise Institutions Become More Effective (Edgcomb and Cawley, 1991). The three basic stages
are development (start-up, design, testing, and implementation of methodology and structure); sustainability
(organizational growth and maturation, institution advances toward efficiency, and financial viability); and expansion
(scale up, institution expands its program by increasing clients and/or geographic coverage). Most of the institutions
studied are in the development or early sustainability stages.

Governance and Board of Directors

Based on interviews with executive management and some of the boards of directors, it appears that, with
a few possible exceptions, the NGO boards are in either stage | or stage 2 of their evolution, as described in
Alchemists for the Poor: NGOs as Financial Institutions. Stage 1 is described as a homogeneous board composed
of individuals with interest in development and volunteerism; boards set major parameters for operations, but spend
little time reviewing operations; and governance issues for boards are not well defined. Stage 2 is characterized by
some private sector participation on boards; with few exceptions, boards do not exhibit strong leadership or visionary
roles, but are oriented toward self-sufficiency and long-term viability (Drake, Otero, 1992). Generally, mnost of the
boards are weak and are fundamentally in stage 1 of their evolution. Others are oriented toward self-sufficiency and
viability (for example, demonstrate characteristics of stage 2), whereas only one or two of the boards are oriented
toward expansion and scale.

Eacbh implementing NGO has had to work extensively to strengthen the boards of the local institutions. There
is a litany of leamning experiences that have been recounted. Most relate to the differing philosophical perspectives
of social development professionals; the inappropriateness of membership (for example, employees); and, simply,
the general weakness and lack of activity. Others include cases of fraudulent behavior. OI uncovered improper
financial behavior of its Nicaraguan partner’s executive director. The board, which was loyal to the executive director
— several had themselves received loans — refused to dismiss him. As a result, OI severed the relationship. It has
subsequently created a new institution, which began operations in August 1995.

Senior Management

Although some of the organizations have generally competent management, in most cases senior management
of the NGOs is not necessarily equipped to manage large-scale credit programs. In the case of FINCA/Nicaragua,
the organization started a small pilot project. The person selected 1s dynamic and relates extremely well to both the
community and the village bank members. Moreover, she will work for the salary the NGO can afford to pay. Yet
she does not necessarily have the skills and expertise necessary for a large-scale credit program. This situation is
not unique to FINCA. It is often the case that the NGOs do not have the necessary funds to hire highly qualified
candidates for its key management positions. Thus, in a sense, the NGOs settle for what they can pay for. Once a
program grows, the need for the highly qualified person is even greater. The dilemina 1s how can the institution best



transition from the development stage to the sustainability or expansion stage when its staff may be ill suited for the
changing demands of its position.

The scenario most common to CRS is that it partners with institutions over which it does not have much
influence. The village banking activities represent but one small part of CRS/Peru’s partner NGO operations.
Although this approach represents substantial training and technical assistar...e costs, it may never really matter if
management can manage a large-scale program. Most will not likely scale up.

FFH's experience with NGOs has been similar to that of CRS. For that reason, FFH works with formal
financial sector institutions that focus on credit. The two banks FFH works with in Ghana are among the strongest
rural banks, and their management appears generally capable. Although managers at these organizations also require
training and technical assistance, it is expected to be much less intensive. FFH expects to add more banks to the
Ghanaian project, and in Mali, FFH will begin working with two credit union networks — Nyesigiso and Kafo
Jiginew.

ODEF/Honduras has been undertaking a major restructuring, a move that indicates a beginning of a return
to acceplable practices in its overall operations. This move came about as the executive director died and was
replaced by a member of the board of directors. Other staff changes were made, including the addition of a credit
department advisor funded by Inter-American Development Bank.

With possibly one exception, the financial management capacity of all the organizations needs strengthening.
Although the financial managers, in several cases, appear to be knowledgeable about the operations and generally
competent, all require ongoing assistance in financial planning and financial management. The assistance required
extends beyond planning for self-sufficiency per se. Cash flow and liquidity management has not generally been
particularly effective. Nearly all of the institutions have experienced both excess liquidity and illiquidity. Financial
efficiency in most cases has not been high, as will be discussed under Financial Performance below. Finally, the
information generated by the management information system each month is of limited use for a financial manager.

Human Resource Management

One principal challenge each poverty lending institution faces is to define an appropriate staff profile for its
credit officers. Defining such a profile must take into consideration not only the clients’ needs but also the
organization’s need for efficiency, effectiveness, and viability. There has been a considerable debate about what level
of qualifications is necessary.

Mistakes that too many microfinance programs repeat include hiring personnel overqualified to manage the
simple products offered, and paying unnecessarily high salaries to overly qualified people. In contrast, other
programs have hired less qualified credit officers at lower salary levels. This has often resulted in employee turnover
— staff leave as soon as they are trained and offered higher salaries — or other problems to the extent that staff could
not provide the necessary training and support to their clients. Striking the balance is never easy.

Another subject of debate with respect to the profile of the credit officer concems the officers’ gender. Some
organizations prefer to hire female credit officers in the belief that they relate better to their clients. Others prefer to
hire males for security reasons and/or ease of mobility (that is, its culturally unacceptable for women in many
countries to ride a motorcycle). Again, the decision will depend on the clients’ needs as well as the organization’s
need to maximize both efficiency and effectiveness.

Training of personnel for the most part has been on the job. After initial training of one to two weeks, most
of the institutions team new credit officers with other officers for a specified period of time. Other organizations
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provide trainees with an easter and perhaps lighter workload that gradually increases as they perform. Often such
arrangements are on a trial basis: if trainees perform successfully, they will be hired. As of March 1995, for example,
PRIDE had 13 officers in training. Training of personnel in a more formal setting generally has been more limited,
particularly after project start-up.

OPERATIONS

Administrative Structure

Microfinance institutions normally can best provide micro loans through simple branch offices. These
oranches should be administered in a decentralized manner to reduce borrower transactions costs, keep a close and
personal relationship with the local community targeted by the program, and reduce the operating expenses associated
with such a network. The nature of character-based lending requires institutions to confer operational autonomy on
the branch office staff. These lending technologies depend on information from the borrower's peer group. This
“soft” information relates to borrower credit-worthiness and is largely subjective in nature. The informal nature of
this information about borrowers reduces the possibility that regional or head office intervention in credit decisions
would have a beneficial impact since the information is by its very nature meaningful only in a local context.
to

Several of the programs do have simple branch networks: PRIDE/Kenya has 12; FAMA/Nicaragua has 9;
FFH/Ghana’s rural banks each have 7; and ASSIST/Jamaica and the Honduran NGOs each have 3 to 5. The branch
offices are small — a structure appropriate for geographic expansion. FAMA's branch staff tends to be larger than
some of the others because four of its branches operate like a mini-bank — they manage all cash transactions from
their offices. Thus, they have tellers, guards, and so forth.

In most cases, however, the operations are not decentralized. Many of the institutions grant almost no
authority to the lower chain of command or operational staff. For example, ASSIST/Jamaica must submit loan
requests to the regional board for submission to the credit committee. ODEF/Honduras refers to its branches as
“application takers.” FINCA's senior management — in Honduras, Peru, and Nicaragua — is involved in the
approval of all loans. In the case of FINCA/Honduras, a credit committee, which includes two board members, must
approve amounts greater than $2,300 (for example, village banks beyond the third cycle).

As the institutions move toward decentralization, they will need to increase internal audit operations, which
in most cases are lacking. Internal controls and audits form an important part of an effective decentralized
administration system for providing micro loans. Minor but repeated patterns of fraud frequently accompany micro
loan programs that do not develop internal controls and operational audits. There will also need to be a greater
emphasis on standardization.

Credit Procedures

Promotion and Approval

Most of the NGOs have demonstrated a certain degree of capacity in their credit procedures, as is evidenced
by their high repayment rates and/or low delinquency rates. However, some are more efficient than others. The

requirements of managing scale efficiently leave little room for variation in processes. Activities must be highly
standardized and efficient.
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In the past, the focus for many of the NGOs has been on refining or adapting their respective methodologies
to their country context. The NGOs are now moving to a much greater emphasis on standardization of the
methodology as well as the credit promotion and analysis procedures. For example, CRS/Nicaragua and CRS/Peru
are standardizing the village banking model in each country context so as not to permit much variation among their
partner NGOs. Although progress has been made in increasing standardization of the credit procedures, many of the
NGOs still exhibit certain bottlenecks that will need to be addressed to increase efficiency. FAMA/Nicaragua offers
an illustrative example of a highly standardized and systematic delivery system (for example, standardized daily
disbursement at 9:30 a.m. at all offices), yet it too must take steps to streamline operations to increase productivity.

Supervision, Follow-Up, and Collection

Under the village banking model, the administrative committee fuifills the role of supervising and collecting
payments from its members. The credit officer is responsible for supervision of the village bank and collection of
the loans at the NGO level. Whenever there have been delinquency problems, the credit officers have been generally
criticized for their inability to manage groups, their deficiencies in forming groups with sufficient cohesion, and so
forth. However, supervisors at all levels are also to blame, not just the credit officers.

Village banking programs operating on a small scale tend to be personalized and often charismatic.
Management regularly attends bank openings, end of the cycle closings, and so forth. Once the programs expand,
organizations must take measures to manage growth effectively. Inevitably organizations will go through growing
pains, and responsibilities will change. However, through this process, supervision and follow-up cannot decline;
otherwise program performance will deteriorate, as in the case of FINCA/Honduras in 1994.

Supervision, follow-up, and collection for individual lending have not been without problems. Supervision
of the borrowers has often been weak in the case of ASSIST/Jamaica and ODEF/Honduras, partially because of the
technical deficiencies of the credit officers who did not have the necessary experience to analyze the situation of the
borrower objectively and make appropriate recommendations. Collection procedures in ODEF has shown marked
improvement during the past year, but ASSIST still has a long way to go.

With respect to method of payment, some program credit officers collect the payments. This has resulted in
fraud and improper behavior of some credit officers, including failure to turn in cash receipts or payments or to
deposit savings on behalf of village bank. Other NGOs have required borrowers to make payments at the NGOs’
commercial banks. This system has its costs in terms of the borrowers' transaction costs and even increased slowness
of payments (borrowers may delay making a long trip to the NGOs’ bank), but the costs of not having it can be
considerably greater.

Productivity

Given the expense of making small loans, each institution must strive to optimize its overall productivity.
Several measures can be used to assess the productivity of the staff. A few such measures that may help the
institution assess where the bottlenecks lie as it attempts to increase overall efficiency are presented below. The ratio
of active clients to credit officers ranges from a low of 59 (CRS5/Peru) to a high of 272 (FINCA/Honduras).
Admittedly CRS/Peru’s is lower than would normally be the case because it had credit officers in training at each of
its six partner organizations and had only recently initiated operations. Half of the programs had ratios of active
clients to credit officers in excess of 200. Admittedly, this ratio will have to increase in the future, but it is no small
achievement.
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The ratio of active clients to staff member ranges from a low 26 (ASSIST/Jamaica) to 172 (FINCA/
Honduras).  This productivity ratio indicates a much lower degree of overall accomplishment — only
FINCA/Honduras and WRH have noteworthy levels of achievement. Each of the organizations must emphasize
efficiency at all levels, not just by credit officers. The relationship between this productivity ratio and the level of
operating expenses expressed as a percentage of the average portfolio will become evident in the Financial
Performance Indicators section of this report.

FINCA/Honduras’s and WRH's high ratio of active clients to staff member is in part the result of the ratio
of credit officers to total personnel. In this case, FINCA/Honduras and WRH have ratios of 63 percent and 66 percent
respectively. In other words, they each have a relatively low level of administrative and inanagement staff in relation
to the credit officers. ODEF/Honduras and FAMA/Nicaragua have ratios of only 28 percent and 35 percent
respectively. To some extent, FAMA’s low ratio is attributable to the number of branches it operates, particularly
the ones that operate as mini-banks and require round-the-clock guard services.

TABLE 5
STAFF PRODUCTIVITY
{December 1994)

Program Personnel Ofticers/ Active Clients I
(number of partners) Officers" Total Staff Total Staff Officer Statf Member |
E L R o VILLAGE BANKING; 5,7, R
CRE/Nicaragua (4) 5 Not Applicable | Not Applicable 81 Not Applicable
CRS/Peru (6) 12 Not Applicable | Not Applicable 59 Not Applicable
FINCA/Honduras 24 38 63% 272 172
FINCA/Nicaragua 6 14 43% 239 102
FINCA/Peru 9 15 60% 156 94
FFH/Ghana (2) 9 Not Applicable | Not Applicable 151 Not Applicable
FFH/Mali (1) 6 Not Applicable | Not Applicable 230 Not Applicable
ODEF/Honduras 8 29 28% 220 60
WRH (Honduras) 21 32 66% 259 170
Average 52% 185 120
oo . Y. .0 . - . SOLIDARITY GROUPS B R R s
FAMA/Nicaragua 22 63 35% 216 75
PRIDE/Kenya 32 58 55% 117 65
Average 45% 167 70
BT e ) INDIVIDUAL LENDING . ¢ <. i 7o b te
IASSIST/Jamaica | 18 | 4 [ 44% | 60 | 26

1/In some cases, includes supervisors if they serve a dual role as officer and supervisor, that 1s, if they actively manage a
portfolio comparable to the other officers.

Not Applicable: These institutions only account for staff paid by project, not the entire institutional management and
administration structure. Such figures are not directly comparable to those of the other organizations and therefore have not
been included.



MANAGEMENT INFORMATION SYSTEMS

Developing a good management information system has undoubtedly been the greatest challenge faced by
each and every institution. Even those with reasonably adequate systems continue to struggle with them as
information needs evoive. Many of the programs have manual systems in their early stages that are often adequate
for the management of small-scale activities. As the programs grow, the systems become computerized; yet the
systems never quite meet the needs of a growing institution. Thus, not one institution claims to be satisfied with its
system, and nearly all are installing new systems or modifying existing ones.

Those institutions that have generally adequate computerized systems, but are making further refinements,
include the following:

. In Honduras, Covelo (for the benefit of FINCA/Honduras, WRH, and ODEF) is reprogramming major
changes in anticipation of scale-up. Changes include putting the system on-line, creating network capability,
and so forth.

. FAMA/Nicaragua is integrating the portfolio administration system with the accounting system, and is

developing modules for projections and budgeting.
. PRIDE/Kenya’s system needs to further develop the analysis and presentation of the information it captures.

Each NGO recognizes the need for systems and is attempting to address this need. FFH has hired a technical
advisor with 20 years of international banking experience to upgrade management information systems for all
partners. FINCA's regional hub in Guatemala has been working to adapt the system previously developed by
Covelo/Nathan Associates in Honduras to meet the needs of its various affiliates. In the case of CRS, it has been
developing systems that capture extensive data by village bank cycles. However, the systems are not yet geared to
financial management of a large-scale program — that is, information is generated by loan cycle as npposed to a
cutoff date.

Accounting/Financial Statements

Nearly all of the institutions use a fund accounting system because they continue to depend on donor
resources. This system makes it extremely complicated and cumbersome for an institution to monitor its costs (for
example, by cost center). In addition, management cannot assess quickly the performance of a specific program such
as credit or training or the financial performance of its branches. That aside, most of the weaknesses detected in the
accounting systems are at the human level; the NGOs do not use them uniformly or effectively.

Financial statements can be generated in a timely manner, as is evidenced by some; yet others often
experience delays of one to two months. In addition, there appears to be little review. Many prepare the financial
statements for donors rather than for managerial purposes. Moreover, none of the organizations adopts generally
accepted accounting principles in all respects. They all have their unique variations, most of which distort their
financial situation. Examples include the following:

. Loans are written off directly against equity; thus, they are not reflected on the income statement as an
expense (loss provision).

. Loans are often not written off in a timely manner.



. Loss provisions are often not established, or, if they are, they are often insufficient (only FAMA/Nicaragua
establishes losz provisions monthly on the basis of its portfolio at risk).

. As a consequence of using a fund accounting system, accounts receivable (or accounts payables) are
registered for funds lent (or borrowed) from one "fund” to another, thereby inflating their balance sheet.

. Although cash basis accounting is used for the income statemert, on the balance sheet the “portfolio
outstanding” registers the amount lent plus all the interest to be eamed during the cycle (the unearned interest
is offset by a liability account).

. Donations are not registered (typically if for fixed assets).

Portfolio Administration System

The two most cominon weaknesses in the portfolio administration system are that the information is not
available when needed and that the information necessary for effective portfolio management is not generated. The
systems of a limited few generate delinquency information on a daily basis, whereas others generate it on a monthly
basis. Still others capture only delinquency information at the end of the loan cycle. With respect to the type of
information generated, most do not generate the information necessary to assess the quality of the portfolio. There
is often no aging of arrears or portfolio-at-risk data — to the extent that these data were available, they have been
reflected above under Table 3, Depth of Outreach. Delinquency and portfolio-at-risk information is often not
classified by promoter or by region. Such information is very important for decision making, efficiency, and
planning. Finally, each organization uses its own methed of calculating delinquency (for example, delinquency
versus loss rate).

FINANCIAL PERFORMANCE INDICATORS

Leverage

Given the limited donor resources available relative to the tremendous potential demand for financial
services, institutions must move toward intermediating funds from the formal financial sector. In many instances,
banks or other financial intermediaries can leverage their capital base up to 10 times or more. An NGO must also
be in a position to leverage capital for it to grow, although not in the same magnitude.

Four of the NGOs have been able to secure loan funds to finance their operations — FINCA/Honduras,
ODEF/Honduras, FAMA/Nicaragua, and ASSIST/Jamaica. WRH has an approved loan facility and could easily
se ‘reloan funds if it so desired. However, because it has considerable donor funds available, it has not elected even
to take advantage of the loan facility approved for it by Covelo. FINCA/Honduras, ODEF, and FAMA have had
access to loans from local sources that essentially channel donor resources. Loans have been at interest rates above
or reasonably proximate to the average inflation rate. Although the rates charged have been lower than commercial
interest rates, such loans cannot really be considered "quasi-equity.” They are not capitalizing the institutions in the
manner that the Inter-American Development Bank does, in other words, by providing loans with a 40-year term, 10-
year grace period, | percent commission plus 2.5 percent administration charge, and so forth. Although funding from
these sources represents leverage, it is not truly on commercial terms and conditions. ASSIST’s access to loans is
declining, given the rapid deterioration of its financial condition.
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FFH/Ghana accesses loan capital, given that the rural banks directly fund the village banking portfolio. The
rural banks lend to the village banks, which on lend to their n.2mbership. FFH expects to utilize this approach with
more banks in Ghana and with the credit union networks in Mali. STC/Mali accesses funds foi loan capital because
UCOVEC has a partnership relationship with the National Bank for Agricultural Development.

Self-Sufficiency

Self-sufficiency is one key goal of many micro-credit programs. In its simplest form, self-sufficiency can
be expressed as a ratio by dividing credit and investment income by the actual financing and operating costs
(personnel and administration, loan loss provisions, and the like) of the credit program. This is called operational
self-sufficiency. A ratio greater than 100 percent indicates that the income of the program is able to cover its basic
costs and preserve its capital, at least with respect to operational activities. This ratio presents information about the
basic operational position of the organization, but not its economic position. The operational position identifies
whether enough income was earned to cover the organization's costs. The economic position of the organization
provides a view of how the institution has fared within the economic environment in which it operates, and thus
includes the recognition of inflation. Thus, a more realistic way to look at self-sufficiency is to include the inflation
cost related to equity (including highly concessionary debt) as part of the expenses. This is called financial self-
sufficiency.

Operational self-sufficiency is still the frontier for poverty lending programs; thus, no attempts have been
made to calculate financial self-sufficiency at this point in time. The reported operational self-sufficiency figures on
asample of 44 programs reviewed in Village Banking: The State of the Practice (Nelson, MkKelly, Stack, Yanovitch,
1995), are summarized in the box below (note: the operational self-sufficiency as defined in that study excluded
actual financing costs).

Self-sufficiency ratios clearly state whether Village Banking: Operational Self-Sufficiency Ratios
programs are covering costs, but they do not present the
whole picture. Other financial ratios can be used to monitor
an organization's progress toward this goal while evaluating
trends in both income and expenses.

10 programs over 90%
3 programs 50-90%

4 programs 25-50%
27 programs under 25%

The framework of analysis in this study examines
the relationship between income and expenses relative to the
NGOs' average portfolio. This relationship is presented in Table 6. To the extent possible, income from loan
operations was separated from total income and non-credit operating expenses were separated as well (see footnotes
in Table 6). The average portfolio was calculated using quarterly balances, where available or by using year-end
balances. Presenting information in this way is often more illuminating. For example, FAMA/Nicaragua is an
organization that is financially self-sufficient. However, its financial ratios presented below indicate that it is not
particularly efficient.

Information on programs not presented in Table 6 was either not available or not directly comparable. For
example, CRS/Nicaragua does not currently collect such information. CRS/Peru only tracks the “variable operating
expenses” associated with their programs. For example, the partner NGOs already have fixed overhead (space rental,
management, accounting, and so forth). CRS/Peru bases its estimates of self-sufficiency only on the credit officer’s
salary, the credit officer’s transportation costs, and a specified amount for materials and supplies. It does not include
any of the fixed overhead. Thus, any attempt to compare such ratios to programs listed above that account for the
entire scope of operations would be misleading.

This is somewhat true of FFH, butto a lesser extent. In the case of FFH, it includes all of the costs associated
with adding a new financial product to the rural banks’ existing products. However, a pro rata share of the
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institutional overhead is not assigned or charged to the village banking program. In the case of the banks, since they
already have sizable credit operations, the pro rata cost of adding a new product is likely to be comparatively lower
than for a newer institution scaling up. Information is presented for FFH/Ghana as an illustrative example. However,
it should be noted that: (1) data of the two partners are combined; and (2) costs include training expenses, but do not
include the pro rata costs of management and physical infrastructure.

Operating cost ratios for the credit programs range from a low of 43.3 percent (WRH) to a high of 102.6
percent (FINCA/Nicaragua); the average is 62 percent. The average operating cost ratio for the village banking
programs is 64 percent — a level only slightly above the overall average. The ratios of ASSIST/Jamaica,
FINCA/Honduras, and ODEF/Honduras would have been reduced by 6 to 8 percentage points if they had managed
their portfolios better and therefore not forced to take significant write-offs. One might assume that the costs of WRH
would be higher since it is integrated with health and infant survival programs. However, WRH’s credit operation
i1s in actuality a more minimalist approach. It simply capitalizes on the infrastracture acquired and work performed
under other projects, and its accounts are kept accordingly.

TABLE 6
FINANCIAL PERFORMANCE OF CREDIT PROGRAM
(AS A PERCENT OF AVERAGE PORTFOLIO)"

(December 1994)
Program Actual Financial Operating Net Operating
{number of partners) Yield? Costs Costs? Margin |

AR U0 VILLAGE BANKING .~ i
FINCA/Honduras 44.4% 8.2% 49.9% (13.7%)
FINCA/Nicaragua 43.9% 0% 102.6% (58.7%)
FINCA/Peru 24.4% 0% 79.6% (55.2%)
FFH/Ghana® (2) 30.0% Not Available 50.5% (20.5%)
ODEF/Honduras 41.5% 6.7% 58.1% (23.3%)
WRH (Honduras)* 41.4% 0% 43.3% (1.9%)

Average 37.6% 2.5% 64% (28.3%)
PR L A S L b oy SOLIDARITY GROUPS @ 0. ' i mpiiey 0 s o l
FAMA/Nicaragua | 1017% | 94% | 613% | 31.0%
|ASSIST/Jamaica® | 31.8% | 8.0% | 50% [ (26.2%)

1/ Calculated using quarterly balances.

2/ Includes financial income on loans only.

3/ Includes administrative costs and loan-loss provisions on credit program only unless otherwise noted.

4/ Aggregate data of banks combined; includes training expenses, but does not include total management and
physical infrastructure. Average portfolio calculated using year-end balances.

5/ As of November 1994.
6/ Because lack of information, average portfolio is calculated by averaging year-end balances; includes all non-
donor income; other non-financial costs includes total operating expenses of both training and credit.

In some cases, interest rates may need to be increased. In other cases, improving financial efficiency may
be all that is needed. Financial efficiency is defined as the ability to maximize the yield achieved in relation to the
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effective interest rate charged. The yield is often considerably lower than the effective rate because of delays in
relending funds, arrears in the portfolio, and the timing of receipts. To the extent that these can be minimized, the
yield can be increased. As is noted from T..ole 7, there is a substantial gap between the effective interest charged
by the NGO and the yield it actually receives. The ratio of the yield divided by the effective interest rate ranges from
a low of 32 percent (FFH/Ghana) to a high of 83 percent (FAMA/Nicaragua).

Although this ratio indicates that there is a margin of inefficiency, care must be taken in the interpretation
of these margins for two reasons. First, for purposes of comparability, =ffective interest rates have been calculated
on a typical four-month loan to a first-time borrower. Not only does the te:m structure affect the effective yield,
assuming loan fees and flat interest rates, but so does the fee structure to the extent that it declines for repeat
borrowers. Given that different methodologies are being used in several different country contexts, the institutions
studied naturally have varying term and pricing structures. Second, the yield was calculated using quarterly balances
where possible; otherwise, year-end balances were used (ASSIST/Jamaica and FFH/Ghana). The actual portfolio
outstanding may have fluctuated significantly from month to mnonth thereby creating distortions, particularly in the
year-end cases of ASSIST/Jamaica and FFH/Ghana.

TABLE 7
FINANCIAL EFFICIENCY
(COMPARISON OF YIELD TO EFFECTIVE INTEREST RATE)
(December 1994)

Program Effective Interest Yieid/ Effective "
(number of partners) Yield Rate" Interest Rate
e T S T VILLAGE BANKING. L
FINCA/Honduras 44.4% 61.5%
FINCA/Nicaragua 43.9% 61.5%
FINCA/Peru 24.4% 37.2%%
FFH/Ghana (2) 30.0% 92.5%
ODEF/Honduras 41.5% 51.2%
WRH (Honduras) 41.4% 71%
Average 37.6% 54.6%
, el SOLIDARITY GROUPS U4 it i i
FAMA/Nicaragua | 101.7% | 122.6%Y
AR LT ..~ :INDIVIDUAL LENDING 0.7 (2
ASSIST/Jamaica | 31.8% | 65.6%

1/ Calculation of effective interest rate to NGO on typical four-month loan to first-time borrowers; not necessarily the borrowers’
effective interest rate. Village bank members often make more frequent payments to the village bank than it makes to the NGO,
thereby increasing the effective rate. However, all earnings made from such payments accrue to members, thereby reducing
their effective rate. Thus, no attempt was made to calculate borrowers net effective rate.

2/Eflective rate calculated assuming 50 percent of portfolio in “external account” loans (26.4 percent effective rate) and 50
percent of the portfolio in “extraordinary internal account” loans (48 percent effective rate).

3/ Effective rate for clients who have graduated training courses was reduced to 78 percent as of January 1995,



33

SECTION FOUR

FRONTIERS AND CHALLENGES

The individual and solidarity group lending methodologies have demonstrated their capacity to reach low-
income clients. However, the depth of outreach has not been as great as that the poverty lending programs. The
village banking model has shown its tremendous capacity to reach the poorest borrowers in nearly every country
context. Average loan amounts for programs have been as low as $32. Average loan to GNP per capita ratios have
been as low as 5 percent (13 average for village banking; 24 percent average overall sample).

The experience and results of all the implementers have demonstrated that, as a methodology, village banking
is very easy to replicate, easy to adapt to local context, and easy to combine with other social objectives (health,
nutrition, family planning, and so forth). However, it is a model in evolution. As such, practitioners will be
challenged to identify approaches to address such issues as village bank management and supervision, membership
turnover, and graduation (village bank evolution).

Achieving scale will represent a major challenge for all of the organizations. To date, the scale of operations
has generally been limited. Three organizations currently have more than 5,000 active borrowers, have added on
average more than 1,000 borrowers per year, and are making plans to scale up. Those programs that have achieved
greater outreach have had vision, capacity, and access to ample resources. Age has not been the most important
variable.

Some village banking programs have proven that the poor can and do save, given proper incentives. The
organizations will be challenged to develop mechanisms to provide savings services to borrowers that are secure and
accessible and that yield positive retumns.

The greatest challenge for the organizations will be developing institutional capacity to manage large-scale
credit operations on a sustainable basis. Some organizations are making the transition from the development stage
to the sustainability stage. In doing so, they are tackling the major management and organizational challenges —
development of the board of directors, human resource development, operational structures, procedures, and
productivity, and the design of an effective management information system.

Two of the institutions undergoing the transition have achieved high productivity ratios — 170 or more active
clients per staff member. The operating costs as a percentage of average portfolio of these two institutions were 43.3
percent and 49.9 percent — if extraordinary loan losses in 1994 were excluded, the latter ratio would be
approximately 42 percent. The ratios compare to the overall average of 62 percent for 8 of the 12 institutions studied.

Increasing operating efficiency goes hand in hand with achieving self-sufficiency or sustainability.
Sustainability must be a balance of credit income and credit expenses (including financial costs, administrative costs,
and loan loss provisions). Both are equally important. Pricing should be set based on the level of efficiency that the
organization can honestly hope to achieve in the medium term. In some cases, interest rates may actually need to be

increased. In other cases, improving financial efficiency may be all that is needed.
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*7. “Financial Management Ratios I: Analyzing Profitability in Microcredit Programs.” Margaret Bartel,
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Copies of publications available for circulation can be obtained from PACT Publications, 777 United Nations
Plaza, Sixth Floor, New York, NY, 10017, U.S.A.
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