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In February 1995. twenty-four representatives of tifteen NGO's met for two and one-half

days in Hyderahad to consider expanding their existing savings-and-credit activities into shelter

tinance. The session was sponsored by RHUDO/USAID and the National Housing Bank. and

organized by Abt Associates.

Discussion was stimulated by presentations about cOlllmunity-based shelter finance from

the experts and practitioners whose papers are presented in this volume.

Participants raised a number of key points and issucs for future exploration. These arl'

listed in the opening section of this collection. Although they are concisely expressed. the lists

contain many insights and important questions whiL'h \,ill he useful to others in the field nf

community-based shelter finance.

Richard H. Cienl
Aht ASSlKiates InL"
:'-Jew Delhi
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February 14-15, 1995

Workshop on Community-Based Housing Finance

Summary of Key Issues Raised by Participants in Day Two Session

Which Services to Offer?

Market Study Needed

Independent Capacity Vs. Formal Linkage

Finding Long-Term Funds

Technical Know-How Needed (including Legal)

Ensure Community Control

Appropriate Organizational Forms (Registration)

Positioning the Organization: Linkage or Autonomy

Basic Institutional Pre-Requisites for Housing Finance

Identify Financial Options Considering the Market Realities

How to Price the Products

Engi ncering/ HOllsing/ In f rast ruct 1I rl' Ad \' ice

HOllsing Costs and Standards in the Market

Structuring Linkages

Re-training the Formal Sector

Sites + St::rvices Needed

Consider 90% Recovery as Reasonahle

Linkage with Municipal Bodies

Maximum Community Participation

Simple, Fast Service for Community HOllsing

Training in Resource Mobilization

Share Informal ion A mung (I roll ps



Emphasize Women's Rtl!L'

Regulations and Programs Favt1ring the Poor arc Threatened

1\tanaging the Learning Curve (Long-Term)

CBITs + N(;()'s ('tllllpkmcn! One AnotlKr

Forget II Housing Finance" When Innovating

Identify Specific Regulatory Changes + Lobby

Be Opportunistic - Forget Global Solutions

Do the Required Hom~work Before 1\toving On

Keep it Simple!
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Workshop on Community-Based Housing Finance

February 14-15, 1995

Some Key Points Raised During Workshop - Day One

Linkage with formal sector - a means or an end?

Time required to develop CBFI capacity.

Regulation of CBFl's taking public deposits (or even member deposit).

Need for a facilitative structure.

Legal questions, framework for collaboration.

"Spotlight" problem with pilot projects.

Risk: area concentration

Focus on women.

Relax "minimum" housing requirements (HUOCO-AVAS).

"Secret" donors.

A VAS pledged deposit to HOlT.

Controlling resale and retaining affordable stock.

HOFC holding deeds is a payment motivator.

DPG recommends max. 5-10 year term for loan.

Yearly or biannual payments.

No interest, low recoveries, 12 % rates - big improvement.

Require 20% savings as "link" to housing finance access.

HDFC staff spending Saturdays delivering TA to BCe.

"Unregistered group can't enter into contracts, linkages."

"If land and services are made available, people can build their own homes cheaply."

Social pressure - peer lending brought recoveries from 40% to 90%.

Research on community finance is needed.



Don't try to transfer formal sector concepts of housing finance directly to informal
sector.

In some cities, housing "market" is broken down even for middle and upper-middle
classes.

Who should control the CBFI?? One view: whatever structure delivers the desired low
income product most efficiently is best.

Prepare for cultural shift as NGO's turn into banks- different kind of skills and
personnel. Must be managed.
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Credit federation interested in real estate development for a range of incomes.

Formal sector finance receives huge "subsidy" - Be clear about "market".

CBFI's need a regulatory framework (Sharan).

No patron/client relationship with formal sector is desired.

Not only financial techniques, but institution building is required.

Diversifying operations essential to avoid concentration of risk, eSJ"'cially area concern.

Basic "operational risk'" in CBFI: Staff may be social workers at heart.

Model: let thrift cooperative create a hall sing finance company. Take deposits from
public, make housing loans only to members.

Critical constraint: long-term resources, generally not available to CBFI's.

Subsidies and assistance will be needed to get this "market" off the ground.

CBFI's survival is as important as its mission.

Forget the term "housing finance," it limits thinking. What's needed IS a sizeable,
longer-term loan with reliable recovery/layers of security.
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Mehta Meera, Down Marketing Housing Finance
Through Community-Based Financial Systems



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Strategy: Down Marketing Housing Finance Through
Community Based Financial Systems

Meera Mehta, Ph. D.

March 1994

Prepared for
Indo-US Housing Finance Expansion Program

Abt Associates Inc.
Management Support Services Contractor

82/13 (2nd Floor)
Yasant Yihar

New Delhi 110 057

USt\ID Projt:d So. 386-0526-00-C-2295-00

<\



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

CONTENTS

Acknowledgements

Abbreviations

Executive Summary

INTRODUcnON

SUMMARY OF STUDY FINDINGS

STRATEGY FOR DOWN MARKETING

Annexe I Project loans for Community
Infrastruclure

Annexe 2 Explanations for Tenns

References

11

JII

v

3

2R

49

51

53



PREFACE AND ACKNOWLEDGEMENTS

This study explores the potential of using community based finance systems for
downmarketing housing finance. This will help to enlarge the market for housing finance. It will
also help to strengthen the community hased finance systems. if appropriate partnerships between
formal finance institutions and the Communit based Finance Systems are developed.

The findings of this study and the proposed str:llcgy are envisaged to be implemented
through J. number of c:m:fully dcvdupcd pilot proiccts. I hope that these will help to atl..1in the
twlO objectives of downm;.trketing housing fin;.tncc and strengthening the community hased
fm;.tnce systcms.
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and Mr. Harry Gameu of the Abt team at different stages of the work.

II
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Padma Desai. Mr. Adwait Khare. Ms. Swati Tanna. Mr. Abhijit Tanna. Ms. Esther Kumar and
Mr. Rajesh Sharma. in a variety of usks.

In the quest for economic and financial refonns. issues of growth have become of prime
importance. However, to make this ~rowth sustainable and equitable, it is essential 10 address the
questions of access to credit for aU sections of the society. In the past, this has largely meant
subsidized endeavours. But these have proved to be unsustainable and ineffective. During the last
decade there has been a significant increase in community based finance systems. Unfortunately.
and ironically, in housing finance the emphasis on loans with subsidized interest rates still
continues. No effort has been made to use the more sustainable community based systems to
enhance the reach of the low income groups 10 housing finance despite the increasing demand
from these systems for housing finance.

The officials of the housing finance institutions. NGOs. community finance institutions.
and cooperatives took time oUl from their husy schedules to discuss and provide all possihle
information. I am thankful to them for this. It is the 'dreams' and ·visions·. especially of the
peopk working at the grassroots with these community based finance systems. which have helped
me to go beyond mere st:llistics. tn visualizc more systemic responses towards developing a
systcm that reaches the poor.
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ABHA...
APSRTC
AVAS
BCC
BOA
BMC
BOB
BDCB
CBCU
CBHFL
CBO
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CFF
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CA
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KKNSS
LlCHFL

Andhra Bank Home Finance Limited
Andhra Pradesh St:lte Road Transpon Corporation
Association for Voluntary Action and Services
Baroda Citizens Council
Bangalore Development Authority
Bombay Municipal Corporation
Bank of Baroda
Bhavnagar District Cooperative Bank
Community Based Credit Union
Cent Bank Home Finance Limited
Community Based Organisation
Credit Cooperative Society
Centrnl Financing Facility
Centre for Development. Madras
Can Fin Homes Limited
Community Finance Institutions
Community Finance Systems
Delhi Catholic Archdiocese
Delhi Development Authority
Dewan Housing Finance Company Limited
Development Promotion Group
Death Relief Assistance Scheme
Employees' Credit Cooperative Socict),
Environmental Improvement Scheme
Equated Monthly Instalment
Employees' Thrift Cooperative
Economically Weaker Sections
Fairgrowth Home Fin:mcc Limited

.Federation of Thrift and Credit Associations
GIC Gruh Villa Limited
Gcner::1! lnsur:mce Comp:my
Government of India
Guj:.lrat Rural Housing Finance Corpor:Hion Limitcd
Housing Development Finance Corporation
Housing Finance Institution
HouseholJ
Housing and Urlxm Development Corporation
Informal Credit Union
Indian B:mk Housin!! Finance Limited
Kam:llaka Housin!! Board
Karn:llab KOlagCli Nivasigab Samyuklha Sanghalane
Life Insurance Company Housing Finance Limited
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LIG
LWS
MAS
MM
NGO
NHB
NSDF
PARSHFL
PRTW
PNBHFL
PTC
RATC
RBI
RTCS
SATC
SAYAHFL
SECS
SBIHFL
SCB
SPARC
TC
UBSP
UTI
VBHFL
\VTC

Low Income Group
Lutheran World Services
Mutual Assistance Scheme
Mahila Milan
Non-governmental Organization
National Housing Bank
National Slum Dwellers' Federation
Parshwanath Housing Finance Company Limited
Participatory Research cum Training Workshop
Punjab National Bank Housing Finance Limited
Primary Thrifl and Credit Cooperative
Regional Association of Thrifl Cooperatives
Reserve Bank of India
Regular Thrift Contribution Scheme
State Association of Thrift Cooperatives
Saya Housing Finance Company Li!TIited
Salary Earners' Credit Cooperative Societies
State Bank of India Home Finance Limited
Slum Clearance Board
Society for Promotion of Area Resource Centres
Thrift Cooperative
Urban Basic Services for the Poor
Unit Trust of India
Vysya Bank Housing Finance Limited
Women's Thrift Cooperative
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EXECUTIVE SUMMARY

The last two decades have seen dramatic changes in housing policies the world over.
Within less than a generation. public policies and outlooks in this sector have changed
significantly. The last few years have seen the collapse of old orthodoxies. There is a continuing
search for new paradigms which arc both market friendly and ensure a better coverage and reach
to all sections in society. Within the realm of housing policies there is a realization of the
changing role of the government and the need to focus on enabling policies. especially related
to land and housing finance.

The last decade in India has seen considerable developments in the housing finance
system. While the role of private retail lending for housing finance has increased manifold. it still
accounts for only 20 percent of the estimated total housing investments in the economy. There
is thus ample scope for further expansion of the housing finance system in India.

The expansion of housing finance system poses two critical problems. First. in order to
ensure adequate resource mobilization. it must be done in commercially viable terms. This
becomes even more important in view of lhe financial sector reforms underway in the country,
which will lead to decline in the directed credit systems. Secondly. however, such expansion must
also ensure a better coverage and reach across different sections in society an~ not lead to
increased conspicuous consumption of housing by a small section. It is within this two fold
objective that this study explores the possibilities of a commercially viable downmarketing
strategy for the housing finance industry.

Study Outline :

The role of newly emerging HAs in financing the groups below median income is very .
limited at present. with its share of about 13.5 percent of total lending. This is despite the fact
that there is an explicit demand from these groups as evidenced by thier borrowings from
informal sources. Thus, the major issue in downmarketing of formal HFI lending appear to be
that of an appropriate matching of the demand for housing finance among the low income
households to that of the requirements of the HAs. This study pertains to evolving a
downmarketing strategy for housing finance through the variety of community based financial
systems. It has looked at 18 NGOs working in cities allover the country as well as the urban
cooperative credit systems in three states. We have also interviewed 8 HAs for their willingness
to participate in these linkages. This report presents a summary of these studies based on a
detailed two part report which also has profiles and case studies of 8 HAs. 18 NGOs and 6
cooperative societies (NIUA. 1994). The [mal section brings together these findings to identify
the basic design principles and detailed guidelines for evolving a downmarketing strategy for
housing finance in India.

v
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Community Based Finance Systems (CFS):

The review focusses on two different types of CFS. namely those developed through the
efforts of the Non Governmental Organizations (NGOs) and the olbers which have come up
through the network of cooperative finance institutions. There is a considerable overlap amongst
these two systems. as many of the NGOs have used the cooperative systems for developing their
finance systems. Occasionally. an NGO has specifically focussed on developing cooperative
finance systc:ns.

The NGG linked CFSs seem to be at different levels of devel\lpment. Those NGGs which
have focussed on strategising and creating external linkages have been able to expand their
activities considerably. with an NGO linked Community Finance Institution (CA) like the SEWA ,
Bank having over ooסס3 members. The two forms of CFSs. the single and multi tiered ones'~

present differing opportunities in terms of growth potential. controlling establishment costs and
creating external linkages. It is necessary to evolve the linkages with ihese CFSs in relation to
the organizational structures which have emerged. However. the linkages need to help strengthen
the CFS hy assistance on tinancial management and adequate spreads to cover the establishment
costs. A review of the savings and credit operations suggest very systematic procedures with an
emphasis on personal rapport. flexibility and group/social pressure for recovery rather than the
conventional notions of high interest rates. long repayment periods and very safe collateral. It.
therefore. seems essential to ensure that these characteristics are preserved in any linkage
arrangement by allowing the NGO linked CFIs to originate and service the loans. The available
subsidies. if any. need to be devoted to strengthening these CFSs. rather than being used for
lower interest rates.

The urnan cooperative finance systems are quite widesl"rl:...lJ in India with a network of
oyer 32000 urban credit cooperative societies (UCCS). with a LOW working capital of Rs. 32
hillion and a membership of over 15 million. as well as about 1400 cooperative banks. with a
total working Rs. 134 billion 'by 1991. About 75 percent of the UCCS were based at the place
of work and organi:&d as employees' service credit cooperatives whereas the other were
neighhourhood based. Their savings and credit opef"Jlions are also based on personal rapport with
emphasis on devdoping regular thrift habits. Th~ir financial performance. however. varies
considerably and any effort at linkages will n~cd to as~ss e3ch society carefully. The costs of -;':.
management are lower than those of the NGG linked CFSs. As the ECCSs are able to do payroll
deductions. th~ risks are considerably less. However. their reach is limiled to the workers in the
formal St:ctor. The urban cooperative banks require specific policy changes like revising the
ceiling limits on housing loans for inclusion as priority sector. ~rrnission for lending to primary
housing socicti~s. for extending lending operations for housing built on land exemp~d from the
Urhan Land C~iling Act. revising the limits on housing finance and the possibility of receiving
relinanc~ from the NHB for housing loans for the non schcdukd coopt:rative banks. Some of the
smalkr coo~rative banks will also bendit from h:dmical assistance for servicing lon~~r ll:rm
housing loans.

Comp:ul:d to the cxpc:riences of cooperati\'e linance system of operating a cumm~n:ially
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viahle housing finance activity. alhejt on a small scale. the existing efforts hy the HAs 10 reach
the households below the median income groups seem to focus on use of e.mnarked funds from
donor agencies for speci~c projects. These emphasise lower interest rates and longer repayment
periods designed as a project lending rather retail facilities for individual borrowers.
Downmarlceting of housing finance on commercial tenns is perceived to be diflicull by the HAs.
essentially due to three problems; i) lack of adequate affordability in relation to the prevailing
housing prices. ii) likelihood of high credit risks and iii) very high transaction costs to reach the
poorer households.

PROPOSED STRATEGY FOR DOWNMARKETING :

The strategy envisaged for downmarketing housing finance to moderate and low
income groups. in urban areas. is based on using the existing CFSs. The important objectives
of this strategy are to help enlarge the market for housing finance for the emerging housing
finance institutions in the country on commercial tenns. and to enable large segments of the
urban population to improve their living conditions through a better access to credit for housing
and community level infrastructure facilities.

The third ohjeclive of this strategy goes beyond the confines of housing finance. It is
envisaged that it will also help to consolidate the different forms of community based finance
systems by enahling them to expand their activities in a viable manner. enhancing their savings
mobilization potential and help to integrate these systems with the general financial systems in
the country. These structures would be far more replicable than the public housing projects with
their limited reach.

Key Design Principles:

The development of a downmark~ting strategy for housing finance requires a
careful identification of the perceived constraints for a commercially viable system and the key
design principles which attempt to overcome these constraints. Our review of the existing housing
finance institutions suggest three main areas of constraints for a commercially viable
downmarketing strategy. These arc illustrated in Table 1 along with the main design principles
to deal with these. We would highlight the approach which moves away from the conventional
notion~ of reaching the low income groups through suhsidies with an overemphasis on mortgage
security. The strategy aims towards more innovative efforts at evolving more appropriate loan
products and enahling larger spreads to meet the higher establishment costs. The underlying
premise of this approach is that wider access to housing finance is more critical for the low
Income groups than access to a limited few at lower costs. This strategy will also be far more
sustainahlc in the long run.

VB
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2. Affordability for Housing

3. High Transaction and Servicing Costs

Types of Linkages:
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Design Principles

I. Measures to cover credit risk including insurance cover
11. Delinquency Risk Fund
111. Appropriate Underwriting

Constraint

l. High Credit Risk

1. Multi-tier Intermediation
II. Single-tier Intermediation

1. Design of appropriate new loan instruments
11. Selection of appropriate markets
111. Technical support

1. Devdoping CFI capabilities
11. Adequ:Hc scale of operations
111. Spreads to cover establishment costs

In view of the basic design principks. two types of linkages between the HFIs and
community based finance Systems are envisaged in this strategy. The first is ba&d on Financial
Intermediation by a CR through a Bulk loan from the HFI/FI. Basically the arrangement
involves a bulk loan from the HFI to the Cummunity Financial Institution (CFI) with specified
terms and conditions for on leading to the households. The CFI will have the responsibilities for
loan origination and servicing and. would. therefore. also bear the credit risk. Many of the NOOs
surveyed for lhis study. expressed a desire for such independence and freedom. In this
arrang~ment. the limit on tot;ll hulk loan mayb<: specified in relation to the capital base of the
CFI or the thrift and credit groups under a r-.:OO federation/association. The basic aim of this
linkage would be to u& the grJ.Ss roots stn:ngth of the CFI for downmarketing and use the
housing fin;lnce to consolid;lte the CR itself. Within this. two forms of intermediation are
visuali&d.

The multi-tier intermediation uses th~ structure of federation or the a~x agencies. which
in (urn tt:nds to th~ primary CFI. Th~ CFI in this case may either he link~d to NGO or to the

· Table 1 : Constraints and Key Design Principles
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HFI-CFI LINKAGES FOR HOUSING FINANCE

HFI

Federation

TYPE OF LINKAGE

A.BULK LOANSI
LINE OF CREDIT

Loan purposes Include home
construction/purchase,
purchase 01 land, plot, home
UP9rada'ion/e~lenlion individual
and/or community infrastructure_

a.Multl·tlered
Intermediation

I. NGO·Federalion· Thrift
and Credit Group Modi

ORGANIZATIONAL LINKAGES

LNG~) I
I
I

l--- -_...~ F"~~"rv' Thrirl-::~ Memberl

IIF.' . - - Regional _._- Cr.:dil Aorrower
A''''\l;dj,n Cirllllp

INSTITUTIONAL RESPONSIBILITIES

- Providing bulk credit
- Defining credit and underwriting terms
- Providing financial management

assistance

- Appraise and monitor TeGs for bulk credll
- Mobilize OAF
- Technical support
- Market infOfmation

Thrift and - Loan origination and servicing
Credit Group

I + d __ ._____ I I

ii. Employer-ECCS Model
[--:-}-- {-------I C}- Mcmh~'r!

IIf-1 .- 1-_llll'li'\l'f j-''l ECCS ()I -, ponower
I I-- ..- I -- --- I _. L...------'

I {I{-::I! I,o:;;-tJ
L \If

c.'" 1\"Ill"""
J)(TII

HFI - Providing bulk credit
- Defining credit and underwriting terms

Employer - Ensuring payroll deductions

ECCS - loan origination and servicing

Registrar/ - Assist In Identifying ECCS
DCCB

I --+----- ------ - - I I

':).>
-~

",-"

iii DCCB·UCCS Model
-:h ., om ]T1 uees

I I
I Registrar I
L of

G,ltr.-C\\.."I
DCCII

I ...1 Member!
Borrower

HFI

DeCB

uees

- Providing bulk credit
- Defining credit and underwrlling terms.

- Appraise and monitor TeGs for bulk credit
- Mobilize DRF
- Technical support and maft(et Information.

- Loan origination and servicing

,:. ,



Table 2 (cont'd)

HFI·CFI LINKAGES FOR HOUSING FINANCE

TYPE OF LINKAGE

b. Slngla.lI.,.d
Intermediation

iv. NGD linked CFI Model.

ORGANIZATIONAL LINKAGES

I I
Gnmnl)/

HFI .... Cup.:.r.lli\\:
I f fi nancilll
T Institution

L """(_I_.(.l.j~~-I-I.-M~I
01'

COOI'EMA·
NGO I I lIVE~1

OCCIII

tt"I'!.QY1~

INSTITUTIONAL RESPONSIBILITIES

HFI - Providing bulk credit

--, Member/l
I NGO I

- Defining credit and underwriting terms

Borrower - Facilitate appraisal of CFI. generation of OAF
REGISTRAR/ and loan servicing
DCCB/
EMPLOYER - Technical assistance and market

information

CFI - Loan origination and servicing

c']- ----1---------r- Borrower

B. NOO FACILITATION
Loan purposes Include home
construction/purChase.
Major house upgraClallon!
extonslon

V. NGD Facilitated hOUSing

loans NCO
GnnUII)/

G1l'TollJ\t:

hnllnci.d
In\liluli,,n

HFI

NGO/CFI

- Loan origination and servicing

- Facilitate loan origination
- Loan servicing

~
-l------

HFI
OAF
NGO
ECCS
UCCS
TCG
CFI

Housing Finance Institution
Delinquency Aisk Fund
Non·governmental Organization
Employees' credit cooperative society
Urban creel It corporative society
Thrill and credit group
Community/cooperative financial institution

-- -- - - - - _._- x

- --



Financial guidelines:

Table 3 : Financial Guidelines For HFI-CFI Linknges

.'
coopcmtive institutions. In the single-tier intennediation. the HA wi1J deal directly with a primary
CA. which again maybe either linked to an NGO or be a primary coopemtive society. The NGO
or the cooperative registrar would facilitate the identification and assessment of the CA. The
detailed institutional responsihilities are shown in Table 2. .

The second fonn of the linkage is the NGO/CFI facilitated direct lending hy HAs. This
arrangement is similar to the one that some of the HFIs like HDFC. LlCHFL. Griha Viua and
GRUH have heen currenLly experimenting. In this linkage. the loan agreement is directly between
the HFl and the individual borrower. though the process is facilibted by the NGO or the credit
coopcmtive society. The latter may help in loan origination and also actually service the loan on
'behalf of the HFl. at a fee. The credit tenns and underwriting criteria suggested in Table 4 will
also be applicahle here. The basic aim of this linkage would be to encourage the HA to develop
a working knowledge of lending to these groups more directly. though its costs may be kept
under a check hy using the NOO-cooperative structures for loan servicing.

MutuJlly Jgrccd upon and tlexibk purpose of loan. credit terms and underwriting
Ddin~ucncy risk fund
Group inSUfJnCL' 10 COVCf housjn~ loans in the event of d~Jth

NccessJry spreJds to cover estaolishment costs.
LcgJI form for the community finance institutions - to permit horrowing of bulk credit
Plan of operations for the bulk credit to he suhmitted hy the community fin:mcc
institutions (CFJ).
LimiL" on bulk credit (overall dcht equity ratio of around 10 for CFI).

XI

The emphasis in the HFI-CFllinkages for bulk loans for housing finance is on developing
the hasic financial principles for giving hulk credit to the community hased financial institutions
so that the risks are minimized and more appropriately shared. This will make it possihle to
replicate this arr.J.ngement on a larger scale in the future. The important elements of these are
highlighted in Tahle 3. Major changes from the existing practices relate to the loan products in
terms of purpose and security requirements. creation of a delinquency risk fund which is linked
to the recovery performance of the CA. allowing adequate spreads to cover the higher
transaction costs of the CFI at least in the long run. legal registration of the CFI and not only the
NGO and the limits on bulk credit linked to the net wonh of the CFI. Such financial guidelines
need to he worked out jointly by the HAIFI and CFI. These will get refined through the
implementation of the pilot project<;. However, initially negotiation with an open mind are
essential to evolve mutually beneficial set of guidelines.

1.

6.
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Support Systems:

The linkages between the HFls\Fls and CFls can succeed only through a supportive
mechanism. There are three main compon~nl<; of a Support Package. The first one is Technical
support for evolving viable projects for housing and/or community level infrastructure. The CFls
often donot have the necessary expertise to guide their borrowers and do proper assessment of
the proposed housing action.

Another totally neglected area is market information for these groups regarding available
housing options and the related prices. A proI?<;rty information sel"\tice would help to overcome
this to a great extenL It would also enable the NGO or the cooperative to develop a better
understanding of the housing costs. The third part of the support relates to the building up the
financial management capacities of the CFls through a better reporting system and through better
auditing services. Appropriate training in this regard is essentiaL

Such a support system will need to he evolved by national level agenries like the
N:llion:ll Housing Bank in the initial period. Subsequently the HFIs or regional J.SSociations
should take up thcse tasks. Such a system mayhe supportcd initially through a grant carefully
planned for phasing out. Over time. ho\',;ever. it must operatc through a fee structure which will
make it self supporting over time.

Towards Pilot Projects:

While the downmarketing strategy envisages expansion of the housing finance system to
lower income groups on a widespre~d basis. the process may be initiated through selected pilot
projects. The pilot projects need to be selected carefully to represent different models discussed
ahove and aim for replicability. They will also need specific support systems as discussed above.

While the design of the pilot proj~clS will imply benefits both for the HFls and CFIs. it
is likely that the process needs to be facilitated, hOlh by creating opportunities for intcraction
amongst the potential partners and by providing the necessary inducements by a card"ul use of
suhsidies for insurance cover. risk fund and support systems related to technical J.SSistance,
dcvdoping market infonnation and training in financial management for the community hased
tinancial institutions. This support, through th~ n~c~ssary subsidies will need to com~ from the
National Housing Bank or the USAID.

Th~ different NGOs will, how~ver. l\:'ljuire considerable efforts to meet certain prc
requisit~s likc legal registration. dc\'doping a plan of operations, mobilizing funds for
Ddinljuency Risk Fund and compilatillO of essenti:lIlinancial reports. Such assistance \H)uld also
~ hdpful in enabling the other smalkr l':GOs with nasccnt arrangements to ~comc a part of
th~ downmark~tingstrategy. Similarly. thl.' HFls will also need to make considc:rahlc adaptations
in their lending procedures. Spccifi..:ally. they will havc to cxtcnd the concept of hulk lending to
CFIs. Most HFIs at prescnt use this cllOcept fl)r lending to the corporate sector in any casco
Secundly. thcy will also have to design nl.'w knding instruments {especially for nl)n-mortgage
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lending) and evolve suitahle financial guidelines for these linkages.

Conclusion:

The growth of housing finance system in India in recent years has not heen accompanied
hy significant downmarketing. The downmarketing strategy as outlined above is cast in a pareto
optimal mould. as the henefiL~ accrue to hoth the sides; the HFIs developing a commercially
viable expansion of their markets and the low and moderate income households gaining access
to housing finance which has largely eluded them so far. An additional benefit in this process
will also be a funher strengthening of the different forms of Community Finance Systems in the
'country and their integration with the general financial systems in the country in the coming
years. These efforts. however, require careful design. the will to innovate and improve from
'learning by doing' and ahove all the readiness to respond to the constraints of the panners in
a positive manner in these partnership experiments.

(
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SECTION ONE

INTRODUCTION

The last two decades have seen tremendouS changes in housing policies the world
over. Within less than a generation. public policies and outlooks in this sector have changed
dramatically. The last few years have seen the collapse of old onhodoxies and a continuing
search for new paradigms which are both market friendly and ensure a better coverage and
reach to all sections in society. Within the realm of housing policies there is a realization of
the changing role of the government and the need to focus on enabling policies. especially
related to land and housing finance.

The last decade in India has seen considerable developments in the housing finance
system. The role of private retail lending for housing finance has increased manifold. For
example. in the period from 1987 to 1991 • the total institutional finance for housing is
estimated to have increased from 900 to 2600 million rupees. Even then this constituted just
20 percent of the estimated IOtal housing investments in the economy. There is thus ample
scope for further expansion of the housing finance system in India.

The expansion of housing finance system poses two critical problems. First. in order
to ensure adequate resource mobilization. it must be done in commercially viable terms. This
becomes even more important in view of the financial sector reforms underway in the
country. which will lead to decline in the directed credit systems. Secondly. however. such
expansion must also ensure a better coverage and reach across different sections in society
and not lead to increased conspicuous consumption of housing by a small section in society
only. It is within this two fold objective that this study explores the possibilities of a
commercially viable downmarketing strategy for the housing finance industry.

'"The limited information available on the share of below median income groups in the
retail lending indicates some down marketing efforts by the housing finance companies being
made already. However. the availahle evidence suggests that only 13.5 percent of the
institutional lending is for families helow the median incqme (JPS. 1993). This is unfortun:nc
as the demand for housing hy the households below the median income has been wdi
documented. tl.khla and Mehl:l (19X9) report housing expenditure of ne:lrly 17 per cent of
monthly income among low income households as against just 5 per cent. for higher income
groups. NIUA (1991) reports th:lt access of formal housing finance is quite limited for the low
income groups. In this survey of 2000 houscholds. 41 per cent households were found to be
using finances from informal sources. Nearly 31 percent of households borrowed for shon
term period at interest rates exceeding 24 per cent per annum. Flexihle collateral. easy
accessibility and quick processing were the three main factors thal seem to have forced the
low income households to horrow from informal sources. Mehta and Mehta (1992) based on
a study of two cities in Gujar:lt also highlights the greater financial leverage achieved by
lower income households when they had access to institutional finance as compared to the
middle and upper income households.

Thus. the major issue in downmarketing of fonnal HFI lending appear to be that of
an appropriate matching of the demand for housing finance among the low income households
to that of the requiremenll> of the HFIs. Downmarketing of housing finance on commercial



lCnns is perceived to be difficult by the HFIs. essentially due to three problems; i). lack of
adequate affordabilily in relation to the prevailing housing prices. ii). likelihood of high credit
risks and iii).very high transaction costs to overcome the other problems.

The need for such alternatives has been increasingly recognised in the general financial
framework of the country. For example. the Chief of the Central Bank (RBI) was quoted in
a recent public address to have pointed to the need for "People's participation credit delivery
and recovery and the linking of formal credit institutions with (low-income) beneficiaries
through intennediaries such as non-governmental organisations could be thought of as
alternative mechanisms for meeting the credit needs of the poor" (Economic Times. 1994).

Innovative financing arrangements and linkages which enable the use of alternative
mechanisms for assessing creditworthiness. group security. door to door collection of savings
and loan instalments. and alternate collateral are needed to increase the reach of HFls.

Study Outline:

This study ~rw.ins to evolving a do\vnmJIkcling strategy for housing finance. The
initial terms of reference for the study focussed exclusively on the identification of NGOs as
potential intermediaries to rCJ.ch the low income households. The study began with a list of
eight potential NGOs which h:lVe done significant work in the housing sector and/or setting
up of community - based finance institutions for mobilizing savings and providing credit to
the low income groups. As we began the work. the list of.eight KGOs was expanded to 18
NGOs. This was necessitated to understand the diversity of housing related activities and the
range of experiences associated with the community based finance systems.

While examining the fonnal organisational structure of these community based
flO:mciai institutions. it was found that most were established under the cooperative financial
institution statutes. It was thus deemed appropriate to dwell deeper into the cooperative
finance institutions and their potential role in down marketing housing finance. India has a
wide network of over 30,000 registered primary non-agricultural credit cooperative societies.
In the states of Andhra Pradesh. Gujarat and Maharastra. where a large number of urban
credit cooperalives are located,. detailed case studies were underuken to assess their capacity
for participation in housing finance.

This report presents a summary of our analysis of the major Housing Finance
Institutions. the NGOs and the Cooperative Finance Institutions. The next section presents the
major findings of these existing systems. This summary is based on a detailed two part report
on this analysis along with protiks and ca~ studies of 8 HFIs. 18 NGOs and several
cooperative societies (NlUA. 1994). The final section brings together these findings In

identify the hasic design principles and detaikd guidelines for evolving a downmarketing
strategy for housing finance in India.
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COMMUNITY BASED FINANCE SYSTEMS

SECTION TWO

2.1 NGO LINKED COMMUNITY FINANCE SYSTEMS

through community groups or own org.:misJuon
deli very of a single service in one or a few
communities.

many related activllJes like prOV1SJOn of
education and heallh services. savings and credit
groups. training for income generating activities.
etc. in one or more communities.

to mobilise resources. receive technical
assistance. enhance interactions and expand the
coverage.

Gra.ss roots oJ.se with
a single activity

Dt'vdopment.:.d activities

Extern:.!1 linkages and
strategy

8~STAVAILABLE COpy

Our review covers 18 different NGOs spread throughout the country and who have
~n involved with housing and/or finance related activities. Out of these, 12 have been
involved with community based finance systems. Table 2.1 highlights the profiles of these 18
NGOs.

During the last decade. there has been a growing awareness of the imponance of
community based approaches in developmental action and processes. Whether it is in the
national policy outlooks or the agenda of the international agencies. there is a consensus on
lhe potential offered by the community based systems. This study has focussed on two
different types of community based finance systems (CFS). namely. those developed through
the efforts of the Non Governmental OrganiZ4ltions (NGOs) and the others which have come
up through the network of cooperative finance institutions. There is a considerable overlap
amongst these two systems. as many of lhe NGOs have used lhe cooperative systems for
developing their finance systems. We present the main findings of the detailed studies of these
two finance systems in several Indian cities.

A Summary or Study Findings

Coverage and Organizational Roles:

While limited coverage and reach has often heen cited as limiLJ.t..ions of the NGO
sector. our -analysis suggests that Sl',me of the NGOs have a large and expanding coverage.
This increase in scale and cov,-"rJ~~ is critically linked to evolution of approrriate
org:lnis:ltion::11 roks and linbges. Till: L1r~c critical roles in this n.:gafc; J.r:2.

All the three roles arc critical for an effective coverage and expansion of NGO
operations. Thus. those NGOs which hJve comhined these roles. like SEWA. BCC. SPARC,
FfCA. etc have enhanced their coverage significantly and effectively.
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Finance Relat~d:Ac:il~ltles:·

T.ble 2.1
NGO Prontes

NGO
(Yur or
Inct-pllon)

SEWA
(1972)

Bee
(1966)

SPARe
(1984)

FTCA
(1989)

AVAS
(1980)

VlKAS
(1978)

LWS
(19704)

Art'a~ or
Op~rutlfln

Ahmedabad.
Gujarat. MP.
UP

Baroda

Bombay,
Kanl'ut,
Dal\~lore

Hyderahad.
AP. TN.
Kamataka.
Kerala. Goa.
Pondichcry

Dangalore

Ahmedabad.
Jamhusar
Taluka,
Gujarat

C..kulla,
Orissa. WD,
AP. TN

~veract!

50000 members of
SEWA Union

30 Slums, 1300 HHs

5 Federations
covering many slums

14 Regional
Associations and 380
T&C Associations
282000 members

12 Slums

Nut Applicable

21 SIUnl'i in Calculla,
2 Slums in Cullak
40000 Persons

. HOli~lngllnrrastructure·
Related rroJe('l~

(No.or ProJec~)

I Project • New housing
(150)

1 Project - New housing
(200)

2 Projects • New housing
(350)

4 Projects • Ncw housing
(435)
Upgradation

4 Projects • New housing
(325)
Emergency Shellcr (50)
Infrastructure Maintcllance

Forni ...
S • Single Ilered:/
M • Multi tiered

Co-opcrativc Dank (S)

Unregistcred Thrifl and
Credit Association (S)

Unregistered Thrift and
Credit Groups with
FederatiOlls (M)

RcglllUnregd Thrift and
Credit Groups with 14
Regional Associations with
National Federation (M)

Memhersl
Size

.'.:.'

25000
Members

4000
Members

5 Federations
(Members
not known)

380TC
Groups with
282000
Members

.,,::..:

Purpose or
Credit;.. r

IGA
Housing

ICiA
Housing
Infrastructure
Health

lOA
Consumption
Crisis

IGA
Consumption
Housing

.~

----------------- d- --



--------------------
Tahle 2.1 conllnued .,

..
... j

NGO Areas uf Co n: r.1 i:e Jfousll1~1 IIrrustructu~ Finance Related ActJvltlt$ :j
(Year or Operutloll Hcluted Projects

~oC
. ;~

Meinbetsl
·1

Inception) (No.of Projects) Form .'

S • Single tiered Siu Crewt IM • Multi tiered :'.'"

Sharan Iklhi 6 Slullls Unregistered Thrift and 75 Groups IGA
(\ (79) 75 I'&C Cirnups Credit Groups with 3 with 1700 Consumption

1675 1\1!:mhcrs Federations (M) Members Health

DeepaJaya Iklhi 21 Slull\.~ RegdlUnregd Thrift and 188 Groups fOA
(\978) 15O<X) Children Credit Groups (M) with 20CXX>

21-1 (,!lOs wilh\ I Members
1.;lkll Illelllhcrs

CEDMA MaLlras. 27 SlulIls l I'rojects .
(\ lJ77) Yell\lre. \cilileip housing (nS)

J:.lln(lrC

Shramik Oharali Kanpur. 10 Slums Unregistered lluifl and 67 Groups fGA
(1986) Kanpur Credit Groups (M) with 1500

Dislrict Members

Adhikar Ohubancshwar l':~ Slu illS RegdlUnregd Thrift and 25 Groups fGA
(\ (89) . Rural Areas 27 T&C (i[(lups with Credit Groups with 1-2 with 875

of Orissa H75 mcnlhcrs Federations (M) Members

CASP·PLAN Bombay, 3 Areas in Delhi Credit Cooperatives ($) 3 with 200 IGA
(\979) Delhi. Pune Members

Punervas Delhi 6 Slullls 4 Projects - New housing
(N.A) 4COO HHs Ctx)rcraLive Housing

(4()(X»)

DPG Madras. TN. Nol 1\[1pl icahle 2 Projects· New Housing
(NA) AP. (\ 29)

Kamataka, Drinking water (hore wells
Pondichery in 40 villages)

'\..j~

'J~,

t;



Housing Related Ex~rience :

AbOlH half of !.he: 18 NGOs have neen Jnvol ved wi!.h hOU~lOg n:IJtcd activities. General
discus.sions. howcver, ~uggest that housing rd;l[ed expcrienn' is limited, as dealing wilh
housing projc(:L<; pUlS considerable and inten~ive demands on them. As a result !.heir housing
activities havc been quitc limited. Involvement with housing projects require access to land
or a secured tenure. In most cases, the NGOs have been working wi!.h slum dwellers. where
the tenure related problems inhibit new housing construction. Housing projccts by NGOs have
been w.een up, only wi!.h a supportive land policy by the government with intensive
involvement in lhe housing process. Some NGOs have been involved in providing support for
lcgal issucs related to tenure and evictions.

While most NGOs expressed a keen intercst in housing and infrastructure of the
communities, there is often a lack of technic.:!l expertise which is esscntiaIto develop specific
projects. Support to develop such projeclS with community participation is a very llllport:lI1t
need. Secondly, financi:l1 innovations to c:.lter (0 different preferences for scheduling of
paymenL<; of diffcrcnr borrowas need (0 be evolved even in a project approach.

In comparison to specific housing projectS, however, more i\GOs are inolved in
housing finance through community organis:Hions. Thcse provide finance, especially for house
repairs and upgradation. An addition:l1 area where NGOs can prove effective is !.he
information on opportunities in the housing market. At present, the information about low
income housing market is very weak. However. given their access to low income
communities, a market information systcm C:llt~ring to their needs would be very useful and
assistance should be provided for this.

Forms of Community Finance Systems :

Out of !.he 18 NGOs surveyed. 12 have been involved with thrift and credit related
operations. This is in response to needs emerging from the communiti~s, especially for crisis
and income generation related activities (e.g. SEWA. SPARe. Sharan) or indirectly through
repayments for housing rel:lled loans. (e.g. AVAS. CASP-PLAN). Only in one case. the
FTCA , the NGG has specifically focussed on activities related to development of finance
systems. In a few cases, these operations have led to a separ:lte fin:mcial institution. as for
SEWA. FTCA or BCe. This is also being visuali7..ed by some of the other NGOs [ike Sharan
and SPARC, and will probably emerge as a strong organizational form for all NGOs.

Multi-tiered- System : Figure 2.1 highlights the two generic forms of community
based finance systems. The first is a multi-tiered system which is a iinancial arrangement
of a thrift and credit groups, linked to an NGO supponcd hierarchy of financial instilutions.

In lhis model, the initial diofts are linked to the development of small savings groups.
which begin with 12 to 25 households. The decisions regarding terms and conditions and
procedures for compulsory savings and credit. as well as actual sanction of credit to members
are done by the groups themselves. Over time, as more groups devdop. there is generally an
attempt to fonn federations or associations of several groups. both in order to share the
financial resources as well as exch:mge ideas regarding improvemen15 in systems and provide
management training and support. In most cases, except for FfCA. t1k=re is no separate apex
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financial intermediary of all the fedcr:llionslassociations.

NGOs which have ~cn using this modd include t-lCA. SPARe. Sharan. Dcepalaya.
CASP-PLAN, Adhikar and Shramik Bh:uati. 'Th"cir organizational and financial structures arc
illustrated in Table 2.1. These NGOs make considerahle efforts to develop the groups and
continue to provide organizational and management support. Even a small NGO like Adhikar.
seems to have made allempts to inculcate seeds of financial discipline amongst the groups by
laying down the accounting procedures to be followed. Others like SPARC and Sharan have
also realized the import:lnce of sustainability. However. their efforts at introducing systems
have been at the centr.llized level with complete automation through computer based
packages.

In this perspective, it is necessary to review the FrCA experience which represents
an advanced version of this model. even though it is a relatively new NGO. FTCA's
experience stands ap:u1 in several ways. First, its focus is explicitly on the development of
thrift and credit societies only. Secondly. it has introduced a clear and logical organization:li
structure. where the local decision-making is retained by the thrift and credit groups which
mayor may not be registered. (75 percent are registered as non-agricultural cooperative
societies unde- the relevant State Cooperative Acts). The extent of operational sophistication
is thus dependent upon the group chJracteristics. However. 'at the level of the Federation and
the apex financial intennediary, greater sophistication in financial management is possible to

introduce and is being dcveloped with external donor agency support. Attempts are also being
madc' to move towards supporting the establishment costs at these levels through financial
operations.

SPARC alse envisages a similar structure in their vision for' Jansampati', which is
visuali.'..cd as an apex financial intennediary serving the federations in different cities. Under
the fedaations are the different thrift and credit groups which aren't always legal registered
entities and largely operate on an infonnal group basis. Vikas Centre for Development. in
Ahmedahad has also suggested a similar model in their proposal for a Habitat Development
Fund (HDF). However, its focus is more on the 800 existing infonnal and unregistered thrift
and credit groups which Vikas has surveyed through a: research study for HDFC.

Single-tiered System: The ~cond generic form of single-tiered system is based on
a larger community based institution with low income groups being its direct members rather
than through the smaller savings groups as in the case of the earlier model. The decision·
making is thus more centralized, though it is through their representatives on the Board of this
Financial Institution. For example, in SEWA Bank, the members elect the managing
commiuce of the Cooper,uive Bank. This model, though not widespread, represents two
examples of NGO linkcd financial arr:lngements, namely SEWA Bank in Ahmedabad and the
Community Savings and Loan Asso~.:ialion (CSLA) by BCC in Baroda.

Comparison of the Mutli-tiercd and Single-tiered Modc:s : The two fonns, in actual
operations prescnt different opportunities and constraints. The first is in tenns of the growth
potential of the CFS. The first model pn:~nts far greatcr possibilities in this regard, as it is
possibk to expand the system even in an::lS where the NGO may not have any significant
presence through thrift and credit groups. In fact. even SEWA Bank has been using the group
approach to expand in the rural areas. It is ~so possible to incorporate the existing thrift and
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credit groups as is being done by the regional associations under the FfC~ and proposed by
Vilcas centre for Development This means that the expansion can be delinked from intense
NOD inputs which tend to be very expensive and time intensive.

The second comparison should be with regard to internalizing the establishment costs.
On one hand. in the multiiiered model there is a possibility of linking the services and pooling
of resources at appropriate levels. As proposed in case of the FTCA. these costs can then be
covered at each level by surpluses generated by appropriate financial services. However. if
the nature of services at each level are not carefully identified. this may only end up in adding
unnecessary costs at each level. This will ultimately increase the costs for the borrower. In
relation to the development of role and functions of the NGD structures. the lowest level of
the thrift and credit group in the three ticr structure in the multi tiered model focuses on the
grass roots base. The middle tier of federation or regional association as in the FfCA
structure. focuses more on the developmenLal activities including those related to finance. The
top/apex tier concentrates on the external linkages and strategy development

In this aspect. the second model of NOO linked finanGiaJ intermediary is likely to be
more dependent on the NOO for meeting its establishment costs. albeit indirectly. This is
mainly due to the fact that thc grass roots base comes from the NGG operations and not
directly as in the case of the group based model. In this model. the scale of operation of the
NOO and its grass roots strength become crucial for the success of the financial intennediary
also.

The third aspect relatcs to the potential for externJ) resource mohilization and access
to credit for an individuJI member. In the group model. there is far more flexibility with
regard to external resource mobiliz~tion as i1Iustr~ltcd in Figure 2.1. An institution in any tier
has the opportunity to mobilize external resources. depending on il<; abilities and preferences.
On the other hand. individual credit-worthy members of a poorly performing society. maybe
unnecessarily constrained for funds. In the second model. while there is less flexibility for
mohilizing external resources. an individual memocr has more direct access to a larger
institution and il<; greater resources. For an extern::ll fin::lnce institution. the multitiered model
mak~s it e:Isier to r~:lch a large numxr of sm::lll groups through a single institution.

Savings :lOd Credit Operatiom:

The m:lin ditkrence in these i':GO linked community based financial arr.mgements :Ire
th~ procedufCs and mcchanisms used for s:1vings and credit. These are highlighted in table
2.2. Tk: m:1in onservations which emerge from these are as follows:

S:.)Vings Mobilizntion: Unlike the convention::ll notions thJt these groups do not have any
c::lpacily to SJve. the CFSs very ckJrly demonstrJte the possibility of mobilizing savingsJrom
these groups. The average savings amounts Jre. however. not very high and range from Rs.
15 to Rs. 50 per month. However. introduction of special savings schemes for housing and
infrJstructurc provision have gener:llly evoked a very positive responsc. Unfortunately.
dct:lilcd and systemJtic dJta on s:lvings pallerns is not maintained to draw more meaningful
results.
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T.hle 1.1
Savln~s lind Credit O~ralloos • NGO L1nktd Community Finance Inslllulions

:.:.:..:::. ~,.

NGO Savings ..:>:,,:<.C.redlt....: . 0·.

> CoUectlon melhod Frequencyot: R~leOr Inlti~t).RlllcorInlc~Csl ..•. Repayment Maximum MinImum suvln~
~., . collectloo:·: (%)'; ....::.::'''' ..,(%) ... ~rlod 10110·

SEWA Door 10 door Wecldy/monthly As per RDI 10.5 10 16.5% as 1 to 3 years Maximum Rcpayment/savings
cullection by guidelines. per RDI (can give long unsecured round checKed
bank's field staff. Higher rate than guidelines. bascu (crill Illans for loan Rs
Savings boxes comm. banks on loan amounls 10 years also) 15O<X)
provided

I

DeC Silvings collected Weekly 6% 12 % p.a 20 months Rs 2000 Minimum balance at
(rom memtx:rs &. O:riLJay/~at.) 20% o( loan an~t (u-

deposited willI a period o( 6 months
accountant

SPARC Door 10 door Daily NOI known 12 % (or Fixed by Generally Minimum savings period
colleetioo by Consumption borrower not no<. is verined bul not
community 24 % for exceeding 2 exceeding specified
volunteers ProLluClivc years 2500

Sharan Deposited by Monthl)' Varying rates Inlerest rates 12 months Rs 2000 Decided by each group
members in group for each group deciueu by each maximum
meetings deciucd by group. May vary

them from bani< ralt:

FTCA Dol'll: by each Monthly Varying rates Varying for - Varying for 33.3 % of loan amount
grouplicparatcly for diffcrt:llt LJiffcrelll groups LJiffcrcnt

groups (I) tll (14 to 24%) groups (Rs
16%) 1000 to Rs

40000)

AVAS Saving boxes Monthly Dank rate for
provided Savings

Accounts

~
\0--------------------"
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Tahle 2.2 continued .

NGO

Dcepalaya

Savln~

Collection method Frequency nf
cnlll!clioll

DeposHed by Mlllllhly
members 10 group
leaders

.. ......:.

nate (lr Int~rest

(%)

DaJlk rate for
savings
accounls

No interest
charged

NA

..

NA

.·:;.il\~:··I,:;;.::I;il~I~~

.::,.-

Min. baJanceor 10 % 0(

loan amount for 6
months

~

Adhikar

CAS/'·
PI.AN

Deposited wilh aIlY MOl1thly
orrici al of CIl-

or-:ralivc.

Deposited hy MOlllhly
members wilh allY
orliciaJ of credit
co-op.

Dank 1{<Ile

f3 allk rate

24 to W%

14 %

Max 18
months

12 monlhs

Rs 2000 to
6000

6 times
contribution!
savings

Amount na specified oot
min of 1 year

For 18 months

il



i. Method and frequency of collection: There are essentially two methods of collection being
used. The first is door to door collection hy paid staff (whose costs are generally covered by
other programmes of the NGO which arc financed by grants) or by community volunteers.
The col1ection frequency varies from daily (reported only by SPARC) to weekly or monthly.
The second method. which is used by most in the group based arrangement. is either monthly
collection during the group meetings or members directly depositing with the group/society
leaders. Many NGOs have also introduced the system of special coIlection boxes which are
kept by the women/members to collect savings as and when possible. These are then opened
in the presence of the member and NGO or CFI stafflcommunity volunteer.

ii. Returns on savings and other incentives: It is interesting that the returns offered on savings
are generally not high. despite the fact that in many cases. the interest on loans are kept high.
In most cases. it is linked to the prevailing bank interest rates for savings accounts. [n some
cases. however. no interest is paid at all. The main attraction for the low income t;roups to
save in these CFSs is thus not the returns but the possibility of access to loans at rates far
lower than the informal •moneylenders' .

In many cases. the NGOs have also attempted to introduce other incenti .....es related to
insurance. special savings scheme rdated to housing or community infrJstructurc. as done by
SPARC in Bombay and BeC in Baroda slums. T1'~ FrCA in Hyderabad has. through iL~

regional associations. introduced a death rdief scheme.

iii. Minimum savings requirements: Most NGO linked CFSs. like the credit coopemtlves
revil~wcd in the next section. have minimum savings requirements which carry some. at times
very severe. penalties for delayed payments. While this is very important fo:- inculcating a
habit of regt::~ar thrift. i. does not link the savings to the household economy directiy. Most
NGOs do not have innovative savings instruments related to ti;ne deposits or monthly
incomes. as done by the more mature cooperative societi~s.

Credit Operations: The credit operations in the CFSs arc in direct contrast to the prevailing
notions of financing the low income groups.

i. Small. short ~nn loans: [n most CFSs. the credit policies focus on creating access to the
maximum possible number of borrowers by keeping a ceiling on the maximum loan amounts
and lending for short to medium term only. which permits the maximum roll- over of funds.
The shorter terms are also felt to be essential for reducing the credit risk. In most ca..~.s. there
is some attempt to assess the credit-worthiness by previous savings and repayment records.
Some of the agencies require a minimum savings period of 6 to 12 months. Some of the CFSs
also require a minimum savings halance. ranging from 10 to 33.3 percent of the loan amount.
This assesses the past savings behaviour and provides a hedge against default.

ii. Loans for different purposes: AnOlher important aspect of lending to the low income
groups relates to their need for credit for :1 variety of purposes. ranging from crisis.
consumption. incom~ generating activities as well as for housing and infrastructure services.
Of the different CFSs. only SEWA (50%) and BCC (66%) show a significant proportion of
the lending for housing•. largely for repairs and upgr.ldation purposes. [n the case o~ AVAS
and CEDMA. housing loans from Olher financial institutions have been routed through them.
Some of the thrift and credit groups/societies under fTCA have been providing housing loans
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upto Rs. 40,000. for housing constiuction.

iii. Cost of credit: Probably. the most important finding relates to the rather high interest rales
at which credit is given. This is especially true when the group/community decide the rates
on their own. The interest rates range from about 12 to 36 percent These are generally fixed
in relation to the prevailing 'market rates' in the locality. This finding is in direct contrast to
the usual misconceptions about subsidised interest rates on the grounds of affordability.

iv. Security for loans: A large proponion of the loans are unsecured and based on the direct
knowledge of the borrower. In some cases, the personal guarantees of one to two other
members is required, especially for larger amounts. In cases of registered financial
institutions. like the cooperative societies or cooperative banks. the value of unsecured loans
cannot exceed Rs. 20.000. For secured loans. the security is largely in the fonn of gold or
other movable property.

Mortgage loans are not found in any case, except when an external financing
institution has used the NGO as a facilitator while lending to the households directly or to
their housing cooperative. The two specific cases in this regard have been A V AS. for itl;
Sudhamnagar project and SPARe for two of their housing projecl~ in Bombay. In both the
cases. the loans have been provided hy HDFC. The experience in these suggest the need to
introduce more innovations at the project level to deal with the delays in project
implementation as well as repayments.

v. Default and delinquency: It is very common to hear claims of very high 'cost recovery'
hy most NGO linked CFSs. However, systematic evidence based on an analysis of the
available records is often not readily available to ascertain these observations. Only for three
of the CFSs such analysis wa.." avaibhle. Amongst these the delayed payment<; range frnm 8
to 16 percent of outstanding loan balance for SEWA. The FTCA reports recovery rates for
the primary thrift and credit cooperatives in the range of 75 to 100 percent.

The only other NGO. Bee. which was ahle to give a detailed estimate for
delinquency, reported 31 percent of l()l:ll IOJ.n J.ccounll; to be in dd:lUh. Whik this r:HC m:J.y
seem vcry high. it must be rememhered th:J.t the Imns are mad~ for a m:Lximum of 20 months
and that the detailed P'::P0rlS a.s prcp:.lr,... d hy the BCC-CSLA an~ the iirst SICp to pursuing
kllcr imn recovery by any fin:.lncial institulion. Further dcspi~ the dcbys in p:J.ymenL;;;, thcn~

arc often some regular p:lymcnL'> bcing m:.ldc hy these def:lUltcrs. This suggcSL<; that a hettcr
assessment of the credit-worthiness of thc horrower initially. or more sensitive 10:10

instrument~ with periodic adjustments of the repayment period are neccssary. More
importantly. linkages using the CFSs nced to huild up reserves to compcns:.lt.e ior the likely
ddinquency.

Discussions with the st:ll"f of m:my NGOs and their financial intermediaries suggest
th:n bad deht is almost ahsent. For example, for BCe only I percent of the loan accounts
were actually bad deht. The main reasons for thcse were linked to death and rioL'>. Even in
these few cases. their savings and sh:.lrt:s with the CSLA were to the tune of 3R percent of the
oUll;tanding loan habncc.
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Financial Performance and Management or Community Finance Systems:

The reporting syslCms in most of the CFSs are rather weak· even though the basic
record keeping is being done at the group level in all of them. This makes it difficult to assess .
the financial perfonnance. However. for at least three of these. namely. SEWA Bank.
Community Savings and Lom Association (CSLA) of BCC and the FfCA and its regional
associations. better financial reponing pennilS this to some extent.1

Capital Structure: The details of capital suucture presented in Table 2.3 show the importance
of thrift and deposits. which r:mge from 50 to 90 percent in the toul capital employed. For
SE\VA Bank. the debt equity ratio is already high. though its plans to enhance its equity base
may provide the possibility of further deposit mobilization and borrowing. In fact. it has
shown considerable growth in deposit mobilization in recent years.

For FfCA. the capital. for itself and the RATCs. has essentially come from c3pital and
other grants from donor agencies as well as the deposits from the PTCGs under different
schemes like the Death Relief Assist:mce Scheme (DRAS). fiXed deposits :md the Regular
Thrift Contribution Scheme (RTCS). The volumes under these schemes arc so far not really
adequate to cover the costs. The debt equity r.ltios of 2.7 for the Primary Thrift and Credit
Societies (PTCG) under the RATe Hyderabad are lower than for SEWA Bank and
BCC-CSLA. suggesting· the possibilities of further credit absorption. es~cially as the
utilization of avail:J.ble funds is very high at almost 90 percent

Lendine and profltahility: The :malysis presented in Table 2.3 shows rather contrasting
pelfonnance for SEWA Bank and BCC-CSLA. Both have reasonable profit levels. comparable
to some of the HAs. though lower than the leading ones like HDFC and LIC Housing.

. However. in both these cases. the profitability has declined over the last three years. The
reasons for this appear to be differenL In the case of SEWA Bank. the reasons maybe
attributed to the decline in credit to deposit ratio. As it does not report the interest income
from lending and investments separate:y. this may only be speculated. It may also be linked
to the rising cost of funds which may have resulted from the changing structure of deposits.
On the other hand. in the case of CSLA - BeC. the declines seem to be related more to
considerable expansion in lending with problems of the delayed payments. The data available
from them suggest that about 31 percent of lhe loan accounts are in default. For SEWA. the
del:lyed payments as a proportion of recoverables are. to the tune of 16 percent.

SEWA Bank's low credit to deposit ratio suggests .the possibility of increased lending
from'their own funds. Funher. SEWA has recently increased its authorized share capiul from
Rs. 3 million to Rs. S million. It may thus be: able to more than double its share capital over
the next few years. This will also allow it to mobilize far greater funds. either through
deposits or external borrowings. On the knding side. SEWA has so far avoid~d long tcnn
loans. concentrating only on shon and medium h~rm 10:lns. It is however. now ~t to consider
these: both to improve its credit-depositl':ltios. and therefore. profiubility. :LS well :LS satisfy
tbe: emerging demand for housing tinance from its members.

We would, however. ptlint out that this assessment is based on the reported and
published figures ilS the scope or this 3SSignmcnt did not pcnnit more deuilcd inquiries into
cb: XCUr.1CY of the reported in(onnalion.
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I
I T.ble 2.3

Financial Performance of SEWA Cooperative B.nk, CSLA-BCc. FlCA .nd RATe, 1992-93.

I
SEWA Bank CSLA-BCC FTCA RA

TC
Ahmedabad Baroda Hyderabad Hyd

I a. CAPITAL STRUCIlJRE

1. DepositsJOwned Funds 8.9 3.3

I 2. Debt EquilY Ratio 9.4 4.0
{Deposils+Dorrowmgs)/Owned Funds

I 3. Liability Suuclure
Total Liabililies and Owned 671.2 ]1.6 ]5.7 26.1
Funds (Rs Lakhs)

I (Percentage to total) 100 100 100 100
Share CapiLa! 3.4 15.7 - -

I Reserves 6.2 4.4 50.2' 7.S·
Deposils+Compulsory Savings 86.0 65.9 49.8 92.2
Borrowings 4.3 ]4.0 0.0 0.0

I b. OPERATIONS

I 4. [)Chl-Covcrage Ratio 1.2 -7.4 0.7
(lncome-op, exp)/lm.exp.

5. Cost covcrage ratio 1.4 2.4 0.1 0.7

I
(Income-int. exp.)/op. expo

I
6. Cost of Funds (%) 8.1 0.0 5.0 9.4

Rcturns on Lcnding (%) 11.4 2.4 9.6 16.4
Spre:lo ('it} 3.3 2.4 4.6 7.0

I 7. l.o:ms OUL't':lIlding/Dcposils (9( ) 3~.4 136.7 5Ui 765
S Loans Outs[;lI1dingl\\'l'rkillg Capita! (l,7,.) 306 &7.Q ~5.S 70.:'

I
() Kate llt a:covcry (<;; ) ~·tO

(Untune paymenls as a ~ of lo[;t! recoveries}

10. Esl. COSllOUlSl.wding Loans (9'... ) 10.7 2.0 88.0 9.1

I PROffiAI3ILITY ANALYSISc.

I II. PTOfll'.. a., a 9" of l.2 2.4 O.OR
IOta! :L....SCls

I 12. Profll'" a., a % of 13.8 12.2
Shareholders' Funds

I Sources: Based on the Annual Report.s of SEWA Bank.. CSLA-BCC. FTCA and RAre

Note:
.

Resources inclUl.lc... capital granL" received from donor a~encics

I
I)

,

I I
).



Despite the high fund utilization and a spread r:l.f1ging from 2 to 12 percent across the
different PTCGs under the RATC Hyderabad. lheir aggregate performancc shows rather low
profits at 2.4 per cent ('Cturn on assets and 9.7 percent rcturns on toLaI equity. This may hint
either at high transaction costs or significant de1:lys and defaults in loan repayments.

Costs of Opcr.ltion: It is often not recognized that the costs of reaching the low income
groups are likely to be very high. This is evidenced by the available data from these three
institutions. The rcpof't.ed establishment costs for SEWA Bank at about 10 to II percent of
the outstanding loans are almost double those reported for the urban credit cooperative
societies for Gujarat. The reported costs for BCC-CSLA are very low at 2.0 percent in 1992
93. However. in both these cases. the actual costs as absorbed by the parent NGO are very
high. While we do not have the information for SEWA, BCC's estimates are that the value
of time spent by BCC surf on CSLA activity is as high as 22 percent of all loan asset,>.

This is also true for FrCA and the various RATCs under it At present, the
establishment costs are ~ing met by grants from external donor agencies. HoWe\c...,. there is
a consciousness rcg:lrding this and attempts arc being made to introduce financial services
v"hose spreads will in the future ~ able to cover these costs. The different deposit
rnohiliz::l.lion schemes and lending pcnnitthe RATC to cover 66 percent of its costs at prescnt.
ll" sprc;lds ;u-e as high as 7 percent. The picture for the FrCA itself is different, with the
liI1J.ncing services having been staned only recently, and the considerable reliance on
subsidies for meeting the esublishment costs. However, the funding :lgencies h:lve shown
}',J,'Jrcncss reg1rding these Jnd there is discussion on the possibility of capit.::ll expansion to

cover the costs. It is in this regard that the possibility of routing bulk housing finance through
this Jrrangement also needs to be ex.plored.

2.2 URBAN COOPERATIVE FINANCE SYSTEMS

The coopcrJtive movement in India has been quite widespread with a very large
network of primary cooperative institutions which is supported by a governmental structure
of financial, regulatory and training institutions.

Types of Urban Cooperative Financial Institutions:

Within the cooperative structur~ in th~ country. there are two primary cooperative
financial institutions which operate in th~ urban areas, the primary coopcr:ltive banks and the
primary non-agricullural coopcrativ~credit societies (PNASs). As a large proportion of these
institutions are in the urhan areas, they are also referred to as 'urban cooperative banks'
«(JCBs) and Urban Credit Cooper.lliv~ Societies (UCCSs). There are basically two types of
crcdit socicties. namdy the Employees' (or Salary Earners') Credit Cooperative Societies
(ECCSs) and the other Urhan Credit Coo~rative societies (UCCSs). In 1990-91. of the total
PNASs. almost 75 ~rcent were of the former type. that is the SECSs. The overall
organizational structure of the urhan cooperative finance institutions is illustr:lted in figure 2.2.

Cooperative Credit Societies: As it is common to relate the cooperative movcment with the
rur:!1 ~ctor, it is not often recognilA:d th:ll there are over 32000 credit c(x)(XTJtivc societies
in urhan centres in India with over 15 million memhcrs. Their total oULSWlding knding in
199<)-91 was around Rs. 20 billion. with deposilS of Rs. 12 billion and a lOu! working capital
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AGURE Jl..,2..

COOPERATIVE ANANCE INSTITUTIONS IN URBAN CENTRES
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of Rs. 32 billion (NAFCUB. 1992). Inquiries and discussions with the concerned cooperative
officials suggest that these societies caler largely to the lower middle classes and low income
groups. though specific studies of the income profiles of their members are not available.
Their main source of funds are the deposits of their members and their owned fund. with a
relatively low debt equity ratio of 2.1. As their credit deposit ratio is very high. there is a
possibility of enhancing their operations through external harrowing. However. this needs to
he done carefully. as the experience of different societies for overdues on loans and overall
financial viability is quile varied. Thus. external borrowing needs to be closely linked to
incentives for improved financial management.

Cooperative Banks: In addition to these societies. the other important cooperative financial
institutions are the 1400 primary urban cooperative banks with over 3400 branches throughout
urban India. The avai1:lblc evidence regarding the spread across size class of cities in Gujarat
highlights their importance in small and medium sized urb:m centres. .

The cooperative banks mobilize deposits from the household sector and lend to both
the sm:lll tr:ldc and manufacturing enterprises as well as the households. They can thus
essentially be classitied as Savings Banks. Their close rapport with the households for savings
mohilization make them ideal vchicks for lin:mcino the household sector. The totale

mem~rship of these UCBs W:l$ about 14 million"in 1990-91 with outstanding lo:ms'of over
Rs. gO billion and deposits worth Rs. 101 billion.

The UCBs haw a higher aggregate debt equity ratio at 6.9. though they are dependcnt
only on deposit mobilization. Credit deposit ratios are lowcr lhan those of the UCCSs and
ECCSs. though comparable to the commercial banks in general. Their larger scalc en:lbles
more profitability and possibility of absorbing the overdues. Thus. in Gujarat. none of the
cooperative banks made losses in 1990-91 and the percent share in Maharashtra was also only
3.4.

While recent studies on the rclative shares of these cooperative institutions in savings
mohilization and I~nding to the household sector are nO( available. an older study covering
the period from 1951 to 1975 highlights lhe very important role of these societies and
cooper:ltive banks. During the period from 1971-72 to 1975-76. the cooperative institutions'
share of total borrowings by the households was as high as 31 percent as against only 5.6
percent of the savings (Swami. 1981). The availahle data for 1989·90 and 1990-91 suggests
that the share of cooperative banks in net deposits by the household sector had increased to
14.9 :lnd 18.1 pcrcent,2 In 1990-91. the aggregaLe deposiLS of the urban cooperative
institutions were Rs. 11,337 crore (NAFCUB. 1992:1). or 5.24 percent of the aggregate
deposits of the scheduled commercial hanks.)

.! The tot:l} nel deposits for coopcr:ltive banks for these two years were Rs 1428
and Rs 1497 crore (NAFCUB. 1992a) and for the hou~hold ~ctor were Rs 9572 and Rs
8248 crore (CSO. 1993) respectively.

The aggreg:ltc deposits of the schedukd commercial banks were Rs 216279
crore (RBI Bulletin. November 1993)
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Table 2.4
Ji1nandaJ Status or Urban Cooperative Societies and Urban Cooperative Banks, India
(All monetary values are In Rs Lakhs)

Cooperative Societies Cooperative "nks
---------------------- ----------------------All Indla Average All India Average

Per ~oclety Per Bank

Total N~r 32080 1397
Members ('0005) 14957 466

I. CAPITAl.. STRUC1URE
(June 19911

1. Share Capital 65419 2.04 44807 32.07
2. 0'Jn Funds 19703 0.61 103276 73.93
3. Deposits 118009 3.68 1015689 727.05
4. Borro.... ino 58579 1.83 0 0.00
5. Working Capital 319692 9.97 1338953 958.45

6. Outstanding Loans 19758& 6.16 800313 572.86

II. Jl.NNUAL PERFORMANCE
11989-901

1. Ne~ Deposit!' lC6"'l 0.34 H2816 10:?23
2 . Loan Advance!' 19:"~21 6.30 98296 n.il.

i 1990-9P
1. Net Deposits 14956 0.47 149680 107.14
2. Loan Advances 200lSS 6.23 n.it.

III. FINANCIAL R:'TIOS
1. Deposits/owned Funds 1. 3S 6.8"
2. Deb~ Equlty Ra~~('

.
" b.ot'

lD€'posit!' . Borr0~in95~ '(....-ned Ft;~j.;

) . Loans 0usta~di~~/Depos~:~ . ' '. J, .,,,
4, Loans oustanjing/Workin~ C'a~: -,=a: .... _M (.1.6':.

Sou~~~ : N~~A .~;~~~

Not~~; The Fi~a~cia! ra~ic~ ~~~ bas~= ~r. ~~;re~at~ s:atis:i=s o~!,. ~s d~~ailed

informa:io~ O~ i~j:vl=~a: s~~~~::~s!~anKs is no~ avail~~l~

BESTAVAILABLE COpy
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Table 2.5
Comparative Financial Status and Perfonnance

I
~loy~~&' Cr~dit Coo~r.tl~

Soci~t loea
Clther Urban Cr.-dlt
Coop SOC1.(1•• •

I
I
I

III

11111

100.'7

"aha·
c.asher.
1990-'1

1228

281

11' .70

CuS·rat

Junc 1991

•. 60

1J11

Andhr.
Jtrdech

1986·'11

5.65

C190

H.h.-·
r ••htra
1990·91

620

192

5.25

1991-92

eel

6117

I1.H

N.h.·
r ...ht.ra
1990· 91

2124 .

6. 'It

t50

1.00

2541

298

Mdhra
Prd<och

1986-97

Av~r-oe Working Capit.l
per Society/9.nk tRa Lakhc'

Av.r....,e MeMberahlp per
Societ.y/Q.ank

l.

1.

2.

1
1

a.
b.

c.
d.

Depoette/Owned FUnde 0.82
Debt E~ity Rat 10 1. )1
lDepoClU.80rrowln.;reI/Owned FUnde
loane ~t.tandin.;r/Depo.it~ 2.60
Loan. Outct.~ndlno/WorkingC 1.08

0.91
!. JO

2 30
0.75

0.30
0.61

J.57
0.75

1.))
1.62

1.6.
0.67

1.16
l.(]

1.24
0.62

6.H
6. CJ

0.7 )
0.70

5.19
5.19

0.11
0.51

6.21
6.1]

0.7.
0.59

I

R~:~~.nt Se.~~ Level R~qis~r.r ot C~opec.cive Soc:~~ie.

1.• "'tAl1e ot UCCS Are not Aval1able tor AndhrA '<adech
-- ~~ rinAn~i.l r.ti~s Ace based on a9qC~At~ .:.tistica only. a. dec.il~

~~torm.tion on ir.d~vidu.l societie5/b.nks is ~~t aVAilable

Sourc~:
S~te :

5.

A.
b.
c.
d.

6.

A.

b.

c.

Liabillity Structure
(Perc~nt.~~ to total)

Sh.. re :"p1t.l
R-e-lIOervoe-c:
Depoe it so
eocrow:.nc;c

F~:cei.~S~~ o~ Societ.iesl
~an,-s ~dk~~~ lvs.
Lo..r.c ~v~t'"~U'l!' .illS.. • ot
to.ns ~t£t.ndinq

Structu~~ ~t Overdue Loan.
•• , of lc.na OUtctandinq
f)Pte 1 Y.e.ar

t~ "'10 '('!'ars
2 to 1 ·!~.. rs
Over j "(e.:-c
TotAl

16.80
25.4.
J C. 72
2).Ot

)0. S C .

2J :"

n..

1l.69
11. 69
39.68
16.9)

:S.ul

J. 82

1. 29
J. 't
·J.19
0.90
l. 012

27.9C
)c.l2
:8.U
19.26

6.16

),12

n..
3.12

21.96
16.28
50.71
11.05

12.42

lC.66

J.92
C.7)
]. 15
2.86

14.66

11.67
2l.50
C7.8C
10.98

2] . u7

lC.19

n
A

H.19

l. 9)
9.51

86.53
0.00

19.6'

8.5.

n
a

'.5C

J.21
12.81
Il-Sf
0.00

0.00

11.C2

],16
l. 7'
l.ee
C.61

11. .2

l. 26
9.'1

£1.11
5.75

12.61

).15
1.(9
1.2.
6.02

12.61

I
I
I
I
I
I
I
I
I
I
I

20

I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

FinandaJ Operations 01 Credit Cooperative Sodeti~:

The main functions of the SECS. UCCS and ueBs are to mobilize thrift and enable
their members to have access to credit The regularity of thrift is an imponant consideration
in deciding on the credit-worthiness of the member. 1ne UCBs with a far greater volume also
offer regular banking services.

Capital Structure: Most of the credit cooperative societies. as we observed earlier. have a·
far greater reliance on their own funds. with the debt equity ratios generally not exceeding
2.0. However. there is some tendency to rely more on deposits. once a certain volume of
owned funds is achieved. The basis and extent of different sources are explained below in
greater detail.

Share Capital: Besides an entrance fee. a new entrant to a society has to buy shares of the
society. which are generally Rs. 10 each. The share capital is also enhanced by conversion
of the compulsory savings to share capital at t~e end of a given year. This helps in enhancing
the owned funds of the society. The member is generally willing for such conversion as the
interest on deposits is lower than the 12 percent dividend paid by most of the societies.
Secondly. any member who docs not have adequate'deposits (25 percent of the loan amount)
is required to reuin some percent of the loan as share capiul. Some societies make it
compulsory for the members to have a specified percentage of the loan amount as shares. For
example. SECS of the Bhavnagar District Cooperative Bank requires the members to buy 10
percent of the loan amount as shares for the first loan and 2 percent of the loan amount for
the second loan. till the member has at least 25 percent of the maximum permissible loan
amount in the society's shares.

The society bye-laws generally also put a maximum limit on the total shares which
can be held by an individual member. Given thc cooperative nature of t~e society. the voting
rights are not linked to the share capital. Each member has only one vote. .

External Borrowin!!s: According to th~ Statc Cooperative AeLc; in some of the states or by
convention. th~ PNASs ar~ permitl~d to horrow from the respective District Cemral
Cooperative Banks.

In Gujarat. th~ DCCBs h:1\"~ occ:n lending to ihe PNASs under the 'incid~ntal finance:'
facility or through th~ over draft facility. The 10:1n has to be repaid in 1 year. though in most
cases. if the repayment is found satisfactory. the loan is renewed. The interest is 16.5 percent.
with a penal inter~sl rate of an additional 1.5 percent for delays. The dat:l for Gujarat
indicates that on an average 58 pcrc~nl of the ECCSs and 50 percent of the UCCSs had
borrowed in this manner during 1990-91. The borrowings were. however. of very low values
and generally did not exceed 2 to 3 times the net owned funds. .

The PNAS is not constrained by any RBI regulations regarding the interest rate to b\:
charged on lending. Thus the decision regarding spread for the borrowings from DCCB is
essentially a decision of the executive committee. In most cases. the rates are in the range of
18 to 19 percent. Our studies of a few societies suggest that the UCCSs tend to charge a
slightly higher rate of interest, probably due to greater problems with delayed paymenLs. In
some cases. the societies borrow from the DCCB for a specific purpose like purchase of
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Table 2.6
Fin.nelal Prrf'ormance or Selected Urban Credit Cooperative Societies

t<'__
Member. L1Ab111t1e. Reference OPERATIONS PROFITAeILITY

And Ownerd Ddt ..
Fund. Debt Cost AverAge AverAge Aver<!J,.e LOAnsl £8tAbl1- Return Return
IRs Lakhsl Covt:r<!Jge Coverage Cost of Return Spre<!Jd Workino IIhment on on

RM. i 0 R<!JlIo FunctlJ on I.ollnu 1\) C""lLoS 1 COlltl A•••t. £qu ltV
1\ I (\ ) (') Outllt4n· 1'I (, I

dill(l
104nll l\ I.

A. EMPLOYEES CREDIT COOPERATIVE SOCIETIES (ECCS)

1. Hanarashtra Housing BoArd
ECS 3302 123.8 30.3.93 2.1 3.9 8.2 ·8.9 0.7 77 .2 1.7 3.8 8.0

~. Hahaned Dairy Emploeee
Cooperative 425 6.0 30.3.93 1.9 1.9 13.5 11.0 -2.5 96.8 3.8 3.5 6.3

). 8havnagar Diet Co-op Bank
ECS 373 56.7 30.6.93 0.0 5.2 0.0 3.5 3.5 95.0 0.7 2.7 11.0

4. ST ECS 1912 165.2 30.6.93 2.4 2.7 13.3 17 .1 3.0 94 .4 4.4 5.4 13. 3
S. Excel Induatriea 931 66.0 30.6.93 18.7 3.7 1.4 13.1 11. 7 77.9 4.2 8.9 16.3
6. 11ind Hen'a Aslociation ,

Staff Cooperative 157 21.1 30.6.93 2.1 22.2 16.5 10.9 ·5.7 97.2' O. ) 5.5 8.8
7. ~edabAd Cotton Hi111 £CS 724 28.6 30.6.93 2.2 6.5 11.0 7.2 .), 8 86.3 1.3 6.3 13.8

8. URBAN CREDIT COOPERATIVE SOCIETIES (ECCS)

•• CI,r_ik C'redlt a/ld Cur-r.lv 4~0 1.1 30.6.'1) 0.0 ~ .. 0.0 9.2 9.2 99.5 1.8 7. B ..~

Cuoperatlve ~OC1.ty
4.2 0.0 10.9 10.9 94.7 2.6 8.0 10.2t. kaJ~ur bl~~~ava C, ..dll ~J& 6.3 30.6.'I:.! 0.0

al.d lI:ur-r-l y C£
8.6 13.7 1), 7 88.5 1.1 5.6 18.7Ill. S8IIlal S.t..yak 19b:t 49.5 )0.6.91 2.0 6.9

11. Sat..yak Ciedlt and Su~ply 2068 54.4 )0.6.92 2.5 4.0 9.0 10.0 10.0 99.) 1.7 4.0 7.1
Cooperative Society

1.8 6.9 12.2 19.2 19.2 65.0 1.6 5.8 27.412. PlatinUM Credit and 1684 159.0 )0.6.92
Conluaer CooperAtive Society

263.4 )1.3.92 1.9 1.4 3.6 10.3 10.3 77.7 7.1 1.6 7.0U. Yerala Cooperatlve 9122
Society

1.5 1.9 10.2 14.4 14.4 71.1 4.6 2.2 8.0U. Sa1gaan SanmitlA S8SS 317.5 31.3.92
cooperative SoClety Ltd

"'I
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aeJevisions by the members, as wa.~_donc by the Ahmedabad COllon Mills· Employees·
Cooperative Credit Society. In such cases, the members had to produce a biJI as proof of
purchase r~r this lo:m. .

II must be pointed out that for the DeeDs, lending to the: PNAS. especially the SEeS
is a preferred option, due to the higher r.ue of interest. good repayment records and relatively
lower IranS:lction costs. In fact, in most cascs, these societies have a good ropport with the
DeCDs and it is e:lSy for the DeeDs to assess their nck record as there is regular
accounting done by the society and annual audit by the eooperativ.e Registrar's office. Of the
socicties reponed in Table 2.3, only 2 of the 7 ueess had external borrowings, while 4 of
the 7 ECCSs had external borrowing. In both cases the borrowings have not exceeded the
share capiwJ.

The details of the DeCBs from Bombay and Ahmedabad suggest that they have
adequate additional resources with credit to deposit ratios being low at 0.5, as against a
permissible 1.0. If it is possible to work out some arrangement for them to extend housing
finance to the PNASs, it will be possible to u~ it as an incentive to augment their own
resources. Thus, HFCs can in fact consider lending to DCCBs on a part refinance basis for
onlending to the SECSs and ucess for housing purposes, based on their assessment of these
societies depending on their past repayment record.

Savings Mobilization: Most societies have a compulsory thrift system. Under this, an amount
decided at the fonnalion of the cooperative society. is to be saved by each member every
month. The amounts may range from as little as Rs. 10 to Rs. 100 and more. Tne amounts
are decided on the basis of ability and willingness of a large proportion of the members. Over
time. the society may also increase this amounL The interest to be paid on savings is also
decided by the society. Of the societies reported in Table 2.3, this has ranged from as low as
6 percent to a higher return of 14 percent. The deposits with the PNASs are not covered by
the deposit insurance, as are the deposits with the banks.

The.procedures for savings mobilization vary for different societies. In most cases, the
members arc expected to make the deposits in the office of the cooperative before a fixed
date every month. Most societies also have penal charges in case of delayed payments. For
SECS. however, the compulsory savings are deducted directly from the monthly salary of the
employee through an arrangement with the employer.

Some of the larger and/or older societies have also introduced different savings
instruments like fixed deposit schemes where the amount is doubled in five years, or other
time deposits.

Credit - Assessment, Disbursal and Recoveries: Credit is available to all members. There
is generally a minimum period of regular compulsory savings required by all societies before
a member becomes eligible for a loan. This varies from 6 months to about 2 years. The
procedures for sanctioning the loans are simple as the executive committee generally has a
fairly good knowledge of the member. Essentially, the procedure involves applications by all
the interested members by a specified date each month. The loans are sanctioned on the basis
of date of application. Rejections are not many (about 5 percent for the selected societies).
Depending on the cash flow situation there maybe waiting lists, in which case the application
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is carried over to the next monlh. For lhe- older societies. the borrowing "limits from the
DeCD provide adequate funds. This is largely due to the limits on maximum loan size and
lhe dominance of short term loans. For example. the available details for Gujarat suggest that
92 percent of the loans advanced during 1991-92 were for a short term.

Purpose of Loans: The loans are available for any purpose. However. they are largely used
to meet social obligations. hC4l1th 'related expenses and also for housing upgradation or
construction. The details for Gujarat sugg~t that the ECCSs had given 14 percent of the
short term and 33 percent of the medium and long term loans for housing during 1991-92
wilh a total value of Rs. 227.6 million.

Loan si7es: The size of the loan is generally linked to the savings and is four to five times
this amount Alternatively. as noted above. a certain proportion of the loan amount is required
as shares. There are clear limits in all the PNASs regarding the maximum loan amounts
available to any member. Clearly. this amount is linked to the total resources of the society
and are detennined by both owned funds (share capital and reserves) as well as deposit
mobilization. The fonner of these also determine ~e total borrowings possible from .the
DeCB. At the initial formative stages of a cooperative. the maximum loan amounts are low.
in the range of Rs. 500 to Rs: 2.000. Over time. as the funds position improves. the maximum
loan amounts arc also increased. For example. for the Shramik Credit Cooperative Society in
Ahmedabad which is only 6 years old. the maximum loan amount is only Rs. 2.500.
However. for the Platinum Credit and Consumer Cooperative Society in Bhavnagar. which
is 34 years old, the maximum loan amount is Rs. 50.000 and the maximum repayment period
is 50 months.

The detailed analysis of loan sizes for Gujarat highlights the fact that credit
cooperative societies focus on gi....ing a large number of smaller loans. Thus. generally over
50 to 70 percent of the loans are for less than Rs, 1.000. In tenns of the value. however. the
largest share is of loans between Rs. 1,000 and Rs. 5.000. Even for ECCSs. the loans above
Rs. 10,000 are about 20 percent of the total loan amounts advanced.

Security for Loans and Defaults: The loans advanced by the credit cooperative societies are
unsecured and largely based on personal surety/guarantee of other members. The UCCSs also
gave 16.4 percent of the total loans using immovable propeny as security. (Refer table 4.13).

The real effective security in cooperative society lending thus is group and Peer
pressure. The rapport of the executive committee with the members and a quick follow-up are
critical in this approach. Further, the high priority given to the past repayment records and
regularity in thrift for credit sanctions also act as an incentive for regular payments. This is
evident from the detailed infonnation on delayed payments presented in Table 4.14 for
Gujarat. During 1991-92. only about 3.5 percent of the borrowers had defaulted. The total
default amounts ranged from 3.8 to 14.6 percent of the total outstanding loans for the ECCS
and UCCS respectively. Unfonun:ltely. as the available data does not report the total
recoverables. it is not possible to ascertain the recovery rates.

Profitability: At an aggregate level•. as we reviewed earlier. the cooperative sOcieties in
Gujarat show a better perfonnanc<: \\;lh only 12 to IS percent of them malcing losses. The
ECCSs in M:lharashtra perfonn even better. However. amongst the UCCSs in this state.
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almost a fourth are in the red. The profitability analysis shown for the selected societies in
Table 2.6, range from 7 to 27 percent on shareholders' funds and 1.6 to 9 percent on the total
working capital. We explore the possible explanations for this perfonnance below.

Spread on Operations: For a financial institution, one of the main aspects of profitability
relates to the spread achieved. Interestingly, for the selected credit cooperative societies, the
spread was negative for three ECCSs and ranged from 0.7 to 11.7 for the others. For UCCSs,
the spreads were generally higher with only onc socicty having a low spread of 1.1 percent.
For all others, these ranged from ~.2 to 10.9 percent.

Costs of Management: Compared to the very high management costs reported for the NGO
linked financial systems in the previous chapter, the credit cooperative societies show a much
lower level of costs. For the 14 selectcd cooperative societies, the establishment costs ranged
from as low as 0.27 percent of the total outstanding loan balance to the highest at 7 percent.
For most, however, the costs were largely in the range of 1 to 2.5 percent. Further, in most
cases, the financial operations adeqmJlely covered these costs with the cost coverage ratios
being generally in the range of 3 to 5 with no significant difference between the ECCS and
UCCS.

The detailed analysis for Gujar:lt for 1991-92 suggest somewhat higher COSL<; of
management, including deprcciation and other expenses at ahout 6 percent of the outstanding
loans.

Role of Urban Cooperative Banks (VCBs):

The UCBs play a significant role hoth in mobilizing household deposits and,
especially, in lending to the household sector. They have a fairly good rapport with their
members which can be extremely useful for housing finance also. In fact, the available data
for Gujarat suggests that the urban cooperative banks played an- important role in housing
with the outstanding loans of over Rs. 16460 million for this purpose in 1990 at about II
percent of the total lending. Dctailed studies of the Anyonya Cooperative bank in Baroda,
Gujarat showed that the housing loans as a proportion of total outstanding loans has come
down from 51 percent in 1984-85 to 33.4 percent in 1989-90 (Karvekar, 1991 and Mehta and
Mehta, 1992).

The possible reasons for this based on the <.liscussions with some of the leading banks
. in Ahmedabad, Baroda and Bombay are as follows.

Housing as a Priority Sector: The UCBs are required to lend 60 percent of their funds for the
priority sector. For housing, the loans of less than Rs. 25,000 are considered as a part of the
priority sector. Given the price levels for housing, this limit makes the price to loan ratios
unattractive for potential horrowers. On the other hand, for many of the hanks. the credit to
deposit ratios are rather low, ranging between 0.5 to 0.6. suggesting the potential for increased
lending. It would thus he advisable to increase the loan cemng for housing to be included as
a priority sector, at least in line with the NHB pattern for refinance. The recent revision in
the ceiling on housing loans to Rs. 2()(}(){){) for inclusion as priority sector for the commercial
banks needs to be extended to the cooperative hanks also.
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Limits on Extent of HOllsing Finance: The RBI. through its circular in 1989, has fixed the
maximum limit on lending for housing and other block capital loans at 10 percent of total
deposits. While this limit may not affect the very large UCBs. some of the smaller UCBs.
which had an extensive portfolio for housing, have been constrained hy this limit. It is of
course possible to overcome this constrailll hy creating linkages for long term funds through
loans or refinance as these are not included in the limit.

Possibility of lending to Plimary Housin'g Cooperative Society: At prcscnt. due to the State
Cooperative Acts, the UCBs which are also considered as primary ones, are not permitted to
induct the primary housing societies as members. If this is· permiued, it would enable the
UCBs to improve their lending for housing purposes considerably. This requires a change in
the state level Cooperative Acts.

Permission to lend for schemes under Section 21 of ULCRA: At present, the UCBS are not
permitted to lend for housing schemes taken up under Urban Land Ceiling exemptions. As
these schemes are cheaper and compatible with the affordability of the bon·ower groups. such
a permission will enhance their role in reaching the lower middle classes for housing finance.
It maybe pointed out that HDFC has been permilled to lend for schemes under Section 21 of
ULCRA.

Technical Assistance! Relinancel Risk Fund: Some of the smaller UeBs like SEWA do not
have the experience of long term rriorlgage financing. They would henelit from technical
assistance and some support in the form of a risk fund in the initial years to get them started.
This may also be true for other Women's UCBs. This approach will help larger cooperative
societies that do not require additional funds. These tinance institutions will be able to
improve their credit/deposit and crcdit/working capital ratios and, therefore, improve
profitability.' However. initially it may he helpful to provide refinance (line of credit) for this
purpose which wiI! help to build up their expertise and confidence for long term lending.
Subsequently. they will be able to carry out these activities with their own funds.

Relinance by NHB to Urhan Cooperative Banks: NI-IB's refinance facilities fm housing loans
upto Rs. 50000 arc currently available only to the scheduled cooperative hanks. Many of
the smaller cooperative hanks have hecn lcnding for hou.'>ing or have a tremendous potential.
especially for reaching the households in smaller urnan centres and those helow the median
income. It will, therefore. be useful to consider the possibilities of rctinancing even the·non
scheduled cooperative banks. if the VCB generates adequate volume of housing loans.

2.3 DOWNMARKETING BY HOUSING FINANCE INSTITUTIONS

As we reviewed in the lina section, the role of the emerging housing finance
institutions in reaching the hUllSl'llOlds below median income has been rather limitcd so far.
The available estimates suggest that the linance to these gro!Jps probably does not exceed 15
percent. The only company which had a specific mandate to serve these groups was HUDCO.
a company fully owned by the Govel11ment of India. It earmarks 55 percent of its lending for
these groups. Besides HUDCO. the only other company which has made specilic attempts in
this regard is the HDFC through its project financing for the KFW line of credit which is
meant for households with a monthly inconlc of less than Rs. HKKt TIle only other auempts
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have been through projects fin:mccd by LlCHFL an'd Gle. Grihviua lor low income workers
in Bombay through payroll deductions.

HUDCO's emphasis for the low income fin~ncc has been by offering subsidized
interest rates and more favourable credit tenns. especially longer repayment periods and
hig.her loan to cost/price ratios. It has larg.ely operated through the public housing agencies
for providing bulk fin:mce for what has been tenned as 9sociaJ housing9

• Over the years,
however, public agencies have found it difficult to provide housing within the cost ceilings
imposed by HllDCO. HUDCO has recently also introduced a scheme to provide loan
assistance to NODs for housing projects on a pilot basis. However, even in this the emphasis
is on a specific project and inadequate attention is paid to developing viable fin:mce systems.

The emphasis on subsidized interest rates is also evident in the HDFC projects through
KFW line of credit KFW, a Genn:m development bank has sanctioned a toul of DM 55
million (about Rs. 770 million) in two lines of credit. The first one was of DM 25 million.
Under this, HDFC has so far s:mctioncd 43 low income projects for Rs. 400 million and
disbursed almost Rs. 160 miIJion. loans to low income households have been either given
directly to households with NOD facilitation or routed through the NODs. The loans to low
income households are at 7 percent interest to be repaid in 22 years with a ).25 percent
spread for HDFC but none for the NGDs.

The only notable case of using the Community based Fmance systems for housing
finance is by the GRUH in Oujaral It has attempted to use the cooperative societies for
identifying potential borrowers and assessing their creditworthiness. However, their attempts
to use these structures for intennediation have not materialized. However, GRUH emphasizes
that this would a far better arrangement

On the whole the HAs have been extremely wary of reaching out to the households
below the median income. while most of them visualize the possibilities of expanding market
opponunities through such reach, they feel that specific constraints. especially related to a
perceived high credit risk. lack of affordability for housing and ~igh transaction costs. inhIbit
such expansion. However. our discussions with eight of the leading HFIs suggest that all but
one was interested in experimenting Wilh innovative measures. In the next section we present
a strategy for enhancing the reach of low income groups through a downmarketing approach
using the community based finance systems discussed earlier in this section.
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SECfION TIlREE

STRATEGY FOR DOWNMARKETING

ThC strategy envisaged for downmarketing housing finance to moderate and low
income groups. in urban areas. is based on using 1he existing finance systems. It is hoped that
this will in tum consolidate and develop these systems further. The strategy may be initiated
as p series of pilot projects. which can be replicated widely. This necessitates a gradual
approach which builds on the strengths of these pilot projects while also recognizing their
inherent limitations.

Many of the problems related to housing for low income groups. especially regarding
legal access to land at affordable prices and those related to foreclosure laws. have long been
pursued in housing policy. It must be recognized that solutions to these will emerge only
gradually. This strategy. therefore. takes the current conditions as system limitations and
suggests indirect measures to overcome these. In a longer term perspective. demand pressures
created through the improved access to credit for housing will itself help find solutions to
these constraints.

3.1 OBJECTIVES OF DOWNMARKETING STRATEGY:

This strategy. if successfuny implemented. will fulfin three important objectives. First.
it will help to enlarge the market for housing finance for the emerging housing finance
institutions in the country on commercial terms, and secondly. it will enable large segments
of the urban population to improve their living conditions through a better access to credit for
housing and community level infrastructure facilities.

The third objective of this strategy goes beyond the confines of housing finance. It is
envisaged that it will aiso help to consolidate the different forms of community based finance
systems by enabling them to expand their activities in a viable manner. These structures
would be far more replicable than the public housing projects with their limited reach. More
importantly. they will help to integrate these systems with the general rmancial systems in the
country.

Consolidating and Integrating the Community Based Financial Systems: The
recenlliterature on housing finance has repeatedly emphasized the possibility of enhancing
household savings rates and general finance system development with better housing finance
systems. In a similar vein. the downmarketing strategy as envisaged in this paper will also
help in the consolidation of the different forms of community based rmance systems in the
country and lead to their better integration with the general rmancial systems. The emphasis
on such arrangements for housing finance wiU also mean a change from the subsidised
interest rate rmancing. that has been &he mainstay of public policy for low income housing
fmance in India so far. 1be emphasis now shifts 10 supporting development of commercially
viable community based fmance systems. Any available subsidies must be conSciously utilised
for the initial building up of such systems. These efforts however. need to be designed to
become financially self-sustaining in the medium to long term.

Enhancing Savings Mobilisation: It must be realised that the access to housing
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finance can also be critical to sustaining and increasing the desire for regular thrift by the low
income groups. 1be experience of SPARC (housing savings) and BCC (group infrastructure
savings) suggest that it would be possible to enhance savings, if access to housing fmance is
possible. In fact. discussions with SPARC personnel suggest that in later years. it was difficult
to sustain the flow in their housing savings scheme as the housing loans did not materialize.
Similar observations were also made by another NGO, Sharan in Delhi. They indicaled that
in their savings groups, there is now a demand emerging for larger loans and for purposes
related to housing. However, such loans would require funds beyond those available with the
community based systems themselves. There is thus a need to ensure that the system does not
collapse only on account of lack of funds.

3.2 CONSTRAINTS IN DOWNMARKETING AND KEY DESIGN PRINCIPLES:

The development of a downmarketing strategy for housing finance requires a careful
identification of the perceived constraints for a commercially viable system and the key
design principles which attempt to overcome "these constraints. Our review of the existing
housing finance institutions suggest three main areas of constraints for a commercially viable
downmarketing strategy.

1. High Credit Risk:

The first and the most emphasized constraint stated by many HAs relate to the high
credit risk perceived in lending to these groups. Our review of the community based financial
systems, either those linked to the NGOs or the cooperative institutions, suggest that while
delinquency is likely to be prevalent. bad debt is not very common. This has also been the
experience of HDFC which has largely used the NGO mode for routing its KfW line of
credit. meant for the low income groups.

These experiences suggest that appropriate financial arrangements and strong grass
roots base is essential for controlling the bad debL A bener tracking of actual extent of bad
debt is essential. However, the discussions with NGGs suggest that this may occur due to
either death or other calamities like fire or loss of income/assets due to riots. In fact some of
the NGGs linked CFIs have either their own insurance schemes (like the Death Relief
Assistance of FfCA) or started. to avail the group insurance facilities of LIS (as done by
SEWA as well as SPARe for their members).

Greater chc=ck on delinquency on the other hand probably requires better underwriting
criteria. more sensitive lending instrument design and a fmancial mechanism to cover the
delinquency risk. In the case of the Community based Financial Institutions (CAs) which
have grown beyond a small community controlled group. better record keeping for tracking
the defaulters' - is also importanl
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3. High Transaction and Servicing Costs

2. Affordability for Housing

Specifically. the following design principles emerge as important to overcome the
perceived constraint of high credit risk.
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Design Principles

1. Measures to cover credit risk induding insurance cover
11. Delinquency Risk Fund
11l. Appropriate Underwriting

Constraint

1. High Credit Risk

Table 3.1
Downmarktting Housing Finance
ConstraInts and Key Design Principles

1. Developing CFI capabilities
11. Adequate scale of operations
lll. Spreads to cover establishment costs

1. Design of appropriate new loan instruments
11. Selection of appropriate markets
111. Technical support

The linkage arrangement needs to also support the CFI to introduce better systems of
record keeping and loan recovery which are prerequisites to good financial management. In
addition and more importantly. the CFI must also be encouraged to introduce some type of
insurance cover for bereavement and loss/damage to property. The experiences of FTCA for
death relief assistance scheme or of SEWA and SPARe's insurance cover through group
insurance need to be emulated. The linkage must include these insurance arrangements as a
part of the cover for the larger housing loans. In the initial period. the insurance cover may
be provided through subsidies as essential.

i. Measures to cover the credit risk: In the initial period of downmarketing strategy.
the risk of bad debt will need to be borne by the community based (NGG linked or the
cooperative) intermediary financial institutions or through subsidies for insurance cover. This
is important to first create a willingness by the HAs to initiate the downmarlceting. Over time.
as the experience builds up and a better assessment of actual levels of credit risk become
known. this arrangement may change....
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In addition to these mea-surest the CRs have largely focussed on group and peer
pressure to minimize the credit risk and !..his must be continued. In case of the Employees
Credit Cooperative Societies (ECCS). payroll deductions with the employers' consent will also
help to reduce the credit risk to a minimum.

ii. Delinquency Risk Fund: Delayed payment or delinquency is likely to be quite
common. as suggested by the limited data available about the CFls and the discussions wilh
them. In order to cater to cover this risk. the HRs must be ensured of payments in time. This
may be achieved by keeping a delinquency risk fund as a block balance or deposit wilh the
HR. It may be drawn upon by the HFl in case of delayed payments by the CR. The size of
this fund must be linked to the past recovery perfonnance of the CR. so that it acts as an
incentive to improve the cost recovery perfonnance. At the end of the loan period. the
unutilizcd deposit with the accumulated interest will be returned to the CR.

iii. Appropriate Underwriting: The bulk loan arrangement must also require and
encourage the CFI to move towards appropriate underwriting criteria for housing finance for
thes-t groups. Besides the instalment to income ratio (IlR) used by most of the HRs. a
minimum period of regular savings and regularity in the repayment of past credit need to be
emphasised. It is the latter criteria which have been used by the CFls in the past. For larger
loans. participation in special savings scheme for housing can be made mandatory.

I
The HA also use a cap on loan to cost/price ratio for detennining the loan amount.

However. as we discuss below. the control of credit risk is linked more to the other
arrangements rather than the security of mortgage. it would be preferable not to use this
consideration at aIL In fact. unduly low ratios would necessitate the use of other more
expensive sources of finance like the moneyknders. increasing the possibility of credit risk
on CFl finance.

2. Affordability for Housing:

The second constraint relates to a perceived lack of affordability for the low and
moderate income households in relation to the prices of avai1:lble options in the housing
market. Many of the HFls have posed this as a major constraint.

Th~ qu~stion of affordahility is. unfoftunalcly. not spelt out clearly. Housing
affordahi:i~y is generally viewed only in the context of household income. It should. in fact.
~ cxamined in the context of the terms at which finances are available. the ability of the
household to make the downpayments and the proportion of the monthly income (the
insl:.llmem to income ratio). that would be made availahle by the household to service the
loan. Table 3.2 highlights the affordahle housing costs undcr a range of these parameters. Our
inquiries in some of the cities that were visitcd. suggcst th;u the range of affordable costs
presented in Table 3.2 are adequate to meet the

.'
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Table 3.2
Maximum Affordable Housing Costs (Rupees)
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2 3541 4463 3338 4292

5 7493 9209 6563 8439

8 10255 12335 8450 10865

15 13887 16091 10349 13306

2 8851 11158 8346 10731

5 18731 23023 164D8 21097

8 25637 30839 21 126 27162

15 34717 40227 25873 33265

2 6609 8331 6232 8012

5 13986 17191 12252 15752

8 19142 23026 15774 20281

15 25922 30036 19319 24838

2 16523 20828 15579 20030

5 34965 42977 30629 39380

8 47855 57566 39435 50702

15 64806 75090 48297 62096
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COSl~ related to housing upgradation. housing construction costs (without the land component)
and community infrastructure provision. Even for purchase of new housing. some options.
which match 'he affordability of the households in the 40th-50th percentile. arc available in
the fonnal housing market. For example. in Ahmedabad. private sector housing in the eastern
periphery is available at Rs. 75.000. This matches the affordability levels of the households
in the income range of Rs. 2500 to Rs. 3000. The prices in the informal markets are even
lower and well within the reach of househOlds even in lower income brackets.

These observations suggest the urgent need of information about local housing
markets. especially for those options which fall within the affordable range of below median
income groups. Secondly. technical systems which help lower the costs of construction for
new house as well as for upgradation should be made available to these groups. This will help
improve the effectiveness of credit targeted at them. More importantly. it becomes necessary
to provide housing finance for a variety of purposes which are more in undem with the
affordable levels to facilitate incremental improvements.

Specifically. the following design principles emerge as important to overcome the
perceived affordability constraint.

i. Design of Appropriate Loan Instruments: It is necessary to design appropriate
loan instruments which are more in tune with the affordobility and housing market conditions.
This requires two major changes. First. the purposes for housing loans must include besides
new housing. home upgradation. purchase of land and community infrastructure projects.
Secondly. the loan amounts need to match the affordability. permitting much smaller amounts.

Thirdly. and most importantly. the new instruments must permit non-mOn!!3!!e h:lsed
JO:lns. especially in order to cover the options in lhe informal housing. This requires a clear
ch:lnge in the conventional HFI lending :lnd m:lY be promoted through bulk lending to the
CFls. Initi:lIly. such lending m:lY be promOlcd as fa.r as the loan amounts are sm:lIl enough
to he ,overed by other fonns of non mong:lge security or guarantccs.

ii. Selection of Approprbte Markets: The question of affordabilily for new housing
is linked to selection of appropriate markets~ This necessitates a proper infonnation system
:lhout the affordable housing oplions in the given housing markets. The pilot projects must
'\uppon the building up of a market information system for the low· and moderate income
groups. It would be also necessary to select appropriats.: markets where such affordable options
are likely to be available.

iii. Technical support: To maximi7.e the effectiveness of available credit and to help
formulatt: community levd projects. technical support for the CR should also ~ a P:lrt of the·
pilot project. Such suppon. however. must he properly casted and accounted for. in nrdcr to
move towards meeling thesc costs from the surpluses of financial operations.

High Transaction and Servicing Costs:

The third constraint ~nains to thc high trJn~ction or loan servicing costs :lssnciJtcd
with downmarketing. The HFls arc often n:luctant to make small loans to the hclow median
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income families a.~ this would add to their administrative costs of loan servicing. However,
reaching this group through -NOOs or Cooperative institutions is probably more expensive
route. Our analysis for abe community based finance systems highlights the high cstahlishment
eosL~ of NGOs as compared 10 the HFls. Unfortunately. adequate dati is nOI readily avaiJahle
10 asceruin the possible effect of economics scale on these costs.

Analysis of the availahle data suggests that as compared to the NGO linked CFls. the
loan servicing costs are lower amongst the cooperative societies. both because of the
deccntralised loan administr.ltion and availahility of voluntary surf. Some of the services
required for trainirig and regulatory functions are also being mel through government
supported machinery in the cooperative sector at the state and district levels. Some NGOs like
the FTCA in Andhra Pradesh. have also heen providing these services to their memhers. This
is possible given the large scale of its operation. The NGO operations are generally supported
by grants from national and international donor agencies. Over time. it is necessary to make
a realistic estimate of the toul costs of NGOs' operations. pertaining to housing finance. to
make the system replicahle in a commercially viahle manner. The system. then. needs to he
designed to meet these costs from the surpluses generated through financial operations.

It is with this commercial viahility in mind that the following design principles. for
alleviating the constraint of high establishment costs. are suggested.

i. Scale of Operations: The arrangements must aim at an adequate scale of operation
for a givell CFI. This requires a careful assessment of the demand for housing finance and
requisite time for external support until the CFI moves towards sustainable level. This means
that in the initial period the CFI maybe supported through grants to meet the estahlishment
costs which are phased out over a carefully designed time period. If the linkage is estahlished
without such a plan of operations. there may be serious difficulties for the CFI to sustain its
activities.

Any linkage arrangement developed in the pilot project should ideally be related to
a community based financial arrangement providing all types of credit, so that there is a scope
for generating surplus from the financial operations to cover the establishment costs. It should
not be confined only to a specific housing project as has been-done in the past by both HDFC
and HUDCO. unless they are designed with a purpose to develop or strengthen a CFI.

ii. Spreads to Cover Establishment Costs: The interest rates to be charged on
housing loans must be decided by the CFI. depending on their rate structure for other loans.
However. adequate spread must be available to meet the establishment· costs over a defined
period. Initially. grants may be provided to set up a system, with an explicit plan for phasing
out the grant

34

I
I
I
I
I
I
I
I
I
I
I
I
I
I

TI

I
I
I
I

0'( I



"J5
'-

From the relevant annual r~ports of different financial institutions.
For Gujarat. State Registrar of Cooperatives.

Does not include the probable costs of SEWA Union Employees.
Including th~ eSLA estimate of the value of Bee staff time spent for
CSLA activities.
HUDCO provid~s only bulk loans.

1.08 to 7.07

Establishment costs ~
percent of outstanding
loans

10.7'
2.0
(20.0)'·
9.1

6.4
6.1

0.25 to 4.35

2.5
0.8
1.2
1.0
1.6
2.2
0.9
0.3"·

NCO Linked Institutions, 1992-93
SEWA Bank. Ahmedabad
BCC - CSLA. Baroda

RATC - Hyderabad

HFI - 1992-93
GRUH
LICHFL
CHFL
CBHFL
SBIHFL
GGVL
HDFC
HUDCO

Selected UCCS in Gujarat
and Maharashtra. 1992-93
Selected ECCS in Gujarat
and Maharashtra. 1992-93

Institution

Cooperative Societies
ECCS. Gujarat. 1991-92
UCCS. Gujarat. 1991-92

Table 3.3.
Comparative Assessrmnt or Establishment Costs

Note :

Source:
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Even in cases where the HFI plans to usc the CFI or NOD only as a facilitator with
dircct loans to the households. the estahlishment cosl~ for the NOD or CA need to be costed.
rccognil..cd explicitly and covered hy a service charge paid to the CFJ by the HFJ.

iii. Capacit)' for Financial Management: In order to recover the estahlishment cost"
entirely through its financial operations. the CFls have huild up their capacity for financial
management. without sacrificing their special measures for savings and credit operations. The
linkage arrangement must encourage this capacity huilding through necessary training and
interaction with the HFls.

3.3 TYPE OF LINKAGES:

In view of the basic design principles. two fonns of linkages between the HFls and
community finance institution (CFI - NGO linked or cooperative) are envisaged.

i. HFI-CFI Linkages for Bulk Loans for Housing:

Our review of Cooperatives and NGOs has illustrated a wide variety of arrangements
as wc~1 as different stages of development of community· based financial institutions. They
range from the nascent financial arrangements like those with SPARC. Sharan. Adhikar, to
the more developed ones like SEWA. FfCA and the Community Savings and Loan
Association of the BCe. Similarly. amongst the cooperatives also. there are many which arc
very small with low credit absorption capacity. while others have grown fairly large with a
greater absorption potential. There are substantial regional variations in the availability of such
arrangements. In all cases, however. the strength of these community based systems is their
close rapport and linkages with the community and their members. It is this rapport that has
to be used to funher develop and strengthen the systems.

In response to these. the Downmarketing strategy envisages a linkage arrangement
between the HFI and the community finance institution (CFI) which is flexible enough to
accommodate institutions at different levels of development and promotes their further
consolidation and strengthening. Basically the arrangement involves a bulk loan from the HFl
to the Community Financial Institution (CFI) with specified terms and conditions for on
lending to the households. The CFI will have the responsibilities for loan origination and
servicing and. would. therefore. also bear the credit risk.

Many of the NGOs surveyed for this study. expressed a desire for such independence
and freedom. In this arrangement. the credit risk would be borne by the CFI and the limit on
total bulk loan maybe specified in relation to the capital base of the CFI or the thrift and
credit groups under a NGO federation/association. The basic aim of this linkage would be to
use the grass roots strength of the CFI for downmarketing and use the housing finance to
consolidate the CFI itself.

Institutional Arrangements:

In order to evolve;) successful and viahlc linkage arrangement. it is important to
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define lhe role of different institutions. Based on ~ur review of the community finance
systems. different potential models are identified as illustrated in Table 3.

Basically. two fonns of intennediation are visualised.
i. Multi-tier Intennediation
ii. Single-tier lntennediation

The multi-tier intennediation uses lhe Sln!ClUre of federation or the apex agencies.
which in turn lends to the primary CFI. In lhe single-tier intennediation. the HR deals
directly wilh a primary CFI. The description of each is provided in subsequent sections.

Mul ti-tiered Intermediation

Under this framework. there are many possible options to link the existing networks
of primary CRs. Cooperative Societies and the HFIs. Three of the potential approaches
arising from lhe study are described below.

i. NCO-Apex Federation-Thrift and credit group model: In this model, the bulk
loans for housing are envisaged to be routed lhrough an apex federation or regional
association of thrift and credit groups. The review. assessment and monitoring of the TCGs
can be handled better by this federation or association. which will also tllice on lhe
responsibility of mobilizing the Delinquency Risk Fund (DRF). However. the loan origination
and servicing wilJ be done by the primary CR or Thrift Group which mayor may not be a
registered entity. This arrangement will mean spreads at two to three levels (federation,
regional association and TCGs). However. the different activities, as they take place at
appropriate scale are likely to be more cost effective. The institutional responsibilities for
different activities are also highlighted in Table 3.

ii. Employer - ECCS model: The second model envisages use of the widespread
structure of Employees' credit cooperative societies (ECCS) in the country: The HFI can. with
lhe help of lhe state/dislrict registrar of cooperatives and the district central cooperative hank,
identify potential ECCS. This selection may be based on their past financial performance. The
bulk loan would be routed either through the District Coop. BanklEmployer to he given to

the ECCS. The employer will also playa facilitating role to permit payroll deductions. This
model lhus. has very low or no delinquency risk.

iii. DCCB - UCCS model: Compared to the NGG linked arrangements, bulk loans
to he routed through the Urban Credit Coo~rativeSociety (UCCS) require a greater scrutiny
and appraiS:l1. However, our earlier review suggests that there are many large and viable
UCCSs in operation. The bulk loan may be routed either through the DCCB. to be onknt to
the UCCS. The role of DCCB needs to be considered only in case where no NGG linked
fed~ration structure is already available. The activities related to technical assistance. market

. information. etc. are crucial for the UCCS to service large volume of loans.

Single-tiered Intermediation:

iv. NCO linked CFI model: In this moJd. the NGG linked CFI assumes f;lf gn::ller
responsihility. The CFI in this c~ may tx= a pri~ary Credit Co-operative Soci~ty. co-
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operative bank or registered under :l!lY other relevant ACL The legal basis is, however.
essential. as d'escribed below. The HFI bulk loan will be given directly to Ibis CA. with the
NOD only facilitating the liaison. NOD will. however. be involved in Ibe loan recovery
process indirectly by the deployment of its staff. as has been happening for Ibe SEWA bank
and BCC linked CSLA In order for the CA. to shoulder all the envisaged activities. it must
operate at an adequate scale. It is likely that access to funds for housing finance can itself aid
in this process.

The different institutional responsibilities for different activities in the four models are
highlighted in Figure 3.1.

ii. NGO Facilitation:

The second fonn of !.he linkage is the facilitation of direct lending by HAs. This
arrangement is similar to the one that some of the HFIs like HDFC. LlCHFL. GJ iha Vina and
GRUH have been using to some extent. In this linkage. the loan agreement is directly between
the HFI and the individual borrower, though the process is facilitated by the NGD or the
credit cooperative society. The 1:J.tter may help in loan origination and also actually service
the loan on behalf of the HFI. at a f~e. The credit terms and underwriting criteria suggested
in Table 3.5 will also be applicable here. The basic aim of this linkage would be to encourage
the HFI to develop a working knowledge of lending to these groups more directly, though its
costs may be kept under a check by using the NGD-cooperative structures for loan servicing.
Direct payroll deductions for employment based Credit Cooperative Societies are also
possible. In other cases, a risk fund to cover the delinquency risk may also be reljuired.

3.4 FINANCIAL GUIDELINES:

The emphasis in the HFI-CA linkages for bulk loans for housing finance is on
developing the basic financial principles for giving bulk credit to the community based
financial institutions. So that the risks are minimized and more appropriately shared. This will
make it possible to replicate this arrangement on a larger scale in the future.

i. Purpose of loan, Credit terms and Unde.rwriting: A major change in the general
outlook in the housing finance industry will have to be made in tenns of the different
purposes for which loans may be given. These should include. besides the house construction
or purchase. purchase of land plot. house repairs. house upgradationl additions. addition of
sanitation facilities and community infrastructure. While most HAs are not likely to have the
experience of community infrastructure projects. this is an important demand from the low
income groups in urban areas. Further. many studies have shown that provision or
improvements in community
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-------------------Figure 3.1

HFI·CFI LINKAGES FOR HOUSING FINANCE

TYPE OF LINKAGE ORGANIZATIONAL LINKAGES INSTITUTIONAL RESPONSIBILITIES

I. NGO·Federation. Thrift
and Credit Group Model

A.BULK LOANS'
LINE OF CREDIT

Loan purpo... Include home
con .truetlon/pu reh a se.
purchase 0' 'Ind, plot. home
upgradatlonlextenlion Individual
andlor community Infrastructure.

a.Multl·tl.red·
Int.rmedlatlon

~i
Ie.

HFI

I Nao I
I
I

FcdcnQ:xV HThrifl &:
I y ....1Regional Credit I ~l

~ Group

HFI - Providing bulk credit
- De'ining credit and underwriting terms
- Providing financial management

assistance

Federation - Appraise and monitor TCGs for bulk credit
- Mobilize DRF
- Technical support
- Market information

Member'\ \ Thrift and - Loan origination and servicing
Borrower Credit Group

Member'l I HFI - Providing bulk credit

Borrower - DefinIng credit and underwriting terms

Employer - Ensuring payroll deductions

ECCS - Loan origination and servicing

Registrar' - Assist In identifying ECCS
DCCa

EC(SI HPI h1Emp~h1 ,
I I
I Ke&istrar I
L~

DeeR

ii. Employer·ECCS Model

Member'j I HFI - Providing bulk credit
Borrower - Defining credit and underwriting terms..

DCCa - Appraise and monitor TCG. 'or bulk credit
- Mobilize DRF
- Technical support and maM<et informallon.

UCCS - Loan origination and servicing

utcsIHFI h1 DCCD I~, ,
I I
I I
L

iii DCCB·UCCS Model

a-~ \ I I J
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Figure 3.' (cont'd)

HFI·CFI LINKAGES FOR HOUSING FINANCE

TYPE OF LINKAGE ORGANIZATIONAL LINKAGES INSTITUTIONAL RESPONSIBILITIES

b. Single.tlered
Intermediation

iv. NGO linked CFI Model I
Gnnu~)1

I

Q..proIllVC I ~ I
HFI 1 f" finanlaal

. ,T ln5uluuon

'----- gGO (:(:;'~.1i';':·
I)(TII/

IiMIH)YE~

HFI - Providing bulk credit

Member'l I NGO /

- Defining credit and underwriting terms

Borrower - Facilitate appraisal of CFI, generation of DRF
REGISTRARI and loan servicing
DCCBI
EMPLOYER - Technical assistance and market

information

CFI - Loan origination and servicing

- Loan origination and servicing

- Facilitate loan origination
- Loan servicing

HFI

NGO/CFI

Gnnuil)1
~.Ilivc

Finllncilll
Instiluli"n

NCO

I HFI Itt +orrowo<I
L ~v. NGO Facilitated housing

loans

B. NGO FACILITATION
Loan purposes include home
construction/purchase.
Major house upgradalion/
extension

HFI
OAF
NGO
EeeS
uecs
TeG
CFI

Housing Finance Institution
Delinquency Risk Fund
Non-governmental Organization
Employees' credit cooperative society
Urban credit corporative society
Thrift and credit group
Community/cooperative financial institution
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infraslrUcture will help au~mcnt demand for housing fin:mce considerahly. Annex I gives the
details of the community infrastructure loans.

Table 3.4
Financial Guidelines For IIFJ-CFJ Linkoges

I. Purpose of loan. credit terms and underwriting as per Table 3.5.

2. Delinquency risk fund as per T&lhles 3.6 and A.1.
Group insurance to cover housing loans in the event of dCOlth - Rs 7-9 per &lnnum per
Rs 1000 of outstanding loan.

3. Necessary spreads to cover COSLS.

4. Legal form for the community finance institutions - to permit borrowing of bulk
credit.

5. Plan of operations for the bulk credit to be submitted by the community finance
institutions (CFI).

6. Limits on bulk credit (overall d~hl equity rOltio of around 10 for eFI).

SUPPORT SYSTEMS

1. Technical support.

2. Market information.

3. Accounting. auditing and monitoring for the use of loans.

Table 3.5 illustrates the suggested credit tenns and underwriting criteria which maybe
linked to the loans for different purposes. For large loans beyond. the amounts generally
handled by these CFIs. mortgage security may be essential. However. for smaller loans. group
guarantee or peer pressures may be sufficient. In specific cases. where mortgage is not
possible•. flexibility in accepting lease papers or other documents suggesting defect security
of tenure, should be accepted. .

ii. Delinquency Risk Fund: To cover the risk of delinquency, a Delinquency Risk
Fund (DRF) should be required in proportion of the bulk loan from the lending agency (HFI).
The DRF is essentially a deposit kept with the lending agency (0 cover the delinquency risk.
It earns interest at the standard deposit rate and would be owned by the CFI. The balance, if
any, would be paid back to the borrowing CFI at the end of the repayment of the loan under
the bulle credit.
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Table 3.5
SUJU(estlve Credit and Underwriting Term.~ or Different l...olln Purposes For Outlending hy cns

La.n purpose I..olln llmounts Repllyment SecurUy MlIXlmum Minimum Period or Regular SlIvlngs
(Rupees) period (Yellrs) Instalment to

Income Ratio
(%) -

LOIIn amount Years
(Rs)

House Maximum to S to IS years - for loans above 25.0 UptiU 20,000
construction 60,000 20,000. mortgage Above 20,000
purc~ - For loans less 2

than 20,000. two
known guarantors
or gold or Lie
policy

Purchase o( Maximum 5 to 8 years - Mortgage 15.0 UptiU 20,000
land plot 30,000 -Insepapers Above 20,000

(rom public 2
authorities

House 2S,00 to 20,000 UplO S years - Two known 10.0 (Total
upgradationl guarantors or gold housing
repair expenditure to
(including no< exceed 35%
lOik:ts, and of income)
other water-
sanitation
facilities)

\
"...,.,.,."
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--------------------
Table 3.5 contd. : SU~Re~t1ve Credit and Underwrltln~Term~ or Dlrrerent Loan PUrpol'e! For OutiendlnR by CFh

Loan purpose u.n amount..
(Rupns)

Repayment
period (Years)

Security Maximum
In.dalrnent to
Incocm Ratio
(%)

Minimum Period or Regular Savl...

Loan Amount Years

\.--

House
extensions

Community
infrastructure

2,500 to 60.000

Uptill ~.OOO for
household
covered

2 to 15 years

2 to 8 years

. For loans above
20.OCXl, mortgage
- For loans less
than 20.000. two
known guarantors
or gold or LIC
policy

. Mortgage of land
or
- Compensating
block balance •
Si7,c (5 to 30%)
linked to
availahility of
approval of public
agency

25.0 (Tolal
housing
expenditure to
not exceed 35%
of income)

10.0 (Total
housing
expenditure to
not exceed 35%
of income)

Uptill 20,OCXl
Above 20.000

I
2
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The question of establishment costs may be linked to the scale of operations. While

Table 3.6
Delinquency RIsk Fund Requirements (as a % of total loan)

While the CFI will not be able to have access to this account till the loan is fully repaid. the HFI
may draw against the DRF. if the CFI fails to make a regularly scheduled loan payment <?r makes
only a partial payment.

I
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60%75%85%95%

Recovery Rate (Recovery as a % of Total
RecoverableJDemand at any given Month)

Rate of Interest on Bulk Credit.
to be Repaid in 12 Years

The size of the DRF should be linked to the assessed recovery perfonnance of the CFl.
and may range from 1 to 15 percent. as illustrated in Table 3.6. The details of the method used
for detennining the size of DRF. as a percent of the bulk credit. are given.in Table A.I. This
linking of DRF with the repayment record of the CFI can act as an incentive to improve the cost
recovery perfonnance of the CA.

Savings Cor Housing: In order to meet the DRF requirements. the CFls maybe
encouraged to start a Savings scheme for housing. Some of the NGOs. notably. SPARC has
operated such a savings scheme with considerable success. Similarly. BCe has. very recently.
introduced a savings scheme for receiving group finance for community infrastructure. Studies
of low income housing suggest that there are considerable unanticipated delays linked to external
factors like pennissions. linkages for services. etc. The savings pool can help provide bridge
loans to meet such contingencies.

12% 0.8 2.7 5.1 9.8

15% 0.9 3.1 5.8 11.2

18% 1.1 3.5 6.6 12.7

20% 1.2 3.8 7.1 13.7

NOll:: S~l: Tabk A.I for d~tails of the ~thods u~d.

iii. Necessary Spreads: The spreads necessary on such bulk credit arrangement should
id~ally cover both establishm~nt costs and the credit risk. While the actual data on bad debt has
not b<xn available for most CAs. the estimate from BCC-CSLA and discussions with several
CAs suggest that it is not very high. The risk of ddaycd payments will be covered by DRF as
discussed above.



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

detailed estimates for the scale effects arc not available. the FrCA provides an example for
sharing services at different level. As contemplated for the FfCA. it is essential to plan for the
estahlishment costs at each level to he met with the surplus from lhe financial services/operations
at that level. In fact. the FfCA and RATCs under it. suggest that the routing of housing finance
through these CFls can ilSClf contrihUle to the improvements in their cost coverage ratios.

For example. for the Hyderahad RATC. to meet the shortfalls in current cost coverage.
as welJ as the additional estahlishment costs attributahle for housing loans. would prohahly
require total loan volume of 5 million rupees a year with a 1.0 percent spread. It is likely that
the RATC may require at least 2 to 3 years to reach such a target However. in the interim
period. the establishment costs can be supported by a grant wilh a clear mandate to cover the
costs from financial operations heyond this period. Thus. as a principle. while in the long run.
the spreads should cover these costs. in the initial period. it is necessary to suppon the system
development through grants. The costs will reduce in the future with increased scale of operations
and can be absorbed by the financing arrangement without any subsidies.

A different aspect of the permissible spreads relates to the general lending rates adopted
by the CA. Some of these have been lending at high interest rates of 18 to 24 percent Idea])y.
they should be permitted to charge these rates with an explicit proviso that a part of the profits
will be kept as a special reserve which can be used for DRF requirements for the future loans
or be used for the necessary technical suppon serVices. (and its records) in the future. Over time.
the DRF requirement can be linked directly to the repayment performance for the bulk credit
itself.

iv. Legal Form of the Communit), Financial Institution: An appropriate legal status for
the community fmancial institution (CFI) to be able to receive the bulk credit is essential. Our
review of NGOs suggest a variety of legal forms ranging from simple registration under the
Societies Act. or as a primary credit cooperativ~ society or even as a primary urban cooperative
bank. The legal form should permit receipt of bulk credit for housing related activities.

It must be emphasized that while almost all the NODs reviewed are registered under some
appropriate Act. many of the CFIs linked to the NOOs have not been registered so far. For
example.. the savings and credit groups with SPARe. Sharan. Deepalaya. etc. Despite this HDFC.
for its KfW funds. has lent to the NOD in such cases. HUDCO under its new scheme of
financing NGOs also plans to do this. However. it is useful to insist on registration of a CFI or
a membership of some federation. This would facilitate rating of CA through annual audits of
cooperative departments. Such ratings would help route the Bulk loans to the CAs from the
intermediaries.

v. Plan or Operations-for the Bulk Credit: The CFI wishing to receive bulk credit in
this arrangement nee4 to develop a Plan of Operations for one to three years. Such a plan needs
to cover the different loan purposes for which the bulk credit for housing finance is sought. the
general socio-economic and housing profiles of the borrower groups and the prevailing housing
costs. The selection of actual borrowers and loan amounts within the permissible underwriting
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criteria should. however. be left to eft

vi. Umits on Bulk Credit: 1be total volume of bulk credit can be controlled by keeping
a limit on the bulk credit to equity ratio. In instances when th<;,CFI can pass on mortgage assets
to the HFI. the outstanding loans on this need not be inc1ud~d in this ratio. The overa.ll debt
equity ratio for the CFI should be around 10.0.

3.5 SUPPORT SYSTEMS:

The linkage of HFIs and NGO can succeed only through a supportive mechanism. The
support system described below need to be evolved by national level agencies like the National
Housing Bank in the initial period. Subsequently the HFls or regional associations should take
up these tasks.

i. Technical Support: In the housing sector a varieD' of support activities related to
technical inputs for construction have received attention. Ourl review of NGO experience also
suggests the need to have such supports for them to venture .~nto housing related activities. In
fact., most of ~e NGOs. who have been engaged in housing, related activities have had such
support. through either in house technical expertise or linkages with other agencies. A lack of
such support has often limited their scope in such activities. (e.g. Sharan). Such support would
help the borrowers to evolve better and more cost effective solu!Jons. It will also help the agency
to better assess the repairs. upgradation and construction costs.

The need for technical SUppOIl is very essential for developing projects for community
infrastructure provision and upgradation also.

ii. Market Information: Besides the technical inputs•. another totally neglected area is
market infonnation for these groups regarding available housing options and the related prices.
A property infonnation service would help to overcome this to a great extent. It would also
enable the NOO or the cooperative to develop a better underst'!f1ding of the housing costs. Such
a system maybe supported initially through a grant. but must operate through a fee structure
which will make it self supporting over time.

Such support systems covering both the technical inputs and the market information
should be developed to assist the borrowers to use the loans more effectively.

iii. Accounting, Auditing and Monitoring for the Use of Loans: The review of the
NGG linked financial arrangements suggest the need for introducing better accounting procedures
for the CAs. In the cooperatives such practices are quite commHn. with a regular annual aud~ting.

The FfCA and RATCs also p"rovide such services and training for these to the member thrift and
credit societies. The costs of these seryices also need to be accounted for properly and support
services for these need to developed. In specific pilot projects. the emphasis on development of
these systems must receive priority. Proper reporting systems are essential to improve financial
m:magement. The system. however. need to be simple and easily understandable by the staff of
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lhe communil~ based financial institutions.

The CAs are often weak in offering different innovative lending instrumenL.. to lheir
memhcrs. However. they have anempted to keep nexihility in lending arrangement... Many of lhe
CAs do not use the concept of EMI in their lending operations. It would be particularly useful
to develop lhe necessary illustrations of EMI and or repayment schedules for different financing
terms. in simple tahular fonnats. This should he used as ready references by the CFls.

The main responsibility to monitor the use of loan for housing related purposes will need
to rest with the borrowing eFI. However. it is likely that lending for housing is new for the CFI.
or h.as not been monitored in the past. It would he necessary to assist the CFls to evolve cost
effective monitoring mechanisms. Ideally. the monitoring should be integrated with the support
services discussed above.

3.6 TOWARD PILOT PROJECTS

While lhe downmarkcling. strategy envisages expansion of the housing finance system to
lower income groups on a widespread hasis. the process may be initiated through selected pilot
projects. The pilot projects need to he selected carefully to represent different models discussed
ahove and aim for replicahility. They will also need specific support systems as discussed above.

Institutional Roles:

While the design of the pilot projects will imply benefits both for the HFls and CFls. it
is likely lhat the process needs to be facilitated. both by creating opportunities for interaction
amongst lhe potential partners and by providing the necessary inducements by a careful use of
subsidies for insurance cover, risk fund and support systems related to technical assistance,
developing market information and training in financial management for the community based
financial institutions. This support, through lhe necessary subsidies will need to come from lhe
National Housing Bank or the USAID.

Potential Agencies to Participate in Pilot Projects:

For the models identified earlier, it is possible to suggest some of the potential agencies.
For the bulk loan arrangement, two NGO linked models have been suggested. For lhe first, multi
tiered intermediation. FTCA or source of its regional associations already have lhe appropriate
structure in place. Other NGOs like SPARe and Sharan also have nascent arrangements aimed
at similar models. On the other hand Vikas. in Ahmedabad has also developed a similar proposal
but lacks the grass roots base as yet An NGO like AVAS has considerable strengths on the
housing front and needs to be supported to develop financial systems. For the second model with
single-tiered intermediation, there are two NGO linked financial institutions, namely the SEWA
BANK and the Community Savings and Loan Association of the BCC.

The differenl NGOs will, however. require considerable efforts to meet certain pre-
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rcquisiLes like legal registration, developing a plan of operations. mobilizing funds for DRF and
most importanlly compilation of essential financial reports. Such assis~ncewould also be helpful
in enabling the olher smaller NGGs with nascent arrangements to become a part of the
downmarketing strategy.

Similarly. lhe HFIs will also need to make considerable adoptions in their lending
procedures. Specifically, they will have to extend lhe concept of bulk lending to CAs. Most HAs
at present use this concept for lending to lhe corporate sector in any case. Secondly, they will
also have to design new lending instruments (especially for non-mongage lending) and evolve
sui~ble financial guidelines for these linkages.

For identifying the specific cooperative institutions without the NGO linkages, it will be
necessary to work in liaison wilh lhe Federations of Cooperative institutions as well :l.S the state
and district level Registrar of Cooperatives and S~te and District Central Cooperative Banks.

CONCLUSION:

The growth of housing finance system in India in recent years has not been accompanied
by significant downmarketing. The downmarketing strategy as outlined above is cast in a pareto
optimal mould. as the benefits accrue to both the sides; lhe HAs developing a commercially
viable expansion of their markets and the low and moderate income households gaining access
to housing finance which has largely illuded lhem so far. An additional benefit in this process
will also be a funher strengthening of the different fonus of Community Finance Systems in the
country and their integration with the general financial systems in the country in the coming
y. J.rs. These dforts. however, require careful design, the will to innovate and improve from
'learning by doing' and above all the readiness to respond to the constraints of the panners in
a positive manner in these partnership experiments.
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ANNEXE 1

PROJECT LOANS FOR COMMUNITY INFRASTRUCTURE

Many of the sculements inhahitatl'd hy the low and moderate income households suffer
from severe infrastructural deficiencies. However. financing improvements in the community
level infrastructure poses &1t least three prohkms. First. in many C&1SCS. the land titles are not
clear. Thus. though there maybe implicit security of tenure. formal legal tenure may not he
possihlc. Often. the public authorities allow the selliement to exist. but authorization can take a
long time as it is linked to political influences and would imply financi&11 commitments to provide
basic amenities through subsidies. Secondly, as a concomitant of this process, the
households/communities from these scukmcnts expect to receive subsidies at some stage and
therefore. would prefer to wait for these. Even when there is an ability to pay for these services
through loan fmance, this is not availed of or it is difficult to access this finance due to the land
tenure problems. Thirdly, the finance for this purpose would require to he made on a
community/group hasis as the investments have to be made on a joint hasis also. The second
envisaged financial linkage of a Project lo::m for community infrastructure anemplC> to overcome
some of these prohlcms.

Essentially two fonns of organizational linkages are envisaged. In the first case. the
involvement of the public agency is included in case the freehold tenure is not available. The
advantage in this would also be that the community can pool the resources from the suhsidies
of the puhlic agency with the loan resources and it becomes possible to finance without freehold
tenure. In the second model. the arrangement maybe directly with a CA. In this arrangement, the
loans maybe given for the seltlements without the tenure also. However. in this case, the size of
the DRF will be higher to cover at least a p:lrt of the bad debt risk also.
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1. Required Annual Debt Servicing (ADS) = L
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90

36

564
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13.7
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3526
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13713

22039 13224

30855 18513

34381 20629

35792 21475

36356 21814

36582 21949

36672 22003

36708 22025

36723 22034

36728 22037

36731 22038

36732 22039

Present value of shortfall to be
met from DRF 3J discount rate (12
%)

DRF as % of loan

100.000
20
12
60

..

Year (ty:······ Required anouafdeb(
servicing (ADS)

22039

2 22039

3 22039

4 22039

5 22039

6 22039

7 22039

8 22039

9 22039

10 22039

II 22039

12 22039

Total loan Amount (Rs) (1-)

Rate of Interest (%) <0
Repayment Period (R)
Recovery Rate (% 10 demand) (RR)
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ANNEXE 2

EXPLANATIONS FOR TERMS IN THE REPORT

Non Governmental orgDnization (NGO) :

A generally registered legal entity which is set up on the principle of non profit and/or
cooperation amongst its mcmhcrs to carry out developmenUlI activities in either low income
communities or for promoting and supporting the other such agencies or CFIs. Most NGOs
are registered under an appropriate Act like the Cooperatives Act, Socicties registration Act,
Public ChariUlble Trusts Act or Section 25 under the Companies Act. Most NGOs also reccive
granL" from national or international agencies or the government for carrying out their
activities.

Community Finance Institution (CFI) :

A registered or unregistered agency primarily dealing with savings and credit activities
with direct participation and control by a 'community' which maybe based in a
neighbourhood or a collection of individuals at the place of work or based on a cerulin
characteristic like occupation or common geographic origin. The CFI may be developed by
the community itself or be promoted through the efforts of an NGO or governmental agency,

The CR may be either a primary institution with members coming directly from the
community or an apex institution which offers financial services to the member primary CFIs.
The CFl can also mobilize external resources as permitted by its legal fonn.

Some of the CFIs arenot registered and continue to operate on an informal
understanding amongst the members. though even these generally have a fairly systematic
though flexible set of procedures. The others which are registered are generally under an
appropriate Act like the Societies Registration Act, Cooperative Act (as a primary non
agriculture society or a primary cooperative bank) or as a non profit development corporation
under section 25 of the Companies Act.

Primary Non-Agricultural Society (PNAS) :

Within the cooperative structure in the country. there are two primary cooperative
financial institutions which operate in the urban areas. the primary cooperative banks and the
primary non-agricultural cooperative credit societies (PNASs). As a large proportion of these
institutions are in the urban areas. they are also referred to as Urban Credit Cooperative
Societies (UCCSs). There are basically two types of credit societies. namely the Employees'
(or Salary Earners') Credit Cooperative Societi<:s (ECCSs) and the other Urban Credit
Cooperative societies (UCCSs). The ECCSs are organized at the place of work and enable
payroll deductions. The UCCSs are organized by a group of individuals coming together on
the basis of place of residence, geographic origin or caste. Both of these are
controlled/regulated under the respective State Cooperative Acts. They are regularly audited
by the Registrar of Cooperatives.
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Urban Cooperative Banks :

Urban Cooperative Banks are also organized under the Stale Cooperative ACLS. They
are. however. also controlled/regulated by the Reserve Bank of India. Many of Lhe PNASs
graduate to become a UCB. They essentially operate as a Savings bank. They play a
significant role in financing me household and the small enterprises sector. They also offer
many banking services. They are regularly audited by the Registrar· of Cooperatives.
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Over time, t1~e C0111111011 thread discovereJ among these emerging organizations was

the critical role of credit ill the health of a local economy. When credit is not available for

everyday investment and reinvestment, the local economy begins to deteriorate. Housing and

commercial buildings deteriorate and new structures are not built to replace old ones. Small

businesses are not ablc to start lip or expand to mcc( local dClIJands and cmploy the local

labor force. The opportunity for local ownership of land, housing and small businesses

becomes harder 'to come by, creating a lack of cycle of disinvestment, discouragement and

disinterest in the community.

However when credit is available, it serves as a catalyst for renewal in the

community. The extension of credit by a financial institution is a statement of confidence in

the stability of the economy. The visible signs of the availability of creJit, in the

construction and renovation of the built environment, become symbols of the health of the.
community. Credit also creates a multiplier of economic impacts 1c.1ding to the creation of

more jobs, more income and more investment. For these reasons, lIlany NGOs have turned

to the provision of credit as a Illajor tool for community development.

COMMUNITY DEVELOPl\IENT FINANCIAL INSTITUTIONS

Today there are a wide variety of CDFIs whose primary mission to provide credit to

promote community and economic development. They offer credit for housing for low

income families, job creation, the development of small businesses and for general

revitalization of economic distressed comlllunities. In addition, many offer other ancillary

services that enhance their ability to address a broad range of community development needs.

This paper .viII describe the work of CDFls in the United States in general, and specifically

reference one of the leading U.S. models - the Center for Community Self-Help.

Definitiun uf COllllllUllity J)cve!opmcuC FilUUlcial Institutions

CDFls have bccn able to lino gaps ill lhe credit markels, lenoing to niches in which a
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specialize<.l knowledge of local conditions and cultural lIilTerences make it possible to have an

advantage over larger conventional financial institutions. Some CDFls have a very define<.l

focus on one type of loan program, while others have a broad economic development mission

with a variety of products an<.l services. However, these lIiverse institutions sha~e several

common characteristics which serve to tlefine the CDFI sector:

• Their pdmary missiun is to crc~lte new economic opportunity for communities,

businesses and individuals who do not have access to the mainstream economy anrl

are experiencing SOIllC degree of economic distress.

• Their pdmary means to achieve this mission is the provision of credit for housing

and business needs. They lend to communities, businesses an<.l individuals that are

not served by conventional financial institutions.

• They are prh'ate institutions, often not-far-profit NGOs, but are not public agencies.

They derive their financial support chiefly from tile provision of financial services but

supplement this income from a diverse base of cOllllllunity, foundation and

governmental sourccs.

• They often provide lIIor"C than credit in order to make their lending activities

successful. Ancillary services include training, technical assistance, housing

development and construction. real estate development, and credit and home

ownership ccunseling.

• They are succcssful Icnders, managing to \clld to borrowers whom conventional

lenders shun, and they achieve a high degrt,;t,; of repaymcnt. Loan losses remain at, or

slightly above. rates in conventional banks, despite the difficult circumstances in

which they lend. Unsuccessful CDFls generally do not remain in operation for long.

3

I
I~

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

• Eithcr through ocmonstratiun or involvcment in pulicy making, they advocate for

change in the behavior of the convcntional financial inoustry ano government to better

serve the credit needs uf their markets.

Types of COlllmunity Dcvclopmcllt Filluncial Institutions

CDFls rake many forms because they have grown organically out of a variety of anti

poverty and economic oevelopmcnt programs. In the United States the various forms can be

classified as follows:

..
M.icro-elltel·prise Funds: These organizations provioe small amounts of credit to self-

employed individuals to start or expaJlo very small (hence the name micro) businesscs.

These Funds are most often components of micro-enterprise development programs that

integrate both economic ano human oevelopment strategies. They are oesigned to fight

poverty, increase income, raise self-esteem, oevelop personal ano technical skills, create role

models and increase personal savings. The enterprises scrveo by these loans are often in the

informal sector, and somctimes provide supplcmcntal income for families. More formal

businesses may employ as many as 5-10 employees, but these firms usually outgrow the

programs becausc their credit needs exceed the amount available fruIII the programs. Loan

funds are generally obtainco from government or private charitable sources. !vlicro-enterprise

funds were pioneered by groups such as the Gramccn Bank in Bangladesh and Accion in

Latin America, and have spread to virtually every continent.

COIllIllunity Development Loan Funds: These arc non-regulated financial intermediaries

that aggregate funds from indiviouals ano institutions that are willing to support the loan

[unos with below-market rates of return. The Funds re-1cno thesc monies primarily to non

profit housing ano business developers in low-income rural ano urban communities. These

Funds are often created by oLller NGOs. They may be spun-off into separate entities or

integrated into the NGO organization. Thcy have becn leaders in financing land trusts,

cooperative housing projects ano uther inllovative forms of low-income housing.

4



Community Developmcllt C."cdit Unions: Cooperative and mutual savings and loan

organizations are one of the oldest models of development finance systems. Community

Development Credit Unions (CDCUs) arc owned by and operated for low-income persons

and typically provide consumer banking services not available within their communities.

Until recently most CDCUs limited their activity to consumer banking services. Now a

growing number of COCUs are targeting their lending to community development projects.

These credit unions are making home mortgages, home repair loans, micro-enterprise loans

and general business loans. Unlike Community I?evelopment Loan Funds or Micro

enterprise Funds, these credit unions rely primarily on member savings as a source of funds·

for lending.

COllullunity Developmcllt Ballks: These are regulated banking institutions organized

specifically for community development purposes. They are composed of. a regulated

banking institution (such as a bank,credit union or thrift) linked through a parent company to

one or more affiliates (usually organized as NGOs) that undertake related development

services. These affiliates include real estate development companies, venture capital funds,

developmcnt loan funds, and technical assisl<ulce agencics. By combining a variety of

development organizations and programs within one banking institution, they are able to

provide a wide rangc of services and be considerably more pro-active in their development

activities. These comprehensive banks use funds from savings deposits as well as bulk loans

from the private and public sectors.

Information about the industry is scare because there has been no effort to study

CDFls as a worldwide industry. In the United States, it is estimated that there are more than

300 CDFls managing more than $ I billion in investments and savings deposits for

community development lending.

ORGANIZATIONAL STRUCTURE

CDFIs have a variety of organizational structures due to their different historic roots,

yet management and staff requirements arc remarkably sin"lilar fur the different forms of

5

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

CDFIs. Since Community lJcvclopmcnt Uanks arc the most complcx of the CDFIs

structurally and offer the greatcst breadth of service for a comllJunity, the discussion of

corporate structure will he limited to these institutions.

Corporate Structure

Community Development Banks (CDBs) are constructed of several affiliated

corporations, including a parent corporation, a regulated financial institution, and one or

more affiliated corporations with special development functions. There are two models of

this structure in the U.S. :

• A for-profit modcl based on a bank holding company and affiliated bank,

exemplified by Shorebank Corporation and its South Shore Bank in Chicago;

and

• A non-profit model fcaturing a non-profit parent corporation affiliated with a

credit union exemplified by the Center for Community Self-Help and its Self

Help Credit Union serving the slate of North Carolina.

These COBs share the features of a CDFI, as described earlier. The only major

distinction in these models is the use of a bank or credit union as the lead financial

institution, which has some ramifications for raising capital and governance as describea

below.

In each of these mudels the parent corporation is the overall manager of the group of

affiliated corporations. It controls the direction and programs of each affiliate through

ownership, designation of board of directors, and appointmcnt of management. Day-to-day

management is generally carried out autonomously within each affiliate, and parental control

is exercised though establishmcnt of overall mission, purpose, and objectives. Ownership of

a bank holding company is helli by pri vatc stockholders, most of who III invcst stock

6



recognizing that their returns will be lower than comparable returns at other banks. Capital

is raised from foundations, wealthy individuals, local banks and corporations that invest in

these bank holding companies. The holding company controls all, or a majority of, stock in

its affiliates, thereby controlling appointment of directors.

Non-profit pare11l cO/porations have no stockholders. They are public trusts with.
boards of directors selected because of their interest in supporting the mission of the COB.

These non-profit parent corporations will have some implicit and explicit control over their

affiliate credit union, through identification of the credit union's membership base and by

appointment of a large block of directors. The same sources are tapped to bui:J the capital

base of the non-profit parent, but instead of investing in stock they make grants and long

term loans.

In a community develofJ/1/clII bank ((DB). the regulated financial institution is the

largest entity and carries out the majority of activity in a CDB. It is also the public face of a

COB, since it is the main contact most customers will have with a COB. The elegance of

the COB model is its ability to use ordinary depository capital and convert it into

development credit. Regulated banks and credit unions are viewed as relatively safe places

to save money because of the close oversight of their operations by the governmcnt and

deposit insurance. Regulatory agencies have just begin to understand the unique mission of

these COBs and the financial support offered by their affiliates. CDBs llo not get special

treatment from regulators on safely and soundness issues, and often receive a more thorough

review of loan documents, financial statements and management practices. However, US

regulatory agencies have increasingly learned that community devclopmcnt lending is not

necessarily more risky if done carefully.

Subsidiaries of the parent corporation carry out other dcvelopmcnt scrvices such as

employment training, real estate development, technical assistance anll specialized

development lending. These are either for-profit or non-profit corporations, entirely owned

or controlled by the parent. It is OftclI thc case that these affiliates carry out the programs

7
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most effective in addressing community development needs, because they are more able to

attract low-cost, subsidized funds and are not subject to regulatory limitations. On the other

hand the scale of the subsidiaries' impact is much less than the bank's or credit union's

because the subsidiaries are smaller in size than depository institutions.

Management and Sturring

Senior CDFI managcmcnt arc in general exceptionally strong in leadership, technical

competency and overall management skills. They come from a.variety of professional

backgrounds, but most of them have extensive management experience in a related

community development activity. The CDBs, particularly the banks, also generally require

management with expericnce in a regulated financial institution bccause of the complexity of

the regulatory environment.

Senior managemcnt in CDFls are highly motivatcd by the mission of thcir

organizations. Common to the most successful CDFls is the dcgrcc of innovation,

independent thinking ami pugnacity embodied in senior managcmcnt. This is a field in which

these qualities are absolutely necessary. Nearly every major CDfI has been told by banking

and finance experts that their products, programs and institutions are not feasible.

Conventional wisdom indicates that if there were a market for loans to low-income

communities, banks would be making them. Government agencies and foundations are often

skeptical of the abilities and proposcd programs of CDFIs. Managcmcnt must bc assertive,

learn fron l industry practices and their experience, and react quickly to opportunities.

Consequently, it is no surprise that COFls do not follow five-ycar business plans very

closely, but rather react to opportunities for funding and Icnding that call arise without notice

or planning. Senior management are paid less than their counterparts in conventional

banking because CDFIs are under more pressure to reduce operating costs. Lower salaries

are also a reflection of the organization's dcdication to a mission of cconomic justice.

8



Middle level management and support staff are also attracted to these institutions because of

their mission, though they arc paid salaries Illore comparable to those of similar positions in

other banks and credit unions. Technical skills are often learned through internal training,

although the large COBs also take advantage of traditional banking training in areas such as

loan servicing, loan origination, accounting and deposit management.

Scale of Operations

A major factor contributing to COBs' viability and success is the size of their

operations. Banking is an industry that has significant economies of scale, particularly in the

"back room" operations: loan servicing, deposit administration and loan origination. CDBs

that have large loan portfolios are able to reduce the cost of administration considerably.

Automation of these functions is more possible in larger institutions, which also reduces

administration. In addition, they can afford to pay more for senior management because the

cost of management can be spread over a larger revenue base.

Scale also contributes to the COil's ability to adJrcss community needs and be an

effective advocate for changes in government policy. The CDBs' variety of services, from

lending, to real estate development, to technical assistance and training, give them more

developmental tools than otiler community development financial institutions with which to

solve local problems. They are able to combine, for example, home ownership counseling,

mortgages, housing construction and small business finance to redevelop a specific

community. Large-scale COBs are more able than other CDFls to help other NOGs develop

their capacity to carry out development programs, and have a more credible voice in policy

deliberations at the state and national levels.

9

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

TilE GREAT BALANCING ACT: MISSION VS. MONEY

By their very nature, CDFls operate in an arena that requires a careful balance

between developmental goals (e.g. the creation of jobs and affordable housing) and financial

goals (e.g. profitability and preservation of assets). Failure to achieve either goal is usually

cause for the collapse of the organization.

A CDFI must be successful in achieving its overall mission: to create housing or jobs.

If the COFI is not able to show tangible results it will lose credibility wilt)" its customers, its

depositors, and its funders. Ultimately, it lIlay become irrelevant and ineffective. On the

other hand, a COFI may be extremely productive in achieving its mission; but if its loan

portfolio performs too poorly to provide the income necessary to sustain operations, the

organization will collapse.

The COFI must carefully balance these two goals with each loan it makes and each

new program it undertakes. Often, but not always, there is a direct trade-off between these

goals: a project to house the homeless llIay present an unmanageable risk for a lender, while

a home mortgage program for c1osc-to-mcdian-income families will provide a stable source

of income for the CDFI. No one gains when a CDFI gocs bankrupt, so it is crucial for these

institutions to learn to accurately assess and manage the risk inherently associated with

community development projects.

The remainder of this paper will discuss the management techniques which many of

the more successful COFIs have employed to achieve this delicate balance between mission

and money. None of these techniques are foolproof; there has not been enough experience in

the industry to document unqualified sllccess. Nor is there agreement about each of the

methods described below. However they have been tested, modified and re-tested in the

field by COFls which have successfully maintained the delicate balance of developmental and

financial objectives.
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FINANCIAL MANAGEMENT

There is no doubt that the provision of development credit is a costly undertaking.

No matter how efficient and productive a CDFI is, there will always be extra costs that a

conventional financial institution wiII not have to bear. Compared to a bank, CDFIs take on
,

additional risk, make smaller loans, lend in remote or difficult-to-serve areas, provide

technical assistance, have higher delinquencies or default rates, are constantly developing and

adding new programs and products, and are not able to achieve the economies of scale of

banks. Each of these factors adds cost to the operation of a CDFJ. Consequently, CDFIs

must be even smarter than conventional financial institutions in their financial manag~ment in

order to Of)enltc succeed.

Unlike other NGOs, CDFls make moncy from thcir dcvelopmcnt activities. If

CDFls are managed wisely, interest derived from loans can support much of their operating

costs. A common practice is to cover loan-related expense with interest revenue and allocate

any available subsidies to technical assistance, development of new programs, and advocacy

work. The fact that CDFIs earn their income from their loans makes them unusual among

NGOs, and gives them a built-in incentive to be effective: their lending Illust be successful

for the organization to survive. Some commonly used financild management "rules of

thumb" are described in this section.

Improve Access to Credit, Don't Subsidizc the Cost of Credit

Historically, governmental and private development programs have subsidized the

interest rates of loans made to community development projects. Policy makers and elected

officials quite naturally believe that if a program is targeting low-income people it should

make interest rates more affordable. Yet many of the most effective community development

financial institutions charge interest rates that are at or above the rate charged in the market.

The major reason CDFls are able to charge a "market" rate and still serve a low-income

II



target population is because disadvantagc<..l people need access to credit more than they need

low-cost credit.

Indeed, in most economically distressed communities, conventional sources of credit

are simply not available. In some cases, there are no banks or other traditional financial

institutions nearby. Or, certain populations (such as minority groups or women) may be.
underserved by these institutions. In these cases, the availability of cr~it is the issue, not

the interest rate. In some areas there may be money lenders offering loans at extremely high

rates. In either situation, if a CDFI is providing loans at or slightly above banking rates, it

is providing a real service to the community.

Looking at the interest rate issue from another angle, often an interest rate that is 5

10% lower does not make a great deal of difference to a borrower. For example, most small

self-employed individuals borrowing short-term for their business can just as easily pay back

a 15% loan as a 5% loan. In a one-year period, the difference between a 5% and a 15%

rate for a $500 loan is only $2.30 per month. Clearly this amount of money will not

determine the financial success of the business. What will make the difference to these

borrowers is the fact that they have a reliable source of credit when they need it. In short,

access to credit is the key requiremcnt for a succcssful program. Also, by not offering a

lower-than market interest rate, CDFIs discourage applicants who can qualify for a bank loan

and are simply shopping for abetter rate.

There are two other reasons that interest rates should not be subsidized. These affect

the very survival of a development credit program. First, interest should be the major

source of revenue for a CDFI. If a CDFI is to remain financially solvent, it must maximize

their interest revenue. A 5 % difference in interest rate on a portfolio of 5,000 loans can

make the difference between a successful or a bankrupt CDFI.

Second, credit programs offered by CDFls will remain slJlall and marginal unless they

can be done in a cost-effective manner. A low-interest loan program will simply require too
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much subsidy from some government or private source to ever be more than a small

demonstration. In order for development credit programs to reach a scale necessary to

address a nation's community development needs, they must use the limited amount of

external subsidies judiciously.

Keep the Cost of Funds Low

The corollary of charging market interest rates is keeping the cost of funds to the

CDFI as low as possible. Development credit is dependent on good sources of lo~-cost

funds, whether they be bulk loans or savings deposits. Low-cost funds provide a broader

interest spread between the interest earned on loans to borrowers and the interest paid to

investors and depositors. This larger spread provides the CDFI an internal source of

subsidy, since it generates more income on loans than banks can earn. CDFIs are usually

able to earn 1%-5 % more than banks on their loan portfolios.

Build Significant Net Worth in the Organization

Even better than low-cost funds, net worth (equity, pcrmancnt capital) offcrs CDFls a

permanent source of no-cost funds. Like an endowment, net worth provides a steady source

of income protected from the frequent changes in interest rates paid on savings deposits or

bulk loans. Internationally, banks maintain a ratio of net worth to assets of 8 %. CDFls,

through a long-term strategy of seeking permanent capital, seek a ratio of 10%-20%. These

funds are generally provideJ from founJation capital grants, government appropriations

targeted for capital uses, other charitable sources, and retained earnings. Using government

or foundation funds for capital purposcs is somewhat uncommon among NOOs. This is an

area in which a CDFI can effectively use external subsidies to support a development

program (Le., to make loans) and at the salllc time enhance the institution's long-term

financial stability.
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Match Assets and Liabilities

Like any financial institution, COFIs must pay attention to maintaining a base of

savings deposits, bulk loans and net worth to fund their loans. This is a common principle

of banking, but one that is new to many NGOs that enter into the community development

finance field. There are two features of liabilities and assets that must be matched. The

most obvious is interest rate, as discussed earlier. CDFls must insure that spread between

asset yield (interest on loans) and cost of funds (interest paid on savings and bulk loans)

remains constant. Thus if deposit rates adjust over time, the CDFI must take steps to insure

that it can vary the interest on a loan to match deposit rate changes.

Adjustable interest rates are generally used by CDFls that hold long-term loans, like

mortgages. Rates are pegged to a fixed margin above a well-known index of cost of funds.

For example, Self-Help Credit Union offers mortgages t/1at adjust every year, every 3 years,

or every 5 years, and use an index of US Treasury Bills with maturities of I, 3 or 5 years

respectively.. The rates are pegged at anywhere from 4 % - 6 % over the appropriate

Treasury Bill rate depending on risk. Annual changes in interest rates are limited to a

maximum of 2 % to protect borrowers against severe changes. This method of pricing has

allowed Self-Help Credit Union to almost entirely eliminate interest rate risk in its mortgage

portfolio. Many borrowers, particularly self-employed borrowers, prefer these adjustable

rate mortgages (ARMs) because they tend to have lower initial interest rates than fixed-rate

mortgages. Self-Help Credit Union also offers a fixed-rate mortgage that is immediately sold

to the secondary market upon origination. Due to standardized secondary market

requirements, this product is not nearly as flexible in its underwriting and therefore is not as

useful for serving the low-income market.

Perhaps more difficult is matching terms of assets and liabilities. Put simply, short

term loans should be funded with liabilities with short terms, and loans with long term

maturities should be matched with liabilities that don'r'have a short term payout. Of course,

an institution's net worth has no maturity, thus is ultimately flexible when it comes to

lending long- or short-term.
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Maturity matching is cspecially uifficult because the real maturity of a loan is onen

shorter than what is stated in the loan documents. On the other hand, there is often some

degree of long-term stability in short-term liabilities. A good example is in home mortgage

lending. Banks often fund 15-30 year mortgages with savings deposits, which by definition

have a very short maturity (they can be withdrawn 011 ucmand or within a year or two).

This apparent mismatch is able to continue for two reasons. A 20 year mortgage is almost

never held to its full maturity. In the US, it is usually paid off in less than 10 years, because

houses sell, people move, and other factors make mortgages pre-pay. In addition, banks

have historically been able to maintain some ueposit base for years on end. Thus even

though specific deposits will be paiu Ollt frequently, new ueposits are maue to take their

place. Because of the stability of a deposit base, banks are able to lend long-term against

some percentage of their short-term deposits. Banks often will have between 10% to 40% of

their deposits loaned in long-term mortgages.

In short, COFIs should simply learn the tools banks use in their asset and liability

management in order to maximize the lise of their funds for their constituency. With careful

asset/liability management, CDFls can provide loans with terms much more favorable to the

borrower, enabling them to reach lower-income families with their loan products.

IDENTIFICATION OF TARGET MARKETS

COFls have some ability to select the constituencies, geographic areas, and types of

community development needs they choose to serve. Deliberate attention to these factors can

permit the organization to increase or decrease its operating costs. It is important to

recognize th:tt need for development services does not always translate into a market for

COFI lending. Loan programs are limited in their ability to serve community development

needs, because they do require repaymcnt. There are many individuals and projects that are

in desperate need of assistancc, but could never repay a loan. Nonetheless, there are many

market niches in which downmarkcting can he an effective way of bringing credit to work

'"or eOllllllunity development goals.
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Focus On One Development Goal At A Time

Resisting the temptation to require each cOllllllunity dcvelopment project to include a

wide range of development impacts (hire low-income people. locatc in distressed area,

provide employment training, etc.) is difficult for Illany COFls. In gcneral, the more.
developmental impact a project has, the more risk is associated with thc loan. At some point

thc CDPl that aUclllpts to "save the world" with each one of its loans will find an

unacceptable amount of risk in its loan portfolio. am] end up ill financial ruin due to non-
,

payment.

The CDFI which I help operate - the Center for Community Self-Help - learned this

lesson the hard way. We first began lending to very small businesses, in an effort to provide

jobs for poor people. We were intent on ensuring that each loan had a maximum

development impact: the busincsses we loancd to had to employ poor, unemployed people

with low education levels, and be located in distressed rural arC1.'>. On top of that, these

firms were owned and managcd by these workers. These small busincsses were the ideal

embodiment of our organization's mission: to provide jobs and ownership opportunities for

economically distressed illuividuals and cOlllnHlnities.. UnfortuJlatcly, each of these

development goals made companies less able to compete with other firms in their market.

Needless to say, each of these firms went out of business within a year or two and

defaulted on their loans. At that point, we realized that we would have to de-link our

objectives, Le., to be satisfied that only I or 2 objectives would be met with each loan. For

example, we began making loans to low-income sel f-employed persons, but placed no other

requirements on the business. Wc started a rural business loan program tbat focused on

distressed rural areas. Loan programs for ethnic minorities and women were devdoped. In

short, we addressed our targeted constituencies one at a time, rather than simultaneously. If

we had not made this strategic change, our organization would not have survived another

year.
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Market Gaps and Developmental Needs

CDFls give considerable attention to assessing and reassessing development needs and

underserved credit markets. It is clear that a community need does not necessarily create a

market for developmcnt loans, and that credit market gaps are not always located in low

income communities. (Corporate financial markets lllay be as frequently underserved as low-.
income housing markets.) Development lending only works where development needs and

credit gaps exist simultancously.

CDFIs use different means to identify potential markets for thcir credit. Most CDFIs

start with some macro-economic analysis of regional credit markets. Much of this analysis is

available from various university, corporate and government sources. To identify local

demand, some groups use detailed studies of specific needs, drawn from secondary data

sources and sometimes direct data collection through surveys. These can be very helpful

in assessing the volume and nature of aggregate demand in specific markets, but fall short of

precise market identification.

Once this material is digcsted, morc targctcd studies are sOlllctimes commissioned.

Morc oftcn, thc CUFI will lise ils OWII knowkdge of its low-income borrowers to fashion a

program that modifies conventional practices. Then, using trial and error, it modifies the

practice, making it safe to offer it as a standard loan product. Experience is the best

informer of effective market demand. Fortunately CDFIs can leam relatively quickly from

their lending experience because payfncnt histories are very good indicators of success.

Through continuous monitoring, CDFls can gauge whether they have found that place where

need and market demand meet.

Develop Specialized Knowledge of UmTowel"S am) COllllllunity

Conventional lenders oUell do not have the ability to learn the peculiarities of specific

17



communities and therefore, treat all borrowers and communities as essentially the same.

CDFIs, as community-based institutions, develop a much better knowledge of their low

income borrowers and the comlllunities in which live. Better information about local real

estate markets, economic conditions, employment patterns, and borrower behavior help

ameliorate the perceived risk of comlllunity development lending. In addition, specialized

knowledge of innovative dcvelopment schcmcs (like low-cost housc-building techniques, self-.
help housing efforts and land trusts) adds valuc to loan transactions, permitting CDFIs to

participate in projects thcit: hanks shUll.

Cross-Subsidizing Thl'ough DivCI·sificutioll of LcmJing Nichcs

Diversifying the loan portfolio is a standard banking practice that insures that

management errors or other factors that negatively affect loan performance do not threaten

the viability of the entire operation. Diversification can take many forms. Geographic

diversification protects against local economic and political instability. Offering different

types of loan products (e.g. home repair loans and 1lI0rtgages) allows the institution to

continue lending if families shift from buying homes to fixing up their existing houses.

Sectoral diversification (i.e. lending to various industries) prevents an economic decline in a

key lending sector from having a disastrous effect on the eDITs j>Ultfoliu performance.

Diversification can also be used to enhance the income of a CUFf, thereby providing

additional income to support its more costly community development agenda. Many CDFls

have looked to a strategy of identification of profitable lending markets that are overlooked

by conventional lenders. In the US, cooperative businesses are such a niche market. Banks

often overlook cooperatives because they don't understand their unusual corporate structure,

not because of their inability to repay. A lenucr that uevelops expcrtise in the structure and

business of cooperatives can sometimcs find a profitable lending niche. There may be other

new and growing enterprises with which banks are lIot fallliliar that can temporarily be a

viable lending niche. Although literature freqllenlly advocates this approach, in practice

these nichcs arc very diflicliit to discover. III lact, apparcnt market gaps onen reflect real
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difficulties in lending: a lack of local market and management experience in rural businesses;

small and rural loans require higher transaction costs for lenders; or shifting economic trends

that create temporary credit needs that fill again once economic trends settle down.

Market displacement is another diversification strategy aimed at enhancing income.

Here the CDFI is explicitly competing with conventional financial institutions in certain

commercial or mortgage markets in order to create a low-risk profitable portfolio that can

offset the cost of its development lending. There are two approaches to market displacement

lending. One is to originate conventional, non-development loans, thereby maximizing

return and minimizing risk without consideration of development targets. Another approach

is to participate fully in loans where typically a development lender would make only a

higher-risk subordinate loan. In development banking, commercial and larger housing

projects are usually financed with combinations of loans involving a fully secured senior

bank loan and an unsecured subordinate loan taken by a development lender. If the

development lender chooses to originate the entire financial package instead of just the

higher-risk subordinate piece, it is able to gain some stable income from the lower-risk

senior loan to support the higher cost of the high-risk piece. This strategy has worked well

for CDFIs that are willing and able to make larger loans.

TECHNIQUES OF LENDING

Many would think that by now there would be consensus on the common lending

practices used by CDFls, but this is not the case. Since the community development

financial industry is so new and diverse there has been little time to test, evaluate and

compare the most effective lending techniques commonly employed by the individual

institutions. Nevertheless some practices used by Community Development Banks have been

consistently successful.

19



Loan Underwriting Policies

Seasoned CDFls use the general underwriting techniques that banks have used for

years, but usually with a slight deviation. Consistently CDFls have found the "four Cs of

credit" (character, capacity, capital and collateral) to be valuable criteria for making loan

decisions, if used with flexibility. Many CDFIs combine these loan criteria with the use of

"compensating factors". That is, a loan that is weak in one of the criteria can still be

approved if a compensating strength can make up for the weakness. For example, technical

~ssistance can help to compensate for inexperienced management skills. A co-signer or

guarantor can compensate for weakness in the capacity of the borrower to make [llonthly

payments. A group savings plan can take the place of conventional collateral in solidarity

lending schemes. Determining the earnings history for a self-employed borrower can be

used instead of the typical practiCe of verifying wage income. If foreclosure is not an option

(which is sometimes the case in the US), a mortgage insurance pool can be used as a

secondary source of repayment.

While it would be convenient to be able to state the one or two magic rules to turn

"unbankable" loans into "bankable" loans, there is only one way to learn how to apply

flexibility in underwriting standards: through expericnce. Each COFI has found its own

formula for success after trying several deviations from common practice and having lost

several loans in doing so. Of course a knowledge of credit underwriting theory helps, but in

reality through experience one must find the right combination of factors for each borrowing

segment to judge when to allow flexibility and how far one can stretch loan criteria before

loan performance is compromised.

Specialized Knowledge of lhe Market

One advantage CDFIs have over conventional lenders is their intimate knowledge of

the market nichcs in which thcy Icnd. Increasingly hanks arc bccoming morc standardized in
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their practices, particularly as they rely more on secondary market institutions to fund their

loans. The more standardization, the less loan officers are able to apply local knowledge and

common sense to loan decisions. CDFJs can develop a unique knowledge about their

borrowers, both because they are closer to the borrower as a community-based institution and

because they have learned often through trial and error where additional flexibility can be

used in loan underwriting without adding risk. The Center for Community Self-Help has.
been making home mortgages to low-income families for ten years using underwriting

criteria that banks have not approached even in their most adventurous programs, yet we

have yet to lose any money on these loans. Obviously banks and the secondary market

institutions are applying more caution than necessary in the application of their standardized

rules.

Incremental Lending

One clear way to limit risk is to limit the amount of funds loaned to a borrower. It is

often the case that a home buyer seeks to buy a home that is larger or more expensive than

necessary, or a busincssman wants extra cash from a loan so he docsn't have to come back to

the bank again for more funds later. Loan requests can often be reduced without

jeopardizing thc project, whcthcr it bc buying a homc or starting a busincsscs. Smallcr loans

obviously have small payments, thus increasing the likelihood that the loan will be repaid. In

addition, if the loan defaults, losses are less to the lender. Surprisingly, most banks either

approve or reject loan requests without trying to size a loan to the borrower's ability to

repay. Once again, specialized knowledge of the field in which the CDFI is working helps

loan staff add value to the transaction in this manner.

Technical Assistance

All CDFls provide some degree of technical advice to support their lending

operations. The degree to which technical assistance is provided varies considerably, usually

21
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depending on whether the organization began as a technical assistance provider or a lender.

In 'all cases, technical assistance services add cost to a lending operation. These costs cannot

usually be covered by the spread income, so they must be subsidized from some other

source. Most large-scale CDFIs focus their technical assistance on businesses, organizations

and individuals that have a high potential for qualifying for a loan, and on existing

borrowers. This strategy ensures that their technical assistance will probably lead to some

income from an eventual loan. Thus the types of technical services provided are usually

those that specifically enhance the ability to qualify for and repay a loan. Housing lenders,

for example, will focus on home ownership counseling to help a borrower manage debts and

living expenses to make repayment more likely.

CDFIs with many loan products find it impossible to be technically competent in all

areas demanded by their clients. For example, a lender that provides a wide range of

housing loan products will 110t be able to manage to provide home ownership counseling,

construction management assistance, tenant management services and the host of other

services that are necessary to make a housing lending strategy successful. In response to this

problem, lenders try to find other providers who specialize in these areas, or they simply

limit those to whom they provide their assistance. In the housing field, lenders are not able

to master all the technical aspects of the housing process: land acquisition, financial

packaging, construction, maintenance and family services. Instead, they will seek NOGs,

private companies and other groups who can provide these services, while focusing their

technical assistance on loan qualification issues (such as stabilizing income, securing credit

enhancements, managing debt payments).

Effective Loan Collections

Most NGOs that begin lending are rudely awakened to the realities of the situation

when their borrowers do not pay them back. They find the new task of collecting payments

from delinquent borrowers to be unrewarding and offensive. However, a lending

organization must carry out its legal right to collections if it wants to have any credibility

22
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with future borrowers. Unce the practice of non-collection begins, the COFl gains a

reputation as the bank that doesn't have to be repaid.

The most important collection practice is closely monitoring loans when their first

payment is late. At this point any problems thc borrowcr is expcricncing arc probably not

too severe to correct Specialized technical assistance may be helpful to solve a financial

problem, or maybe the borrower is inexperienced in the practice of making regular payment

and simply needs more frequcnt remindcrs and assislancc in budgcting. Once the loan

becomes three to four payments late it is much more difficult to address these problems. A

schedule of visits, phone calls or correspondcncc must bc planncd for borrowers who have

not paid by certain predetermined dates. For this reason it is imperative that delinquency

reporting be immediate and frequent, and be made available to the staff responsible for

managing the loan portfolios.

Good delinquency information is also necessary to complete the feedback loop for

development program evaluation purposcs. It provides the information nccessary to

determinc the success of specific loan products and the impact of changes in underwriting

rules or external factors such as economic cycles. The lender must have an accurate and

timely systcm for reporting on loan pcrformance or the institution will not be able to make

informed decisions to determine its success ill carrying out its basic mission: making loans"

successfully to the "unbankable".

The actual performance of CDFI loan portfolios is difficult to characterize due to the

lack of industry-wide data. Some observations can be made, however, from the segments of

the indu ~lry in the United States that track these figures. Delinquency levels are slightly

higher than conventional banks, as one would expect. Measured by the percentage of the

loan portfolio delinquent by more than 30 days, delinquencies are usually in the 2 %-8 %

range, which is close to conventional banks and credit unions. Loan losses (net charge Off5)

can vary significantly. CDFI charge-offs range from 5 % of annual loan balances per year

+0.5 %. Micro-cntcrprisc funds oftell have highcr delinqucncy and charge-off rates, while

23



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

COF - Cost of Funds

DOWNMARKETING HOUSING LENDING

24

community development banks may have rates at or below bank rates. Self-Help Credit

Union, the affiliate of the Center for Community Self-Helpt has never had a charge-off on its

home mortgage portfolio, having made over $30 million in mortgages in the last 7 years.

Tenus Intere-;t Rutes Downpayment/ Loan/Value

Equity Required Ratio

Land Acquisition & 1-2 years variable 9 % over 20%-30% 50%-60%

Construction Loans COF+

Home Improvement 5-15 years fixed 9 % over COF 0%-20% 80%-100%

Loans variable 7 % over

COF

..
Long-Tenn Owner- 15-30 years fixed 4 % over COF 1%-20% 80%-98%

Occupied Mortgages variable 6 % over

COF

Long-Tenn Rentnl 15-20 years variable 8 % over 5%-30% 70%-90%

Property Mortgages COF

-

Types of Loans

Most CDFIs provide loans for low-income housing. This section describes the

aggregate experience of the industry in the United States as it now stands.

In an effort to improve and increase the housing stock in low-income communitiest

many different types of loans are offered. The table below summarizes the four main types

of housing loans offered by community development banks. Specific terms and conditions

differ depending on local market conditions and the practices of a specific CDB.
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Housing-Related Technical Assistance

CDFI's in the United States generally provide home ownership counseling for first

time home buyers. They also package various sources of loans financing for rental housing

projects. Development assistance is often provided as well, for example, estimating

construction or rehabilitation costs, compliance with building regulations, assessment of

innovative building techniques, and supervision of construction. In addition, many CDFls

help renter groups manage their properties. A few CDFIs operate their own subsidiaries

whose function is to build housing or manage rental properties. Many of these services are

paid through fees are that built into the cost of the project and paid out from the loan

proceeds. As much as possible, CDFls utilize organizations (very often NGDs) established

to provide these related housing services, in order to reduce costs and build the capacity of

local organizations.

Credit Enhancements

A few CDFls have become quite nimble at using existing housing credit enhancemen

programs or creating new ones to support their housing finance efforts. Many use

government and private mortgage insurance companies to protect themselves against

mortgage losses. Mortgage insurance only provides limitctl protection however, so lenders

are not shielded entirely from losses. In circumstances where there are several mortgage

insurance companies and agencies, CDFls have attempted to negotiate greater amounts of

insurance coverage at lower cost, generally using their own specialized experience as

evidence that insurance rates are too conservative. By striking more flexible insurance

terms, low-income borrowers are more able to obtain affordable mortgages.

Several CDFls have established their own internal mortgage insurance pools funded

with foundation or government contributions. These are small programs and usually only

insure one housing loan product offered by the COFI. However small, they serve as

examples to the larger mortgage insurers of how these schemes can be better tailored to the

needs of low-income families.
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Secondary Mortgage IVlnl'kcls

I
I

Secondary mortgage market institutions purchase large quantilies of mortgages from I
banks and housing finance institutions, bundle them into some form of security, and resell I
them to investors. They have fairly rigid underwriting standards for the mortgages they

purchase w~ich are enforced uniformly across all sub-segments of the housing market. As a I
result secondary markets seldom serve low-income housing markets effectively. Several

CDFIs have attempted, on a demonstration basis, to create a viable secondary market for I
downmarket mortgages. These experiments fashion mortgage underwriting terms that work

for low-income families. The are then sold to either secondary market instibtions or directly I
to interested investors, by-passing the mainstream secondary market institutions. It is too

of families in countries with developed secondary markets.

early to tell whether these efforts will make a substantial difference in the behavior of the

efforts like these can potentially provide a new source of low-income mortgages for millions

demonstrated that the poor can indeed repay Joans and that poor communities can support
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secondary market and create a permanent conduit for downrnarket mortgages. If successful,
I
I
I
I

Poor communities have layers upon layers of social and economic difficulties that I
beset them. Among these problems is the lack of financial capital to improve the lives of

their residents and revitalize the economy. Capital, a scare commodity in these communities, I
can be effectively imported into these communities through Community Development I
Financial Institutions. CDFIs have proven to be practical and productive agents for the

provision of credit and other development services. Created from NOOs, and specializing in I
the special credit needs of low-income communities, these financial instilutions have

I
I
I
I
I

viable businesses.
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One must keep in mind that CDFls are not a panacea for the problem of poverty.

They are limited by the incomes of their clients simply because they provide credit, and

loans must be repaid. CDFls are generally not effective in addressing the needs of the

desperately poor who have no economic means at their disposal. Yet CDFIs have been

surprisingly agile in devising financing schemes that meet the needs of a variety of

community development projects, from housing development and ownership to large-scale.
business development. Combining the market discipline of the private sector with the goals

of a public agency, these private financial institutions support a broad range of housing and

economic development at minimum cost to the public sector.

Community Development Financial Institutions are still evolving. Their products,

strategies and management continue to change rapidly as they mature. ·Whether CDFls come

to be common institutions worldwide, or continue to be isolated experiments, remains to be

seen. Regardless, this much is clear: CDFls have demonstrated that credit can be extended

to the "unbankable" in a financially sound rJlanner, which has an extraordinary impact on the

revitalization of poor communities.
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Target Clientele

Duality of purpose

• Social commitment: serve disadvantaged group

• Economic commitment: maintain profitability for
sustainability



Develop an Institutional Framework

Vision: organization's commitment to its mission

leadership

strategic planning

•

•

•

•

Capacity:

Resources:

Linkages:

structure

information system

personnel policies

staff development

fund raising policies

budgeting

financial projections

acco.un~ing

portfolio management

government relations

peer networks

donor partners

banking partners

I
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•

•

•

•

Adopt Group Lending

Lower administrative costs

Provides guarantees

Reduces risks

Induces timely payments



•

•

Mobilize Savings

Transforms organization to a full-service financial

institution

Savings -- timely repayment link
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Reach Financial Susteinability

Self sustainability

Return on equity ~ opportunity cost of equity

Less dependence on grants, subsidies

More dependence on clients' deposits '

Commercial interest rates

• lending

• borrowing

Access to capitaJ markets

. t.
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Stages of Financial Self-sufficiency

1. NGO or bank receives grants and soft loans to cover
operating costs and establish a revolving fund. Many~

progranls operate at this level. Precarious self-'
sufficiency; difficult to expand.

2. Progranls raise funds by borrowing at near rnarket
rates. Interest il1corne covers cost of funds and portion
of operating costs. Grants for operations still required.

3. Able to cover operating costs frorn incorne and rnost
of subsidy elirninated by less dependence on subsidized
finance. But still sOlne subsidies. Exanlples include
Granleeu, SKI{ (Indonesia) and the J\CCION prolnoted
prograrns in latin Aillerica.

4. Full self-sufficiency. Fully financed frOlll savings trorn
clients and funds raised at coulinercial rates frurn forrnal
financial institutions. fees and interest incorne cover real
cost of funds, loan loss reserves, operations and
in ria tioll. Bnl (Indonesia).
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Attract Leadership

Motivational charismatic leadership

Expertise of board members
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• Special training reflecting dual social/economic mission

• Recruit well-educated staff

• Encourage female applicants

!

Develop Dependable Bank Staff

• Incentives to perform efficiently
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Adopt Non-Traditional Banking Operational Procedures

• Loan disbursement: quick process, small, short-term
loans

• Mobile banking: lender goes to client

• Incentives and discipline for timely repayment:
additional loans, careful, close administration
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•

•

•

-
Welcome Flexibility and Experimentation

Adjust to changing conditions

Monitor performance

If subsidies, use in experimental period



. ~

•

•

•

Provide Complimentary Services

Better housing, sanitation, education will lead to higher
productivity hence better repayment

Grameen's "Sixteen Decisions"

Accion: business courses, savings plans, life
.0;'

insurance, medical insurance, fire insurance.
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BRI: Banl< Ral<yat Indonesia

Unit Desa Systern

The Context

Set up 1984

Indonesian financial sector highly regulated

BRI providing financial services for rural development,
especially the rice intensification program: a credit
channel

Progran\ declined: production probleills

Illore convenient ways to acquire inputs

rising defaults due to econornic and clinlatic
conditions

Unit Desa covered only fraction of operating costs from
revenues: cheap capital and adrllinistrative subsidies

Liberalization of banI< regulations began

Mar'<et lending raLes penllitteu



BRI: Banl< Ral<yat Indonesia

The Systern

Unit Desa systern integral part of BRI, but separate profit
center

BRI has 312 branches and covers all of Indonesia

Alrnost 3,000 Unit Desai 735 "posts," and 15,000
ernployees

Unit has 4 person staff: rBanager, bool<l<eeper, loan
officer and cashier

Village posts have bool<l(eeper and cashier
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ani: l(upetJes IlIleres l Rn le

Interest charges cover:

funding and operating costs

loan loss provision

profit

Not a nlarket rate, in the .narket where it operates

KUJJedes tro.n 22 to 32 per cent
annually

1l1oneylenders 10 per cent per month

other co.n'llercial banks 20 to 25 per
cent



Four times as fllany savers as borrowers

BRI: Savings

positive real rates of return

unlirnited withdrawals permitted

lottery

Three schemes

I
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Favorite is "SIIVJPEDES": . interest varies by size of
balance I
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BRI: loan Progra'll (Kupedes)

loans: for any productive enterprise, but includes
.. consumption" purposes

Banking law requires collateral-- any property including
assignment of wages accepted

Working capital loalls of 3 to 24 rnonths

Investment loans of up to 36 fllonths

MininlUfll $13, 11l8XilllUI11 $13,000 (for repeat customers)

Average balance outstanding about $250



PRODEM:

PRODEM and BancoSol

An NGO that became a bank

established in Bolivia in 1986

microenterprise finance

three quarters clients wprnen, most market
vendors

average loan $ 270

training of borrowers

USJ\ID grant funding plus other subsidized
loans

ACCION International technical support

116 ernployees in 11 offices

loans to value $ 27 rnilfion

default close to zero
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PRODEM and BancoSol

PRODEM's Problem

Overwhelming dernand for credit not being ,net

PRODEM wanted to expand

limited by subsidized funds of uncertain sustainability

Interest inco'lle and fees froIn lending covered only
operating costs and rllinirnal expansion

PRODEM could not .tal<e savings, corllrnercial debt,
shareholder investluellt and loans frOlll Central BanI<

PRODEM needed increased flow of funds to finance
expansion

and offer clients full range of financial services: an
interrnediary not just a lending operation



,.,f PRODEM and BancoSol

Setting up BancoSol

Task fOlce set up to manage the transition ! ,H!

Transition cost $ 500,000

Set up 1992

Six PRODEM offices converted into banks

Savings schemes introduced including mandatory 5 per
cent sa,vings conlponent of each loan, with market rates

Loans $80 to $5,000

Interest rate double cornmercial banks

Solidarity groups substitute for collateral

BancoSol arrears one tenth that of other commerc:i'al
banks

.High equity: PRODEM assets transferred

Issued bonds and CDs

By second year sfnall net profit

I
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As member-owned, co-operative organizations, credit unions are

committed to meeting the financial service needs of their

members. 2 Traditionally, this has first meant mobilizing member

savings, and then using these savings to provide a mix of

provident and productive loans back to members.

Shelter is a basic human need. As the majority of credit union

members in most countries are drawn from the lower and middle

economic strata of the population, sooner or later, member demand

=::;:;: housing loans must be addressed by the credit union system.

While small home improvement loans can generally be addressed

within the framework of existing resources and policies, most

credit union systems have experienced some difficulty in

responding to member needs for financing of housing construction

and purchase.

A summary review of the credi t union experience world-wide

indicates that the response of credit union systems to member

demand for housing finance fall into three general approaches:

a) primary-level credit unions develop the capacity to

respond directly to member needs for housing finance;

b) credit union federations provide these services,

either directly through their own central finance

facility or through special housing finance

subsidiaries established by the federation; and

I wish to acknowledge the helpful comments of Wayne
Paterson, Man~ger of League Savings and Mortgage Co.
and Dan Hodgins, Manager of Bergengren Credit Union,
in reviewing an early draft of this paper.

I
'I

2 T",rm;no]nay vClrj"'R l,,,,t-ween ~ol1ntries. Thl? term "credit
union" if' ,J5o::-d ii1 I hi.s paper to denote a primary-level
savings and credit co-operative.



c) r.::lther than provirle h01lsino finClnce it-sel f, thp

cr.-edit unl.on sY8tem serves .::IS .::ITl intermedinry or

"han<i-hol.r1i.nq" ngency het-ween momrprs and other (oft-en

government-sponsored) fi.nancial instit:ntions.

As the purpose of this paper is to address rhe crtpacity of t-hp

r:-r"'dit union systpm r:c: respond to the hOllsinq needs of mpmhprc:;

directly from its n ....'I1 reSOlIrCefl, I will prnr'eed to elah.nr",t-p rho

key elements of the first two models notpd ahove.

I
I
I
I
I
I
I
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I
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I
I
I

~q I\~ (I'



I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

3

2.1 The Starting Point:

Primary-level credit unions in most areas of the world slowly

build their financial base through the long-term accumulation of

member savinqs.

A small portion of these savings are actually members' investment

in the form of share capital. This is conventionally a fixed

amount, rarely Lepresents mere th~n 5% of total assets, and is

legally speaking risk capital with a return paid only in terms

nf year-pnd dividends. In kepping with co-operative principles,

this share capital is non-speculative and receives only a limited

return. In keeping with general financial management practice,

these funds tend to be invested in the purchase of the long-term

assets required for the operation and development of the

enterprise (i.e. buildinq, P?1l;!,mpnr , etc.).

The bulk of members sav i nqs, a~. least in the parly years of

credit union operations, are qpnerally held in ordinary savings

.qc('ounts with a set jJ:t"'rp"t rate and varyjnq terms and

conditions for withnraw.ql. Giv"'n th"lt credit union members often

have 1 imi ted access to oth"'r financial insti tu t i 'lns, credi t

unions frequently offer rates on savings that are lower than the

prevai 1 ing market ra te. These savings are cons i oprpo core or

relativply "captive" savings, oiven that the prjmary incentive

for members is usually aCCf?SS to credit, rather thon retulT' on

savings.

It is these savings that provide ·the pool of funos aVoiJable for

on-lending to members and it is not unusual to fincl credit unions

with 859; of these savings out in loans. Indeed, in m8.ny pmployee

based credit unions this ratio can frequently pxceen 95%.

Generally, these loans tend 1-'1 he short-tprm (l.p 7 ~ ypars),

rplatively small (a reflprtic-.n nf hoth mem}-;Pls' liTT1itPrl financial

capacitieA as wp.ll as a rhj InSOr'hlr'Cl.l C("11m; 'T'1"'nt- t-n lTlPr>>-;.,o t-hp

BEST AVAILABLE COpy
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needs of as many memberR a:-l ~0~g5.ble), and granLetl [01. cl. llllx v[

consumer purchases, provident purposes, and production-related

activities.

It is difficult to generalise about the cost to members of credit

union borrowing, as there is qreat variation on interest rate

strategies. A significant but diminishing number of primary

credit unions have held interest rates on loans at artificially

low levels. The current trend is for credit unions to be more or

less in keeping with prevailing market rates, with a ~~nority

charging rates significantly above formal market rateR.

I
I
I
I
I
I
I

I will therefore make a rather quali fied generalization and

sl-,.rnmarize that most credit unions pass through an initial phase

of operation in which their financial operations are

I
I

charac ter i spn by Rm.=l 11. low- cost and generally sh0rt - term savings

being rolled over into r!''!latively small, high-yielding and short

t"'!rm loans.

2.2 Moving into Housing Finance:

By definition, housing finance involves longer term and larger

size loans. Furthermore, the competitive market in housing

finance, combined with its relatively low administrative costs

and risk factor], means that the yield on housing finance also

tends to be somewhat lower than that of consumer or production

loans.

Although housing finance loans tend to be much larger
than other 10.=lns, professional appraisals and prudent
lending policies can ensure that the risk of lending
loss associated with housing loans is much lower than
that of a similar-sized portfolio of personal or
business loans. The major risk in honsing loans (as
experiencp.d in the billion dollar collapse of the
Ameri.can Ravings and Loan industry in the 19BOs)
relates to asset/liability managemp.nt. See sertioo 4,
helow.

I
I
I
I
I
I
I
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Some direct financial implications for credit unions moving into

housing finance are therefore:

- developing longer-term savings instruments by which to

match longer-term loans;

mobilizing a larger pool of savings from which to make

these larger loans;

- narrowing of the financial margin, due to both higher

cost term deposits and lower~yield mortgage loans;

- reduced administrative costs per loan volume; and

- enhanced reliability of cash flow.

The issue of savings mobilization is particularly critical for

cl:edi t unions intending to offer housing finance. Unless the

credit union begins the program with a pre-existing liquidity

surplus, in the short to medium term loan demand will almost

always exceed the pool of loanable funds. Credit unions planning

to build their savings pool primarily by motivating potential

home-buyers to increase their'savings in the society should note

the following conclusions from an international study of this

I
I
I
I
I
I
I
I

very issue.

"While it can hI? arqllPd that the desire (and opportunity)
to own a house is a powerful inc en t i ve for individual
savings, it is difficult to determine what effect, if any,
an expansion in the availability of housing ... has on
private Sr:!vings bl?havior. While it may be hypothesized that
individuaY savings are encouraged by the existence of a
mortgage market thrlt enables individl]als' to finance the
purchase of residl?ntial property, there is no formal
evidence to support or disprove thir hypothesis, whether in
dE"'reloped or developinq countries."~

I
I
I
I

'I

.1\ further set of operational implications for credit unions

mn~1ng int~ housing fi!1anCe include:

- diminished exposure to loan loss risk due to the relative

security of housing loans:

i Ilcreased ""/~pc·;::;ure tv ma tching :t i ak in terms of both

P. tJrl"hVl )\"'~"'~;:lt-e:=:, An Overview. of Financial" ?md
F.conmnic Analysis of Housing. Pro'jects, U.S.A.I.D.,
War::!J'; no""n, 1 ')\11, pp. ':\4 - :\':;.

BESTAVAILABLE COpy
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liquidity and profitahility;

- the development of poLi~ies, procedures and systems

appropriate to management of h0tlSlnQ finance; and

- technical upgrading of st.aff, in tprms of both the

specific competencies re~lired for dolivery of housing

finance, as well as the handling of rela~ed financial

management issues of asset/liability matching, liquidity.

profitability, ~tc.

2.3 Conclusions:

While the specific context of any prim~ry credit union moving

into the housing f'-:~:=l:i~e market wi 11 1argely determine the

operational mechanisms and marketing and firiancial strategy to

be pursued, some general guidelines can h~ put forward.

First of all, a systematic market assessment must be conducted.

In particular, the credi t union must undertake a realistic

appraisal of the financial resources rtnd needs of its members.

These must be assessed in terms of th.,. compet ing demands for

their financial services. 5

Secondly, moving into housing finance should be perceived as an

expansion of services to be offered to members, rather than as

a substitute for another !~prhaps problemati~) ~Arvf~A. rrAni~

unions experiencing problems with other programs or services (for

example, commercial or enterprise loans) need to address those

In some markets (hoth urban and rural) credit unions
have found that introducing housing finance to members
who previously had no access to such services has been
both a positive financial initiative and a powerful
instrument for consolidating member loyalty and
commitment. But in other circt~stances, entering into
the housing finance sector has prompted an aggressive
response from competing financial insti tutions that
had previously ignored the credit union clientele. In
some cases, this competition has undermined member
patronage of even conventional savings and loan
serv tCOPFl ""lnd ('aust"(l cons ider.ablp rl. 1. f f tcul ty for the
r:redit: uni.ons in qlleAtion .

. ~~'''' '\, '..... , .. -~
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7

problems first, before even considering entering the housing

finance sector.

Furthermore, it is neither feasible nor desirable for credi t

unions to move funds out of one loan portfolio and into the

housing sector. Unless the society has a large pool of excess

liquidity, experience indicates that the most appropriate

strategy is for a credit union to use a new housing finance

program to expand its existing financial base (i.e. to generate

additional savings through new deposit instruments and new loan

demand through its reortgage program). Otherwise, the impact on

the bottom-line of the credit union can be disastrous.

Finally, the success of a housing finance initial-ive will largely

be dependent upon the technical capacity of the society's staff

to manage it effectjvply. In-house training needs of staff must

be clearly assessed and effective staff development programs

designed, delivered and-evaluated.
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3. HOUSING FINANCE THROUGH THE CREDIT UNION SYSTEM:

3.1 Introduction:

In a number of credi t union systems globally, it has been

concluded that housing finance is best delivered through the apex

structure of the movement, rather than through the primary level

credit union. This decision usually reflects a mix of concerns,

including the limited financial resources of primary societies

and their limited managerial and technical capacities. In some

jurisdictions, there are also legal obstacles to primary credit

unions offering the mix of savings and credit services required

for housing finance.

There are two general models of credit union federations offering

housing finance services: one is for the required financing to

be offered through the federation's central finance facility, and

the other is for a legally separate (but usually wholly-owned)

subsidiary company to provide the housing finance services.

3.2 The Central Finance Model:

Most credit union systems around the world follow a relatively

conventional federative model of organizational hierarchy in

;..;l7&lch primary-level societies own and control district-level

unions, which in turn own and control state or nation~l-level

federations. These unions or federations offer to their member

societies a mix of services including education and training,

representation, purchasing and supplies, inspection and audit,

and banking services.

In many systems, this banking service is simply constituted as

the Deposit and Loan Department within the federation. In other

cases it is a separately incorporated company. For the purposes

of this paper, I will simply refer to it as the Central Finance

Facility (CFF).

I
I
I
I
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The CFF generally constitutes the primary depositary of credit

union funds, in the form of statutory (required) liquidity and

reserve deposits, as well as discretionary deposits of surplus

funds. This pool of funds is in turn used to provide loans back

to credi t unions wi th liquidi ty shortfalls or occasional E'xcesses

in loan demand. The large volume and relative stability of CFF

deposits (compared to the rapid turnover of funds at primary

society level) make it possible for the CFF either to undertake

housing loans directly itself, or to support local credit unions

wishing to introduce this service.

There are two ways in which Cent~a1 Finance Facilities of credit

union federations' are able to facilitate the introduction of

housing loans by the credit union system. The most common is for

the primary-level credit union itself to negotiate a term loan

from the CFF. These funds are then on-lent by the credit union

t:a the :i nr'l.i~.Tid'.1al J'!Ipmhpr~, The loan from the CFF is based

primarily upon the credit-worthiness of the credit union as a

whole, rather than upon the respective merits of the individual

loan applic~ticn~ at hand. IIowever, some of the loan notes may

be assigned to thE' CFF as security.

A second option is fOT thA credit union to refer thp loan

applicants to the CFF, which then lends the funds directly to the

individual members. This latter practice is not widely followed,

as most credit union systems prefer to keep direct service

linkages between the indi.vidual member Find his/hpr Inca] society.

3.3 The Housing Finance Subsidiary:

A further variation on this theme is for the credi t union

federation to establish a legally distinct company for the

purpose of housing financ o . Such companies are usually wholly

owned subsidiaries of the credit union system,- either of the

federation itself. the primary societies, or a combination of

both.
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These funds ar-e then used to on-lend to ('r-erlit union members for

as deposits and debentures.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

\J~ . II,

for

package

For this

loans as a

f i nap-;e company.to the hOll q; ng

unian to

fi 1_ .. e

primar:y· ~r~di t-:

to be the most significant. The model simply elaborated

Given the cons traint s in savings mobil i za t ion experienced by many

credi t union systems, which are legally proh i bi ted from accept ing

savings from non-members, the first of these three factors tends

the credit union system to incorporate a housing finance company

under the appropriate legislation and then proceed to raise funds

the> rnmnleted

in t):1e open markeL t·y .~ffering a mix of savinqs instruments surh

There are three likely advantages to incorporating such a

company:

to gain the right to mobilize deposits from beyond the

confines of the credit union system;

to gain access to various government-sponsored housing

programs; and

- various tax benefits.

housing loans. M<>mhers' 10an appllcdLi,.ll.,:; MI.-'=' st}li~ited, assessed

and pr-ocessed by their- local credit union, which then hands over

thE::

service, the credit union receives a referral fee, usually quoted

as a percentage of the loan amount. A second alternative is for

and effectively sell them to the subsidiary company. In both

cases, the credit union members interact primarily with their

local society, but the loan in fact is held by the subsidiary

company.
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4.

4.1 Defining Risk:

"Risk" simply means uncertainty of outcome, or more pointedly,

uncertainty of 10SB. All lending involves some degree of risk,

and the managerial challenge for financial institutions is to

ensure that the risk exposure (i.e. exposure to loss) is within

acceptable limits. For this discussion of housing finance, two

major types of risk can be identified: lending risk and financial

risk.

4.2 Lending Risk:

The most obvious risk in lending is the risk of non-repayment.

But despite the large size of most housing loans, this is not

usually considered the greatest risk associated with housing

f L'lance. This is due to the reI a tively secure nature of the

collater~] taken on most housing loans; i.e. a mortgage on the

property itself.

take a legally registered mortgage (with appropriate insurance)

Most credit unions activp in ha~sing finance generally lend no

more that 7~";; of the assE'~;8Eed iT,'3"T"]:ct ,.ra}'.l€' of the house, and will

widely over - stated or there is rt subsequent collapse in real

eFtate values, the credit union is well protected as the value

nf the collateral exceeds that of the outstanding loan balance.?

The relative security of well-administered housing loans is

I
I
I
I

tha t propp-rty. 6 Unles s the assessed value of the house is

I
I
I
I

6 In order to better serve low-income households that
are hard-pressed to generate the required 25% down
payment, credit unions frequently take advantage of
government mortgage guarantee schemes which will
guarantee loans up to 90% of market value.

This discussion assumes that the credit union is
prepared to fore,., 1 ORP on tie] i nquent borrowers.
~xpp-rience suqqests thrt t this ]8 nnt always an
appropr-ii'ite rtSsllmr,tion.

I BESTAVA~A8LECOPY ,/1,

\
,..l, ' .

. \
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n:·flecterl. in the fact that in many banking and credit union

systems, the statutory requirements for loan-loss reserves on

housing lo~nR ~re significantly lower than those required for

other, less secure loans. 8

4.3 Financial Risk:

I
I
I
I
I

credit union's general finClnc1al p~rformance created by the

delivery of housing finance. Financial risk relates to the

matching (or mis-matching) of the term and cost of credit union

liabilities with the ter~ and yield of its assets.

The key concern regarding the matching of terms of assets and

iiabilities is of course, liquidity. Simply stated, the risk is

that a credit union undertaking housing finance will lend long

term with short-term money. A sudden withdrawal of savings or

increase in loan demand will mean that the credit union will

experience a shortfall in liquidity. The implication for credit

unions engaging in long-term lending such as housing finance is

therefore that they must develop a set of matching, long-term

savings instruments.

The 8~cond type of risk is financi~l risk, the risk to the

I
I
I
I
I
I
I

The financial risk related to the mis-matching between cost of

assets and yield on liabilities is known as interest rate risk

(IRR). In deregulated financial markets this is generally

considered the greatest risk associated with housing finance.

IRR is the risk that a credit union's financial margins will

change over time due to fluctuations in interest rates. Since

changes in rates on the two sides of the ledger {savings and

The exception to this general rule is the case of
quasi -eummercial housinq loans. These are loans for
the purchase or construction of multiple unit
buildings, from which the owner must earn rent in
orri~r to meet th~ loan repi'lyments. Many creltli t unions
1 imi t thei r housing loans to owner-occupied single
unitR.

I
I
I
I
I
I
I
I
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loans) rarely co-incide exactly, the credit union is exposed to

the risk of increas~d costs of savings not being matched by

increased yields from loans.

Clearly, this is not so great a risk when the credit union deals

mainly in core savings and short-term leans. But longer term

savings instruments are generally considered "hot" money, in as

much as these funds can be very transient in response to market

competition. When the savings mobilised through such instruments

are rolled over into longer term housing loans, the risk of an

int~rp.Rt mis-match having a negative impact on the bottom-line

of the society is greatly increased.

4.4 Conclusions:

There are many advantages for credit unions introducing a housing

finance service. Firstly, housing finance responds to a felt need

amongst members and in meeting that need, the credit union can

consolidate member loyalty and patronage as no other service can.

Secondly, housing finance can provide a reliable, secure and low

cost source of income that serves to solidify a loan portfolio

previously dominated by short-term, high-cost and risky loans.

However, these benefits cannot be realized without risk to the

credit union, most particularly in terms of management's

capacity to manage the society's asset/liability match. There are

a range of management tools available to assist in the matching

prOCPAS, notably gap analysis and various income simulations. 9

For credit unions just entering this field, a set of simple

tI rules of thumb" is probably as useful a tool as any. For

example, in the Canadian context the rule of thumb for asset mix

is 50% in mortgage loans, 35% in personal loans and 15% in

I
I
I

9 A brief overview of these teGhniques is provided in
Bill Merrick's article "Control mortgage risk with
ALM", ~~e~~~ Uni9A_Maga~~p~, November, 1994. pp. 26
30.
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liquidity deposits. The 50% in mortgage loans is then divided

equally between open market mortgages and government guaranteed

(low-income) mortgages. The liability mix of the credit union is

then worked out based on the term and rate matches required to

achieve and maintain this asset mix.

Clearly, systematic research and testing would be required to

identify those rules of thumb appropriate to significantly

different contexts.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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This p;:jper has spoken generally of housing f:inrlTlce by credit

union systems, with no explicit reference to low-income

households beyond the general assumption that most credit union

members belong to households of moderate means. In this section,

I will briefly explore both some of the constraints and

initiatives observed within the credit union system in this

regard.

First of all, the financial constraints facing credit unions in

the granting of housing loans to low-income households are

identical to those facing other financial institutions in the

same situation. Indeed, the limited financial base of many credit

unions, and the non-professional nature of much of its management

often exacerbates the nature of these constraints. These

constraints would seem to be threefold:

the difficulty experienced by low-income households in

accumulating the capital required as a down payment for

a housing loan:

the risk associated with uncertain sources of household

income, over the long term of a housing loan: and

- in many developing country situations, the uncertain

tenurial arrangements in areas in which low-income

housing is built.

Those credit union systems that have most successfully addressed

the issue of housing finance have recognized that the comparative

advantage of the credit union system is not so much its financial

structure but its membership base. Such systems have taken an

integrated and long-term perspective in relating to their

members. Local eredi t unions work wi th individual members to

identify household needs, assess resources and develop financial

'plans.
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This commitment is explicitly stated in two of the Operating

Principles of the International Crenit Union Movement:

~~~~~~~~R~_~~~: Credit union services are directed to
improve the economic and social well-being of all members.

[OC!~~R?~PQ~§IBIL!IY: Continuing the ideals and beliefs of
cooperative pioneers, credit unions seek to bring about hu
man and social development. Their vision of social justice
extends both to the individual members and to the larger
community in which they work and reside. The credit union
ideal is to extend service to all who need and can use it.

As such, this explicit recogni tion of a social mission has

prompted a variety of program initiatives at credit union level

1n an effort to find creative ways in which to meet the housing

needs of low-income m9mbers. In my work, I have observed amongst

other examples, - special savings programs that assist members

to build up the capital required for down-payments; schemes by

which members' in-kind contribution of labour in housing

construction (i.e. "sweat equity") is considered part of the

down-payment; credit union facilitated low cost building

proj ects, including j oint purchase of land and supplies; and also

the sponsoring of hou~ing co-operative projects.

At this moment, in my home province of Nova Scotia, the credit

union system's housing subsidiary is collaborating with local

credit unions to purchase in bulk a number of houses on a soon

to-be abandoned military base. The plan is for these houses to

be re-Iocated to nearby communities as -homes for credit union

me~ilieL8. It is thi~ sort of im~ginative thinking that puts the

credit union motto into practice: "not for profit, not for

charity, but for service."

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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The specific circumstances of each credit union system, never

mind that of each primary credit union, make it very difficult

to extract a single set of conclusions to this discussion. Let

me try instead to enumerate what I see as being the key questions

to be addressed by any credi t union (or system) considering

entering the housing finance market for the first time.

I '~ould suggest that the answers to these questions can provide

first the framework for deciding whether such an initiative is

appropriate. Secondly, the questions also outline the key

elements to be built into the ensuing business plan.

1. T0 =~~r ~~~~nt does housing finance fit with your

organization's mission statement and strategic priorities?

2. ~fuat are the current housing finance needs of your members?

3. To what extent, and how are these needs being met at the

moment?

4. Are the savings capacities of your members adequate to meet

the financial demands of the housing finance sector?

5. Given the current financial structure and performance of the

C'redi t union, wJlat are the implications of entering into the

housing finance sector,- for savings mobilization, loan

portfolio management, matching of assets and liabilities, and

profitability?

6. What legal, policy, and administrative changes are required

tc incorporate houainq finance within the credit union's

existing operations?

7. What new knowledge, skills and attitudes must be developed

amongst staff to successfully manage this new program and

service?

8. Given the technical nature of many of these issues, how can

they be presented to credit union members, (rollectively or

through their elected repr~EAntatives), in a manner chat

will best ensure informed and rpsponsihlp decisinnmaking?
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The Cooperrttivp. Development System
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Appendix 1 10

10

AN INTEGRATED APPRO,l\CH TO HOUSING FINANCE THROUGH CREDIT UNIONS

Through the 19808, the Co-operative Housing Foundation (USA)
undertook a series of housing development projects in Central
America. The projects involved a mix of credit, technical
assistance and training and were delivered through both credit
union federations and local savings and credit co-operatives.

From their various experiments, the CHF developed a model of an
integrated approach to housing finance which involved a broad mix
of partner organizations.

(
I

I

I
I
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Appendix 2

THE CASE OF THE ECUADORIAN CREDIT UNION SYSTEM

In 1986, the World Council of Credit Unions undertook a study of
five Ecuadorian credit unions that had undertaken housing finance
loans.

The study noted the following conclusions:

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

1.

2.

3 •

4 .

5.

6 .

7.

Pre-existing financial management systems in the five
credit unions were exceptionally strong, and all five
were large, well organized and well managed societies.

Membership growth in these, and other societies, had
levelled off, indicating that the credit unions were
approaching the limits to their II n atural market ll •

By 1986, housing loans made up to 35-40% of the loan
portfolio of the credit unions.

Terms and conditions for the loans varied between the
different credit unions:

- loan to value ratio: from 70%-90%
- debt to income ratio: from 30% to 50%
- loan interest rates: from 17% to 25%
- loan terms: from 4 years to 15 years.

A key element for the success of the program was the
elaboration and enforcement of a tightly monitored
mortgage process, which included the following
elements:

- certificate of clear title from registrar of
deeds;

- certified property value appraisal;
- original deed of title;
- certificate from registrar of deeds that the

borrower does not own an additional home;
- legal description of property;
- notarized sale of contract for home or land

purchase; and
- abstract or chain of title covering the last 15

years, from the registrar of deeds.

The decision on loan granting remained with the
regular credit committee, but the application required
prior review and approval by a technically qualified
loan officer.

In terms of general financial performance all credit
unions performed reasonably well, although they were
hpinq hard-pressed to cope with the steadily
increasinq rate of jnflation in the national economy.

;'
/'-;.

\-y"
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Appenciix 3

THE CASE OF' THF' ,lAMA TCAN rRRDIT 1:INION SYSTEM

In 1977, the member creriit unions of the LTamaica Co-operative
Credit Union League directed LTccur~ to establish a special houfling
finance program for low-income households.

7ile mortgage fund was capitalised by the primary societies
themselves, which pledged tv deposit 5% of their net growth in
share capital in the fund. (About half of the societies actually
met this commitment.) These funds are relatively 10ng-teJ.:!1, low
yielding deposits in the federation and are effectively a subsidy
provided by the local credit unions.

Members interested in borrowing from the fund apply through their
loce,l credi t union which does a preliminary assessment of the
~pplication before passing it on to the federation. The program
h~g been enormously popular, with demand for loans far
outstripping thp funds available. In response to the emerging
terchnicalities experienced in processing the housing 10ans,JCCUL
~gtablished a special housing department and staffed it with a
qualified manager.

Fnllowing this first entry into the housing finance market, JCCUL
was subsequently able to negotiate soft-loans through both the
Jamaica Mortgage Bank ann. the National Housing Trust. These funds
are loaned to mewber credit unions for on-lending to individual
members.

P~ther than provide large loans for housing purchase or
cons truct ion, ] ocal crprj i t unions have focused on smaller,
shorter term home improvement loans. This is ~lso considered an
~ppropriate strategy for ensuring that low-income households are
the primary beneficiaries of the programs.
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Form of Ol'gallizalioll

OI'gaIlizatioJlal Chanlcteristics [01' Groups Considering ConIlIlullily-Based Housing
Finance

1. Nidhi--Mutual Benefit Organization (MBO)

2. Public Charitable Trust 3

3, Public Limited Company 5

4, Section 25 Mutual Benefit Organization 7

5. Society 9

6. Slate Cooperative Society II

7. Unregistered Self-Helf Group 13

8. Urban Cooperative Bank 15
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Appendix: Salient Features of Section 36(i)(viii) of Income Tax Act 1961
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Oq~a lIizat iOlla I ChanlcC cdsC ics fOI' Groll ps COJlsiUCI"i JIg
CmlllllllJlily-Bascd IlolISillg FiJllllICC

Overview

The purpose of this report is to initiate and support discussion of the various legal forms under
which community based groups interested in providing housing finance are presently organized
or under which they conceivably might organize in future in India. In addition to the statutory
issues relating to the formation, governance and control of these organizations, certain selected
Income tax and other regulatory legislative mallers relevant to housing finance are also briefly
outlined.

This compilation of legal issues under variolls forms of organization points out gaps 111 the
existing regulatory and legal framework which policy-makers may wish to address. Their
attention through appropriate legislative amendments can ensure that the development of
cOIllmunity-based financial institutions follows a course which guarantees the safety of public
deposits and the solvency of organizations in which shareholders, members and contributors have
placed their confidence.

They key points in this report have been selected with the intention to avoid complexities. Each
of these summaries, could of course, be expanded into a treatise if all the laws and regulations
were fully discllssed. Nevertheless, it is hoped that the summaries will be useful as a starting
point for discussion and further exploration.

Finally, a word of caution: Though every care has becn ta.ken to compile this legal information,
these may not be valid somctimcs if seen in isolation and cntirely a diffcrcnt scenario may arise,
if applied to specific 'acts and circumstances and other legal frame work. This may be treated
as a point of indication for further exploration, than as a legal opinion.

Y. Nagarajan



1. NllJlll--MUTUAL BENEFIT ORGANIZATION (MBO)

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Under which
legislation & scction

Definition of
"member"

Regulating
Authority

Registration
Document

Geographical.
A rca?

Any restriction
on dividend
payment?

Any limit on
activity?

Capital required

Limit on mobilizing
deposits?

Is housing
finance permitted?

Income tax

Companies Act 1956
Sections 12; Sec. 25 optional;
Sec. 620A

Evaluation period mill. 3 ycars is rClJuircd
to ensure bona fide mutual benefit activities.

Anyone admitted by the members.
A member's control is proportionate to his
shareholdings.

Registrar of Companies
Regional Director of Company Law Board

•
Mcmorandum of Association & Articles of
Association

India; but only onc officc may be operated.

No restriction.

Can deal only with members to retain "mutuality of
interest. "

For financial companies, capital must be 8 % of risk for
entry weighted assets plus off-balance sheet items

Borrowings ok. Shares are tradeable bctween members,
but no public quotcs. Expeditcs grassroots ownership.
Small man can own shares.

Yes

Exempt as Mutual Benefit Organization under Section 2(15)
or under section 11,12, & 13 Income Tax Act.

(I)



Nidhi--Mulual Benefit O.·ganizalion (l\lll0)

Time deposits of I year to 7 years, per NHB Directions.

Minimum 75 percent of HFC loans must be for housing
acquisition or construction per NHI3 Directions.

Any limit on
accepting savings
deposits?

Types of deposit
accounts permitted?

Total loans permitted?

Total housing loans?

Who can borrow?

Can loan guarantees
be given?

Icfi3

10 times net owned funds for housing finance
companIes

Limited by capital requirement (see above)

Anyone.

Yes, up to tile value of unencumbered assels

(2)
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Under which

I legislation & section

Dcfinition of

I "mcmber"

I
Regulating

I
I Registration

Limit on

I
Geographical
Area?

I Any rcstriction
on dividend
payment?

I Any limit on
activity?

I Capital required

I
for entry

I
Limit on mobilizing
funds other than

. deposits'!

I Is housing
finance pcrmitted?

I Income tax

I Any limit on

I
accepting savings
deposits?

I
I
I

2. l'lJllLIC CllARITAllLE TRUST

Indian Trust Act

As defined by by-laws.

Public Charitable Trusts are not governed by any
law. In the event of mismanagement, only members
have standing to take action, and that must be by way of
civil suit. Except in Gujarat and Maharashtra, recourse
for rejected members is limited.

By-laws.

India

Not permiued.

As per Trust Deed, otherwise, no restriction.
Finance activity OK.

No minimum required for entry or operation.

Only charitable donations.

Yes.

Exemption under Section 11, 12, 13 or 1O(23)(c) read
with Section 2(15).

None.

(3)



Puhlic Chal"itahlc Tnlsl

Types of dcposi l
accounts permitted'?

Total loans permitted?

Total housing loans?

Who can borrow?

Icri?

Any type.

No limits.

No limits.

Anyone ll1eeting trust's criteria as a benefiCIary.

(4 )
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I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

Under which legislation &
section

Dcfinition of "mcmber"

Regulating Authority

Registration Document

Limit on Geographical Area?

Any restriction on dividend
pay III ell t?

Any limit on activity?

CapiL:l1 required for entry

Limit on mobilizing funds other
than deposi ts?

Is housing finance pcrmille.d?

Incomc tax

Any limit on accepting savings
dcposit~":

Types of dcposit accounts pcrmitted?

Companies Act, 1(»)()

Sec. 12

Anyonc holding a share

Registrar of Compailics

Memorandum of Association & Articles of
Association

None

No restriction

As per Mcmorandulll of Association.
Financc activity OK.

NOlllinal, but for opcration of financial cOlnpanies,

capital must be 8% of risk-weighted assets plus off
balance sheet items

SEI31 requires that promoter must have at least 25 %
of t~qllity and should offcr atlcast 2S % to thc pub Iic.
De!.>entures, equity, deposits permilled.

Yes

Taxable. Housing finance company (HFC) can
exempt 40% of income tax liability income under
Sec. ~6(i)(vjii); refcr to Appcndix.

10 timcs net owned funds for housing finance
cPlllpanies, per Nil B Directiolls.
I kpusilS fro II I Public Charitable Trllsls available
oilly if approved under Sec. 36(i)(viii)

Oilly time deposits of 1 ycar to 7 years for hOllsing
finance companies

() )



Puhlic Lilllited COlllpany

Total loans permitted?

Total housing loans?

Who can borrow?

Can loan guarantees be given?

Limited by capital requirement (see above)

Minimum 75 percent of HFC loans must be for
housing acquisition or construction, if 36(i)(viii)
exemption is sought.

Anyone

Yes, up to thc valuc of Ullccrlcumbcred asscts
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Under which
legislatioJl &. section

Dcfinition of
"member"

Regulating
Authority

Registration
Document

Geographical
Area?

Any restriction
on dividend payment?

AllY limit Oil

activity?

Capital required for entry

Limit on mobilizing
funds other than
deposits?

Is llOusing
finance permilled?

IJlcome tax

Any limit on
accepting savings
deposits?

4. SECTION 25 COl\lPANIES:

Companies Act 1956
Sections 12 & 25

Anyone holding a share

Registrar of Companies
Regional Director of Company Law Board.

.,

Memorandum of Association & Articles of
Association

India

No dividend payment permilleu. Profits are retaincd, .
not distributcu. No benefit to promoters/shareholders, even
in the event of winding up the company.

Restricteu to charitable activities.
Finance activity OK.

For financial companies, capital must be 8 % of risk
weighted assets plus off-balance sheet items

No limit on borrowings. Equity shares are not
publicly tradeable.

Yes

Could be exempt as Mutual Bcncfit Organization or
Charitable unuer Section 2( I5)" and under section I 1,12,
& 13 of thc Incomc Tax Act". Scc. 36 (i)(viii) cxcmption
is available. Public Charitablc Trust deposits and equity arc
available if Scc. 36 (i)(viii) approval is secureu, please
refer to Appendix.

10 times net owncu funds for housing finance
compallles

(7)



Section 25 COlllpanies:

Types of deposit
accounts pCrlllitleu'!

Total loans perlllitted')

Total housing loans?

Who can borrow?

Call loan guarantees
be given?

leri I

Time depusits (ll I year tll 7 yC;\fS per NIIB DirectiOllS.

Limited by capital rCljUirClllcllt (sce above)

Minimum 75 percellt of HFC loans must be for housing
acquisition or construction.

Anyone.

Yes, lip to the vallie of UllellClI/llbcred assets

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

\~ I



S. SOCIETY

S\l\.·icly !{cgistrCllioll Acl I X(,() ;\S ;\lllclldnl or ;IS

adJllllllsll'll'd by the rc.sj>Cl'll\T slatl's.

,\\ delillnl ill by~Jaws

Societies are subjcct to no effective rcgulating
authority except in Tamil Nadu, Maharashtra and
Gujrat. In the event of mismanagement, only
membcrs have standing to take action, and that must
be by way of civil suit.

By-laws. Incorporation ccrti ficate.

Can operate throughout India, regardless of place of
registration.

Not pCflllillcd.

As per by-laws. Finance activity is permitted RBI
non-banking finance company guidelines do not
appiy. Housing activities could be organized as for
profit division to meet the main charitable purpose
of the society.

NOllc.

Call1lot raise capital from mcmbers.
Borrowing permitlcu.

Yes.

E.,cIllption under Section 11, 12, 13 or 1O(23)(c).



Socidy

Any limit on
accepting savings
dcposits?

Typcs of deposit
accounts PCrllIitlCd?

Total loans permittcd?

Total hOllsing-loans'!

\VlJo can borrow'!

/cfi6

None.

Any typc of dcposit, from any person

No limit.

No limit.

Anyone meeting the main charitable purpose of the
organ il.atioll.

II()I

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I



6. STATE C()()I»lmATIVE SOCIETY
(Ongoing financial society such as Thrilt & Credit Cooperativc; NOT a single-projcct

"housing cooperativc")

I
I
I
I
I
I
·1
I
I'
I
I
I
I
I.

I

Under which
legislation & section

Definition of
"member"

Regulating
Authorities

Registration
Document

Geographical
Area?

Any restriction
on dividend payment?

Any limit on
activity?

Capital required

Limit on mobilizing
funds other than
deposits?

Is housing
pennitted?

Income tax

Any limit on
accepting savings
deposits?

Cooperalive Society I\ct as applicable to each slate

I\ny individual adlllilted as per the institution's by-laws

State Registrar of Cooperative Societies

Within the stale.

Maximum dividend 12 %.

Should be organized for a single or narrowly defined
comlllon purpose.
Otherwise, By-laws govern activity.

No effective minimum capital.

Share capital must be raised entirely from members.
llorrowillg is permilled. Shares arc tradeable between
members, but no public quotes.

Yes.

RcstrictedexcllIption undcr Sec. SOP; lower
tax rates than on companies.

Nonc.

( I I)



Statc Coopcl·ali .... e Sucicl)'

Types of deposit
accounts permitted'?

Total loans permitted?

Total hOllsing loans?

Who can borrow?

Can loan guarantees
be given'!

Icfi4

I'assbook savings and time deposits.

No limit.

No minimulTl limit; Recognition VIS 36(i)(viii)of Income
Tax Act not relevant as tax rales are low. However,
Charitable Institution deposits not permitted.

Members only.

Yes, lip to the vallie of unencumbered assets

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Under which
Iegislatioll & section

Dcll llitioll of
"membcr"

Regulating
Authority

Registration

Limit 011

Gcographical
Arca?

Any restriction
011 dividcnd
payment?

AllY limit 011

activity?

Capital required
for entry

Limit 011 "mobilizing
fUllds other than
deposits?

Is hOllsi ng
finance pcrmitted?

Incomc tax

AllY limit 011

accepting savings
deposits?

7. UNRE(;ISTEltED SELF-HELP (;HUlJP

UnrcgislercJ.

No limitation, but maximum mcmbership is
20 persons.

Nonc.

Nonc. However group by-laws and the
govcrning board mcchanism provide status for entering
into commcrcial transactions.

Local, by definition.

Distribution is possible.

Nonc, as long as mcmbership is limitcd to 20
persons.

None.

Rcstricted to mcmbers.

Ycs.

Applicable, unless Income Tax act provisions rcgarding
mutuality of bcncll tare mcL

Only from members, by definition.

( IJ)



Unregistered Self-Help Group

Types of deposit
accounts permitted?

Total loans permitted?

Total housing loans?

Who can borrow?

Can loan guarantees
be given'!

len8

Any lleposit from llIembers ok.

No limit.

No limit

Members of tile group only. Members are jointly liable
for external liabilities.

Not applicahle.

(14 )
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Under which
Icgislatioll & -sect ion

Dcfini tion of "mcmber"
....

Regulating
Authorities

Registration Documcnt

Geographical Area?

AllY restriction on
dividend payment?

Any limit on activity?

H. URBAN COOPERATIVE HANK

State Cooperalivc Society Act /972
Multi 'Stale Coop Society Act 19H4, Sl:CS 2 or 7
Banking Regulation Act, Scction 45

As defined hy thc institution's by-laws; number of
members is unlimited .

I. Central or State Registrar of Cooperative Socicties
(for incorporation & managemcnt issues)

2. Reserve Bank of India
(re: inspection, maintenance of cash & liquid assets,
regulation of loans and advances)

3. Deposit Insurance & Credit Guarantee Corp.

By-Laws

State or India depending on registration.

Maximum dividend 12%

60% of loans Illust go to Priority Sector. Olherwise, ily
L'lwS govern activity,

I
I
I
I
I
I
I
I
I
I

Capital required

Lillliton Illobilizing funds
other than deposits?

Is hOllsing finance permitted?

Illcome T,IX

AllY limit on accepting savings
deposits?

In Metro areas, minimum Rs. 30 lakhs. Some flexibility
from RBI in non-metro areas, Capital must be 8% of risk
weighted assets plus off-balance sheet items.

Share capilal lIlust be raised clilirely from members.
Borrowing is permiUed.

y~<;, Max to 15% of the hank's tolal deposits for loans
hdd ill portfolio. No lilllit on NHB refinanced loans.
Maximum repair loan Rs. 75,000. Special RBI Circular

-governs housing finance.

Exempt under Section 801'.

Governed by capital requirements (sec above). Dcposits
may be accepted from anyone.

( 15)



UdJall Coopcnttivc Balik

Typcs of deposit accounls
penni [tcd?

Total loans permitted?

Wilo call borrow?

Can loan guarantees be given?

N HII Rcfi nance

- Savings accouJllS with checking
- Time deposits
- All individual deposits are insured up to I lakh

Limited by capital requirement (see above)

Any member.

Yes, up to the value of unemcumbered assets

Prescntly available to scheduled urban cooperative banks.
Available to non-scheduled banks via State and District
Cooperative Banks, but each tier adds costs.

( 16)
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In respect of cach housing finance cOJllpany, which is approved by Ihc Central Govcrnment for
the purposc, the following lax conccssion bencfits arc available:

I. A public company formcJ allJ rcgistcreJ in India with the main object of carrying on the
business of providing long-term finance for construction or purchase of houses in India
for residential purposes, can create a special reserve with an amount not exceeding 40
per cent of the tolal income and, such a reserve is admissible as a deduction in
computing income chargeable to income tax under the head Profits & Gains of Business
or Profession vide Section 36-(i)(viii) of the Income Tax Act. This reserve so created
shall nol exceed twice the amount of equity capital.

2. For a HFC to be approved under Section 36-(i)(viii), at Icast 75% of loan portfolio
should be as prescribed above. (Executive uiscretion and no CBDT guiuclines are
available prescribing thc above percentage).

3. For deposits placed with housing finance companj'es:

a. Deposi!s with or investmcnts in any bonJs issued by such companies by
trusts/societies established wholly for charitable or religious purposes, qualify as
an eligible mode of investment under Section 11 (5) of the I. T. Act. Deposits of
capital gain funds derived from property can also be made till invested in
property as permitted under the Income Tax Act.

b. For loans taken from housing finance companies:

Rcpayment towards the principal amount of loan takcn frolll any housing finance
company for housing purposes is eligible for a tax rebate under Section 88 of the
1. T. Act upto a limit of Rs. IO,OUO. Subject to the aforesaiu ceiling, the rebate
from the tax payable- will be equivalent to 20 per cent of the amount repaid. Tbe
interest payable on the housing loan is a deductible expcnse under income from
house property under Seclion 24 of J. T. Act.

c. Interest on deposits by an individual or person with sucb companies will qualify
for dcdllctioll of upto Rs. 7,000 per anllum under Section 80-L of the I. T.
Act(along with other eligible deductions).
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INTRODUCTION

This document is designed as a workbook for participants
a t tending a workshop on communi ty-based housing finance. The
participants will be staff of community-based savings and credit
organizations (both non-governmental organizations and co
operatives) .

The purpose of the workbook is to provide a simple framework with
which participants can examine the key issues involved in
deciding whether or not their organization should engage in
housing finance.

The first part of the workbook comprises an exercise known as
situation analysis in which the current status of the
participating organization is examined, and its capaci ty to
introduce housing finance assessed.

The second section provides a simple framework for decision
making, while the third and final section of the workbook applies
a conventional planning framework to the specifics of developing
a housing finance service within a savings and credit
organization.

Figure 1: The Planning Framework

SITUATION ANALYSIS

IDENTIFYING STRATEGIES

ELABORATING PLANS

I
I
I
I

MONITORING AND EVALUATION
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Given the limited duration of the workshop, the framework
provided in this manual is relatively short and simple. However,
all the key issues are presented and those organizations wishing
to pursue the housing finance option following the workshop can
use this workbook as the basis for developing a more
comprehensive action and business plan.

Before Getting Started .

IN YOUR OPINION, WHAT WERE THE KEY POINTS ABOUT HOUSING
FINANCE THAT EMERGED FROM TODAY'S PRESENTATION~ AND
DISCUSSIONS?

I

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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LINKAGES

DEMOGRAPHICS

I I
P/E/S/T/

I I

EXTERNAL/ENVIRONMENT

MISSION/VISION
VALUES

MEMBERS

CAPITAL

SAVINGS MOB.

STAFF

GROWTH

RISK

POLICIES

SYSTEMS

LOAN MGT.

PROFITABILITY

1-----11-- MANAGEMENT

INTERNAL/RESOURCES

Figure 2: Elements of a Situation Analysis

PART I. SITUATION ANALYSIS:

FINANCES

SYSTEMS 1---1-- TECHNOLOGY

1. Elements of a Situation Analysis:

A situation analysis attempts to give the managers of an
organization a clear picture of the current status of that
organization, both in terms of its internal strengths and
weaknesses and its position and capacity to respond effectively
to external threats and opportunities.

In the case of a community-based savings and credit organization,
the major components of a situation analysis are presented in
Figure 2.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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2. Review of Vision, Mission and Strategic Priorities

2.1 Does your organization have a clear statement of its
long-term vision and mission? If yes, what are they
elements of these statements?

(I

2.2 To what extent is the provision of housing finance
services congruent, in contradiction, or ambiguous
with regard to these statements?

2.3 Does your organization have a clear statement of its
medium term priorities {i.e. strategies} for moving
towards its desired vision?

2.4 To what extent is the provision of housing finance
services congruent, in contradiction, or ambiguous
with regard to these strategic priorities?

..

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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Assessment of Strengths and Weaknesses:

Looking first at the "internal" dimensions of your
organization, what do you think are its major strengths and
weaknesses? Do this assessment in two parts:

i) identify strengths and weaknesses in terms of the
organizations general performance (related to the
achievement of its mission); and

ii) review that list and highlight those strengths and
weaknesEcs that will be important in relation to
introducing a housing finance program.

PEOPLE

I STRENGTHS I! WEAKNESSES I
MEMBERS

I II I
MANAGEMENT

I JI I
STAFF

I II I

SYSTEMS

I STRENGTHS II WEAKNESSES I
POLICIES

I II I
TECHNOLOGY

I I
SYSTEMS

I II I
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FINANCES

I STRENGTHS II WEAKNESSES I
CAPITAL

SAVINGS MOB.

CREDIT MGT.

PROFITABIL-
ITY

GROWTH

RISK

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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4. Assessment of Threats and Opportunities

EXTERNAL ENVIRONMENT

r OPPORTUNITIES I! THREATS 1
PIE/SiT

LEGAL

MARKET

LINKAGES

DEMOGRAPHICS

\
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Part II: Decision-Making

5. Enumerating the Costs and Benefits

5.1 Keeping the above assessment of your organization in
mind, make a list of the maj or advantages (i. e.
benefits) and major disadvantages (costs) you think
are associated with the introduction of housing
finance?

I
ADVANTAGES/

II
DISADVANTAGES/

IBENEFITS. COSTS

5.2 What are the major risks (uncertainties) associated
with your analysis of costs and benefits?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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LEANING TO
NO

WHY NOT?

10

What additional information
do you require?

How do you plan to obtain
this information?

LEANING TO
YES

WHY?

In your opinion, should the introduction of housing
finance be a strategic priority for your organization
over the next 3 - 5 years?

Do you currently have enough information with which to make
an informed decision about housing finance?

6. Making the Decision

I
I
I
I
I
I

I
I
I
I
I
I
I
I
I
I
I

I
I
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7. Reality Check:

7.1 Assumptions:

WHAT ARE THE MAJOR ASSUMPTIONS THAT UNDERLY
THIS DECISION?

7.2 Risk:

WHAT ARE THE MAJOR RISKS OR UNCERTAINTIES
(EITHER EXPLICIT OR IMPLICIT) IN THIS DECISION?

7.3 Opportunity Costs:

WHAT, IF ANY, OPPORTUNITY COSTS DO YOU SEE FOR
YOUR ORGANIZATION AS A RESULT OF THIS DECISION?

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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8. Elaborating the Strategy

8.1 Defining the Strategy:

Describe in general terms the approach you propose
providing housing finance through your organization:I

I
I
I
I
I
I
I

Make reference to types and sources
mobilized, types of housing finance to
priority market segment to be developed,

of
be

etc.

funds to
offered,

for

be
the

I
I
I

8.2 Thinking Strategically About Applying the Strategy:

Looking realistically at your organization at the moment,
enumerate what you think to be the major helping forces and
hindering forces in applying the above strategy.

I
I
I
I
I
I

HELPING FORCES
II

HINDERING FORCES
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Part III: DEVELOPING A PLAN

9. Settings Goals and Objectives:

9.1 Goal Setting:

DEFINE YOUR ORGANIZATIONAL GOAL RELATING TO
HOUSING FINANCE. SET A THREE YEAR TIME HORIZON ..

9.2 Objective Setting:

IDENTIFY REALISTIC ONE-YEAR OBJECTIVES FOR YOUR
ORGANIZATION IN THE VARIOUS KEY PERFORMANCE AREAS
RELATED TO HOUSING FINANCE:

KEY PERFORMANCE AREA:

OBJECTIVE:

KEY PERFORMANCE AREA:

OBJECTIVE:

KEY PERFORMANCE AREA:

OBJECTIVE:

KEY PERFORMANCE AREA:

OBJECTIVE:

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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OBJECTIVE:

I
ACTION

I
PERSON RESOURCES DEADLINE VERIFIC-

STEP RESP. REQUIRED DATE ATION

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

14

10. Elaborating Action Plans

. For each of the objectives listed
basic elements of an action plan,
format.

above,
using

elabora te the
the following



Worksheets for a budgeting exercise follow. But prior to
beginning to work on the budget it is important to specify:

A budget is the financial plan of an organization and is
developed to assist the organization to achieve its stated
objectives.

The budget of a financial insti tution is prepared
sequence that follows the flow of funds within
organization, i. e. beginning wi th the balance sheet
then moving to the income and expenditure statement.

Sources Uses Calculate Project
of Funds of Funds Yield
(Liab. & (Assets) ....... Income Expenses

"Capital)

I 1\

Projected Surplus L..o-,
or Loss

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I

\q if I
, ,

in a
that
and

(4 )(3 )

PROJECTED INCOME &
EXPENSE STATEMENT

( 5)

(2)(1)

1. Key Assumptions:

2. Key Financial Results/Objectives

15

THE BUDGET PROCESS

/PROJECTED BALANCE SHEETI

11.1 The Budgeting Process:

11. Elaborating Financial Plans



BEGINNING END OF YEAR AVERAGE
OF YEAR

ASH IN HAND

AVINGS ACCOUNT
---

ERSONAL LOANS

OUSING LOANS

NVESTMENTS

IXED ASSETS

OTAL ASSETS

BEGINNING END OF YEAR AVERAGE
OF YEAR

MEMBERS SHARES

MEMBERS SAVINGS

EMBERS DEPOSITS

ORROWED FUNDS

TATUTORY RESERVE

THER RESERVES

ETAINED SURPLUS

URRENT SURPLUS

OTAL LIAB & CAP

16

11.2.1 PROJECTED BALANCE SHEET:

M

11.2 BUDGET WORKSHEETS

o

B

S

11.2.1.1 LIABILITIES AND CAPITAL

T

c

R

C

11.2.1.2 ASSETS

S

F

I

P

T

H

I
I
I
I
I
I
I
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I
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AVERAGE BALANCE INTEREST RATE COST

EPOSITS

AVINGS

HARES

ORROWINGS

OTAL FINANCIAL COSTS

PROJECTED AVERAGE INCOME
YIELD AS % BALANCE

CASH IN HAND

SAVINGS ACCOUNT

PERSONAL LOANS

OUSING LOANS

NVESTMENTS

IXED ASSETS

OTAL INCOME

a) FINANCIAL COSTS:

17

11.2.2.1 PROJECTED INCOME

I

11.2.2 PROJECTED INCOME AND EXPENDITURE STATEMENT:

T

H

F

11.2.2.2 PROJECTED EXPENSES

S

S

B

D

T



\
\

_. ----- -----
LAST YEAR CoMMENTS PROJECTED

COST

ERSONNEL

ACILITIES

PERATIONS

ECURITY

EMOCRACY

OTAL COSTS

DIFFERENCE

PROJECTED SURPLUS/LOSS ON BALANCE SHEET

PROJECTED SURPLUS/LOSS:

TOTAL EXPENSES:

FINANCIAL COSTS:

P

18

b) OTHER COSTS %

TOTAL PROJECTED INCOME:

OTHER EXPENSES:

S

o

F

T

D

11.2.3 SUMMARY OF INCOME AND EXPENDITURE:

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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11.2.4 QUARTERLY CASH FLOW PROJECTION

) CASH RECEIPTS 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

HARES
AVINGS
EPOSITS
CAN PAYMENTS
NTEREST INCOME
NVESTMENT INCOME
THER INCOME

rOTAL RECEIPTS

o

T

a

S
S
D
L
I

) CASH DISBURSEMENTS 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q 1Q 2Q 3Q 4Q

HARE WITHDRAWAL
AVINGS WITHDRAWAL
EPOSITS WITHDRAWAL
OANS DISBURSED
NVESTMENTS MADE
XPENSES PAID
URCHASES OF ASSETS

rOTAL DISBURSEMENTS

S
S
D
L

T

E
P

b

c) CASH BALANCE

OPENING BALANCE
PLUS RECEIPTS
CASH AVAILABLE
LESS DISBURSEMENTS
CLOSING BALANCE

.--........=""

.~~
~,J--------------------
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1. INTRODUCTION

The GCC has gone through six distinct phases in the last eight years. Each of these phases has been
accompanied by differing principles. strategic thinking. preconditions for success and therefore also different
resuJts. The six phases are:

1. research and feasibility study
2. pilot
3. first expansion (one region)
4. second expansion (multiple regions) and finally
5. re-direction and finally
6. transfonnation to Mutual Bank.

These phases will be discussed below in terms of the particular objectives and achievements of the phase.

2. PHASE I - RESEARCH & FEASIDILITY

I 2.1 BACKGROUND

I
I

The original research was undertaken in the Urban Foundation's Housing Policy Unit in 1987/88 as part of the
strategic thrust to develop access to housing finance for all but the indigent in S. AI

The Group Credit Company/CASH Bank Initially asmall loans company

I The Urban Foundation (UF) was in 1987 the largest NGO in South Mrica (S.A). It was set up by big
business after the 1976 riots in South Africa. The mission was primarily to facilitate and indeed engender
change in S.A. The organisation concentrated on housing, education and small business issues Housing.
however, constituted 80% of the focus of the UF. The UF operated with various policy divisions which were
based in a central head-office in Johannesburg. They had a branch in each of the five major centres of S.A
The branch network concentrated essentially on project activity. The principle was essentially that the
branches were to pilot and test the policy work undertaken by the UF's policy units. Part of its focus in recent
years has been that of institutional development. The follo\\ing institutions are examples of what were
developed.

I
I
I
I
I
I
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Institution

NEWHCO

Home Loan Guarantee Company

Land Investment Trust

Function

The largest non-profit housing construction company
in S.A. delivering sites and houses to the low-income
market

Offers 30% guarantees for mortgage loans below a
certain size.

A land-banking and bridging finance company In

support of low-income housing development.

I
I
I

Primary Science Project Supports the upgrading of the skills of science
teachers

Funda Centre A large community centre that focuses on educational
activities.
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The focus ....-as exclusively housing. Housing was the end, finance the means This narrowed the focus 11\ the
research to exclude e.g. finance or banking services for low-income people as the desired result of which
housing finance would be one product. This critical emphasis structured the parameters of the resc;lrch

The objectives were therefore to "obtain an understanding 0/ the kev characteristics 0/ the hO/lslIlg /inllllce
Industry. to identify options for a small loans company, to Idenlljv how the options could be structured and
refined and to identify the options which would make the selected opt/on l'wble":.

The primary sources for the information ga!.hering were banks, building societies, consumer credit compalllcs.
local authorities, specialised housing institutions and briefly the infonnal sector in tenns of its lending or its
facilitation of the housing process.

The scale of the housing demand justified !.he belief that the appropriate solution would or should be closely
aligned to the fonnal banks, by for example offering back to back guarantees for any lending done in thiS
market by banks.

It was only due to the repeatedly expressed lack of interest "at thiS stage" by the formal banks that the research
turned to infonnal options. The key parameter of the research ie. housing, narrowed the options for
exploration and the researchers found a "paucity of publicly available research In this area". The limited
research material available showed that an informal option might be feasible but that the circumstances and
structure which could result in success "would need to be created by managerial action during implementation
"due to the "lack" of research infonnation.

I
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The consequent conclusion was clear - to offer housing finance through eXisting informal Infrastructure
(stokvels)3. Distonions would be required of the stokvels, namely~

• to persuade stokvels to take security from members.

•

•

•

•

•

•

to persuade savings associations to manage external finance. However, the existing IOfrastructurc
only had mechanisms to handle member savings and rotational draws on the pool of member sayings

to persuade stokvels that housing needed to be a distinct focus of acti\ity.

to extend the period which the stokvels normally used as a cycle i.e. 10 months to one which could
encompass 5 year cycles.

to change the allocation method of stokvels from the rotational basis to once-off allocations.

members would be required to participate in a managed housing scheme

members would be obliged to run bank accounts.

I
I
I
I
I
I

2 Deloine's Management Consultants co-ordinated and undertook most of the background work. All quotes in
this section are from their summary document.

J Stokvels are the common S.A. name for a form of rotational savings and credit association (ROSCA) The
most common form found for instance in a lower income commUnlly would be one where a group of eight to
ten people (nonnally women) would decide to use peer pressure (0 facilitale saving towards a specific objecl1\c
The objective could be a specific fonn of consumption or simply of ensuring suiTlcient money for the Christmas
season. The women \\111 agree to a specific monthly sum that must be sa\'ed b~ each and e\'er"\' person The
pooled money is either paid out to a different individual each month to make the desired purchase or kepI for
Christmas and then shared out.

Therc arc as many \ananlS of thiS example as there are stok\c1s

I
I
I
I
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2.3 TRANSITION TO PILOT

The research identified some key issues which \\o;th hindsight were worthy of a 101 more exploration

2.2 EVALUATION

However, the primary focus - housing - precluded discovering the pre-existing international industry which
operates not under a housing label but under either finance (micro-eredit) or micro-enterprise label.

the decision to look at informal lending institutions was correct as international experience shows that
formal banks that have traditionally lent more upmarket do nOI succeed in lending on scale into this
market unless they establish an entirely separate division.

the mechanisms that stokvels use to manage their own finance offered the key to already proven
international successes.

•

•

The conclusion of the research was that it remained desirable for the fornlal banks to eventually be the key
actors but that both product and method needed to be well tested before they \\ould consider introducing such
methods into the formal banking system.

Many of the later problems which occurred in lhe GCC were as a direct result of ha\'ing attempted to change
the time tested methods of sto},:ycl operations to something which sui led the financial product we wished 10

sell.

Hindsight too taught the GCC an important lesson on the establishment of the principles of the operation ie. it
is easier to change a system than an existing industry or market. In other words, never attempt to change a
market to suit a product. It is easier to change lhe product to suit the market unJess you are a mega-industT!'

I
I
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3. PHASE II - PILOT

I 3.1 OBJECTIVES

I
I

The pilot started in mid 1989 while an agreement was being finalised ,,;th the Development Bank of South
Africa (DBSA) tt; provide loan finance at lhe then prime interest rate to fund the GCC's debtors book 4 The
agreemcnt was for R1.5m, which was the amount identified in the feasibility study as the minimum amount
required to tcst both product and procedures The Urban Foundation agreed to provide a loan of R600 000
worth of interest free working capital to support lhe pilot.

I
The pilot was to run for three years and then be evaluated The mission. long and short-term objectives for the
pilot phase were as follows:

I
• to stimulate the supply and upgrading of low income housing stock on scale, through the extending of

small, short-tcrm loans to savings associations at market related interest rates.

I
Long term objectives:

• to offer appropriatc housing financc 10 low-incomc houscholds

I
I

4 Thc DBSA IS a statc bank set up to fund at normall! slightly softcncd ralcs proJccts ill key arC3S such 3S Infra
structural dcvelopment likc watcr supply, scwagc works ctc. particularly in arcas whcre local authoritlcs were
not in a position to fund such dcvclopment. Support for Illitiativcs that stimulated nccessaT!' housing suppl!
was thcrefore also a kcy focus

I
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I
I

•

•

to establish an apex organisation to intcrfacc wIth Informal sa\'lngs assoClallOns

to otTer a finance facility to the informal s;l\ings associatJons \\ho In turn would on-knd lo thelT

members.

I
I

• to raise money from the capital market either directly or indirectly for the purpose of on-lending

Short-term objectives: I

• to test the financial viability of these principles

•

•

•

•

•

•

•

3.2

to test under operating conditions the principles of on-lending to associations via an apex
organisation.

to test whether savings associations can maintain pressure on group members.

to test and develop the systems and structures required for such a financial institution

to test the acceptability of this form of finance to informal savings associations.

to test under operating conditions the critical variables which influence the viability of the compam

to evaluate under operating condltions legal constraints which hamper the operatIOns of the GCC

to evaluate the acceptability and viability of the proposed staff structure to interface \\ nh SaYl ngs
associations and maintain group pressure.

PROGRESS

I
I
I
I
I
I

The GCe started advancing loans in November 1989. By October of 1990 it had 57 groups (919 indi\lduals)
who were perfonning well. R1.78 million had been advanced.

The loan product offered was a facility to a group of up to 20 people who were joinl1y responsible for the
repayment of the loan. The money was advanced in three stages at five monthly Inten·als. The group
insUllcted the GCC to pay over an approved amount to particular members The term of each advance was 60
months with a maximum amount per individual of $2,000.

The amount and term were chosen because of the need to be able to support fairly significant housing inputs. ,

Demand for loans continued and it was considered appropriate to raise an additional sum of money to continue
lending so as not to create a negative affect in the conununity through a sudden stop to the system as it was
becoming established. Pressures from a range of housing actors and general community demand provoked an
alteration to the initial concept of the pilot.

The performance of the debtors was most encouraging at this early stage. consequently a bolder approach to
the experiment was considered desirable.

3.3 EVALUATION

Several positive lessons were learnt during this phase in relation to

I
I
I
I
I
I
I

•
•
•
•

methods of marketing at grassroots level
procedures for advancing money
games played in order to access resources
basic administrative procedures

I
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•

•

3.4

the difficulty of operating in an environment which states "we are enlllied to what we df.'mand"whlch
. is compounded by the resonance that such a statement finds with staff

the difficulty of teaching potential credit officers the difference between real alTordabilil)' of a client
and expressed affordability by a client.

POTENTIAL PROBLEMS FOR EXPANSION

I
I
I

The GCC faced a catch 22 situation in considering expansion as:

• the product though performing well was not a year old in the field and had not entered its risky
period. There were three such periods perceived in the cycle of this loan. The first was when the full
money was advanced to the group i.e. after the third advance in month ten of the cycle and the
incentive to keep paying in order to access more money was no longer available. The second was
potentially when a sum of money equivalent to the capital had been repaid and the issue of paying
interest had to be faced. The third was when the possible benefits derived from the application of the
loan were no longer perceivable and therefore no longer worth paying for.

I
I
I
I
I

•

•

4.

4.1

the formal banks represented on our Board of Directors indicated thai the scale of the pilol was 100

small to be able to derive definite results. The pilot might thus still run its full course and end up ,vith
inconclusive results as a different scale might fundamentally alter the findings of the pilot.

the sudden hall of any resource in a resource scarce environment normally creates a negalive response
which makes il more difficult to reintroduce the product in the same community. Furthermore. loan
recipients themselves stop paying as the only reason for repaying i.e. further loans. is withdrawn A
pilot programme therefore needed to be an ongoing progranune at a certain scale to firstly creale Ihe
perception of continuity and secondly to be at a scale where il is nJI possible to "o\-·er-manage" the
portfolio i.e. manage it in a sustainable manner.

PHASE 3 - FIRST EXPANSION: ONE REGION

BACKGROUND

I
I
I
I
I
I
I
I

The decision was to expand the pilot to the level of one viable regional operation capable of financial viability
Two problems had to be resolved before implementation.

• from whom to raise the money and under what conditions it could be raised.

• from whom to raise some "reserves" in order to off-set the wider risks involved.

The position .....as compounded by the inability to estimate the level of risk involved as the following excerpt
from a motivation document produce in October 1990 illustrates.

"The inability to estimate risk on the basis ofan adequate track recordforces the Company to allow for a high
level ofdefault (25%). This level of risk provision on the one hand combined with the total lack of reserves
within the Company on the other means that the Company can neither make financial provision for this level
afrisk as earnings do not allow for it nor raise the loan capital to allow for thiS expansion. ",

"The acquisition ofa reserve fund for The Group Credit Company would allow the Company to sustain growth
over the next six years This could be achieved while simultaneous~v generating a track record which
hopefu/~v will no longer require excessive provisions for bad debt. It would also allow the Companv to
establrsh a real risk profile for thiS form of operation and no longer operate from the basis of assumed and
perceived risk

A reserve fund would allow the Company to make a 15% proviSion for bad debt. A further 10% proVision
already exists In the form o/a 10% deposit that groups are required to pledge to the Company
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4.2 PROGRESS

The establishment of !.he Independent Development Trust (mid 1990) opened up a possible source for collateral
and reserves. A proposal was put to the Independent Development Trust requesting supports.

The GCC was !.herefare in the market looking far both money for reserves for nsk These \\cre In (he order of
R6 million (S2m) while also looking for collateral.

This fund will be able to sustain this provision for the next six years whereafter the Cumpany call make {l

reasonable provisIon from its own earnings. Earnmgs on the fund at thIs lafer stage ... uulJ he put hack Infu
the fund"

I
I
I
I
I
I
I

In late November 1990 the Independent Development Trust gave Gee a granl to facilitate the
(·xpansion while D8SA and the GCe embarked on negotiations concerning guarantees

A R10 million <:!: $7 m) facility was raised from the four represented financial institutions.

•

•

The four financial institutions represented on the Board of Directors were approached to ascertain if the~

would be prepared to jointly lend the required cash to !.he GCe. A positive response from all four had as a pre
condition for lending an eighty percent collateral requirement in the form of either cash deposits or acceptable
guarantees.

• An additional four loan officers were employed in January 1991 for the expansion and underwent a
three month training prog·ramme which "as funded by ODA6

. The total staff at that stage was g
people. The total number of anticipated ar.J budgeted staff was 18 people for this programme. I

• The new loan officers started negotiating with clients in April and advancing loans a couple of
months later by which slage the strategy for the GCe had changed again. I

4.3 CHANGES IN THE ENVIRONMENT

• the Independent Development Trust in wishing to introduce its capital subsidy scheme for housin!
was concerned with the adequacy of resources and resource institutions to facilitate consolidation onc(

While the GCe tentatively embarked on its first expansion plan the overall housing credit environment was
changing in particular due to the introduction of the Independent Development Trust. Two particular events
sparked the change:

•

•

The performance of the loans remained adequate - though arrears existed. the youthfulness of the
loans (maximum age of debtors 18 months with most debtors well under 12 months) combined with
the continual advancing kept the profile satisfactory. Arrears were also primarily in current or 30
days.

GCC rcceived the funds from Independent Development Trust in two tranches between February and
June. As the GCe had not yet successfully negotiated donations tax exemption it was agreed that the
grant be initially structured as a long-term subordinatcd loan until the GCC received its exemption.

I
I
I
I
I
I

~ The Independent Development Trust (lOT) was cstablished with funds from govcmmclll that had bee
releascd through its privatisation drive. The mission of the lOT was the redIstribution of resourccs III terms (
houslilg. education and health activities to the disadvantaged sectors of the populalJon

6 ODA - The Ovcrseas Developmclll Admll1lstratJOn \\luch IS the extcrnal dcvelopmcnt Min of thc BnlJ~
govcrnment

I
I
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site and sen.lce schemes had been Introduced at scale' Credil remains an Important component of

consoiJdalJon8
.

The GCC was then requested by Independent Development Trust to develop a plan for an amblliolls expansion
of the GCC into a national operation highlighting what was required to facilitate such an acllon

5.1 BACKGROUND

A national expansion plan was developed with three pre-condilions before implementation was possible

• sccondh-. access to funding was required with limited collateral requirements

I
I
I
I
I
I
I

•

5.

•

•

sImilarly. the proposal from the GCC evoked concern that such an approach was nol sust:lin3ble :It
scale because of the level of collateral required from the financial instJlutlons

PHASE 4 - MULTIPLE REGIONS

firsth', an outside institution had to CarT)' the full risk of the debtors book

thirdh-. the GCC required a "growth fund" namely a revolving fund which would pay for all the
expansion costs in terms of working capital. As one unit of expansion repaid liS working capital the
next would be started. The money would therefore revolve between an additional five branch
operation in the period of six years

I
I
I
I
I
I
I
I
I
I

The Usury Act was identified as a major barrier because the margin allowed the GCC was inadcqu:1te to

support the cost structure even once the company had stabilised after the major gro\\1h as the follOWIng [\\0

histonc graphs ilJustrate9
.

7 The capital subSIdy scheme introduced allowed for a once-off subsidy of + $2.500 to low income earners who
had never recei'ed a subsidy in other forms This amount of money would normally allow for the pure-hase of
a sen.iced site In some areas of S.A. there would be some money left over to support the stan of building a
house as welL In the major urban areas however, it was between 70 - 100'% of the cost of a fully serviced site
with potable water and a reticulated sewage system.

8 Consolidation refers to the process of gradually developing and formalising the superstructure (house)

9 The Usury Act in S.A. has three categories of loans:

I loans that are less than R6 000 (S2,000) and for less than 36 months.
2. loans that are greater than R6 000 but less than R150 000
3 loans that are greater than R250 000

In 1991 the interest rate restriction on categor:- (]) was 285%; on category (2) 2(>5% \\hlle catcgon I ~) h:ld
no such restncuon

In 1993 the restriction on catcgory (I) was rcleased III order to facilitate nucro-Iendlng programmes The\' arc
currently. ho\\c\'er rcvic\\ing this due to perceivcd exploitatIOn by certain operators
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5.2 PROGRESS

• By June 1991 an additional 6 loan officers were employed in Cape Town to expand the eXisting
operation.

• By end of August 1991. fourteen sLaffmembers had been employed to start the PE office.

• By October 1991 the GCC had advanced R8.2 million to 183 groups of 28.18 individuals in the
Western Cape.

• The GCC located 80% of the required "Growth Fund" by August 1992 from US Aid. Hanns Seidel
Foundation and the Independent Development Trust 'O

• S" June 1992 PE started advancing to clients

:0 The HaIHls SCldel Foundation is the overseas development arm of Savana. a regIOn of GcrmanY
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5.3 EVALUATION
I
I
I
I

•

•

•

By June 1992 the expansion plan was halted due 10 the de\'c1oping arrear problems and Ihc SlralC/:,,!
of the company again changed.

By October 1991, as the oldesl deblor reached the 24 month mark, there was a suffiClcntly large pool
of older debtors to show a definite trend of a strong increase in arrears at 16 months ie (, months
after the last advance.

Due 10 the level of advances undertaken during 1992, the trend was obscured in the overall figures
and it was several months before the Directors agreed that a trend was clear and that it would be
prudent to shorten the term to 36 months i.e. a maximum effective term of 46 months.

I
Hindsight shows that this was not prudent enough but the initial analysis was on the group of dcbtors that had
had a much higher level of interaction as the earlier scale of the operation had allowed for a more intensive
level of management

I
• By October 1992 the GCC had four particular problems occurring simultaneously:

• product failure.

5.3.1 Product Failure

I
I
I
I

•

•

'.

the change of scale in the organisation and the failure of some principles 10 operate at a
different scale.

the rapid expansion of staff none of whom had experience in this form of credit elsewhere
and too few staff who had any depth of experience in the GCe. This was compounded by the
fact that many staff had a limited educational background with limited numeracy and writing
skills and consequent productivity problems.

the scale induced a lower level of supervision 'and the diiTlculty of acquiring good supelYision
skills or promoting from \\ithin to supervisor level becamc (and remalTIs) a key problem

I
I
I

The experience \\ithin the GCC over the last few years allowed us to assess the sensitivity of ke~ faclOrs and
the advisability of having manipulated international experience in relation to these parameters

In order of sensitivity the following (actors resultcd in the development of arrears

5.3.1.1 Term

The major sensitivity was the. term of the loans:

I
• The GCC had already proved that group loans with a 12 month or less term ha\e a very good recovel)'

rate. On a pilot group ofloans (65 groups) that were restricted to a 12 month term the GCC achieved
a recovery rate of 93% of all instalments raised

I The GCe's risk exposure on short-term group loans is limited to 12% of the number of loans in that defined
section of the book (the arrears rate runs at 12%)

I
I
I

•

•

The position changes markedly \\ith any increase in the lcnn FOI group loans \\llh a terlll of 2~

months the arrears treble (32%) The impcrtant elcmenl is, however, that the rcal risk cxposure
incrcased from 12% to 32% by the addition of a further 12 months to the term

By the time the lerm increases to 60 months the arrears increase to 69% of the number of 5 year loans
with only I% fully covered
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NO. OF DEBTORS IN ARREARS BY TERM & VALUE OF ARREARS
AS % OF BOOK

In Arre"'l1

70%

In Advanca

60 ""'th I.,m

AGE/TERM OF LOAN
.....

I
I
I
I
I
I

5.3.1.2 Size of Loan

Trust as a basis of assessing potential repayment for sums of moncy which fall within dail~ person:ll cash flows
works exceedingly well (the normal basis of group assessment) Ho\\"c\er. the difference of \\orking with
instalments which might require a full month's sala~' of one member of a family was not recognised by groups

The group method of assessing members' ability to borrow small sums of money was directly applied to the
large sums i.e. "I trust you will repay R200 because you have borrO\l'ed it in /he past from a
neighbourlfriendlrelative and [know you repaid it" became "I trust yOll to borrow R5 000 because I know you
have borrowed and repaid R:!OO".

The consequence of utilising the informal method of assessing mcmbers was the invariable ovcr e:-;tension of a
person's affordability.

5.3.1.3 AfTordability

The group mechanism of assessing an individual member's ability to pay is only effcctive for short-ternl loans
involving relatively small sums of money. As the sums of money movcd beyond commonly used limits, the
basis of assessing affordabilit)' became need and not abilitv to pav, Affordability O\'er the medium term in our
experience is also not easy to assess for even an experienced credit officer. as one is dealing \\;th a sector of the
population that is characterised by irrcgular income. cyclical cmployment and differing monthly priorities for
use of disposable income.

I
I
I
I
I
I
I

Offering large loans with a large instalment cancelled out the benefits of utilising group principles to facilitate
affordability namely:

•

•

the ability to assess each other for creditworthincss;

the ability for the collective membership to bridge a member who is having to face other priorities in
any given month.

I
I

5.3.1.4 Peer Pressure

People only exert pressure if lhc~ are not disadvantaged personally by such action

Continued pressure over a 60 month tcrm operates to the disadvalllage of the good payers as they

I
I

• directly ~ar the lransport costs of conlactlng the other IIIclllbcr~.

1,1\\ I
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Such pressure is possible and feasible in the short tcnn but is not sustainable as a principle 10 ensure repaymenl
over the medium tenn. The perception of groups once they have experienced significant long-term problems is
that the system of joint and several responsibility is intrinsically unfair and inequitable and consequently it is
more to their advantage to join the ranks of the non-payers.

I
I
I
I

•

•

•

are subjected to personal abuse and threats by the people who arc un\nlhng to pay.

soon perceivc that they will lose any money that they personally put 1010 the killy to bridge short

payments.

recognise thai the perfonnance of some members will pennanently prejudice their own record and that
.they personally do not have the means or methods to recti~' the situation

I
I
I
I
I
I
I
I
I
I
I
I
I
I

5.3.1.5 Interest Implications

The GCC in charging interest on daily balance compounded thc disincentivcs once a group or individual went
into arrears. For example, if an individual was retrenched but found a two day job and continued paying R50
of a Rl25 instalment, the person's balance continued to rise each month The person perceived himself to be
powerless to repay the debt. The inlerest bill kept rising and the person could nol measure the IOlal inlerest bill
given his personal circumstances.

The perception is thaI the goodwill that the person is indicaling through paying at least something is not being
met by a corresponding gesture on the part of the GCC but by a statement like "We will take more and more
and more from you unnlmjiniry".

The positive effecl of a payment no matter how small is a very important part of ensuring ongoing payments.

5.3.1.6 Simplicity

The GCC's e:\-perience is that complexity and sophi!:tication increases costs as it results in firstly the need for
numerous higher skilled people to field the multitude of queries on product, procedures and statements and
secondly increases the costs of managing clients as loan officers need to do a multitude of trips to a client to
solve queries.

The simplicity required is one that allows for all product information and management detaiL '0 be on the
back of a couple of matchboxes. If loan officers don't feel that they can confidently handle all clients queries
they cease to be an interface and client officer but became an interpreter 10 some' other person who then
becomes the client officer. The real client officer then avoids contact with the clients or concentrates on those
with maximum queries to the detriment of the remainder of the portfolio.

5.3.1.7 Housing

Experience has shown that the essential issue for low-income communities is that credit per se should be
available. The recipient should have the prerogative of selccting the use for which the credit is applied
according to immediate priorities, if he/she does not, the use of the loan will always be manipulated

CO;\,CLUSIONS REGARDING GROUP LOANS

5.3 1.8 If Gee had restricted its product to a maximum tenn of one ye:H the group product applied [0 housing
would have been successful It has proved the success of a group loan of 12 months and 1l has also
clearly demonstrated the failure of group loans where the loan exceeds 12 months
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5.3 1.9 In the Target Market, collectibility depends on:

I
I
I

..

..

..

..

..

ensuring aiTordability (which is heavily influenced by shon-term environmental problems whether due
to fantily problems or economic downturns).

contactibility - one collects more through a personal collccllon systelllthan through ;111 Impersonal
hands off mechanism.

rigorous regular contact with clients who do not havc a stop order payment systClll

relatively small repayments - large instalments are only maintainable in the shon-term

In terms of product design simply:

Term (as short as possible)

I
I
I
I

and

.. I
Size (as small as po~3ible)

llWPA CT OF RESULTS OF PILOT ON PRE-EXISTING BOOK I
The Gee recognising that it had delivered a poor product [Q its longer term chents attempted 10 selecl the I
potential good customers from the remainder. As gc<)(f clients needed the opponunity to maintai nand enhance
their credit record the decision was taken to allow dients to com'en their loans from group loans to Individual
loans if they so wished. In convening groups we could consolidate thc portfolio of good clients It IS I
interesting to note that:

..

..

..

of the 65 groups whose term did not exceed 12 months only 5 groups (0 7~'o) chose to comen

of the 32 groups with a term of 2-t months 22 (69%) decided to com·en.

of the 184 groups with a five year term, III (60%) groups com·cned. but increasingly smaller
proportions of the group actually convened.

I
I

As at I June 1993, the Gee had moved 2018 individuals from groups to having an individual account. ThIS is I
42% of all clients who were acquired as group clients.

The average loan profile of these ~convertedclients"is:

I
Size
Tenn
Instalment
Deposit
Deposit as % of loan

R2908
31 months
R 159 per month
R587
20%

I
I

The repayment performance of thcse 2018 individual clienls was analy scd In order to ~t r..:; II 11 IIne the
managemcllt of these debtors and were classified as follows .al the POlIll of com'crSlon

I
I
I
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Inlha • R Fchm:l!"\ ,I 'lq,

Always pays 528 26%

Usually pays 288 1-1%

Pays only when collected -177 2-1%

Seldom pays (never pays a full instalment 2 months running) 209 10'Yo

Never pays (bad - pays less than I instalment in 6 months) 488 2-1%

Unclassified .-TI 2%
2018 100%

People were not weeded out in the conversion process on the basis of performance as the Gee hoped that it
could potentially still get garnishee orders against poor payers.

Unfortunately, only 18.4% of clients signed a new Acknowledgement of Debt (AOD) for a term of 12 months
or less. However, the value of these loans only constituted 9.11% of the converted book while 57.7% of the
value of the book were in loans where the new AOD's were for terms in excess of 30 months. It was
recognised that the conversion process will not have overcome problems but will merely have provided
opportunities for good c1ients l

! .

5.3.2 SCALE RELATED PROBLEMS

The development of new staff from a small core of experienced staff \\ith good products and procedures is
possible with the manying of one new person to one good person for the 'apprenticeship period. In our
experience this is the best way of inducting new staff. The rate of gro\\lh is then always dctermined by the
nwnber of good staff with sufficient experience that an organisation has GrO\\1h therefore becomes
exponential over time, but never at the initial stage

The Gee when it started training the second round of eape Town loan officers had neither secure product,
therefore no time tested procedures and no sufficiently experienced staff who could transfer skills on an
apprenticeship basis Slaff were still busy tr:ing to discover the dimensions of their o\\n job when the.'
acquired a trainee.

Trainees outnuinbered staff and frequently intimidated them on critical 'unpopular' issucs lIl\'oh-ed in the
lending of money. Staff who 'should know hetter' \\isely held their longues in areas that \\erc critic:J! 10 the
Gee but unpopular outside of the Gee.

There is unfortunately no adequate short-cut in institutional development where only limited compatible
e.'\-perience exists in a country. Staff have to be given the time to develop experience.

If the Gee were to have 100 experienced staff members with one tried and tested product, II can easily train
another 100 but with 3 experienced and 4 newly trained it tried to process an additional ]8 people

This took its tolI on people's confidence at a stage when creativc energies had to be applied to growing arrears
in an untested product, in other v..ords, in developing new procedures to manage a new area of required
expertise in the company. Furthermore, the original client to staff ratios of 60 groups (900 people) was nol a
feasible ratio and had to be drastically adjusted dO\\nwards. The attempt to have loan officer manage such
large portfolios resulted in inadequatc aftercarc and therefore aggravated arrears at a stage the Gee could least
afford it.

II Now, two years after the 311CIllJ11 lO com'en these clients. il IS now recogniscd thaI Ill' spcu;I1 bcncfit wa~

derin;d from undertaking this cxerClse. The Gee could as easily and Without the expeTlSc of (he con\'(~rslOn

have simply done its best at managIng through the failed product.



The structure was:

6.2 CHANGE IN ORGANISATIONAL STRUCTURE

• a largely unsecured community based short-term product for either individuals or groups which does not
have a defined use.

• an employer based product either for housing or non-housing which is essentially pa)TolI driven with the
larger housing loans fully covered by Provident Fund guarantees.

I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
I
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6. I NEW PRODUCTS
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6. PHASE 5 - RE-DIRECTION EARLY 1993

The failure of the long-tenn group product combined v.ith:

the GCC changed its products during 1993 to:

a) a need for products with a lower risk profile;
b) non-housing products to satisfY demand;
c) individual products in response to demand; and
d) short-term products for unsecured lending

The GCC therefore again entered another experimental phase with one proven product and two
experimental products. These products have a very different earning profile and procedural requirements
which in tum necessitated a restructure of the company.

The company changed from a decentralised two region approach ....ith most functions duplicated in the regions
co a centralised servicing structure coupled \\ith decentralised operational units and a marketing department.

Company Manager

I
Sen'ice Functions

J

Operations Marketing
Computer

Finance
Dept. Collections

I
I I I

Cape Town Port Elizabeth Johannesburg
Branch Branch Brandl

The operations :;cClion will be made up of slllall opcrallonal umts (a mlllilllulll of ~ and a maximum of 10
J'K:0plc) \\ho WIll manage all fum;tlons directly required at the Interface with the client The unit stnlcture will
he based 011 the following kc\" posillons
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amService
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The principles behind the unit structure were:

* to develop a moduJar system which allows for easier replication and on-site training.
* to have clear career and training paths which provide both motivation as well as a structure 'which did not

require that all staff perform uniform functions at a relatively super-performer level. It should allow
people to learn at their own pace before being confronted by additional performance requirements

* to have operational units which never exceed the size where all in the unit can be aware of the fuJI uni:'s
performance and be in a position to personally contribute and impact on that performance

* to therefore be able to structure an incentive package for staff which was geared to both indi\·idual
performance as well as the unit's performan:-e Hopefully, this would encourage both better team
performance as well as individual performance.

* to have a minimum size where all admin as well as operational requirements for effective client sen'icing
can be met without delay. Delays are a concomitant of a separate operations and administration structure.

* to reduce risk through limiting the exposure in any particular area by setting the maximum size or a unit
before a funher unit is established12

.

6.3 CHANGE IN REMUNERATION STRUCTURE

A major problem for the GCC had been the range in producti\ity between staff. For example. if the GCe
priced for a productivity value of 10, it has only achieved a range of I to 5.

The reason for this problem is that the GCC expected to pressure-cook staff in terms of tralJ1lng and
developing work experience at a much faster rate than has turned out to be either practical or feasible The
necessity of swinging the company onto a performance based system became an imperative to allow for the
range of performance achieved and to avoid a system whereby the average performer is not a liability 10 the
company but can continue to be employed at a lower level of performance. Investment in each staff member
has been enormous and is not easily discarded. Furthermore, experience has shown that some of the medium
term "strugglers" can become your good perfomlers given more experience and supportive/educational
management.

I: This structure for servicing high risk micro-loans in particular was loosely based on the unit system us..:d b:
the Bank Rakyat IndoneSIa, Urut Desa DiviSIOn.
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I
I

64 STRUCTURE TO FACILITATE ONGOING TESTING AND
EXPERrMENTATION

I
The GCC must. in order to cnsure long-term success, dcvelop an active Research and Development scction that I
on an ongoing basis develops and tests new ideas. Bcfore the failure of the long-term group product. the GCC
followed the "all eggs in one basket" approach to its detriment. Any modification to the company's structure
or product has therefore required major negotiations which are exceedingly time consuming and not always I
constructive.

The ongoing testing with limited risk must be part and parcel of the company's operations so that it can I
constantly be involved in finding products with a better chance of success without requiring the company to hit
Ll-je major lows and equally negatively carry major external expectatiol15 of any or every new idea.

Risk diversification in terms of product, geographic exposure and funding is an imperative for St,j, ,val. I
Testing needs to be a low-profiled occupation which does not have the ability to sink the company with every
new idea and or need to be the debating point of the micro-credit industry before it can be tested. I
6.5 IMPACT OF REDfRECTION

The diversification of products with a range of risk profiles included products \\ith a relativcly low risk profile
but which were in high demand. These required easier administration than the high risk micro-loans and thiS
allowed the GCC to expand much more rapidJy.

Howcver, the spread of products also implied a range of operating margins which were significantly different
from the large margin small loan historic situation.

At the secured end the loans only offered a margin of 4.6% and wcre therefore volume sensitive. A significant
size book is needed to reach break-even point.

These loans are also on average eight to ten times the sizc of the a\'crage loan at the bOllom end of the book

This structure of loan book has its major advantages as it offers the credit organisation a secure cash-flow low
maintenance base of which the high risk loans become attractive as they are kept al a Icvel which cannot
threaten the entire institution. The larger margin provides the cream (the profit) on top of the bread and butter
ponfolio which covers costs.

The problem with this type of ponfolio is however; that it is exceedingly cash hungry. The funding of such a
ponfolio in a non-bank structure is very difficult. Instititutions that are not registered as banks in S.A may not
take deposits from the general public. The concept of deposit includes loans from any corporale body other
than a bank as well as savings from the man in the street.

GCC with R20m raised in grants and R20m facilities with banks against which it had to provide 80%
collateral needed an ongoing commercial source of funds to sustain such an operation...

This had to be through accessing lhe capital market, in particular the large insurance companies and industry
wide pensionfunds.'

An institution the size of GCC (small) had never approached the capital market looking for commercial
investments previously.. The barrier 10 access was rcal. The life offices are tradHlonaJly conservative investors
who arc extremely risk adverse. They arc also primarily interested in large scalc inveSlments dealing In
!ranches of R50rn - RIOOm as opposed to the R5m - RIQm tranches that the Gee was wanting.

A mechanism w:\<; established whereby GeC ceded debtors :ll1d accompanying securities 10 a "Securilies Trust"
administered by a large and reputable company with a di\"lsion of debenture tmst managers The mechanism
looked altractive and two of the more progressive life offices indicated a preparedness to i nn:st

I
I
I
I
I
I
I
I
I
I
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Thc mcchanism, howcver, hingcd on a pal1icuJar inlcrprctalton of the Banks Act reprdIJl!: the ISSlIJllg of

commercial paper/promissory norcs.

The GCC approached the Registrar of Banks to gain approval of the mechanism. A fcw months larer the

Registrar instructed the GCC to restructure the operation as a Mutual Bank 'J
.

At this stage Ule GCe was primarily managing the following products.

COMMUNITY LOANS

• 1 to 2 Year Term

• Average II Monl1ls

• R200 to R6 000

• Average R948

• Unsecured

• Manual Collections

• Required Margin 50%

• 1668 Debtors

EMPLOYER LOAN PROFTLES

• LOW RISK HOUSING • MEDIUM RISK - GENERAL
PURPOSE

= 3 to 15 year tern1 =:> 1 to 2 year tern1

= Average 59 months =:> Average 21 months

= RI 000 to R25 000 =:> RI 000 to R6 000

= Average R6 380 =:> Average R2 160

= Secured by Provident Fund =:> Unsecured

= Pa:-Tol! deduction =:> PaFoll deduction

= 85 companies =:> 85 companies

= ·WOO debtors =:> 2000 debtors

The volumes involved in these products at that stage are outlined below.

COMMUNITY LOANS

HIGH RlSK UNSECURED LOANS

=:> Total advances = R4.4 million

= ToL ' recovered = R3.4 million

=:> Total wrilten-off = RO.07 million

= Value managed = R 1.3 million

= Monthly cash-flow = R02 million

i' A Mutual B;lI1k in S.A diJfers from a commerCI;ll baJlk merely by \Jfluc of the selle of the reqUIred
caplt.allsation and the nature of thc share instruments The share IrlSlrumenrs III a mutual ballk arc deslgncd 10

be able to include ordinary savings instruments so lhal the man in the street Gil] In a real SCJl~C OWIl ;1 piccc of
the bank.
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LOA;\1S

MEDIUM RISK UNSECURED LOANS

= Total advances = R7.0 million

= Total recovered = RJ.l million

= Total \vritten-off =Nil

= Value managed = R4.7 million

= Monthly cash-flow = ROA million

= Average margin = 10.5%

I
I
I
I
I
I

EMPLOYER LOANS

LOW RISK SECURED LOANS

= Total advances = R15.9 million

= Total recovered = RJ.8 million

= Total written-off = Nil

= Value managed = R15. I million

= Monthly cash-flow = RO.-l million

= Average margin =4.6%

7.

7 I

PHASE 6 - TRANSFORMATION TO MUTUAL BANK

BACKGROUND

I
I
I
I
I

The instruction from thc Registrar was a major tuming point for the GCe. [t olTered on the one hand

• a \'cry real way of establishing a bank wiLh a full range of banking senxes and products that \\ould focus
on thc traditionally disadvantaged sectors of the S.A. population.

• an ability to start taking deposits both from the man in the street as well as actively canvassing for
corporate deposits (providcd the bank had a strong balance shcet).

• investors the security of knowing that the GCC was now a regulated body oven'iewed by the Registrar of
Banks. .

On the other hand, the GCe would have to:

• conform with all the standard banking requirementsconccming liquid asscts.

• submit monthly returns to the Registrar in a standardised format which calls for a fairly sophisticated
analysis of the activities in any month. This rcquires a computer system which an NGO that concentrates
on variants of micro and small loans docs not requirc.

• conform to the risk management policies considercd desirablc by thc Registrar

• havc quartcrly meetings with thc Registrar to a':Cllllll[ for all.\' /I1;ljor deviatIOns frolll the industry avcrage il
any kcy areas.

• havc all SCllJOr C.\Cl.:lIl1\'cs apprO\ ed by the l{cglstrar bcforc :.IppOlllllllcnt

h;\vc all din.:c(ors ;Ipi}f(wcd by' thc Rcglstrar before appointed (0 thc Board of Olrectors.

I
I
I
I
I
I
I
I
I
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Thc Gce is the first prc-cxisting credit orgalllS<ltion from an NGO background Ihat is transformltl~ into a
bank in SA. It is lhcreforc both a learning cun'c for the Gee In Icnns of whal is needed 10 confonn to
banking standards but still remain consistcnl in terms of reaching the origmal target markct It is also a
learning curve for lhe Registrar who is having to draw into his ambit of re~ulatioll an or~al1is.1tion who has
very few features of a nonnaJ commercial bank.

I
I
I 7.2 APPROACH

I In order to qualifY for registration as a Mutual Bank the GCe had to indicate that it could satisfactorily answer
the following questions. Questions which one needs to answer through developing a business plan.

I
I

I

• what are the mission and objectives of the organisation?

• does the institution envisage a long-term existence and therefore need to ensure that it was focussed on

planning for total cost-recovery?

• what is the target market?

• what are the demand gaps iq the market?

• can the organisation offer products that can meet these demands?

• what are the organisation's strengths, weaknesses, opportunities and threats (SWOT) in trying to fill these

I perceived market gaps?

I

I
I
I
I
I
I

• what organisational structure would best suit the management of the products?

• what skills are required at the various positions in the structure and how much will these skills cost the

organisation?

• what support do these skills need in order to be effective and what \\ill that cost?

• what systems and technology will be essential to manage the potential products outlined?

• what risks is this organisation going to face? How are they going to be managed and what are the cost

implications of managing these risks?

• can the risks be contained within the structure proposed for the organisation?

• how long is it going to take before the organisation hits break-even? What are the stages along that road?

• what are the assumptions made in order to arrive at an answer to the question on the brcak-even point?

• what is the capital structure of the organisation and which investors are going to be approached to invest in

the organisation?

• what price wilJ have to be paid for the capital? (What is the penalty component considering the higher risk

nature of the organisation?)

• How must the product be priced to ensure a sustainable company that recovers costs, makes reserves and

rewards stakeholders?

• how sensitive is this business to any changes to the key assumptions?

• can one forecast the impact of these sensitivity analyses?

I 7.3 DEVELOPING THE ANS\VERS

"'

I
III working through these questions, one needs to bear in mind that survivial in the market place reqUIres
constant revisiting of these questions and making adjustments quickly to the original concepl.

'"
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A business plan remains fairly detailed and accurate for about a year. thereafter it becomes more and more
conjecture and \\ishful thinking. Responsiveness [0 the en\"lronment remains the key to success. It IS

frequently the smaller companies that are the m;uket leadcrs as they have the ability to fJce a challenge,
perceive an answer, refocus the organisation and respond. The larger an organisation gro\\S, the more
bureaucratic it becomes, the less easy it is for that organisation to adjust to specific threats or opportuIlltics
quickly.

NGO's often sufferfrom the same plight as the large bureaucratic organisations for two reasons. Firstly, they
are frequently linked to a particular donor organisation. Grants are always conditional with the terms
incorporating detail on how the organisation should work and detailing products and procedures. Adjustments
have to be pre-negotiated with the various donors who in tum have to negotiate them with their extensive
internal bureaucracies. Secondly, the NGO's will frequently be peopled both at staff level as well as on the
Board of Directors by people who primarily have a mission and lirtle market exposure. To be imbued
primarily with missionary zeal can be one of the more blinding of visions.

For long-term survival and sustainability of an organisation and its ability to both achieve a particular mission
but become commercially viable, it is important from the outset to gradually change the funding sources from
an intitial predominantly grant base to one which is exclusively from commercial sources. Commercial
investors look for financial returns and its second interest is .r~ mission of the company. This allows the
freedom to run a flexible, responsive operation that could be the market leader in its area of operation. The
senior management spends its time managing the business of the day not managing donors.

It is also important over time to mix the staffing of the organisation at all levels (including thc Board of
Directors) '.\ith people with commercial skills one c:tn draw on. The mixing of skills gives real benefits in the
form of [he shortening of some expensive leamins CUf\'cs It allows the organisation to tackle a rangc of
operational risks ,.ith eyes open and not blunder into them.

A Business Plan is an important [001 to thinking through all these issucs and ha.... ing a provision:!l stab at
looking for routes to develop a successful company in arcas of the market where neither donors nor c:xisting
conunercial operators are successfully operating.

7.3.1 MISSION & OBJECTIVES

CASH BANK
MISSION STATEMENT

The Credit And Savings Help Bank seeks to promote cconomic growth within low income communities by
promoting savings and productive invesunenl. . The Crcdit And Savings Help Bank will be a commercial
provider of appropriate banking services to the lower income communities through the provision of sa....ings
facilities, as well as credit predominantly for housing, small business, education and personal loans. The Bank
wishes to serve the conununity that has restricted access to the large banks by encouraging sa,ings and the
responsible use of credit.

CASH BANK
OBJECTIVES

=:> To offcr an effective and efficient intennediation sCf\icc [0 the low income market.
=:> To innovate \\ith regard to product development in ordcr to meet the requirements of thc low incomc

population.
=:> To becomc a viJble national institution focuscd 011 thc lowcr income client markct.
=:> To sustain our asset base and our profit gro\\1h.
:oj To develop an inStltullon whieh both clients and stall havc a stake.
~ To pro\ idc dIl adequatc return for institutIOnal ill\"(:stors and sh.lreholJcrs
-.;, To dc\elor a stalTwho arc rcspe([ed by clients for Ih~lr competcnce, cfficicncy. Integrity and aJ\'l('c

I
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7.3.2 MARKET ANALYSIS

These' praiseworthy objectives needed to be more tightly defined \\ithin the operating experience of the
organisation. In order to do so, we needed to understand the market we were successfully servicing and the
"ider opportunities that sector of the market offered us in terms of potential new products while
simultaneously assessing whether we were capable of taking these opponunities

It was felt that the folIomng key categories were the seclor of the market thai the GCC/CASH Bank could most
successfully service.

OCCUPAT INCOME GEOGRAPillCl MATCHING

ION LEVEL AGE SEX LOCATIONAL PRODUCTS

PROFILE NICHE
Self-anployed < R1.000

p.m o a very short-lrnn individual or croup loan that .. Wl5«u....d
lIlId can be used for the priorilies prrceived for thai market i.e housin&-

3S - 60 PmIomlfwuly Prrdominanlly infortnal housing 5<CUrily, ,mall business. educalion. needs associakd with

years female settlements fulfilling traditional or customary requirem"nts and fu""",1 needs
avenge of

Domestics and 4S years o a nnlblr ""inV produci thai allows for maximum liquidity '0

gardeners that it match<:s the ad hoc bu.in<"SS requirements and cash-flow
< Rl.OOO emergenci.,.
pm.

o a dtdlcalrd ",vine' and 10llll p.. ckllCe aim"d al a 'P"Cific purpo"
e.g educahonal costs or the purchase ofsome capital asset

L'nskilkd Disposahl<
employ"d ::. 10·'0 "f

income

L"1l10nise-d < RJ500 20 -60 Predominantly Fonnal dw"lIings
Employees pm. years nl.11< -housinC loam 5f':Currd by tither the ('mploy~r.a third part~· or

D,sposahk Av.orage Ih. Pro,idenl Fund which enables the ,1I<nlIO '''lend or ren,wate
::.·20%of age 3S existing !Iou.",. 'The siu of the loan d.manded would vaI)' from
gross income years. Hostels RJ.OOO to R~S.OOO

o non-housinc 10"'" for u><o 10 purchas.: consumer goods and s<,'one
hand "etUd",. 'Thee"l'f=d ""ed i, for loans of around R~.OOO

Limited infonml The loans ar<O link<Od to pa~Tol1 deduction.
dwellings

°Croup sa'inc scheme, linked 10 pa~Toll d.duction w,th abll"y tn
draw the lllOO<Oy oul for emergencies and on." a year for Xma>

S on-unionised < R1.000 30 -60 Prrdominanlly Formal dwellings
frequently pm. years femal. Limikd informal o the sam<> as abo,.., but ",ith a less<r demand for housing loans and a
smaller Disposabk av.orage dwellings grealer ckmand for small", non-housing loans.
companies ~ 20~'~ of age SO

£l"QS.S mcome years

\'arioos Large b<Otwem °for Male Formal dwellings
Groups of Rl.OOO and unions °schemes both ",.inC ... wrU as loan are r<ques1ed for the
people ".g a R2.S(lOp.m !Jetw"en organisation as opposed 10 dedicaled sch.mes for th" memben TIl'
union or 20 and 40 Host"'s erou p asMls are ofTertd as '"",,u rlty.
funeral group years Female
C'~ church av.orage °the loan schem.,. r"ques1"d include instalment sate finance for
group who age 30 Informal dwellings vehicles. as well
ha vc collective yeats.
&-""IS and °for social
either groupings
employ".,. or the age
meml,,:rs. would

mainly be
between
~O and 60
years
average
age ~~

year;

I
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I

Fn lnJd.llv txt .... """ ~~. "0 I PrC:-ldornlnantfy
~lIlpl[~:~cJ R 1000 and '.t::.11~ I .1-".<
Pr<l .. :J~lt R2500 pm

I1 'lnJ .\f ::"""nf:.Cf'S DlSp"SAblc
:O~o uf gross
mcomc

Formally < R2.000 30·60 !3oth
employed p,rn. yC.ln.

people Dispouble
15%of
income

Employecs of < R4.000 25·50 PredOlTWW1uy
large AAA p,m yC3n

I
male

comparuc:s

Fomul dwellings

Hostels

Wonnal dwellings

-hUll.dna:: lcllln <lnd 'hi" in: 'h:h('mt~ fhwt Art' "r~klni.-,(d ,1'\ r~1r1 lIt .•

b.'ndl« nff(,N"d!u pru .. idC'o( fllnd ;1U'fllh('r'I (,'..;('~h..., \ ... ITh ;:d'

pct1.<;lon bcndil'i Pa:Toll ckJUl~lons uC' ':(~Ull"<:lj '. 'J. th: f'r\'\ 1,~ ...··'1

Fund,

"payron Unked 10m scheme. on an indlvldu31 h3S1S, Esscnli31h
.iliorc·tam sm...l1l~ used for CdUC3tion.. con.sumC"f gQ('M.is, housing
.;).j family cmcrg.:tlC1cs,

I
I
I
I

7,3,3 SWOT ANALYSIS I
However, the following abbreviated SWOT analysis identified key weaknesses which would have to b<:come
kc:; m:ln3gement focus areas Othen\isc they would resLilt in the f.li1ure of the orgJnlS3tion,

Strengths

The GCe's key strengths are its closeness to its market and its ability 10 be responSl\'e and tle:"lblc in terms of
:h,~ ,parker I.(cds, The ;.tbiijt! :'CI ;~.c GCC 10 Illlfc.Ju<:e spcciiic rCfjuJr<:menls JlH0 Its o\crall ~s(cm, 61', C5 the
GCC a competitive edge,

A further strength lies in the GCe's aggresSl\'e marketin:: abtlity,

Tk GCC's current competiti\c :ld\anl:lge \\ilh its major product ( the emplo~'er based lending) lies ill the
following factors'

*the ability to providc on-site service \\hich 15 combined with a counselling Sef\lce.
-the offering of fixed Interest rate loans
-geographically mobtle sef\lcing team,
-the perceptIon of being a "New SA." bank,
-the first third party (other than employer or Fund itself) to otTer loans In this nlJrke(

Its current competitive advantage \\ith the high-risk communit)' loans lies exclUSively in ItS
-experience

-discovery of two successful products for that market and its ability to manage that product
successfully

Weaknesses

MARKETING
- speed of concluding big deals
- need to increase number of deals in pipeline so that monthly advances can increase,

PRODUCTS

• increase range of products to spread risk
• urgent need to introduce S3vings so that the funding problems can be softened

OPERATIONAL EFFICIENCIES
- speed of assessments for loan ad,'ances
- papcr11o\\ s :lI1d controls to Improve speed of access to tiara
- ~!'stems 1\01 full\' dC\c1opcd !et

STAfF

I
I
I
I
I
I
I
I
I
I
I
I
I
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Major opponunities exist for the Credit And Savings Help Bank as a result of GCC's initial work in this area
to take advantage of the ability to respond to market needs quickly. Funhernlore, to introduce package
schemes for employers satisfying all round needs in terms of loans, savings, insurance and counselling on-site.
This allows both employers and provident funds to improve the fringe benefits they can offer employees
without multiplying the administration load for employers or the number of people with whom they are obliged
to interaet.

The GeC is alone in the market of offering non-housing employer schemes. There is tremendous demand and
the risk is limited through the utilisation of payroll deduction and restricted terms. The potential margin on
these loans is also considerably higher than with housing loans. The GCC could expand extensively in this
market.

The GCC after five difficult experimental years has started finding appropriate products for the high risk
unsecured market which can be managed within profitable parameters. If this proves consistently correct over
the medium term there is unlimited opportunity for the GCC to gradually grow this section of its portfolio until
it becomes a more significant pan of its portfolio.

Threats

The greatest threat to the GCC is undoubtedly that cenai.n legislative changes concerning maximum rates that
can be charged for particular loans e.g. any housing loan may only attract an interest rate equivalent to the
mortgage rate regardless of the instrument.

The second greatest threat is for actors such as the Community Bank to attack the same markct but offering
reduced rates because of beneficial funding sources such as deposits from development institutions at
preferential rates.

The third is if any of the major inStitutions enter this particular market matching the services we provide as
they have an ability to mix their funding and achieve a lower cost of funding than the GCe.

7.3.4 KEY RISKS

The three major risk areas at prescnt that the GCC/CASH Bank face are credit risk, operational risk and
technological risk. Interest rate risk is a key risk area nonnally but because the GCC fixes its interest rate at
both ends (to the borrower and from the investor) it is a contained risk assuming that the product was priced
correcuy in the first place.

It is important to understand the risks involved in every business as the risks must be the daily focus of all the
operationally active management. For this reason I include some detail on the key risks in particular credit
risk.

Credit Risk

Responsibility: The Executive Sub-Committee of the board will have the responsibility of approving thc
overall credit policy which will contain the credit risk philosophy to be followed over any twelve month period
as well as the general areas of credit in which the institution is allowed to operate. It will establish the
appropriate levels of delegating credit approval authorities as well as write-off policies and approvals.

The Executive Sub-Committee of the Board will review the credit policies bi-annually \\ith regard 10 credit
limits allocated for particular staff. As the nalure of the existing products is fairly restricted "ithin this phase
i.e. a maximum ofR6 000 for community loans and R45 000 for employer loans, the evaluation of credit limits
is of less significance than the risk of exposure to particular employers, sectors and geographic areas
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On an on-going monthly basis. management will report to the Sub-Committcc of the Board on exposures to:

Associated Parties -- Employer (Company) Scheme - Unsecured Maximwn 5% ofcapital
Loans

Associated Parties - Employer (Company) Scheme - Provident Maximum 20% of capital
Fund Secured Loans

I
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EXPOSURE

• No more than 10% of capital
• No more ilian 10% of capital

Maximum 25% of advances

Maximwn 30% of advances

Ma.ximwn 70% of advances for
loans that are fully secured with
easily realisable security

Ma.ximum 30% of advances in any
particular region and 10% in any
particular suburb. The Transvaal
region is an exception to this as it is
by far the most populated and
economically dominant region in
S.A. In the case of the Transvaal
the maximum exposure is 50% of
advances.

AREA OF EXPOSURE

The Bank will move towards the following exposure limits during this phase:

• geographic areas
• employers
• sectors of industry
• unions; and
• provident funds/managers.

Policy: During the first phase the Credit And Savings Help Bank will maintain a portfolio mix of a minimum
of 70% ofadvances into secured lending and no more than 25% of advances imo payroll based unsecured loans
and no more than 4% ofadvances into the high risk community market. .

The Managing Director will where appropriate check risk levels daily. Weekly meetings with k:y managers
(The Management Executive) will be held to ensure the credit policy is followed and that the risk levels are not
rising without corrective action being taken.

On a monthly basis the Sub-Committee of the Board will monitor these areas and adjust policy as and when
required. Credit risk will be the primary risk for a while as the Bank operates in a relatively high risk market.
Because of its limited product range, the Bank has limited risk diversification and therefore faces greater
exposure than a more mature operation. The Bank is also primarily a credit operation as opposed to for
example a trading operation.

• GCC
• Staff and Management Trust

Single Indi~idualBorr.owers No more than R.JS 000 (adjusted
annually)

Industry

Any particular Provident Fund

Trade Union

Geographic Area
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Evaluation: The evaluation of all applications for credit will always includc the f9110wing principles:

• the borrowers currcnt capacity to repay and the potential for the capacity to remain unchanged for the
duration of the loan.

• the source of income used to repay the loan will remain a critical part of evaluating thc individual risk.
• the assessed willingness to repay debt and fulfil contractuaJ obligations.
• the purpose of the credit.
• the perceived integrity and character of the individual.
• the adequacy of the collateral.

The Bank will always follow the principle that the marketing/sales person does not havc the authority to
approve loans. Further, a proportion of the approved loans will always be randomly checked by a third person.

Documentation: All documentation completion procedures will be regularly monitored and the completed
documentation audited internally.

The Bank will always ensure that the documentation includes the following information:

• the borrowers identity and a series of traceable contacts/addresses.
• evidence regarding the individuals general financial standing i.e. income and crcditworthiness.
• any suretyships taken whether from a Provident or Pension Fund or another individual as well as

documentation indicating the recording of any pledges to the Bank by any other institution.
• a description of any further collateral.
• evidence of the approval of the credit.
• a history of the individual's credit record with the Bank or external parties via Information Trust.

Portfolio Monitoring and Control: The informalion systems currently used produce detailed aged arrears
reports. These reports indicate the debtors given situation on any day (in other words debtor informalion is
updatcd daily if any movements have occurred on the account ).

Management has the ability to interrogate the system regarding particular clusters of loans e.g.

• loan officer portfolio

• branch
• product
• region
• employer
• matched funding
• term of loan
• performance over tcrm to date

• univ~
• provident fund
• writlen-off loans

Each key lending area e.g. employer or community or gcographic area has a dedicated person or team who
manages arrears on the particular portfolio.

Prm:isioning Policy:
The following polig: will be the initial policy followed. The Directors will howevcr review this policy from
time to lime.
• once a loan is 120 days in arrears. the full outstanding capital is pro\;ded for.
• funher provision is made in particular circumstances which in management's Opi11ion I ncreasc the fisk

e.g political violence occurs in a particular area, a particular staff member is perceived to ha\'c made a
series of poor decisions in either the granting or managemenl of loans.

• a funher gcneral provision will be made at a level set by the Board of Directors from lime to time
dependellt on the nature of lhe products the Bank is focussing on at any particular time



• when a loan rcaches 120 days, all intercst charged on the loan is no longcr brought to Illcome but
suspended and accumulated in a suspense account.

In the financials attached to this business plan bolh general and specific provisions Jrc kcpt at 2% of
outstanding debtors book.

Wrih~-off Policy:
• the Managing Director will have the authority to authorise write-offs within the policy stated above.
• loans will be written offat 180 days if not assessed to be collectable.
• the sum total of monthly write-offs will be presented to the Board as part of the monthly accounts
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Review: The Executive Sub-Committee of the Board receives monthly age reports Oll the perfonnance of
debtors. ShouJd any negative changes be perceived in the quality of any particular portfolio, a full analysis of
that portfolio is produced with a view to:

• increasing the provisions against the portfolio;
• introducing different techniques into the management of the portfolio;
• introducing staffchanges ifperceived necessary;
• limiting further lending in a particular area or product;
• authorising the sum ofany rescheduling undertaken.

Monthly reporting on each portfolio includes reporting on the margin per product.

Internal Audits: Internal supervision as well as both the internal audit and external audit will monitor and
evaluate the extent to which:

• advances are in compliance \\-;th policy.
• debtors exist (validate debtors).
• management reports accurately reflect the status of debtors.
• client credit files are complete and accurate.

Operational Risk

The Bank, because of its scale (60 staff members) during this phase and also because of its youth as a company
is exposed to operational risks. There is a key employee risk with a significant dependence Jt this stage on all
key managers as the difference in most cases between managers and the next level person is significant. Few
managers have deputies. Managers do however overlap in skills and off-set the risk of the loss of an individual
in the short-term.

Responsibility: The Sub-Committee of the Board v.;11 monitor key areas of operational risk.

I
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IPolicy: Succession planning for management is constanl1y on the agenda. Succession planning for all key

managers remains a central concern, however, the foJlo\\ing steps are taken to minimise this lack of depth in
management by:

• approaching a senior banking person to join the Bank in order to facilitate the transfonnation and to back- I
up key personnel;

• recruit two branch managers "ith a large amount of general banking cxperience to firstly act as deputy to
the operations manager and secondly to run the Port Elizabeth office; I

• two sales consultants have already becn recruitcd to shadow the markcting manager Ifl particular areas
which should ensure a steady flow of business which is not exclusi\"el~' depcndcllt on the markcting
managcr.

The Bank will also underu.ke a thorough documentation of all procedures 10 olhc[ l)pl:rauoll.l1 fisk as 1IS

proccdurcs are currently not adequately documented.

I

I
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The GCC has always done its own in-house training utilising a staff member who is experienced in credit
training. The Bank-will inherit this process and follow the same approach. Due to the considerable ~itrerence

in the target market of the Bank and therefore the nature of stiff who interact with clients, training has to
enjoy a high priority in the Bank. Training material utilised is a mix of material acquired from external
sources and material that has been developed internally and specifically for particular job functions.

The outline above grossly underplays the risks in this area. Organisations at this level arc frequently very thin
on key personnel who are forced to perform a range of functions much wider then in more stable commercial
operations. The gaps in skills between the various levels of the organisation are also signifanl. The lack of
depth in skills provides a very real limit to expansion possibilities.

Technological Risk

This is another key risk as inadequate systems preclude firstly the effective managing and servicing of existing
debtors and secondly. the ability to introduce new products speedily and scale-up the operation.

It is of key importance to ensure that an organisation has adequate software to allow for a future vision and the
hardware to carry the system at scale.

The more integrated the system the less opportunity for error and the greater the possibility of operating the
system without an enormously high level of skill. A system should preferably be wriuen on a form of
relational database that can allow for the integration of client information files with product profiles, the
general ledger, bank wide management information and a vel)" good report writer.

A package "';th high levels of flexibility allows for a ,\;de range of operating situations that are not simply
those of retail tanks. Since at the micro-credit and small loan level the products utilised are fairly different to
those of a normal bank, this flexibility is important.

Pricing Risk

The pricing risk in underpricing a product is obviously key to one's survival.

In our experience the interest that one must charge is a function of:

• cost of money
• risk

• amount of administration at take on point
• amount of administration in collecting payment
• amount of administration required in generating the standard monthly information to manage and inform

debtors of current status.
• the size and term of the loan.

Cost of Monev

In general the higher the risk profile of a particular product the higher the cost of money one can afford to pay.
That end of the market, one is operating in a market which is not particularly price sensitive, where
competitors do not eXist and where financially numerate people are not two a penny and compare all rates to
standard mortgage rates.

The average cost of our money across all books is 14.60% while the range is from 16.5% to 13.25% What we
need to move towards is 10 have an average COSI of funding which is closer to the funding stnJClure of a bank
for example a small bank in S.A. had an avcrage COSI of funding ("dcposits") of ~ 10.5% round about mid-year
1994. .
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We have several up-front costs before the loans are written normally:

We price each product according to how we perceive and have experienced the risk e.g.

• marketing costs (a staffofsix people)
• legal costs in the preparation of umbrella agreements
• writing up costs of the aetua1loan applications.

• fully secured housing loans
• partially secured housing loans

• unsecured payroll deduction general purpose loans
• community loans

Take-<ln Administration

1% for risk
2% for risk (our current feeling is this
might be too low)
6% for risk
12% for risk

I
I
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In all three of these aspects the smaller the scheme the higher the costs. In olher words the fewer the number
of employees per scheme thai we negotiate the higher our cost for that scheme and lhe fewer the number of
people we can spread the costs over.

The extreme end of this is clearly the single employee per company who is the sole beneficiary of the
marketing and the negotiation \\;th employer for payroll deduction and who might even have had a site visit to
fill in the application form.

We therefore price each scheme according to the anticipated scale or number of applicants in each scheme.

We have sel up our payroll deduction systems largely on a mass production basis They are not ideally suited
for individual advances. We do mass clearances on ITC, with employers, \\;Ih provident funds and the actual
advancing of these loans including the informing of clients of issues pertairung to their loan.

Collection Administration

The cost of administering collections relates normally to the amount of labour or system time that il takes to
ensure payment. In other words:

• the larger the number of debtors one can group under one employer (the more one can bulk repayments and
the information on repayments) the cheaper the administration on these loans. Conversely the more
individual the loan the grealer the proportion of management time in relation to the loan.

• the more the security is linked to the site of employment and provided the loan becomes due and payable on
leaving the company, then one is ensured of no collection costs after the person leaves the employ as the
security is accessed. The less secured the loan, the more uncertain the collection costs arc once the person
leaves the emplo)'.of a particular company.

• with scale and security ensured, one manages the debtors by exception and it consists mainly but not
exclusively of sorting out administrative errors with payroll departments.

• the less secured the loan and the more individual the scheme the more one moves to a labour intensive,
multi~sile collection method and the more expensive it becomes. Consequenrly, for small unsecured payroll
schemes, we aUlomatically peg the loan at top of Usury (were Usury to apply). This is not for individual
payroll deQuctions which are not part of a scheme. In the latter case, we would add a minimum of an
additional 5% but more likely 10%

I
I
I
I
I
I
I
I
I
I
I
I
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RCIl0rtin£ Administration

The same simple'principles apply:

I'a~<: :lO
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• the more one has to generate individual statements compiled with a need to generate such infom13tion at a
regular and frequent interval the more costl)'.

• if quarterly mass listings to human resources deparunents are the totality of client reponing needs the
scheme is much more economic for us.

Size and Term of Loan

The influence of these factors on the setting of interest rate is self-evident within the contex1 of the GCe's
experience and the cost of administering these loans.

On an absolutely ball park level we would on a fully secured (by a fairly liquid good quality security) housing
loan product add between 1% and 2% for the loss of a year on the term. In other words if the 7 year loan is
19%, the 5 year loan would be 19.5% to 20%, the 3 year loan 22% and given that we have primarily priced for
administration cost differences on such fuJly secured loans.

Current Products

I
I
I
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• fully secured 5-7 year loans for companies with more than 400 workers who fit
into our client profile (anticipate 100 loans)

• similar loans but companies of only 150 workers (anticipate 40 -50 loans)
• unsecured 1-2 year loans for companies with more than 400 workers
• similar loans smaller number of workers «50)
• individual fully secured loan with payroll (3-5 year term)
• individual unsecured loan with payroll (1-2 year term)
• individual unsecured loan in high risk community market (l year term)

19%

22%
25%
30%
25%
35%
we charge

70% with 25%
returned for good
performance.
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7.3.5 ORGANISATIONAL STRUCTURE

Having analysed the mission, market, organisational ability and risks, it is clear that the products need to be
tightened up. The next step is to work through the appropriate structure to manage the organisation and the
people needed to resource that structure.

That done, one has to face up to the most important of tasks - working out the costs, the key assumptions and
then doing the forecasting in order to make sure that the vision at least on paper appears workable and can
reach break-even.
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The following struclure is currcnlly used in GCClCash Bank

• Executive and Senior Managcmcnl Struclure

MUTUAL BANK
BOARD OF

DIRECTORS

EXECUTIVE SUB.
COMMITTEE OF AUDIT COMMITTEE

THE BOARD

MANAGING DIRECTOR

- EXECUTIVE DIRECTOR
BANKING

/ I I I
GEJ"ERAL MANAGER OPERATIONSHUMAN RESOURCES MARkETING FINANCE MANAGERMANAGER MANAGER

TREASURER

The operational struclure is expanded where applicable as follows:

• Marketing

M A RJ..:ETI:"G MA:"AGER

CAPE TOWN DURBA:" JOHAJ""ESBURG
SALES

MARKETING CONSUL TA:"T SALES CONSULTA:"T
CO-ORDINATOR

I I
PORT ELIZABETH

MARJ..:ETlNG OFFICER
MARKETIJ\"G OFFICER

;l.1ARJ..:ETIl\'G OFFICER

I
I
I
I
I
I
I
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• Finance/Systems

FINANCE MANAGER

BOOKKEEPER

GENERAL LEDGER
RECONCILJAITONS
.JOURNAL ENTRIES
CREDITORS
ADVANCES

• Operations

GENERAL MANAGER
f'lNANCE/SYSTEMS

CASH MANAGEMENT
SALARIES

Pag~ J2

SYSTEMS MANAGERI
PROGRAMMER

BOOKKEEPER

DEBTORS CONTROL

I
DATA CAPTURER

I
I
I
I
I
I
I
I
I
I

OPERATIONS
MANAGER

, I
COMMUNITY LENDING OPERATIONS

AND THE
DEBT COLLECTION

~
DEPARTMENT

CONTROLLER
EMPLOYER DIVISION
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This in tum is expanded as follows underneath.

Pag~ 33

I
I
I

DEPUTY OPERATIONS CONTROLLER
EMPLOYER DIVISION

>,

EMPLOYER UNIT CREDIT EMPLOYE'R UNIT EMPLOYER
ADVAl'fCES SECURITIES

SALES 'OFFICER CONTROLLER ARREARS
CO-ORDINATOR CO-ORDINATOR SUPERVISOR

(CAPE TO~If) (poRT ILr!AaITB)

SALES TEAM I ,
SALES TEAM
LEADER LEADER DATA ADMIN.

I CAPTURER CLERKS (2)

ADVANCES ADVANCES
OFFICERS (2) OFFICERS (2)

TEMPORARY TEMPORARY TEMPORARY
OFFICERS OFFICERS CLERKS
AS REOUIRED AS REOUIRED AS REQUIRED

I
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The GCC comprises of two units as described in Pl:-.ase 5 while the debt collection section comprises a I
supervisor and four collectors.

7.3.6 BUDGETS AND FORECASTS

7.3.6.1 Budgets

The best budgets in tenns of ultimate accuracy and effectiveness are these that are worked through at a
relatively high level of detail. It is best if one explores item by item every possible expenditure - contemplates
whether it is a recurring expenditure, a oncc-otf (in which case when is it likely to occur) or a periodic
expenditure (again which periods).

Having put together a budget of the costs of the company and an idea of the cash-flow demands on the cash
side, the next step is to forecast what the cash-flow projcaions look like on the earning side.

7.3.6.2 Forecasts

Forecasting is again at the initial stage an issue of 8I1S\Io'ering questions.

• what is the average value of the loans advanced?

• are the same number of loans adv3JJced each monlb"

• when is money earned on the loans advanced· one month later or one week later'~

• on what basis is interest Chalged and therefore taken to Income?

• on what basis is the cost of money worked out· are the payments on the money mollthly or SIX monthly')

• what is the anticipated arrears perccnlage and what Impact do they ha\'e on the cash-flow proJccllons')
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Here again. it is best to really test and find out all the possible questions one must ask.

With a ~it of luck and hard thinking, one does not have to return to the drawing board.

Answers thought through on the assumption side, these need to be put into one's financial model and then the
results assessed.

• what is the inflation factor - do costs increase at the rate of inflation ·o( above - do the average size loans

increase at the rate of inflation or not?

• is interest income the sole source of income or is it 'augmented ,by fee income as weU?
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