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{ Microfinance in USAID/Mozambique’s Strategy

This report suggests a strategy for USAID/Mozambique to follow 1n the area of rural and
microfinance As an introduction, thus first section establishes a basic perspective from
which microfinance will be viewed in the context of USAID/Mozambique’s SO1
increased rural household income in the target area of Mozabique  Within that bread
objective, microfinance is positioned withun IR 1 2, expanded rural enterprises and 1s
specifically expressed as strengthened access to financial services In order to turn this
succinct formulation into a strategy, we begin by defimung the target population and
icentifying their need for financial services

The report 1s structured in four parts  As just noted, Part I briefly identifies the basic
principles for USAID to apply in approachung this sector, combining the ai ns of
USAID/Mozambique’s SO1 with the principles of microfinance development  Part {1
reviews the current status of financial services in Mozambique with an en asis on rural
microfinance Part {II examines the environment 1n which microfinance 1s Jzv+'cp 1g
i~cluding the legal and regulatory environment as well as technical and frz0c 2l supp 1t
for microfinance programs In Part [V a strategic discussion s presented re_ardmng "' ¢lv
sources of increased supply of services, ending with a senies of action suggestions for
USAID/Mozambique

A Relevant Population

Microfinance 1s here defined as the development of financial services — m1 ', savi~gza-d
c-edit — for the low income population of the country That low income po; .’ .* on
~cludes households that earn their iving from microenterpnises and from a_- z.! u-zl
production It includes people in both urban and rural areas, and 1s broac'y  non, wous
with the smallholder farmer population plus the informal sector

A strict application of USAID/Mozambique’s strategy would include only peorle bvi-g
the rural areas and small towns of the target provinces However, for practical reasons
financial services typically begin in significant population centers even in cases where t+e
reople they serve are rural  As experience is ganed, services reach out to + ~~aru al
fucations Mozambique, which has very few rural financial services rel> +<'y 'ow
population density and poor infrastructure, 1s at the beginning of such a ~roc: s
Accordin. v a financial services strategy will need to assume that thet= . | -u'=- 1
t11:c'udes both rural areas and the portion of urban areas that have strorg .- 't ©5_o»

USAID’s official definition of microenterprise excludes crop production Fowever 'at

In addiion 1t 15 assumed that USAID s stratzgy though it has a zeographic focus 35 ~ ot uss
»xch as policy dialogue that contrioute to the develepment of microfirance gencrally by v ' h' _
specific provincial focus



detinition may be changed soon and should not constrain US AIDMozambique which
rightly focuses on agnculture because of its unportance to incomes in Mozambique  Thus
in this paper agriculturalists are considered as part of the microfinance target population

Nevertheless most microfinance services are primarily aimed at microenterprises
(particularly on the lending side), for reasons having to do with income streams and nisk
diversification Because many of the households that are involved with microenterprises
are also farmung households, the provision of financial services to those households
supports both enterpnse and farm activities

The rural sector also contains a number of strategically important larger actors whose
activities contribute to increased incomes among smallholder farmers and
rucroenterprises These actors include agroprocessing enterprises, small/medium scale
merchants providing inputs, traders/buyers, and a few other small/medium enternr.ses
Through the efforts of PVOs such as CLUSA, the medium-scale actors a'so include
tarmer associatiors acting as enterpnses of their own

3 Paths to Income Growth for Rural and Microenterprises

Mozambique today offers strong economue prospects for growth among its low mcome
populations 1n rural and urban areas The major factors contributing to Mozambique’s
economic growth — political and macroeconomuc stability, post-war reha® ' taticn and the
transition to a market economy — all create positive prospects for investni-nts, « -n the
srall investments that low income people make The rebound in agnicult iral przJuction
a> well as growth 1n other sectors, appears to be broadly based In a gradual upward
spiral the resulting increased income among the population creates demand for e goods
. nd services provided by the same population Thus, even though current incomzs are
very low, economuc opportunities are expanding In response informal markets =1 ci:es
are burgeoning, and increasing numbers of mucroenterprses are appearing in rural areas

According to Michigan State University (MSU) surveys, a very large share of the inco —e
of rural residents (73 percent) comes from subsistence agriculture (Benefica) The other
major income sources are the sale of agricultural production (15 percent) and
vucroenterpnises (10 percent) Wage labor 1s a negligible 2 percent MSU’s surveys
scowed about one third of all rural households to be involved in a microenternrse
Involvement 1n microenterprise was sigruficantly correlated with increased hot <« 2'4
:ncome (though the direction of causality could not be established)

In the future most ncome growth will anise from increases 1n agnicultural sat-3 =g
rucroenterprise revenues Growth in agnicultural production sold will be made ¢35 sih =
increased access to markets, as trading connections develop, and by increased ~roduct.
through the use of productivity-enhancing mputs such as fertilizer and improve 1 se=d
\icro and small enterprises have an important role to play (though th=v are certanlv not
the only players) in providing inputs and marketing products The b1 hoges be v.een £ -1



and non-farm enterprises are well documented showing that nucroenterprises will «r »w as
demand for simple goods and services increases and as households begin fo have sur, fuses
that they can invest in non-farm as well as on-farm income-earning opportunities

wherever returns are highest

C The Value of Financial Services

Financial services can facilitate these growth processes USAID/Mozambique’s strategy

and this paper approach financial services as a means to increase household incomes and
thus 1t 1s important to begin with a view of how financial services contrnibute to houschold
v.ell being

* Consumption smoothing people save or borrow to maintain ~dequate
consumption through seasons or years in which incomes are below normal

* Emergency and social finance major expenses, particularly those that ari-e at
unpredictable times medical emergencies weddings, funerals

¢ Household investments particularly education and housing

e Short term business opportunuties working capital for purchase of inputs
inventory

e DBusiness investment capital equipment, prenuses

Importantly this list includes both household and enterprise/farm needs Because ~icney
1= fungible, and because the financial needs of households and enterprises «rc in e »11ed
efforts by providers to designate financial services for particular uses often tul Pecole
use finance for whatever provides them the greatest benefits Moreover even hsuschold-
based uses contribute to household income when they enable family men.bers to be oetter
prepared for their economuc tasks

The important point 1s that at the household/enterpnise level 1t 1s difficu’ t> *race an exact
rath from financial services to income growth Unlike seeds, which can ¢~y be usc 3 to
grow one crop financial services work by increasing options

For those who rely mainly on subsistence agnculture, financial needs center around rsk
protection and consumption-smoothing These families use savings and credit s.~ ey o
help them maintain consumption during the hungry season, and to store valie du.r .2
r=niods of plenty Thus can only be done 1f some portion of production can be m -Actad
For those mvolved in sales of agricultural products, financial services sugport beth
consumption smoothing and emergency needs, as well as purchase of ir sts and soss bly
siorage after harvest Microfinance aims to provide broadly applicable f nancial ~einrcas
that can respond to this varety of needs rather than to a particular segment of the v c-ket

There may be a gap at the mud-level, which would include farmer assoc _t'0-s (as
associations rather than co'lections of households) and medium-sized ag 1~ aitars ~2'a¢2]
businesses Such specialized needs are not addressed separately in this paper as « 20 sc



would require deeper knowledge about the associations and businesses thar gove e
ard their relationships to the formal banking system

D Sustainabiity and institution-Building

Mozambique is no fonger in 1ts relief and rehabilitation phase but 15 1n a market
development phase USAID/Mozambique places the hughest prionty on sustainability and
the development of private markets and institutions that work without ongoing donor
intervention It 1s challenging its grantees to respond to these requirements

Microfinance 1s strongly associated with an institution-building approach to finance It
aims to create financial institutions (and/or financial services embedded in existing
mstitutions) that will be able to serve the low income population on a sustarnable ko <'s
becoming an integral part of the country’s financial system In Mozamtique he "~ ial
sector 1s at such a rudimentary level that it 1s often difficult to see how m'rventior s i at
~~¢ possible now will contribute to the creation of a permanent financial vstem O%.n
w2 must 1nvest 1n activities that do not yet meet the :deal, or that require a paint."  siow
t:metable However even these imtial investments must be done in high of'the r
contribution to the overall evolution of the financial system Activities thet dinz_ ~d i3
long run perspective (such as traditional subsidized credit schemes) have been shown to
postpone the development of self-sufficient financial institutions



Il The Status of Microfinance in Mozambique

A Financial Sector Distance from Microfinance

Before 1995 government owned all banking institutions in Mozambique and ran them in
the socialist way as means of directing funds to state-owned enterprises rather than as
allocators of nisk-based credit Two government banks, BCM and BPD vere privatized
in 1995 and 1997 respectively In the same penod, additional banks/financial institutions
were created A bank supervision function was established at the Bank ot Mozambi jue
and a new Banking Law was enacted

Mozambique now has six commercial banks, one leasing company and one credit
cooperative all pnivate Further entry 1s expected tn 1998 The new basis on which the
financial sector 1s being built 1s positive  Asset growth was significant in [997 and most
a1 the institutions showed a positive return on assets However returns on equity remain
low 1n the range of 4 percent to 23 percent for the profitable institutions  T' ese newly
established institutions have not been operating long enough to determine how scccessful
they will be

Thus hustory of recent transition from nationalized to private banking explains the serious
underdevelopment that charactenizes Mozambique’s financial services todav  Services are
faw and generally of poor quality In many areas of the country, there are virtually no
f~rmal financial services At present the banks are concentrating on low-risk or fec--ased
services, such as money transfers and short term import/export finance Thzy ir 2 rwu.n
o: their money offshore  While credit to the private sector 1s expandng (bv 48 _.r>2nt
“om March 1997 to March 1998), 1t remains a relatively low percentage of the zvscts of
~ st banks At the level of indigenous businesses very little credit 1s ava lable from tarks
a=d virtually none 1s available at the mucro level

Cn the savings side, miumum balance requirements, hugh charges, and the scarcity of
canking outlets means that most people have no place to save money W hile competition
for time deposits 1s beginung to appear, it 1s aimed at large depositors and products such
as passbook savings, suitable for ordinary households, do not exists (possible exception
372D) Given that most banks are currently lending a relatively smali proportion of *herr
a~sets and are overly liquid, credit can continue to expand for some tim= cvefore ¢ il f .
pressure on banks for greater deposit mobilization Currently hugh char_2s a~d Tow
miterest rates place incentives on formal sector savers to place money ¢ 2 >ide
Mozambique while lack of any services create the necessity for informe} secfor = -2 o
n-ep cash or save in-kind

Interest rates remain fairly hugh, despite the fact that the Bank of Mozar - cue kas
dropped the rediscount ra‘e below 10 percent This results fromacomr:~_ on«“_ it
coatrols high adminustrative costs, and {at least for the privatized instite.*+_ n»s) an



overhang ot bad debt Commercial bank rates are in the range of ron rhly 18 to 2>
percent

Taken together these factors suggest that formal financial institutions are not likely to he
pushing to penetrate low income and/or rural markets anytime soon despite the exasa nce
of a potential market there particularly on the savings side In vanious public and private
fora several banks have expressed an interest in microfinance, particularly 1n teaming with
NGOs While such statements may reflect a desire for a good public image rather than a

serious 1ntent banks should be challenged to explore the possibilities

B Microfinance Lending

Mozambique s at an interesting juncture in the development of microcredit instituuons
charactenzed by many institutions and few clients Recent attempts to identity
nucrofinance institutions have counted as many as 39 organizations that ‘entify
themselves as providers of microcredit (Chudzero et al ) However n cc ~sidering the
f.ture of microfinance -- in other words, who 1s going to be providing credit to the p orer
sv2ments of the population during the next decade -- most of these projects (perhaps »s
many as two thirds) can be disregarded due to their lack of scale and sustainability Only
one program World Relief has achieved a sigruficant scale (4 100 active chients) and level
of cost recovery (75 percent, excluding expatniate costs) It alone accounts for over half
oi he nationwide number of active clients identified (6,000, Chidzero et al ) Exc'v 4 1g
World Relief, the average number of clients per program s roughly 100 truly nex’ic Dle b,
«ternational standards and by reference to market potential

™ evertheless, recent and prospective new entry 1s set to change the micrcF nance scerz in
“Mozambique rapidly A handful of programs have the prospects to grow s .- ficaat’  d
appear to be laying the foundations for sustainability (for example, Care’s Cresce proz. m
Iram’s CCCP program, SOCREMO, and MEDA) Most of the programs i1 fars sir -1
group are run by international NGOs, though there are a few local institutiors +hat r 3y
cevelop These programs are generally based on good practice Finally new | rojeces
have just been funded or are on the verge of recerving funding including World Vision in
Zambezia, Care/Clusa in Nampula, and others If these programs grow as projected the
pumber of clients served nationwide will increase exponentially in the nev-* ¢ y22-s

=Y
<

¢ mmary assessments of some of the more important programs fol'ow "1.5¢ _ -
[ ograms, the following parameters are used

+ level of operations (number of active clients, type of cuents n~ -~d~'~

e firancial performance (cost recovery, reporting portfolio quai~ . =~
rates) and

e nstitutional strength (institutional ty pe, experience of prov:d -5 r arcr

mstitutional chzllenges, funding)



In view of these parameters a general evaluation of future prospects s made baced ¢ o the
author s judgment

1 World Relief (Gaza, Xai-Xai)

The World Relief village banking program in Gaza 1s clearly the leading Mozambican
program at present By international standards, it would be considered a good moderate-
sized program still in a relatively formative stage of development It has 4 100 active
clients and a portfolio of $220,000 The average loan balance is approximately $55 It
turgets very poor clients, mostly women who are vendors and some who are petty
manufacturers operating (n a relatively densely populated and prosperous location (a
r.gion in which local income 1s supplemented by remsttances from South Africa) The
f.ogram provides health and other messages as part of its methodology and also has a
savings component (discussed 1n the next section)

The program 1s making progress toward financial viability 1t covers about 75 percent of
i 5 operating costs excluding the costs of the expatnate director (who works part time on
.':e project) and international technical assistance This performance 1s good for a fa rly
young program with such a low average loan size, and 1s due to the effective .nterest rate
of 102 percent, and to good repayment performance (97 percent on-tume) It 1s evidence
that the program is competently run  Nevertheless, the program will probably have to

r ake some sigruficant adjustments in order to reach its goal of full finarc al viabsl.ty

T stitutionally, the program faces several significant tasks The highest oroitty 1 rte
“-aining of local seruor and muddle managers to a point at which the intensity of expeiz.e
2ssistance can dimirush  Because thus task 1s so central to the sustainabsity of the

stitution, 1t 1s important that World Relief take the time to concentrate on it during the
~ext couple of years At the same time, 1t should be possible to pursue transition to a 'o-a'
~stitution  Although World Relief has stated its intent to spin the program off as a ‘oc-}

stitution, 1t 1s still at the start of such a process This program was recently svardad a
. SATD Matching Grant from BHR/PVC, which will bring 1n $1 8 mullion (8328 €99 fronu
USAID and $1,526,000 from the PVO), thus allowing the program to operate on an
expanston path for the next five years The Matchuing Grant proposal calls for
-cographical expansion, including the opening of a new branch managed separate'v n
.1e of USAID’s target provinces in northern Mozambique

"V orld Relief worldwide 1s a solid village bank PVO, with good programs in Camit~ iz
“Zonduras and other countries It has proven its ability to develop its orezra» ot -

stitutions and 1t is strong tn financial reporting Only 1ts Honduras prog- "4l 1
*_II financial viability None of its programs have yet become independent of & >ror
s_pport



2 CARE (Cresce/Manica, Angoche, Nampula)

CARE 1s moving rapidly into microfinance in several locations using a varicty of
methodologies and funding sources lts oldest program, Cresce in Chimowo has been
lending for less than two years, and has 441 clients, and a portfolio of $30 000 with an
average loan balance of about $70 (as of 12/97) Cresce’s clients, hke those of World
Relief are largely urban and town-based vendors, though a much smaller proportion of all
clients (34 percent) are women Cresce uses a solidanty group methodology CARE s
also starting a new program in Quelimane, which may eventually merge with Cresce as
they expand toward each other

CARE’s program in Angoche has not been successful It has expenienced serious
repayment problems, and will not be expanded CARE will instead concentrate on
developing a new program in Nampula, together with CLUSA  This program will have
two products credit to the farmer associations CLUSA has developed and cred:t for the
itmerant traders (ambulantes) who purchase agnicultural products from local tarmers

Both of these products are specialized They require larger loan sizes and sor-e'vhat
different methodologies from standard village banking or solidanty group pro_rams Thev
will require a higher skill level on the part of credit officers

Financial performance information 1s available only on the Cresce program [t 1s said to be
covening 30 percent of its operating costs (thus figure probably excludes expatriate costs)
and has high repayments, with only 1 1 percent of the portfolio at nisk It charges interest
at 35 percent per year flat (effective rate about 60 percent) It 1s expandirg steadi'y each
ronth

The Cresce program 1s judged to be off to a good start, applying sound cractices and
reporting good results [t 1s just moving out of what nmught be considered the s 37-uo
phase into an expansion and consolidation phase CARE plans to expand the pragrante
Beira, and to spin 1t off as a local institution  However, 1t does not currently bave the
funding to do this  If the CARE/CLUSA program succeeds, CARE would ha.e
developed a national network of mucrofinance institutions, covernng three provinces It :s
also planning to launch small savings and credit activities in Inhambane and Maputo In
microfinance worldwide CARE 1s known for methodological innovation partrculartv in
work with pre-existing community groups It has shown creatvity in linking r» gFr -2
to both informal and formal organizations (e g ROSCAs and commerc.al ba
However, there are few mnstances of CARE programs evolving into freest_~di~ 2
sustainable local institutions

3 World Vision

World Vision has been expenimenting in a small way with microfinance n M- b~ ¢ >
to now The real beginning of its program 1s marked by the reccent armvaic )
microfinance specialists who are 1n the process of introducing new metioa vz ev 2 4

10



setting up systems  World Visionas currently operating in Nempula and 7 imbezin using
solidanty group and individual methodologies with about 180 active clients ¢'vuzing an
etfective interest rate of about 65 percent It 15 also starting a separate village baaking
program funded by DFID in Zambezia

World Vision 1s not known worldwide as a leading microfinance PYO  While it does
support microfinance programs in various countries, most of these are small ard not selt-
sufficient Recently however, World Vision has been making a specific effort to develop
its expertise and programmung in microfinance

4 MEDA (Maputo)

MEDA 1s operating one program 1n Maputo, using solidanty group loans to reach market
vendors 1n Chiquelene market This program began lending in October 1997 aand has
been moving slowly 1n part due to a lack of substantial funding As of July 1998 1t has
roughly 250 active clients In February 1998, its average loan size was repoited to be
$85 There was little or no delinquency, and the 45 percent flat interest rate with fees
translates into an 85 percent effective rate (Cludzero et al ) As a new program financial
performance data 1s not yet available MEDA has just been awarded a USAID Match. g
Grant which will allow 1t to expand the Maputo program

Thus program 1s run as a project of MEDA, but intends to become a local 1r<*“1,f10n As
ci Yerent from most of the other international NGOs, MEDA s considering ssitirg up *re
local institution as a for-profit financial institution  The challenges MEDA faces in he
ri-ar and mud term involve establishing an effective operation of signuficant ~ca’e wih
czmpetent staff and efficient systems The operation 1s still in 1ts critical initial phase 'n
* uch management 1s all-important Worldwide, MEDA sponsors some very strong
~ crofinance programs particularly its programs in Haiti and Nicaragua It 1s known for
» businesshke approach to microfinance, which includes a commutment to moving beyc 1
d_nor dependence at an early stage However, MEDA’s recent entry into Afrcahash .n
p'agued with problems It has had sigmificant difficulties in Zimbabwe and Tanzama ara
the program in Mozambique started off with a management that MEDA had to replace
The current manager 1s one of the most knowledgeable and creative people work'mg n
rucrofinance in Mozambique However, he 1s only available to the prog-am n_ I~ me

¥ Tchuma (Maputo)

Tchuma 1s a local organization with strong backers (Graca Machel and * "2,12 C .+ _n)
“which 1s organuzing itself as a credit cooperative and planning to begin lend =g -~ "2 2
1998 It 1s essentially starting from scratch, after a failed pilot «ffort A new tc_m s
teen brought 1n to develop new systems and methodologies, takirg 1nto azzers e so-s
from the oniginal pilot Given that the new team 1s untested and operat' n st 2 aot yau
begun, 1t 1s too early to say anything about the prospects that Tchuma wul sucee d

11



However 1t appears to be the only local orzanization basing its operations clearly on bt
practice principles

C Savings Mobilization

The demand for savings services among low income people in Mozambique 1s widely
thought to equal or exceed the demand for credit Incomes are nsing and households are
building up assets Currently, however, there is virtually no supply of savings services
other than traditional informal mecharusms xitiques, moneykeepers and in-kind savings
(particularly livestock) It 1s believed that some famulies resort to burying cash as a way to
save money safely Formal deposit services are not available to the poor because of
excessive bank charges and the lack of convenient bank outlets

Savings mobilization 1s 1n some ways more straightforward than credit the institution
accepts funds depositors bring 1t, having no need for detailed information about the chent
or complex systems for tracking and following up late payments Savings mobilizauon 1s
1nstead a matter of ensuring that the institution offering the services 1s safe and
trustworthy No matter how great the demand for savings, 1t 1s crucial to prohibit
wpstitutions that cannot meet safety and soundness standards from being savings
mobilizers NGOs should not be allowed to mobilize savings from the public (1 e from
non-borrowers), while banks and credit unions should be allowed to mobilize savings or'y
under strict financial management and performance guidelines and with adequate
supervision This section now turns to the current and future prospects of savings
mobilization from these three sources -- NGOs, credit unions, and banks

1 Banks

rormal financial institutions -- banks and the one credit cooperative Cred.coop -- are (12
r ost obvious place to look for savings services These institutions currendy offer 3 v 1
and time deposits but most have not developed savings deposit products that can serve
poor and informal sector clients Demand accounts require profubitively large minimum
balances, pay no returns, and may include costly fees for withdrawals Time deposits also
rzquire large minimum balances and restrict access to funds Outside Maputo tke b . ks
“-.ve very few outlets The one bank with many outlets, BPD, 1s reported to be irte~t on
closing many of those outlets and not to be interested 1n serving the bottom end o:'ihe
market Nevertheless there are some signs that interest 1s awakening 1n competinz ' r
dzposits Credicoop, for example, 1s negotiating with the Post Office TDM and zevcral
NGOs regarding cooperadng 1n using the outlets of these orgamzations as posts for
«avings mobilization It has opened an office 1n a rural location 1dentified 2s a plrme
location for agriculture-related deposits and South African remuttances  Giber bar'.s 2re
also opening new branches Given the rapid entry of banks in the Mozamhinue: 't 1
total of 9 institutions expected to be operating by year end), 1t 1s likely that coe or ~i_.e
anks will identify low-end deposit mobilization as an attractive market n'cne



2 NGOs

Several of the NGOs in Mozambique offering microcredit have a compulsory savings
raquirement in which borrowers must save a specified amount 1n order to be eligible for
loans of various sizes Of the organizations reviewed above, only World Relief currenidy
uses such a requirement though others (CARE, World Vision) are establishing programs
in which savings requirements will probably feature In these cases, all savers are
torrowers, and are 1n a net borrowing position vis a vis the NGO most of the time (except
a* the end of their repayment schedules and before they have recerved a foilow-on loan)
From the borrower’s point of view, such funds do not fill the role of ordinary savings
services they cannot be accessed on demand or used to meet emergencies [n some cascs
clients never see the funds again -- they are simply a contribution to the organization -- a
d.oguised fee or a guarantee fund  In other programs particularly village banking
programs additional savings are mobilized beyond the requirements and these may be re-
1.t by or to village bank members This does not yet appear to be happening in
\fozambique but is an important future element of the IRAM program and of a small

C ARE project to be launched in Inhambane There may be creative ways to ivolve > GOs
'n savings mobilization through links with banks MEDA and Credicoop arc cor siden~y
opening a Credicoop deposit-taking window 1n the MEDA office in Chiquelene Market to
serve MEDA borrowers and others in the market

2 Credit Unions

Credit uruons appear to be an attractive way to get started with savings =% 7at'on
fozambique credit unions can be started small and led by savings contri>  rors . *-e
¢ -2 major barners to the development of credit unions, however Mozam* zue s ore of
» ~e few countries in the world -- and the only country in the region -- that !-ksare 1 2%
+ savings and credit societies In one sense this 1s good Mozambique does ot have o
~wntend with the accumulated baggage that weighs down most credit union systems -- 2
history of political interference, inappropnate supervision by munistries of cooperative
development 1interest rate policies unfavorable to savers, etc  On the other hand it mears
+ 12t the task of launching credit unions in Mozambique 1s much the same 25 rhe task of
-warting a new NGO program It will be slow and nsky Moreover it c-~ <5 Fe
2 .ditional comphlication of the need to develop a legal and regulatory frame vork su ¢ =0
t' 2 unuque charactenstics of credit umons Development of credit unio~s  ~uid re. re
+~¢ entry of one of the international organizations promoting savings ard ¢ it s¢ .. e~
sach as WOCCU or des Jardins  The local IRAM program, while it shares ~amre f.1 ses
«ith credit unions 1s a credst-led approach, which differs importantly frc— e vzt
unions  Savings will not be introduced in IRAM’s groups for two or threc years

It1s crucial to recogruze that savings mobilization programs must be de* e« red ™2 31 n
Fand with capacity to supervise the institutions that offer savings Thetu~ 2o ~Lp'=~ 0



vude action are described in more detail in Section [[] but they are summaiized here
Table I As USAID considers the possibility of supporting savings mokihization it should
ensure that it works wiathin this framework

Table 1 Dr Beth’s Guide to Safe Savings

Grassroots Groups

Grassroots groups, village banks small credit unions and
the like should not be restricted from accepting sav.1gs
from their members or subject to government regulstion as
long as they are of a size in which members know each
other personally and join the group voluntanly

NGOs

Only extraordinanly successful and experienced NGOs
should be allowed to accept deposits and use for lending
and only under stnict conditions and supervision Not an
option for Mozambique 1n current level of NGO
development

Lending NGOs with compulsory savings requirements are
generally safe These should not be regarded as true
savings Simularly, village bank programs in which oniv
members handle savings do not require imtervention
NGOs may be able to collect savings safely in partaerst p
with banks under agent relationships

Credit Unions

Credit unions need clear regulatory framework for
operating, covering acceptable financial strucr e (2 g
capital adequacy), information disclosure »r ' 20 .. ~arce
Development of a credit union system requires a czpztle
supervisory structure Supervisors can be o.tside ~egi'ar
bank supervision, but must be competent author *itiv2 _~d
mcre interested 1n safety than in promotion

Banks

If banks are to be supported to mobulize savings 1t s
necessary to ensure that they are safe inst r itions reed to
know the financial status of each bank and the
competence/effectiveness of bank super. sors




Il The Environment for Microfinance and iilechanisms Jor
Support

A Legal and Regulatory Policies Affecting Microfinance

In most countries with well-developed microfinance, financial services for the poor have
artsen outside the mainstream financial system, through NGOs credit uniors and other
specialized institutions  In most countnies, the legal and regulatory frame work govern ng
the financial sector has allowed these operations to develop, and serious issues concrning
the regulation of microfinance operations have only been met after the institutions have
reached significant scale and matunity

Mozambique s different  The legal framework governing financial operations alrsady
poses barners even at this early stage Three elements of the existing fram . vork pose
negar-term barriers

e The process for establishing non-profit, non-governmental ¢~72n zations 1s
time-consuming and a source of confusion among both applicants and officials
(Garvey Fumo)

e Current law limuts the extension of credit (and savings) to for—-! financ al
institutions, rendenng non-governmental organization progiz~ s techiwectly
“llegal”

o Current law offers a framework that is less than adequate for t' e dev-i--rent
of small savings-based organizations, such as savings and cre 1t societies

In the longer run, it may also be necessary to examune the general frame: ~k go <rr -2
savings mobilization the evolution of non-profit microfinance operations =0 f-~ -2 -]
stitutions and the treatment of mucrofinance withun banks The Banco “c Moz . cue
Fas recogmized the need to take some action to permut mucrofinance to . .. 2'up o !
planning to enact changes in regulation and law

Is

1 Registration of NGOs

Most of the microfinance programs USAID is supporting are projects o =2 -~ -}
NGOs Ifthey are to emerge as sustainable microfinance istitutions t' = - dre =~ 1l
have to become locally registered organuzations They will need to bec- « 3=~ ' =t
paving the way for the eventual exit of the international sponsors Inac 't 2n . _=rihs
NGOs are increasingly sponsoning mucrofinance programs

The process for registering such organizations is currently not well un lc~-t~nd

According to Fumo most local NGOs operate with no legal recogniticc < 1+c > '».h
seek such regulation find that it takes years rather than months to compizte the prcoess
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The steps required are complicated and subject to confuston and the discretion civea to
covernment 1n the process means that approval cannot be assured Additionil uncaitainte s
and red tape are required to obtain tax exempt status Many organizations operate

v 1ithout registration but they are vulnerable, government could challenge thoir op.ration
they have no legal nghts, individual members are liable for the finances of the
organization, and the organization usually cannot even open a bank account in 1ts name

In this environment, 1t can be expected that international NGOs will move only slowly to
establish local organizations

Moreover questions arise about the suttability for mucrocredit of the main legal form of
n n-profit organization used in Mozambique, the association Associations are

1 .2mbership-based organizations, with a presumed 1dentity between association meimibers
zd the beneficiaries of the association’s activities  This may effectively mean client
control In international experience, such an organizational structure has not proved
etfective for credit-based microfinance programs clients have tended to value short-term
rayout over long term maintenance of the organization’s capital Under such cond ucns
"onors are reluctant to provide additional capital If Mozambican associations can crer. e
riore like traditional non-profit organizations, which are more corporate than colleww @
<.ch problems can be avoided The organizational form of foundation which is a* wil-%'e
rere, though rarely used may be suitable Foundations are intended to be ast_blsi <d ‘¢ 1
the management of a sum of money devoted to social purposes Microcredit would seem
+0 fit that definition

“or international NGOs, although current operations are covered by agrec =1 5 v 1 he
* hrustry of Foreign Affairs, political sensitivities surrounding them mean *a*t 2
~ternational NGOs cannot regard their positions as fully stable

2 Legality of NGO Credit Operations

R |

"1 most countries, the government does not consider itself to have a regu' i2r i5te ¢
-ganizations that provide credit as long as those organizations do not ra ~e¢ tund< 25
. -rticipants 1n the financial system (1 e on the interbank market) or as deposit-takers
They consider their regulatory interest to be confined to protecting depositors and the
soundness of the interbank system Mozambique’s Banking Law, however himuts the
«xtenston of loans to licensed financial institutions  Accordingly, the Governmicnt of
‘ozambique officially considers microcredit programs illegal Whileit has p=rn =¥ o1
- ograms to operate, 1t is increasingly uncomfortable with this situation ard 1 2= 5
:gulanze it The Bank of Mozamb:que 1s in the process of developingto h 2 '«l1cc 21
icrofinance (a regulation requiring approval of the Council of Minusters} »~3 .- _ « >
"¢ Banking Law (requinng action by the National Assembly) Prowision ~fa' ¢2 s
tor mucrocredit will lay a significant part of the foundation for fucrofinan =

71 crafting these regulations one of the pnincipal 1ssues 1s whether the Bark of
 fozambique should require all credit-extending wnstitutions to register *vitt it o 1+ 2 =3
t «e Bank the ability to decide on a case-by-case basis whether any given i z-a0 2

G
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program would be allowed to operate In most countries central banks do not tike on
such a role  This approval would add steps to the approvals currently necded to obtan
legal registration as a local association or permission to operate as an international NGO

A related issue 1s whether to require that all mucrofinance programs submut financial
performance reports on a regular basis to the Bank of Mozambique The rationale behind
such a requirement is that it will contnibute to improved financial standards [t should
directly increase the quality of financial information produced and should have an indirect
effect in causing programs to scrutinuze their financial performance and improve it A
question about such systems, however, concerns the plans of the recelving organization n
this case the Bank of Mozambique, for analyzing the information and using or publishing it
in a way that will contnibute to the objective of improved standards Only if the
information can be used constructively 1s it worth collecting

3 Legahty of Savings Operations

On the savings mobilization side, nearly everyone agrees that government has a regulaton
irterest In considening the foundations for microfinance, 1t 1s necessary to determine
exactly where the boundanies of that interest lie There are several levels and kinds of
activity to constder (a) small voluntary, grassroots operations (b) microcredit programs
with compulsory savings features, (c) mobilization of savings from the public by non-profit
nstitutions (d) savings-based organizations like credit umons and (e) licensed financial
instrtutions including banks

(a) Tt 1s generally agreed that small grassroots organizations mobilizing <3ivings
from their members should be allowed to operate without regulation and
supervision The amounts of funds they handle are small enough not to maiter to
the broader financial system Moreover, as a voluntary association small enough
that most members know each other, informal mechamsms of accountability are
considered sufficient  The question is defining the threshold beneath which there
will be no regulation/supervision Under current Mozambican law no provisions
allow such grassroots orgamzations to operate, although as no one attempts to
regulate them, they do exust informally Moreover, several programs such as
IRAM, World Relief, and a new project by CARE, are in the busipess of cr2atng
and advising such groups Through these projects, small groups are bevci =g an
tmportant part of the overall microfinance picture

() Many mucrocredit programs invoive compulsory savings as a reg: -~z for
obtaining a loan Typically, the borrower 1s required to keep fraction o0 e to.al
loan amount (usually 10-20 percent) on deposit for at least the durati.n o7 the
loan In general, such requirements are better regarded as features cf t: e ‘zan
terms rather than true savings, and therefore, not subject to regula 'on'se ervis ou
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aimed at depositor protection > Mozambican lhw makes no cxphicit provision for
such practices and it is not clear whether authoitties would consider tham genuine
savings

(c) Non-profit organizations, such as NGOs and associations are rarely
appropriate institutions to mobilize savings from the public They lack proper
accountability structures needed to ensure that equity 1s safeguarded notably
owners who have put therr own capital at nisk to protect depositors Moreover if
they are not profitable, their capital is eroded each year, so that depositors are onlv
protected if donors continue to inject fresh capital It may be possible to construct
-ules under which non-profits could accept deposits from the public such as
requining very high capital asset ratios and several years of a strong track record
Even then, supervisors would have to be vigilant in their monitonng At present in
*ozambique, no microcredit programs are profitabie, and the supervisury capacity
of the Bank of Mozambique s already stretched thin in overseeing the i 2instream
canks Thus it would not be prudent for the Bank of Mozambique to open the
vay for savings mobilization from NGOs at present

(d) However, one form of association, a true credit union, can be structured in a
vay that s more appropnate for savings mobilization True credit umons are for-
profit membership organizations, 1n which savings are mobilized from members
loans are provided to members using those savings, and members collectively
control the organization Credit unions have generally been establisk2d 7 b tie
help of promotional organizations, such as WOCCU or des Jardins w~.ch 25iebhsh
self-regulatory structures (federations) supplemented by state reguta*. 31 most
oten through murustries of cooperatives Confusion anses in Mozaine [ue over
“'i¢ differences and similanities between the Mozambican category ot - itutron
c-edit cooperative, and true credit unions In Mozambique credit coc. =it vas
must be structured as public stock companies (corporations) but ey a-= also
~embership orgaruzations The key question 1s whether all members 1.2 2 zn -zl
sy 1n the organuzation as opposed to control by the founding
r.ember/shareholders In practice, the one active credit cooperative in
Mozambique Credicoop, operates more like a bank than a credit umon More
work 1s needed to establish whether current law 1s conducive to the creation of
credit unions

e) Licensed banks are clearly set up for the purpose of captur.ng dage 7 the
public However their interest in collecting deposits from the pcor L2zom5 12 ¢
minimal

I surimary, for the promotion of safe savings, regulatory action 1s neecd22d «~ ¢ * "-y-

¥

that grassroots savings groups and compulsory savings of lending opere. ors .- .'v (-~ «<

"n certain cases compulsory savings reqairements may need supervision primanly wi . T 1
keeps the amounts across several loan cycles and uses them to expand lending
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without supervision and further exploration 1s needed concerniig the trancwork tor
development ot credit unions

4 Supervisory Capacity

In considering what changes should be made to laws and regulations a paramc.nt corcern
1s the capacity of the Bank of Mozambique to supervise the institutions 1t authonzes

Bank supervision 1s a post-reform function 1n the financial sector, and has therefore only
been developing for a few years The number of banks and their rapid growth n.eans *hat
bank supervisors have their hands full They cannot afford to place a hugh prionty on
microfinance Thus, the following events are quite likely even if the Bank operates with
t'ie best of intentions

¢ [t may not be atle to process applications quickly prolonging the approval
process for types of organizations requiring their approval and Limiting rhe
number approved

s [t may not spend much time analyzing the financial reports that ~ey require
losing the chance to use the reports for improving standards

o [t may not be able to supervise mstitutions closely creating vulnerabilities

These issues are not confined to Mozambique They appear in nearly every country where
the regulation and supervision of muicrofinance 1s contemplated Solutiors reg_ire ¢ ter
regulations written to avoid taxing supervisory capacity, Or a program to .iic.case that
~apacity -- and to set some capacity aside specifically for mucrofirance It s ~ot clearthat
the Bank of Mozambique 15 ready to embark on a capacity building program in this ~.ea
given its other prionities

8 Training for Microfinance Qperations

In Mozambique the lack of direct exposure to strong microfinance progrz s ~.kes
traiing more important than it mught be 1n other countries Traiung needs can be
identified at three broad levels

1 Policy makers and others in positions of authonty need to be informed - 2ut
microfinance generally -- the principles that make 1t work internatioral
expenence and the difference between good and bad practice At this '=.e' it
is also important to understand the value of the informal sector ard the roie ot
tinancial services  Such people make resource allocation decisions and may
make policy decisions with direct effects on microfinance If they lack
exposure to best practice, their decisions may undermine the evolu*ion of
sustainable institutions Thus level also includes the key backers of
microfinance institutions, such as board members Estimated pot-—+1al “e=z-1
over three years Government 50, private sector 25 board me vtes 235
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2 Scnior managers of microfinance programs need to learn morc about manas iy
a successtul microfinance institution  Thus level of traiing covers topics such
a~ are provided through the CGAP training delinquency control interest rates
accounting and financial management It also includes institutional
development topics, such as managing personnel, working with boards of
directors, etc , and topics relating to delivery of services to the target market
Clients for such courses may also include auditors of microfinance institutions
or providers of computer support who need to be able to understand the
specifics of microfinance operations Estimated potential three-year demand
3-5 per institution tumes 25 mstitutions 75-100

3 Middle and junior level staff of microfinance organizations need more basic
training in how to perform their jobs -- how to form client groups how to
assess borrower repayment capacity, how to mantain records and use MIS
reports what to do when a client musses a payment Estimated 3 year demand
10 loan officers per institution times 15 nstitutions 150

At present only the second level of training 1s being addressed through the CGAP
traning program  Microfinance programs are of necessity also providing the tnurd level ot
training to their own staff However, given the generally weak capacity of the
microfinance operations in Mozambique today, there 1s probably greater justification for
developing an outside source of such traiming than would usually be the case

Development of training capacity requires traiung matenals, tramners capable of applying
the matenals, and an institutional home Each of these poses challenges for Mozambigue

Duning the next year the CGAP training efforts will form a base from which adZitional
training can be developed Courses will be provided regularly during the course of the
next year and a half, funded jointly by CGAP and DFID Thus project aims to Save as
outputs (in addition to trained participants) a small cadre of trainers capable of giving h.gn
juality financial management training in mucrofinance, and matenals in Portuguese that
“ave been adapted to fit the Mozambican scene These efforts will constitute a s gt .2t
beginning in addressing the need for matenals and trainers, but will not involve much
progress in developing an institutional home Moreover, it will only serve one of the three
levels of trainees managers of institutions The next step would be to develop additional
tratming aimed at trainee levels one and three above and to stitutionalize the pre visten of
traimng The aim would be to develop a company and/or institution(s) who r=zu'a-ly 2 7.~
training services, so that the availability of services 1s not dependent on the Jdcusion 0™ 1
particular donor to fund a course now and again

C Support Services MIS, Audit, and Accounting

As mucrofinance institutions grow in size and become more professional, t-2, - suire
services that support their operation as financial institutions  These inciude ¢~ puter
support for management mformation systems (MIS), accounting services a: . dit 1+
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most countries professional companies such as computer and accounting tirms provide
<ich services However the mucrofinance business ts sufficicrtly dittercas trom other
trnancial businesses that professionals in these firms need to understand how microfinance
works in order to assist institutions effectively Because mucrofinance 1s not yet a
profitable market, however, it may be appropriate for donors to support the d<* .!opment
of professional services aimed at microfinance institutions

Microfinance institutions must have effective MIS systems (manual or computerized) if
they are to process a tugh volume of transactions while maintaining hugh porttolio quality
Y et MIS systems have probably created more headaches for managers of microfinance
tstitutions than any other aspect of management Up to now most microfinance
t"stitutions have found 1t necessary to create their own systems Off-the-shelf packages
Five not been available More recently a few such packages have been developed

¢ Microbanker, DBS systems, IPC, and the systems of several international NGOs) Most
crganizations that have experimented with off-the-shelf packages have found it verv

¢ Hicult to customuze the systems to fit the particular needs of their organizaticn They

“ 1d that the cost of the package itself 1s the lowest part of the overall cost  C :stouzat un
~~d system maintenance are much more expensive

A number of microfinance institutions in Mozambique have been working together to trv
to share the costs of purchasing MIS systems and having them translated into Portuguese
They are betting that recent progress in software development will mean that the lessons
<f past expenence no longer apply While 1t 1s true that the day of off-the-sh2l* --c5reTs
~ay be comung, it does not yet appear to be here Based on brief discuss.ons w-h t1ewe
* GOs, they have seriously under-budgeted the cost of obtaining a gcod MIS y>'cn
" ecause they have not included the cost of customization and maintenarce The best way
.2 help such organizations develop well-functioning MIS systems 1s to :7vest in a faw
computer support people who can learn the basics of mucrofinance and van get to o v
“e programs well One such professional could support several NGOs There are sevzal
computer systems firms 1n Maputo that could provide such support

The area of audit and accounting bears some simularities to the MIS situation  Stanc_d
audits (and USAID A-133 audits) are designed for purposes far removed from
microfinance Standard audits venfy that books are being kept accurately while A-133
-udits venfy that U S government funds are being properly used Neither tyne of o ._ t
‘.<ks 1n depth at the main vulnerability of microfinance programs, the lcan gt 10
*.cordingly, a clean audit cannot insure that a program has a healthy Ic v coric'> 201 »

~e¢ of employee fraud The process of dealing with thus problem is just ¢ 2 wrg=t 'e
virernational level  The first step has been the development by CCAP ¢ - = <4 . -
adaditors (not yet in print)  In Mozambique, 1t would be worthwhile to c- - v 11

> adit/accounting firm with an interest in microfinance and support the « =" | it "2
2w professionals who understand microfinance well enough to previde -2'~  © - 2
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D Donor involvement in Microfinance

Most of the major donors working in Mozambique are either already supportirg
microfinance activities or have well-developed plans to do so  (Detniled informaton on
donor activities ts available in Chidzero et al and in Branks ) We consider donurs heie
from three points of view as funders of microfinance operations, as funders ot _ereral
technical support/capacity building, and as participants i1n policy dialogue

1 Funding of Microfinance Operations

It 1s most relevant for our purposes to focus on new funding and planned finding evpectad
to come on stream within a year

e The EU has funded a new CARE solidanty group program in Zambezia

o Tre UK has funded a new World Vision village banking project also in
Zambezia

¢ L SAID/W has just approved funding for expansion of the World R<! <f and
MEDA projects

¢ Canadian Microfinance Fund Canada will put in place a US$3 S mullion fund
by late 1998 1t will be admunistered by a Canadian organization and wall
make grants and loans to established microfinance programs throuzout
Mozambique that demonstrate best practices A portion of this furd wiilhe -t
aside for techrucal support and capacity bullding Thus, it 1s bkely *' _f z2' >
5 organizations could receive substantial assistance (if each rece,ves S520 CC )
through this fund There 1s some chance Sweden wall join this fund w na
contribution of equal size

e The Netherlands has recently approved a project for Nampula pros  cen
which CARE will work with the farmer associations begun by CLLSA.
providing credit to the associations as well as direct microcredit to i “ers
Estimated size US$2 mullion

¢ UNCDF 1s on the verge of 1ssuing an RFP to fund a willage banking program
Nampula The proposed amount 1s $1 8 mullion

+ UNDP 1s discussing launching Microstart in Mozambique which w~ '? be
another fund this one providing small amounts of money to ~z 4 ¢ ~_ .™»

o The EU 1s planning additional funding, possibly for SOCREMO

o Trus list 1s probably incomplete

Grven the short supply of institutional capacity in Mozambique at present *1e - ~wa =
represent an overabundance of funds and are the main reason this report de-< - 1
recoremend that USAID/Mozambique provide funding for mucrocredit greg -0 7
be most important to ensure quality 1n the programs supported

1
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2 Funding for Techmcal Support for Mitrofinauce Development

At present virtually no technical support for microfinance exists The Swiss tunded
Action Research Program managed by CARE and the CGAP training progra ns are the
only ongoing imitiatives

A number of new possibilities are under discussion

o The proposed Canadian fund will include a signuficant technical support
component The design of that component 1s being left to the bidders

e The UNCDF project will have a very small portion of funds desiynated for
capacity building for local NGOs in Nampula

o The World Bank’s new private sector development project mav 1ncludea meli
fund to support capacity building 1n mucrofinance, although th'~ prospect 's
looking less likely as time goes on  The project 1s scheduled for appraisal at
the end of 1998

» [f UNDP’s Microstart project begins in Mozambique 1t will inclade a techi cal
stpport component aimed at its own grantees

e CGAP s expected to expand its support for training, as a joint CGAPTI'D
program for Eastern and Southern Africa comes on line in 1639 (a5 de~.-b=d
above)

e Extension of the CARE-managed Action Research Program is now being
explored

As most of these efforts are small or are only speculative at present there '~ >*.il 'L z2
scope for technical support This 1s an area where USAID could be heig*ul

3 Donor Invelvement in Policy Dialogue

As different from major established sectors, such as agniculture formal o -2k v e~e™-ye
-5t evolved through which the donors coordinate with each other and w.*~ _ovzrr - -+
The wnformal working group which has been meeting for about a year consi»*s 'argely of
donor and practitioners though one or two government representatives particularly from
INDER, usually attend This group is effective as a forum for exchanging re'ws ar 3
cowmuon and 1t (s playing a vital role in raising the level of dialogue abou  r="r_ 2 -3
1n developing ¢reater understanding among the participants However ‘< e -~ 9
1s not a formal means of commurnucating positions on key issues Neithz: 7~ == -
practitioners nor donors can use it as a mechamsm for official exchanges

,..
I

A more formal mechanism would chiefly be useful as a way to promote ¢ ' ~e-- 1
movement toward consensus on two 1ssues

1

e Prnciples for the development of mucrofinance in Mozamb,y -« ..
standards best practices and the roles of vanious actors
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e The legal and regulatory framework for microfinance who can ungage in
lending and savings mobilization and under what conditions

In the short run 1t 1s important for donors to talk among themselves to establish common
principles for therr funding decisions It is in the interests of donors and practitiore-s alike
tor donors to agree on such principles Donors want practitioners to take their signals
about best practices seriously, so that they will have attractive proposals to support and
so that the value of their investments in mucrofinance are maximized Practitioners want to
be sure that their programs are not undermined by the entry of operations that do not
arply good practices (1 e provide subsidized loans or tolerate high delingueacy) S*epsin
this direction are being imitiated by USAID and other donors now
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IV~ Findings and Recommendations

A Strategic Considerations in Microfinance for ozambique

Thus section seeks to identify strategic entry points for USAID based on a view of how
development of financial services for the poor 1s likely to occur in Mozambique Key
points are lghlighted 1n bullet form

Up to now, in the realm of rural and mucrofinance, the domunant relief and rehahilitation
onentation led to a client-based approach Under the chient-based approich donors
identify groups being served by its projects who face financial constraints ond then create
mechanusms to finance them However, Mozambique 1s now clearly in a a-rlet
development phase The starting point for this phase 1s a vision of how the market s { Lely
to evolve 1n the country and what interventions can hasten that evolutior or e-~sure *-at .t
evolves in an effective way Such a strategy may or may not point toward spectic mo-r>
of clients, and may have benefits that are more general than the geographic t1-zet arca or
than expanded rural enterprises The recommendations that follow come frcm a marb =t
development perspective They assume that USAID’s ultimate objective 1s the sustar sble
provision of financial services on a large scale basis to poor households and informal
enterprises

If there 1s to be a sigruficant increase 1n supply, where 1s it likely to come “cnanah v
can it be enhanced? The reality of rural and microfinance 1n Mozambique at 2rzsent 5 {Fat
it must begin where the country 1s, at a simple level Table 2 summanizes soire of the
advantages and disadvantages of different potential suppliers

The formal banking system offers inefficient services and aims at formal vec*or bus nesszs
located 1n major urban areas It plays a role 1n financing major import ard ~xrort
businesses, but offers little to smaller traders Its deposit services are not ~a* ble far ‘o v
income clients In countnies where both microfinance and the financial system are well
developed such as Bolivia, Chile, and Colombia, microfinance s rapidly moving into the
formal system and NGOs are receding into secondary roles Ultimately th sis whetv e
can expect to happen here as well 1t is already beginming 1in South Afnca 7 %32t 2 . d
Uganda, and may begin here in a few years However, in the Mozambiquz ¢t 169y =2
 ~ancial sector 1s not mature or competitive enough to be greatly concer =1 vith
ircreasing its outreach to the poorer segments of society, and the NGO 5-~¢ -1 25 v> 12
praduce a profitable microfinance or small enterpnise finance program su=% :1'ly
¢aavincing to attract private sector attention

¢ If banks evidence interest in mecrofinance, 1t would be appropr ~*2 Tr .S 15D

to support techmcal ass'~tance and start-up costs forthem P .. <r ts
warned against trying to “bribe” them into the market1if a semizos = zr- ¢ s
lacking



Microfinance programs run by local and international NGOs are many but ncglr_ible in
terms of level of service provision Only one has any scale In other countrics . ihis
stage international organizations have played a critical role, bringing 1n expert'se and
building institutions  Unfortunately, with only a few exceptions, the international
organizations that have been operating in Mozambique to date have nct brought top
quality expertise into the country

One of the basic questions for the development of microfinance in Mozambique s whether
to concentrate on building the outreach and sustainabulity of existing NGOs or wheiner to
bring 1n new expertise  Experience over many years in many countries (much of it US AID
experience) has shown that institutions which begin without the fundamentals neccssary to
become large sustainable operations are very difficult to turn around Many projectst e
cifered funding and technical assistance to NGOs on the assumption that su-h inpues wete
all that was lacking Most of these projects have falled The hard lesson1s »at the cniv
institutions that become sustainable and to reach sigruficant numbers of clients are the-e
founded with a strong vision of scale and sustainability and with the technical v bere v 1l
to implement that vision

Table 2 Likely Contribution of Varous Types of Institutions to Rural Financial
Services in Mozambique

Source Likely Contribution

International ++ likely to grow reach significant numbers of ciicufs ¢ 1 e 'y
mucrofinance NGOs | largest source of services

(existing) + moderate sustamnability (some high, some low)

+ ongomng commutment to chients

+ can access know-how and resources

- do not (and should not) address savings
- lacking in spin-off strategies

- 1n some cases started on wrong track reonenta* >~ --7

<

International
microfinance NGOs
(start-up)

++ can begin with clear conception of becoming 'a-_. ni
sustainable, spin-off planned from the start

+ access to expertise and resources

+ likely strategy for reaching poorest segments/wom=n
- start-up always nisky

- do not (and should not) address savings

Local NGOs

- local ownership from the beginnng |
- very weak orgamzationally 3
- lack knowledge of mucrofinance or financial r-r ~ -~t _J

Credit Unuons

- savings and credit

++ uses own funds, not donor funds

- would have to start network from scratch slow = 7 -k (o
to mternational NGO start-up)

- lack of clear legal framework,

- government lacks capacity to regulate/supervise
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Banks and Financial | + more likely to contribute 1n savings than in credit
Institutions rsavings-funded -- doesn’t require donor loan capital

+ most banks have outlets outside Maputo

+ likely strategy for reaching muddle level

-- lack of interest 1n serving mucrofinance can’t force genuine
interest

- new nstitutions, still developing competence

The international community uses the jargon of “best practices” to refer to the institutions
founded on such a basis but it important to note that there 1s a significant difference
between organizations that follow basic rules of good practice and those that are moving
strongly toward becoming sigruficant, independent institutions

e The vision and technical know-how of a few top-notch international
organizations will be needed to demonstrate the potential of microtinance to
achieve scale and sustainability

On the other hand this 1s an awkward time for USAID to fund the entry of new
organizations The newly-started operations just mentioned need to be given some ti- ¢ fo
demonstrate their potential and several donors are on the brink of new fund.ng for se « |
other organizations USAID/Mozambique 1s advised to add to this proliferation only 1f it
has strong confidence that a new entrant 1t funds would achieve greater scale and
sustainability than existing operations and would provide a substantial dercnstration
effect Such confidence might be generated by examining the achievements of sres;ec v2
organizations in other countries, particularly in Afnica

If the international expenence 1s played out in Mozambique, donor funds poured into the
mrijonty of the institutions here today will spark marginal improvements at test T-e
exceptions to this statement are the few institutions that have been founded witha « _n»
of scale and sustainability but which are still in the early stages of operation Acco-1-_"-
thus report does not recommend a strategy based on providing additional funding or
intensive technical assistance for existing microfinance operations

o Efforts should be made within existing funding relationshups to ensure that
current programs apply best practices Such a move with both « ~z.¢c2 e
value of funds already obligated and help ensure a better operating
environment for serious providers

The side of mucrofinance *«here imitiatives are not proliferating at present i« » 2+ 1gs
mobihization The reasons why 1t 1s difficult to move forward in savings F_ve been
examined at length However, USAID may be well-positioned to spark ccnt ~i'>d
experimentation in this area, and certainly 1t 1s an area almost entwrely neg’ec zu by ¢ or
denors  An emphasis on savings fits well with the findings from surveys i 7 3l
Mozambique that more people are interested in savings services than i cr=z *
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e Animportant entry point for USAID/Mozambique 15 to support creative
development ot savings products, within the tramework ot sate and leyal
operations

Another basic question for microfinance in Mozambique 1s how to build local
orgamzations At the present time local organizations are very weak have neghgble
outreach and are generally not applying best practices There will be no getting around
the need for international expertise 1n the next few years However this does not mean
that the development of local orgaruzations should be neglected

e Every international organuzation working 1n mucrofinance should have a
strategy for institutionalizing its programs tn a local orgamization «ither by
partnening with local orgamuzations or by creating new local organizations .
it should pursue this strategy actively from the day 1t begins operat ng

At the same time as donors should be emphatic 1n their insistence on creating local
1nstttations they must be realistic about how long international relationshis il be
needed Even some of the most successful microfinance programs in the world such 2s
RancoSol in Bolivia and Bank Rakyat Indonesia, still maintain close working relatiors' ps
with the external sources of expertise that helped them in the early stages (Accion
International and HIID respectively)

Finally, USAID 1in many countries has been the only donor to view microfirapce freina
system-wide perspective, as opposed to stmply funding individual operatior s Thae
situation here 1s simular  There 1s much to be done to create a supportive fr-mew_ -\ %r
~acrofinance n the areas of policy and regulation, traiming, support serviczs <-4 1. or
coordination  Such activities help develop a framework within which micro”~unce ¢ 1n

evolve, and will serve the country well over a longer period of ttme  USAID " 25 ar.-,- -0

the expertise needed to pursue these areas® A few such interventions cin iz dea . .r
contribution with nurumal funding  Action 1n this area 1s particularly re 2ven “LS- 2
v ants to support the credit side of microfinance through means other thar £ <. tfs 2

of individual programs

e USAID should support the development of a conducive enviror ment for
microfinance in Mozambique

3 Action Suggestions for USAID/Moczambique

T'us section outlines six main recommended activities for USAID/Moza- "' ; 22
vrdertake in microfinance They range considerably in complexity and “.- -
requirements In addition to its own resources, it 1s clear that USAID/W (3 =.JA2 T7)
¥ Examples of suca support oy USAID include the PRESTO project in Ugzndaand . ¢ . D .
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would be prepared to assist in the provision of technical and tinancial support 1f desired

The first three recommendations are modest tasks that should be undertaken even it
USAID decides to do nothing else 1n microfinance They require few funds to irglement
and are entirely within the bounds of USAID/Mozambique’s ex'sting activities  Three
suggestions are provided for larger scale action

1 Increase application of best practices in microfinance activities recenving USAID
funds

The recent study of microfinance in Mozambique found that many operators in the country
are not applying best practices in their programs Thus includes operations carried out by
international NGOs The study recommended the development of self-regulatory
standards to embody those best practices and the national semuinar on microfinance
irformally endorsed this concept Advantages of developing and applying standards
irclude improving the credit culture 1n the country, avoiding competition between doro-s
to give bigger subsidies that undermine financial discipline, and pushing forward the level
of competence among program operators Yet mecharusms to move this agenda forward
are slow to emerge

USAID 1s probably in the best position of any donor to exert influence in this matter with
the international NGO commumnity A large number of individual microcredit ac. vities are
taking place in Mozambique funded either by USAID or by organizations for wiuch
USAID s a major funder (even if the microcredit uses other funds) Some amorg ‘he-e
programs apply best practices and some do not USAID has been asked several times

scently by organizations with existing cooperative agreements for permission to inciude
pacrocredit activities in their programs  In responding to such requests it wvould be
helpful for USAID to have a set of standards to apply

USAID should ask each orgamization 1t 1s funding to conduct a self-assessment of
whether 1t applies best practices -- or USAID could conduct such assessments itself or
through consultants The list of requirements at this stage would need to be rather simple
effective product design, appropnate interest rate policy, low arrears ability to report on
basic indicators of outreach, portfolio quality and financial viability and active plans
toward becomung a locally-established orgamization On the basis of such assessments
USAID would require or recommend revisions (depending on the particulars of USAID’s
contractual relationship with the organization) In some cases it might assis sne NGOs “o
make revisions

The benefit of such a program of assessments and follow-up would be a s*rong leverage
effect 1n moving beyond the stage in Mozambique of talking about best practices to a
stage of applying them T!1s would be one of the most cost effective actions USAID
could take n mucrofinance For a murumal expense 1t could go a long wav toward “ ;o' .2
its own house 1n order” and because of the number and position of the 0. _a"uzation: it
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supports that process would influence both the donor community and the NGOs

2 Include USAID/Washington-funded programs in USAID/Moz unbique’s generil
microfinance “family”

USAID 1s the main funder of the most successful microfinance program in Mozambique
World Relief However, USAID/Mozambique has had relatively little to do with this
program because 1ts funding has come from Washington, and because 1t operates outside
USAID’s focus provinces Now that MEDA has been awarded a Matching Grant its
situation will be similar  This recommendation does not involve any specific actions but
rather a general attitude 1n favor of developing a closer relationshup with these two
programs Each may be able to provide something of value to USAID/Mozamtique’s
overall strategy, and USAID/Mozambique’s proximity may enable 1t to help ensure that
these orgamizations succeed (which BHR/PVC cannot do) If the programs go well
USAID/Mozambique might consider providing additional expansion funding a couple of
years from now

3 Continue taking a leading role 1n promoting standards among donors

USAID has already begun meeting with donors to address the need to agree on standard
practices for donors to apply in funding microfinance programs This process 1s an
important step in ensuring that the large amount of funding scheduled to enter
Mozambique for microenterprise programs promotes the development of sustzi-able
tastitutions  The Guiding Principles for Donors should be the starting point for such a
Jiscusston, though each point should be considered for its relevance to Mozamh que  Of
vart:cular importance here would be a proposition that all microfinance progr.ms should
have active plans to become a local mstitution or transfer operations to a local »a~titutron
(of whatever form -- bank, association or cooperative) These plans need n 't bg rush-d --
1t may take more than one project funding cycle to achueve this end -- but they should be
clearly articulated and active

The next two recommendations are possible larger scale programs that USATD cculd
support, with emphasis on the development of savings services Given the r-vxrt 30d
pending influx of funds for microcredut, 1t 1s not recommended that USAID cz.zlop 2 n=
project funding initiative on the credit side

4 Pilot Project Creative Approaches to Savings Mobilization

The section on savings (above) concluded that credit unions (or savings znc credit
societies) are one of the mechanisms through which the need for savings s>n ¢ _s cani be
addressed However, 1t will require the entry of expert promoters of credr + o> znd v
be a large, slow undertaking The number of institutions that could play * & ¢ ~3retonz



role 1s mited  WOCCU s the only U S entity The feasibility of it~ implementition of
such a project would depend on WOCCU’s other prionities -- 1 e how fully extarded it 15
W OCCU has had relatively little experience promoting credit unions where none <vist so
it would be difficult to estimate the outcome of such a project It would be necessary to
carry out further analysis of the legal environment for credit untons pror to launch.ng such
a project and to include a component of the project dealing with the regulatory
framework and supervisory capacity

Alternatively USAID could sponsor a competition among both NGOs and banks to
develop savings services for the poor USAID could offer a grant for feasibilitv ard
rroduct development work and some start-up subsidy for iutial operations Bidders {or
the assistance would have to show 1) how they would safeguard depositor funds ard 2)
how the savings products would be made relevant and convenient for the poor A ror e
of proposals would hkely appear, such as grassroots savings and credit societies (C ARE)
l'nks between banks and NGOs (MEDA/Credicoop), or innovations by banks

5 Project to Build Training Programs for Microfinance in Mozamb:ique

As stated above the particular history of microfinance 1n Mozambique, coupled wiih its
low level of education language, and serous personnel constraints suggests that the
proviston of training for prospective staff of microfinance programs will be more
~mportant than 1t has been in other countries The CGAP program of trairng re reserts
cne vehicle for providing traiung courses and tra:mng a small number of fra. iers
“Jowever, 1t addresses only one of several training levels, and lacks an or~oing
wn-titutional home  Some other donor initiatives include fundung for tranmg but p2tina
5, stematic way

\ more systematic approach 1s clearly needed, and USAID could be w=il-posttio 310
oply it A program could build on the CGAP courses, and could uses 2~ a mzdel e

;> acess through which USAID helped establish the Microfinance Trawr rg Progr.r: n

Beulder was established This process involved covening start-up costs for devs'vz  2e1

institutional home for courses, and transitioning the type of support to guaranteed tuition

coverage for students and finally to reducing the number of students covered

& Support for Improved Regulatory and Supervisory Framework

7' e process of developing a regulatory ard supervisory framework for - - - 1
* 'uzambique will take several years The current draft decree will be a2 vopv» . _
¢t ection but it will be a first step  Moreover, 1t 1s a temporary action [ ort. 3~ -2
« snuficant revision of the Banking Law Further work will need tobe dz-¢ 233 . = (-

» ork will need to evolve as mucrofinance evolves At least as importait the-e 'ty
# zmework, supervisory capacity will need to keep pace USAID coulz  _pos? *te 2tk
o1 Mozambique, INDER and/or practitioner groups to develop strong r=2.." “0.0 .11
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supervisory systems Possible mechamisms include advisory services such as a more
detailed study of the regulatory framework or framework for savings and credit socicties
exposure of government officials to countries where mucrofinance is well-tleveloped and
bank supervisors have worked extensively on the issue (¢ g, Bolivia) participation of
government officials in international meetings on this issue which are now being planned
and training of government staff who are to be responsible for supervision ot microfinance
institutions  The starting point for any such program, however 1s the intercst in the
government 1n pursuing it Thus, the first step would be to engage relevant policymakers
in a dialogue to ascertain how interested they mmght be in pursuing a systematic program n
microfinance
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