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INNOVATIVE APPROACHES TO RURAL LENDING:
FINANCIERA CALPIA IN EL SALVADOR

Sergio Navgas and Claudio Gonzalez-V ega*

1. Introduction

In the last decade or so, poor people around the globe have benefited from a growing
number of microfinance organizations (MFOs) that have emerged to offer them several financia
services, with a heavy emphasis on short-term credit. In Latin America, this growth of the supply
of microfinance has not been uniformly distributed. In contrast to Asia, most of the successful
MFQs in this part of the world have bloomed in urban areas. This has not been the result of a
lack of public interest in an expansion of the supply of financial services to the rura population;
instead, it has reflected the formidable challenges encountered in the development of appropriate
financial technologies for the rura environment (Gonzalez-Vega, 1999a). There are, indeed,
some organizations that have devoted their effort and attention to the provision of financia
services in rural areas, but there is no paralel between their limited success and the major
outreach and sustainability already achieved by the best urban Latin American MFOs.

* Sergio Navgas is Senior Research Associate and Claudio Gonzalez-Vega is Professor and
Director of the Rural Finance Program in the Department of Agricultural, Environmental, and
Development Economics a The Ohio State University (OSU). He is also a researcher at
Academia de Centroamérica. This paper was prepared in collaboration with he Project on
Promising Practices in Rural Finance of the InterAmerican Development Bank (IDB). The
broader research effort underpinning the paper has been undertaken within the Collaborative
Research Program on Broadening Access and Strengthening Input Market Systems (BASIS) in
Centra America, with funding from the U.S. Agency for International Development. The authors
are grateful for the support provided in the field by FUSADES and by the staff of Financiera
Calpia, in particular by Enriqueta de Rodriguez. Rafael Pleitez-Chéavez (OSU), Adrian Gonzalez
(OSV), and Anabella Lardé de Palomo (FUSADES) have been active partners in the research on
rural financial markets in El Salvador undertaken within BASIS. The authors want to also thank
Nicola Angelucci (BMI), Juan Buchenau (Frontier Finance Internationa), Carlos Camacho
(Finca-Ecuador), Jonathan Conning (Williams College), Hans Dellien (Women's World
Banking), Aristoteles Esperanza (Fundamicro), Silke Muffelman (IPC), Rodolfo Quirés
(Academia de Centroamérica), Mark Schreiner (Washington University in Saint Louis), and
Alvaro Trigueros (UCA), for their comments and suggestions. The opinions and findings in this
paper are the authors’ and not necessarily those of the sponsoring organi zations.
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Given increased interest in this challenge, it is important to understand how a few
financial organizations have been successful in reaching the rural areas. One of these
organizations has been Financiera Calpia in El Salvador.! Financiera Calpia has been a leader in
Latin America, prominent for the innovations needed to further expand the frontier of finance.
To understand the lending technology of a MFO such as Capid, the problems this technology
has solved, and the challenges the organization still faces is key in drawing lessons about what
can be done and what cannot be done in rural lending.

A better understanding of the mechanics and procedures of a given lending technology is
not enough, however, to be able to replicate it. One must be extremely cautious in this effort and
must take into account the particular environment where the technology aready functions
successfully: Is there a conducive regulatory framework? What does the target market look like?
One must also consider the human resources needed for this venture: Is the required human
capital available? What training opportunities are needed to increase the skills of the staff?
Finaly, the organization must be able to tie these elements together: Has an institutional design,
with the appropriate set of incentives, been established for successful implementation of the
technology? These issues cannot be resolved a priori by any organization; lengthy learning
processes are needed to accumulate the information capital needed to bring costs and risks down
to reasonable levels (Gonzalez-V ega, 1998b).

In addition to this introduction, the paper is organized in six parts. The first part briefly
discusses the difficulties of rura lending, in order to identify the problems that Calpid's lending
technology has been asked to solve. The second part describes the Salvadoran context, with
emphasis on the target markets reached by Calpid and on the obstacles emerging from the
environment. The third part presents a snapshot about Financiera Calpia The fourth one
identifies the genera principles followed by Calpid in designing and implementing its lending
technology. The fifth part describes the rural lending technology of Calpia in depth. This part
examines actual procedures, as they are implemented, and, when possible, it compares the
procedures used in rural areas with those used in urban areas. This part also discusses, step-by-
step, the problems that each procedure solves during the lending process. The last part
summarizes lessons, presents conclusions, and explores future challenges.

2. Why IsRural Lending Difficult?

Any lender faces risks each time a loan is disbursed. This occurs because lenders sell a
product (loan contract) for which they do not receive the price (principal and interest)
immediately. They only receive a promise of uncertain future repayment. This is why lenders
care about the future behavior of their customers. Given imperfect information, incompatible

1 1n Nahuatl , Calpid means a small box used to store savings, usually under the ground.
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incentives, and limited mechanisms for contract enforcement, the lenders ability to correctly
predict and encourage repayment is crucia for their success (Navajas, 1999a).

The specific manner in which a lender resolves these problems is caled a lending
technology. Different lenders use different lending technologies to accomplish similar results.
Moneylenders, for example, use informa mechanisms to guarantee repayment whereas, in
contrast, commercial banks base their technology in establishing forma mechanisms (audited
financial statements, collateral that is foreclosable in court, credit rating tools) to guarantee
repayment. Several MFOs have been able to adopt many of the features of informal lending
within an institutional framework. The success of these MFOs has been linked to ther flexibility
in systematically adapting non-traditional lending technologies. Moreover, different lending
technologies have created comparative advantages in reaching particular market niches and have
matched different lending procedures with different types of potentia clients (Navaas,
Gonzalez-V ega and Hopkins, 2000).

Rura lenders have to solve the same problems of information, incentives, and uncertainty
about contract enforcement as any other lender, but the hurdles they have to overcome are even
more formidable (Gonzalez-Vega, 1999a; Zeller et al., 1997). The additional challenges faced
by rural lenders result from the following features:

@ A greater heterogeneity of the clientele. In contrast to urban firm-households, rura
dwellers differ among themselves not only in their skills but also in a number of
characteristics of their surroundings (soil quality, microclimate, access to irrigation, and
location) and of their cultural background (language, customs).

(b) A greater exposure to systemic risk. Drought, floods and sudden variations in commodity
and input prices are examples of shocks that can easily wipe out all crops or all farmer
profits in a region. These shocks are an inevitable part of rural life and are reflected in a
high covariance of local incomes.

(c) A greater disperson and low density of the clientele. Geographic dispersion increases
transaction costs for both borrowers and lenders while low density of the clientele makes
it harder to dilute fixed costs of lending.

(d) The seasonality of rura activities. Rura life, especialy for farmers, centers about
sowing-and-harvest-time, thereby creating periods of limited liquidity (when loans are
needed) and periods of excess liquidity (when deposit facilities are needed). Seasonality
aso makes liquidity management (local intermediation) more difficult for speciaized
rura lenders.

(e) The biological rigidity of agricultural cycles. Rural lenders cannot use very short terms
and frequent payments as a monitoring device, in view of the lumpiness of borrower cash
flows and, most of the time, only a one-lump-payment loan fits the demand. This rigidity
limits the type of lending technologies that can be used in the rura areas.
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(f)

(9)

(h)

The small size of the transactions. The levels of poverty that persist in rural areas reduce
loan amounts. Loans are typicaly small and do not tend to grow over time (e.g., the
fertilizer requirements of a small farmer do not vary much with each agricultural cycle).
When lending costs are independent of loan size, high interest rates are needed to cover
the average costs of making small loans. Average borrower transaction costs are also
high because of the small size of loans.

The lack of borrower assets that may become useful collateral for lenders. In some
countries (e.g., Bolivia), legad constraints from agrarian reform rules limit the plots of
land that may be used as collateral. In other cases, enforcing contracts is difficult or
extremely costly.

The absence of standardized information. Standard lending tools such as financid
statements or credit histories do not exist in rura areas. Their absence increases the cost
of evaluating creditworthiness.

In short, in addition to the typical problems encountered in lending to the poor, rural

lenders have to deal with problems due to the specia characteristics of the rural setting. Lending
technologies need to be adjusted, therefore, to address these special issues. Only afew MFOsin
Latin America have been able to transfer their innovations in lending technologies from the
urban to the rural areas. One of the most successful MFOs in undertaking this task has been
Financiera Capiain El Salvador.

3. El Salvador and Financiera Calpia: Synergy that Works

To fully appreciate the challenges that Financiera Calpié has faced, it is useful to briefly

illustrate some of the characteristics of the host country that are relevant in understanding the
nature of the technology that has been appropriate for this environment (Gonzalez-Vega, 1998a).
These features have included:

(@

(b)

El Salvador is one of the most densely populated countries in the continental Western
Hemisphere (250 inhabitants per square kilometer). The chalenges of rural finance,
therefore, are not more formidable than in less densely populated countries, such as
Bolivia. El Salvador is, however, a poor country. By 1997, the UNDP Human
Development Index ranked El Salvador in the 107" position out of 174 countries (UNDP,
1999). Thiswas only better than Bolivia, Haiti, Honduras, Guatemala, and Nicaragua. In
the 1990s, nevertheless, the economy grew rapidly and per capita incomes increased,
although the dynamism that followed the Peace Accords and early structural adjustment
programs was aready declining towards the end of the decade (Lardé de Palomo, 1999).

Poverty in El Salvador is not uniformly distributed. By 1997, about 62 percent of the
rural population was considered to be poor vis-avis 48 percent of the urban population
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(Rivera Campos, 1999). Rapid growth in the 1990s resulted in a substantial reduction of
poverty in the urban but not in the rural areas (Morley, 1997). This was due, in part, to
the low productivity of labor in agriculture and to an overvalued domestic currency
(mostly resulting from massive remittances from abroad), which further reduced the
profitability of agriculture. Furthermore, rural incomes have been extremely volatile, and
the rural population has had recourse to few efficient mechanisms to manage risk
(Beneke de Sanfeliu, 2000).

(c) A war-damaged infrastructure increased transaction costs and reduced degrees of market
integration. The civil war also hurt schooling rates, slowing down the process of human
capital accumulation. Thus, transaction costs are high, despite the small size of the
territory (Lardé de Paomo, Gonzalez-Vega and Arglello de Morera, 2000). Toward the
end of the decade, nevertheless, the Government was investing heavily in rural roads and
schools.

(d) Weak ingtitutions, outdated legal systems, and shortcomings of the state’s organizational
framework have further increased the transaction costs of financial contracts. Inadequate
agrarian legidation has constrained both productive uses of land and the potential use of
land as collateral. A weak ingtitutional infrastructure has delayed the incursion of
banking into the rural areas, while the dominant state-owned financial institutions have
been plagued by political intrusion and lack of sustainability. In general, socia capital
has been shallow, while the culture of loan repayment has been undermined by frequent
loan pardoning by the Legidature.

Beginning in 1979, a civil war sparked violence across the country. The war lasted 12
years, and it destroyed not only lives (the death toll was around 75,000) but also institutions and
opportunities for economic growth. The rura areas suffered the most. Violence combined with
inappropriate policies (import-substitution industriaization, inefficient agrarian reform, and
state-owned banking) contributed to the country’s impoverishment. During this period, average
per capita GDP decreased 1.4 percent per year.

The 1992 Peace Accords opened a road for political and economic reforms, including
privatization of the banking system, except the Banco de Fomento Agropecuario and Banco
Hipotecario, and a reduction of protectionism (Boyce, 1995). Both war and peace attracted
donors of al sorts, willing to ameliorate the consequences of the civil war. The provision of
financial services to the poor was left to a patchwork of donor-funded programs, and credit
became mostly a palliative for the poor (Danby, 1995).

A credit program sponsored by the German Technical Assistance Agency (GTZ) was the
predecessor of Financiera Capid The program was established in an NGO called AMPES
(Asociacion de la Mediana y Pequefia Empresa), and it began operations in 1988, before the war
was over, by offering loans to AMPES associates. The Servicio Crediticio of AMPES was thus
part of the inflow of donor funds, but from the very beginning there was a clear understanding



that the program was not about subsidized credit and that the loans were not transfers, but that
loans must be repaid.

Having to start operations in an environment of not-so-rigorous financial NGO activities
and of a missing repayment culture forced the organization to invest considerably in signaling its
true intent: to create a sustainable source of quality financia services for a heretofore under-
served market segment. This attitude was strengthened when it was decided that the Servicio
Crediticio would make loans, based only on considerations of creditworthiness, to both AMPES
members and non-members. The steady growth of a healthy portfolio, despite the unfavorable
environment, strengthened through the technical assistance of Internationale Projekt Consult
(IPC), led to the transformation of the Servicio Crediticio into Financiera Calpi4, chartered as a
regulated financia intermediary by the Central Bank in 1995.

3.1 TheClients

The market segments reached by Financiera Calpia are both in urban and in rural aress.
In urban areas most clients are microentrepreneurs, whereas in rura areas the potentia clientele
ranges from traders to farmers to microentrepreneurs and is therefore more heterogeneous.
Indeed, Calpid's potentia clientele includes most of the productive rural households otherwise
without access to formal financia services. Thus, the range of potentia influence of Calpiain
the rura areas is broader and more diverse than for its urban counterpart. Severa features
condition this MFO' s supply of financial servicesin the rural aress.

Firgt, the rural areas are poorer than the urban areas, and poverty has not declined in the
rural areas as fast as it has in the urban areas; as a result, urban-rural income differences have
widened. By 1991-92, 54 percent of the urban and 66 percent of the rural population were
considered to be poor. By 1997, these proportions had declined to 39 percent of the urban and 61
percent of the rural population, respectively (Ministerio de Economia, 1998). The UNDP
Human Development Index for the rura population of El Salvador was comparable to the Index
for Zimbabwe.?

Second, while on average, in rea terms, GDP grew 4.7 percent in the 1990s, the
agricultural GDP grew only 1.4 percent per year. Moreover, the behavior of the agricultural GDP
was more volatile. During the 1990s, negative rates of growth were registered four times, along
with a peak of 8 percent of annua growth in 1992 (Beneke de Sanfelit, 2000). Third, rura
financiad markets are shalow. Access to formal financia services, in general, and to loans, in
particular, has been very limited. According to a BASIS survey of rural households, in 1997 only
7.9 percent of all households had had access to credit from aformal organization (Table 1).

The current situation of the Salvadoran rural financial markets has been in part the result
of a series of ill-designed policies (mostly inherited from the past), ingtitutional shortcomings
(either inappropriate lending technologies or inadequate organizational designs), and the intrinsic

2 The Human Development Index for rural El Salvador was computed on the basis of a 1998 rural household
survey conducted by The Ohio State University and FUSADES within BASIS.

6



difficulties of providing financial services to the rural sector. The absence of effective
mechanisms for the transfer of best practices in lending technologies recently led the authorities
to create, with assistance from the European Union, the second-tier organization FundaMicro.

Table 1 reports various degrees of access to different types of sources of loans for rural
households in El Salvador. All possible sources, from moneylenders to banks, are considered.
Not counting informal sources of loans, only about one-fifth of all rural households had access to
formal and semiformal sources of credit, including merchants and input suppliers, in 1997.

Table 1. Rural Household Accessto Credit in El Salvador, 1997 @

Per centage
B3 1.4
e on-Ba 6.4
D-Tota 79
on Financial® 6.4
emiforma ooper atives 2.2
O 35
p-Tota 12.2
arKe 15.9
or ma on-Market @ 6.4
p-Tota 22.3
With Access 42.4
Without Access 57.6

(a) A household is considered to have had access to credit if it either had aloan in 1997 or in 1997 it had
outstanding debt acquired during the 1994-1997 period. In this classification, a household’ s accessto credit
is ranked according to the most demanding source (banks being the most demanding in acknowledging
creditworthiness). If a household had access to loans from both a more and a less demanding source, it was
classified only once, as belonging to the more demanding category. This method avoids double counting.
(b) Non-financial are those organizations that provide relatively large loans for specific purposes as part of
their non-financia business; for example, the loteadoras (developers) that sell plots of land on credit.

(c) Informal market intermediaries are al informal credit providers for whom credit is one of the main
commercial activities that they undertake.

(d) This category groups all informal credit providers for whom credit is not their regular business activity
(for example, relatives and friends).

Source; OSU/FUSADES BASIS 1998 Rural Household Survey and authors” calculation



Forma financiad organizations (banks and financieras) matter because they can offer a
broader menu of financial services to the rural population, ranging from deposit facilities to fund
transfer instruments as well as varied loan products (short-term liquidity loans, long-term
investment loans). In the classification used for this table, formal has been equated to regulated
by the financial authorities. Semiforma organizations are institutions established according to
some legally authorized form, which rely on some combination of lega (formal) and socia
(informal) mechanisms to ensure loan repayment but which are not supervised by the
Superintendency of Financid Institutions. Cooperatives as well as NGOs have been classified in
this group along with most sources of merchant and trade credit (input suppliers).

The current structure of the formal financial sector in El Salvador is relatively recent. At
the end of the 1980s, the banking system was all state-owned. By the turn of the century, most
banks had been privatized, with three banks remaining under the government’s control (Banco de
Fomento Agropecuario -BFA, Banco Multisectorial de Inversiones -BMI, and Banco
Hipotecario). Currently, Financiera Calpia is the only supervised non-bank financia
intermediary, as the other financieras disappeared with the financial crisis of 1998 and as the
Central Bank eliminated the charter of financiera.® The semiforma sector includes another
public-sector entity: the Federacion de Cajas de Crédito (FEDECREDITO), which functions as
an apex for about 50 savings and credit associations and several workers banks, while a number
of private credit unions operate under the second-tier umbrella of the Federacion de
Cooperativas de Ahorro y Crédito de El Salvador (FEDECACES).

The presence of commercia banks in the rural areas is minimal. Together, the private
commercial banks reach around 2,000 rural clients. In contrast, BFA has a clientele of about
40,000 borrowers, and it operates the largest network of branches in the countryside. The BFA,
however, has suffered from frequent political intrusion, inadequate internal control, and high
arrears rates.* It is currently in a process of restructuring, another one in a series of failed
attempts to dea with the problems emerging from the weak property rights and governance
design of the organization. A number of small NGOs offer loans in the rura areas, using
different lending technologies. CAM/FINCA is the largest of these NGOs. This is an USAID-
sponsored organization that lends according to a village banking technology. By 1998,
CAM/FINCA had more than 15,000 clients.

In the rura areas, therefore, the main competition for Financiera Calpia comes from a
state-owned bank that is in the midst of redefining its mission (with suggestions that it will focus
al of its activities on microfinance) and of seeking new lending technologies to offer better
service at cost-covering interest rates. The other important source of competition is
CAM/FINCA, alarge NGO that focuses on lending to the very poor.

% The charter of financiera was recently (1999) eliminated. Thereby, Calpi&is an exception and it has to become a
bank in afew years.
* Arrears at BFA, defined as portfolio at risk over total portfolio, reached 28 percent in 1999.
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4. Financiera Calpia: A New Lender in El Salvador®

The origins of Financiera Calpia can be traced back to 1988, with the creation of the
Servicio Crediticio at the Asociacion de la Mediana y Pequefia Empresa. AMPES is a not-for-
profit organization whose main mission has been to promote the interests of medium and small
enterprises with representation and a number of other services. By 1995, the Servicio Crediticio
de AMPES became Financiera Calpia, a full-fledged regulated financia intermediary. In
preparation for this step, Calpid had aready been voluntarily complying with all the regulations
from the Superintendency of the Financial Sector, and it continues to show above-average
indicators of solvency and profitability among the regulated financia intermediaries of El
Salvador. After the elimination of the financiera charter by the new Banking Law, Calpia was
given some time to transform into a commercial bank.

The main donor to support this venture from the beginning was the German Technical
Assistance Agency (GTZ). This assistance included, in particular, the technical support of the
consulting firm IPC (Internationale Projekt Consult) from Frankfurt. This support ended in
December 1999. During the whole period, however, IPC engaged in a close partnership with
Calpia (as one of its implicit quasi-owners), and it kept a resident technical advisor in San
Salvador, who de facto became another member of the management team.

The emergence of Financiera Calpia as a regulated financia intermediary would not have
been possible without the participation of the Inter-American Development Bank (IDB) and the
Central American Bank for Economic Integration (CABEI) as well as of several local NGOs as
shareholders in the new organization. Although Calpia was incorporated as a private financial
intermediary, up to this date all of its shareholders have been not-for-profit domestic or
international organizations. The implications of this particular (attenuated) structure of property
rights are not discussed in this paper.

The performance of Financiera Calpid has been characterized by both outstanding
outreach and sustainability achievements, without parallel in El Salvador or in most Latin
American countries.’ One of the simplest indicators of outreach is the number of outstanding
loans. Since dl loans are approved and disbursed on an individua basis, this is dso a good
indicator of the number of clients being reached by Calpia. The data are reported in Table 2.

® The information was gathered as part of the larger research agenda of the BASIS CRSP in El Salvador (Gonzal ez-
Vega, 1998a; Schreiner et al., 1998). The project is being implemented by the Rural Finance Program at The Ohio
State University and the Departamento de Estudios Econémicos y Sociales at the Fundacion Salvadorefia para el
Desarrollo Econdmicoy Socia (FUSADES).

® For example, it has been calculated that the total number of microfinance clients in Brazil is around 60,000. For
Mexico, this figure only amounts to 40,000 people (Christen, 1999).
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Table 2. Financiera Calpia: Number of Outstanding L oans as of December, 1995-98

1995* 9,261 2,799 12,060
1996 14,707 3,344 18,051
1997 18,600 6,029 24,629
1998 22,565 6,156 28,721

* After only six months of operation.
Source: Pleitez-Chavez (2000)

Two observations may be highlighted in Table 2. First, the number of clients grew 138
percent during the 1995-1998 period. This growth continued during 1999, and by December of
this year the total number of outstanding loans had reached 34,390 (Calpié, 2000). Second, the
relative importance of the rura clientele has remained at around 20 percent of the total number
of clients. This has reflected the portfolio diversification and risk management strategies of the
organization, athough it may be expected that the rura portfolio will continue to grow
somewhat in relative importance, given the large unsatisfied demand for credit in the rural areas
of El Salvador and given Calpia s comparative advantage in these areas

The depth of outreach may be proxied by loan sizes. As of December of 1998, the
average urban loan was 6,019 Colones (US$ 688) and the average rura loan was 6,876 Colones
(US$ 786). This had not changed by December of 1999, when the average size of outstanding
loans was 6,747 Colones (US$ 771). It is noteworthy that the average size of rura loans is
dightly larger than the average size of urban loans. This reflects, mostly, the different
composition of occupations in the two market segments.

Outreach, moreover, refers not only to the number of borrowers and size of loans
(Navgjas et al., 2000). Among other dimensions, outreach also refers to the variety (range) of
services. In particular, Financiera Calpia has undertaken serious efforts at deposit mobilization.
This has permitted the organization to offer a wider menu of services to its clientele, and it has
reduced its dependence on externa funding. As shown in Table 3, the number of outstanding
deposits rapidly grew to 24,272 by the end of 1998, and it further grew to 29,669 by the end of
1999, for atotal mobilization of 66.6 million Colones (US$ 7.6 million) by December of 1999.

Table 3. Financiera Calpidé Number and Amount of Deposit Accounts as of
December, 1996-98
Y ear Saving Accounts Term Deposits Total Deposits
Number Amount Number Amount Number  Amount
(US$) (US$) (US$)
1996* 312 33,406 37| 307,394 349| 340,800
1997 4929 344,606 254 1,045,303 5,183 1,389,909
1998 18,254| 752,228 725| 2,021,726 24,272 2,773,954

* After only 4 months of operation.
Source: Pleitez-Chavez (2000)
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Calpid's sustainability achievements are equally impressive. The organization is solvent,
and it has generated increasing levels of profits ever since its creation. In 1999, profits were
equivalent to over US$ 1,000,000. The organization has been praised by the Superintendency of
the Financia Sector for its financial management. Calpia has outperformed the banking system
in most indicators of financia performance (see Figure 1 and Figure 2). Capids
accomplishments have been better in terms of portfolio performance. Portfolio at risk rates have
been lower (around a half) for Calpia than for Salvadoran banks. Calpid's performance has aso
been better in terms of profitability (returns on equity). In this respect, Calpia outperformed the
banks every year except during its first year of operations. Its performance has attracted
domestic and international attention: Calpia has been recognized as the best microfinance lender
in El Salvador by the Banco Multisectorial de Inversiones in several years, and it received the
award asthe best MFO in Latin America offered by the IDB in 1999.

Figure 1: Portfolio at Risk (Banksand Calpia)

OBanks
B Calpia

1995 1996 1997 1998 1999

Source: Esperanza (1999)
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Figure 2: Return on Equity (Banks and Calpid)

OBanks
B Calpia

1995 1996 1997 1998 1999

Source: Esperanza (1999)
4.1 Calpia and the Rural Poor

Large numbers of clients do not necessarily mean that Calpia is reaching a large number
of poor people. Still another question is what is the number of poor clients that could be
potentially reached with the lending technology developed by Capid To answer these and
similar questions, we need to know how poor the clients of Calpia are. This task is not easy,
given enormous measurement problems and unresolved debates about the definition of poverty
itself (Ravallion, 1994). These questions cannot be resolved here; instead, the task will be
approached with the use of some very simple and straightforward poverty indicators. The results
of this approach are presented next.

To illustrate the relative poverty of the rural clients of Financiera Calpid, the following
procedure was followed. First, data from a sample of rural households in El Salvador was used
to thoroughly compute household incomes for 1997 (Beneke de Sanfelit, 2000). Second, the
same questions were asked to a sample of rura clients of Financiera Calpia and household
incomes for its rura clients were computed with the resulting data (Schreiner et al., 1998).
Third, the corresponding household income distributions were compared in a number of ways
(Navgas, Gonzalez-V ega and Hopkins, 2000). A few of those results are reported here.

The simplest comparison of the two distributions is to contrast median incomes. The
median 1997 income for the rural households at large (US$ 1,717 per year) is below the median
household income for the clients of Capia (US$2,880). The typical rura client of Calpiais not
poorer (in terms of household income) than the typical rural household.

The median, however, is only a moment in a distribution for a population characterized
by great heterogeneity. Looking at the whole distribution is aways more illustrative than looking
only at the median. For this comparison, we first determine the income intervals for the deciles
of the household income distribution for the sample of rura households. This tells us what the
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range of incomes is for the poorest families, the next poorest, and so on. We then want to know
where the clients of Calpia fit in this distribution. For this, we place each Calpia household
(according to its income) in the corresponding decile of the distribution for the whole rural
population. This tells us where that particular Calpia household falls with respect to the overall
rural population. We can then describe how many of Calpid’s clients fall in each decile of the
household distribution, as shown in Figure 3. For example, five percent of the clients of Capia
are in the second decile of the overall distribution, ten percent are in the fifth decile, sixteen
percent are in the ninth decile, and so on. In other words, the portfolio of Calpia under-represents
the rural households of the second decile, it resembles the rural population in the fifth decile, and
it has a disproportionately large number of clients from the ninth decile.

Figure 3. The Clients of Calpi& and the Deciles of the Rural Population
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Source: OSU/FUSADES BASIS 1998 Rural Household Survey and authors™ calculation

To report the proportion of the poor in the portfolio of Calpia we need a poverty line. For
rura El Salvador, in 1997 the extreme poverty line was established at a yearly income per
member of the household of 2,276,60 Colones (US$ 260.30) and at 4,555.20 Colones (that is,
US$ 520.60) for the “relative’ poverty line (Lardé de Palomo, 1999). Using these poverty lines,
we find that 59 percent of the members of households that were clients of Calpia were relatively
poor and that 34 percent were extremely poor. In contrast, in the sample for the rural population,
75 percent of the members of the corresponding households were considered to be poor and 46
percent were considered to be in extreme poverty (Navgas, Gonzalez-Vega and Hopkins, 2000).
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5. The Lending Technology: Key Ingredient for Success

An appropriate lending technology has been a key ingredient in Calpid's steady growth
and outreach and sustainability success. A lending technology “covers the entire range of
activities carried out by a loan-granting institution which have to do with selecting borrowers,
determining the types of loans to be granted, the loan amounts and terms to maturity, and the
way in which loans will be secured, as well as the monitoring and recovery of loans’ (Schmidt
and Zeitinger, 1996). The lending technology is used to solve the information, incentive, and
contract enforcement problems that may appear when a loan transaction takes place. A
successful lender is able to minimize the costs associated with solving such problems (Navgas,
19994). These costs include both operating risk-reducing costs as well as losses from arrears and
default.

A complete description of a lending technology should also take into account the
behavior of the borrowers (Schreiner et al., 1998). The reactions and responses of the borrowers
to the procedures, policies, and requirements of the MFO will ultimately determine a successful
lending transaction. This is so because some costs are internalized by the borrowers (e.g.,
transportation costs) and can greatly impact their borrowing and loan repayment decisions.
Moreover, the borrowers interpret the signals from the organization and respond to the structure
of incentives offered by the lender.

Next, the paper describes in some detail a number of elements that together embody the
lending technology of Financiera Capid. No element is independent of the others, and they
should all be seen as small parts of a big puzzle.

We start the analysis with the description of the principles originally developed by Calpia
for its lending operations in urban areas. These principles were developed in partnership with
IPC and were later on adapted to the rural scenario. These principles show how Calpia looks at
its clients (perceived demand) and the types of servicesthat it offers them (supply response).

Financiera Calpia understands that in its target market segment:

@ The household-firm (farm) is an indivisible economic unit of revenues and expenses (i.e.,
a joint portfolio of economic activities). Thus, repayment capacity and willingness to
repay must be accordingly evauated for the whole unit.

(b) A larger number of aternative sources of repayment are always better than complete
concentration of the household’s portfolio in one activity. Diversification of its portfolio
of activities facilitates risk control by the household and thereby improves repayment
capacity. This delegated diversification reduces the need for the MFO to diversify its
own portfolio in order to keep risk at the desired levels (Gonzalez-Vega, 1999a). The
existence of aternative sources of funds for repayment also reduces problems of
household cash flows in meeting amortization schemes. This alows the MFO to design
contract terms that incorporate frequent payments as a monitoring tool.
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(©)

(d)

A long-term relationship is more valuable for both borrower and lender than a one-time
transaction. Both parties invest in the long-term relationship to take advantage of the
accumulation of information and rely on sunk costs to reduce the costs of transacting
(Gonzalez-Vega, 1997). Because rura borrowers have few aternative sources of credit,
they value the permanency and reliability of the relationship.

Poor households always have some assets that can be used as non-traditiona collateral.
Capid understands that collatera is useful if it serves as an incentive for repayment.
There is an incentive to repay because collateral decreases the expected gains from
default for the borrower and because the seizing of collateral serves as a powerful signal
to prospective borrowers about the seriousness of the organization. Thisis the case even
though the assets pledged may have a very low retaill value compared to loan size (e.g.,
semiformal liens on household furniture or appliances).

In response to a well-understood demand for credit, Calpia offers services with the

following basic characteristics:

(@

(b)

(©)

(d)

(€)

(f)

Loans are tailored to individual demand. Calpid's willingness to tailor loan terms and
conditions to individual circumstances alows the clients to take advantage of a wider set
of productive opportunities and offers the organization the opportunity to increase the
earning power of each loan.

The product offered is the expectation of a long-term relationship, in which a stream of
financia services at improving terms and conditions is being promised.

Loan officers (analistas) are the most important link (and most of the time the only link)
between Capid and its borrowers. In order to take advantage of the structure of
incentives embodied in this persona contact, loan officers are in charge of most lending
activities (screening, monitoring, and enforcing loan contracts). This alows Capia to
enjoy economies of scope at the loan officer level.

Since the loan officer’s behavior determines the quality and productivity of the services
provided by Calpid, there is a process of careful selection and training of loan officers. In
addition, a system of monetary incentives based on the performance of each loan officer’s
portfolio is expected to induce diligence and appropriate risk management.

Promptness in the loan granting decision is much valued by the clients. Calpia evaluates
potential borrowers in a timely fashion. Moreover, both acceptance and rejection of any
application take place very rapidly. Repeat borrowers experience no interruption in the
continuity of their funding.

Calpia engages in in-depth analysis and monitoring of the client’s use of the funds. This
practice is not followed, however, because Calpiais interested in specific uses of the loan
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funds (targeting). Rather, Calpia is only concerned with repayment capacity, and it
monitors borrower activities only to detect changes in the risk profile of the borrowers.
As long as the risk profile remains unchanged, even if the originally proposed use of the
funds has changed, the loan officers will not be concerned at all. Calpia understands that
the clients perceive changes in their productive opportunities better than anybody else
and encourages them to adjust their decisions to these changes in the environment. This
was instrumental, for example, in keeping arrears at very low levels even during El Nifio.

(9) Continuing monito