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THE PHILIPPINES: AMENDMENTS TO BSP’s EXAMINATION AND
CAMELS MANUAL FOR MICROFINANCE LOANS

INTRODUCTION

The General Banking Law No. 8791 of 2000 recognizes the need tc promote tne expansion
of microfinancing and the Bangko Sentral ng Pilipinas {BSP’ has 1ssuec severa circwars that
recogrze microfinance as a specialized banking service, allow less apid regulatory
requirements for microfinance operations of banks, and create incenzves tor the banking
svstem to go into microfinance. BSP has also created a high-level Micronnance Commuttee
in charge of policy and regulatory issued and an advisory Microfinance Un:t; as well as 2
Microfinance Core Group of examiners that will be 1n charge of supervising the aczvines o
microfinance-odented banks as well as the microfinancing units of rural and thrift Danks.

In order to properly supervise the growing number of banks involved in microanance, B3P
is interested in developing appropriate examinaton policies and procedures o bertter

ICC Inc. has been assigned (under contract with Chemonics Inc. the task of developing
such examination procedures and to field-test them in coordinanon with the Microinance

existing instruments at BSP, to better analyze and evaluate banking insuronons invelived 1n
microfinancing, namely:

a) The bank examinadon manual.

b} The CAMELS model.

In order ro prepare for the drafung of these amendments, eight banks engaged in
microfinance lending were visited in order to interview some of its QIfeCtOrs, EXECUTVES, atea
and branch managers and loan officers, as well as to conduct a review of theur ¢ !
statements, informatdon systems and operations manuals’. Insotutons engaged ==t :
and group lending were included in the wisits.

The policies and procedures suggested in this report place parncular emphzsis on the
evaluation of the nsk management structure of the instruton, its informaton svstems and
irs internal controls. Initial versions of the report were discussed on Februarv 21%
Microfinance Core Group and the Microfinance Unit, and their valuable comments taken
into account to produce the present version.

PR :}'. :;".. €

Four insurunons were visited i October 2002 and four in Febraary 2003 The lamer were subeci o
more in-depth review, parnculariy with regards to thewr MIS systems and operazons manuas
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THE BUSINESS OF MICROFINANCING

The risk profile of microfinancing is substannally different from commercal jending since
the rwo key elements that support a tradidonal credit decision —repayment cabaltty
informadon and tangible collateral- are lacking. Microfinancing can be sucainctyv geinec as:

“unsecured or clean loans to self-emploved persons —IMICIOENITEDIEnEurs-

who do not keep formal operatonal or accounting records of thelr €conomIC
acuvie”

Lending to microentrepreneurs 1s very profitable when done under proper polces.
procedures, internal conuols and incenaves. Otherwise, it 1s a very nsky aczvity and many

.

banks the world over have experienced significant losses when tning to serve this marke:
without proper the proper technologyv package and personnel traiming. Iz the Phiipoines. the
nisk of microfinancing is compounded by the fact that most microentrepreneurs co no: have
a secure means of identification {driver’s license or passport); many mnsarugons are theredy
forced to adopt group-lending technologies, where members of the group are supposed ©
know each other and to ensure that regular pavments are made by each loan Denef’ ary

belonging to the group.

o
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o

Microfinancing is different from commercial lending. It is organized on a decentralized ba
where committees composed of loan officers and branch managers take mos: of e \uci.:
decisions, or client themselves organize into groups and guarantee each other's
Successful microfinancing insttutons have well-tested lending and intema
methodologies, capable of handling a loan portfolic composed of thouszncs o7 s
largely unsecured loans to clients of the informal sector, and sul mamnan r..g" repavmen
rates. While banks often base their lending on formal financial informzaon
assets as collateral or guarantee to secure repayment, miCrofinancing INSITDONS rc’.f:
evaluadon of the character of the client and on the family ‘business czsln.
business net worth, through informaton collected by the own nsorunons’ ioar cinlers
through standardized procedures; other relv on peer pressure to promoie good resavment
Successful institutions have also a umely and client-oniented service 12 order ¢ remniorce the
willingness of the chents to repay.

to those who show good pa}'mem behavior. Clients’ mouvagon o repzj\__ ané L'"-.c
insatunon’s ability 10 reach economies of scale, lies on a large extent in the estabishment of
this long-term relationship in which the chent recognizes thar furure loans are not oniv
dependable but also quick. This mouavaton to repay 1s reinforced by a firm, even aggressive,
amrude toward late payments, where 1t 1s not uncommon that a chent who has Deern late for
more than 20 or 30 days in any pavment of capital or interest becomes mnelgiDie 10 recewve
anv new loans from the insntudon. Most successful insatsons have wamung sessions for
new clients to teach them abour their Jow tolerance pobcies for late or non-performance and
to underkine the expectation of umely repavment.

Timely and efficlent service to very small clients requires a sigrifcant degree of
]

decentralization in credit decisions and portfolio management, including dallv inrormaznon

on pavment performance by clients. The nmehness and accuracy of the :nfommanorn svsiems
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® Not having a clear strategy and plan for expansion of their acavines and ror reach:

becomes of paramount importance for the efficient administranon of the microunance
company, as well as for the practice of internal contro! by branch managers, area managers,
head office execuaves and ulumately by the board of directors. Microfinance companies
must have good loan tracking svstems; if delinquencv reporung and informazon on
restructuring of loans 1s late or misleading, directors and even semor managers will be lefr i
the dark unul delinquency is out of control. Intemnal conuo! and internal audit measures
should also be clearly designed and implemented, stnce 1n many cases sigruficant iosses te
these institunions have nisen from intermnal collusion to comrmu: frauc.

Some of the most common, and costy, mistakes made by banks entennz inio
microfinancing are:

.
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within a reasonable penod of ame a loan portfolio of at least 5000 to 8007 ckents or P7
1o P100 milhon. Economies of scale in microfinancing are a fundamen:al part of the
business, since it allows the bank to lower the lending rates and retamn good ciients i the
long term. Banks persistently engaged in microfinancing on a “mai basis” shouid be
encouraged to either adopt a consistent policy or to disengage from :he business

altogether.

¢ Not having a proper lending technology, particularly in the case of banks that have been
engaged in consumer lending and are entering microfinancing with the same “zssembiv-
line” approach to generating loans: one person who promotes or selis the loan and
collects basic informadon, another who analvzes the client and another who cals on
delinquent clients. In microfinancing, clients do not have a fixed salarv azr formal
financial informadon or any other information to prove their repavmen: capacm,
therefore loan promoters, who generallv work on commission bas:s, become nvghied in
a conflict of interest berween prudence in collecung client informaton and the need w0
have more clients approved, that ultrnatelv rurns into an unbearable zisk for the banx.

* Not having established proper incentives for the staff, paracularly loan officers whose

work is conducted “in the street” zand can onlv become an asset for the bank when

portfolios, and middle managers who have the task of conwolling the mansparency of
loan officers’ operatons and reports. Incentive stuctures should be 1n place 2nd He
clearly understood by the different levels of staff, as well as proper cono. mechamsms

* Lacking a firm stance about internal controls, partcutarly in the light thar mos: credis

decisions are taken on a decentralized fashion, at the branch level. Detenoranon cver
ome of internal conerols policies or their irue observance, iead ¢ 3
insarudons that are in fact managed by the ioan officers.
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* Not having the proper income_and expense strucrure, which mav be refiected in

excessive administranve expendirures Tugh saianes or hugh number of admunistmanve
personnel) that can be paid either from subsidies or donated funds or from excessiv

ve
lending rates emerging from a quasi-monopolv positon in the markes, whrizh mav be
unsustainable 1n the medium or long term. In other cases, having z iending rzte thas
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Examination procedures

The examinaton of microfinancing portfolios will involve two weeks and fve acmiiges
organized chronologically as established in these procedures.

Activity 1: Review of the management information system and evaluatior of the constilensy 67 Mt sata

a

b}

and reports

Testing the secunry of the informanon systemns and ruling out the possidiy ar
unauthorized access and manipulation or adulteragon of microfinance ioan porielo
data (APPENDIX).

Responsibie: Examiner in Charge EIC} and Informanon Systems Exarmuiner T35

Schedule: First week of the examunanon

Product: Assessment of the security and reliabilirv of the informanon svstems;
to be considered in the Management component of the CAMELS
rating.

Validaung the accuracy and reliability of the informadon svstem of the insumuzen to
generate complete and correct information for nsk tracking, decision-making and
administration of the loan portfolio. Includes 1} correctly track the aging or arreirs and
rescheduling of the microfinancing loans, 1) calculaung portfolio at nsk stausacs for the
purpose of quantifving credit nisk and 11} issuing all the perunent reports zor ever level
of the organizavon, including loan officers, branch managers, coorcinatorss and
supervisors and senior management, 1v) controlling that any loan reschedulng or
refinancing at the branch level are being properly recorded as such in the mformazon
system and reported to the head office (ANNEX 1.

Responsible: Examiner in Charge EIC} and Informanon Svsiems Examuner 13E
Schedule: First week of the examination
Product: Assessment of the consistency and the elffecoveness o: the

informanon svstems;, 1o be considered in the Manazemen:
component of the CAMELS raang.

Validating the relability of the information that is reported to BSP, parnculariy related 1o

the quality of the loan portfolio, including determinanon of past-cue accounts an
portfolio at nisk indicators (ANNEX 2}

ri.

Responsible: Examiner in Charge (EIC' and Informanon Svstems Examiner 13E
Schedule: First week of the examinagon
Product: Assessment of the consistency and the eiffecuveness 37 the

mnformanon svstems; to be considered in the Managemen:
component of the CAMELS raung.
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Activity 2 Assessment of the potential impact of microfinance aperations or the ne: worir 67 e £ne

Credit nsk is the most important nsk that affects the microfinancing portiolo
Microfinancing portfolios mayv be very sohd if properly admm.stcrcc: but the repavmen:
performance of the clients can be much more voladle than thar of commeraal banks Loans
are not collateralized and delinquency, if not addressed immediarelv, mav ger our of conol
very quickly.

The purpose of this acavity is to assess the level of credir nsk in the mucrofnance :can
portfolio, by analvzing portfolio-at-nsk stansucs at the 1, 30, 60 and 90-dav leveis, as wel as
statistics for rescheduled or refinanced loans.

In case the MIS does not compute portfolio-at-risk stansncs, the Examiner-in-Chazge wil
make sure that the informadon system personnel of the bank generate such wmformanon
dunng the first week of the examinaagon and will have the resulis and the procedure
reviewed by the Informatnon Systems Examuner. Otherwise, the Examuner in Charpe will pe
responsibie to generate this informadon {direcdy or delegatng to another exarminer through
the use of a spreadsheet or any other compurter-assisted aud:t techrugue CAAT such 2

ACL or other.

N

Responsible:  Examiner in Charge (EIC)

Schedule: First week of the examination

Product: Estmation of the credit risk of the microfinancing port?’ol': , 1o be used for
the Capital Adequacy and Asset Quality components of the CANELS razng

Activity 3. Review of the microfinance lending policies, procedure and interna, conirols and ausi:!

Microfinancing methodologies can be divided into inditrdua’ lending modeis and fric-su:e2
models. Some banks extend loans under both methodologies, unlizing differen: nolzies,
procedures and informaton systems.

The purpose of this acuvity 1s to identify possible causes for anv insuances
problems observed in the evaluation of credit nsk. It 1s likelv that h:g‘a delinau
high inadence of rescheduling will be connected to pohcn:c and-or "occc res 1or
extending, monitoning and collectung the microfinance loans, that are erther not aaeq ate of
are not being observed at the branch level. Bv and large, group len dz-w shouid De
characterized by an emphasis on group guarantee and peer pressure 10 ensure pood clent
selecdon and repavment performance, while individual iending should be charactenized Hv
detailed analvsis of the cash flow and buld up of asses of the microenterpnise
business/ family unit, as well as its reputagon and credit hustory ins the communiny.

ANNEX 3 contains Technical Notes for the review of indinvidual lending methodoiogi
tor the Grameen group methodology, the most common group methodol ogy in ::”.f:
Philippines. In the evaluaton of lending policies and D'occc“' . special care mu

n
7
f‘l

to idennfy instances where the bank does not operase in n conformuty with standard rracuze
for the given methodology and assess whether adaptations of the methodology 13 locd
condinons may not in fact be cases of breakdown of anv of :ts fundamenta elements The

~J



i

Technical Notes are designed to contain a summary of standard praczce with -ngard: W
mos: fundamental aspects of each methodology, its internal controls and s formazon
svstems.

ANNEX 4 contains 2 Techrucal Note for the review of the internal aud::.

Responsible:  Examuner in Charge {EIC)

Schedule: First week of the exarrunagon

Product i} Preliminary assessment of the soundness of poiicies and procedures

established by the bank, in the context of standard or bes: pracoces or every
given methodology and ii] establishment of the spcc.uc polcies and
procedures to be tested by examiners at the branch level, in the review of
internal controls and the cases included in the sample of chents. o be
considered in the Management component of the CAMELS ratng.

Activity 4. Reveew of the observance of microfinance policies and procedures at the regrona. anz sran.r igre.

The purpose of this actvity is to review, 1n the feld, the work performed bv regonal
supervisors or coordinators, branch managers and loans offcers, pa'n'c;i:z"' noacnaal
decision-making (loan approval, collecdon and delinguency managemen: anc iz the ntemal
controls exercised during the whole loan cvcle.

The examinaton is 1o assess whether the policies and procedures estabished bv the
instutunon for the proper approval, management and collecton of loans are deing properlv
observed. Microfinancing business 1s highly decentralized and 1t 15 not uncommon ¢ ind
regions or branches that are applving methodologies that deviaze <rom approved or
established practice. While this might not be reflecung vet on the quaiw of the loan
portfolio, it should be detected and 1ts nisk assessed.

Most of this acavity involves review of loan files and visits o clents in the case o mmdadual
toans and review of center informanon documentaton and visit 1o center chients in the case
of group loans. For adequate coverage, statstical sampiing 11 individua: loans s done 5! the
93% confidence level and a 5% margin of error. However, 1n the case of inszmigons where
the number of clients 1s small /five hundred or less; the margin of error can be increased w
10% so as to reduce the relauvel\ high proporoon of clients d*a{ would have (¢ be atneraise
reviewed (ANNEX 3). Both new clients and repeat clients shouid be reviewed. the forme
with emphasis on the evaluatgon of the actvity of the client and the cash fiow and the asse:
buildup analysis, and the larter on the monironhg of the payment history and the use of any
locally available credit reference informaron. In the case of banks where the loar officess dao
the ph_vsn:al collecton of pavments, an alternacve method 15 to accompany, unannounced.
each loan officer in at least two daily collecuon rounds. In banks where group iending :
practced, the method consists 1n accompanying, also unannounced, each ioan ofZcerin a
least two center meedngs where collection takes place.

i
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It is not the objective of the examination to detect instances of fraud by loan officers or
branch managers (phantom clients, kickbacks, collusion, erc.’, ever though suc
may represent substantal nsk. The examination has the objecuve of ensus




lending policies and procedures exist and are properly 1mpiemented,
informagon that the head office udlizes and presents to Bangko Senmal, i ¢ _
accurate. An area of pardcular interest for examners 15 to make sure that sigruicant numbers
of loans are not being rescheduled or refinanced at the branch level, withou: being recorded
and reporrcd as such. Clients that pay their loans in advance when more tharn 23° . of the
ongna! principal is sdll outstanding and are then granted 2 new loar within a wees or less,
should be considered as rescheduled or refinanced.

This activity also Involves reviewing the work of the regional supenisors or coordinarors.
who most often play the key role in preventing {or detecting® fraud and conwoling the
compliance of loan officers and branch managers with established policies anc procedures.
The latter, it should be noted, have a natural interest n presenung the branck informazon in
the best light possible, since most often loan portfolio quality and efZaency
determine their own salaries and incentives. Internal aud:tors mav also plav 2 key role i
ensuring proper internal control; however, thev do not often engage in detatied Zeidwork
and visits to clients, particularly in the case of insntutons that do not have 2 substanzal
portfolio in microfinance.

indicators

Specific procedures for review of individual and group loan technologies are contaned in
ANNEX 6.

Addigonally, a test for compliance with lending policies famount disbursed, iniesest rare,
term to marurity, repavment tertns, collateral, etc.) can be performed for the whole porfolo

with the use of computer assisted audit techniques (CAATs), if available.

Responsible:  Examiner in Charge (E1C} and designated examiners

Schedule: Second week of the examinadon

Product: Assessment of the observance, at the branch level, of estabhshec pozaes and
procedures; to be used for the Management componen: of e CAMELS
raung.

ity 5. Evaluation of liguidity management and sensiiivit) fo mar&e: ri:g

The policies of the institunons on hiquidity management and its :mpiementazon shouwd be
reviewed. Reputational and even credit nsks in mucrofinance instrunons may De Dresent,
when liquidity constraints do not allow tmely disbursement of loans, parmculariv repeat
loans to clients with good pavment history.

The informanon system of the bank should produce daily asser/Labiinv and hewdny reports
as well as cash flow projecions on which to perform sensiovity analvs:s, as wel as other
aspects contemplated mn the CAMELS model.

Responsible:  Examiner in Charge (EIC} and designated exarminer

Schedule: Second week of the examination

Product Assessment of the hgudity management polictes and sireaaon; 1o be used for
the Management and Liquidiry component of the CAMELS raznng.
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SUGGESTED AMENDMENTS TO CAMELS INSTRUMENT

This section s intended to provide 2 basis to adapt the current CAMELS instrument for the
analvsis of microfinancing operations of both microfinance-onented banks and rmucrcfinance
units of commercial, thrft or rural banks. It is based on the fact that mucroonancng 5 2
disancr credit nisk that must be evaluated and admunistered properiv i order @ be 2
profitable and stable business.

Component 1: Capital adequacy

Current model: Based on twenty questions and sub-quesnons whose answers
are added when “neganve”, and eight ranos whose indnidual
ranng is averaged. A “NO” answer to Queston 3 regarding
compliance with statutory capital requirernen: Sec. 22 of RA
357 or a net worth-to-nsk assets rano rato a_ beiow rthe
statutory minimum, give by themselves a score o “17 ¢ th
whole component.

Suggested modificaton: Quesdon 11a: do not include unsecured mucrocredits in
“high-risk assets”, unless evidence is found dunmng the

T

examination of substandard policies, procedures or nremal

controls.

Suggested addinon: New ratio to measure the impact of portfolio at zsk on the
level of available capital The ravo should be calcuiated, as
follows™

PAR/ Adiusted net worth

Where PARg; are defined as “Portfobo Ai-Risk Reguired
Reserves” and calculated as foliows:

PARyy = (Gross portiodo - PAR.- RP. - RP., * 001" = =R
-PA4R,; *0.05" = YRP, - PAR,,- PAR,, * 0. - "P2R__ -
PAR, * 0.5 + PAR, ~ RP. - Adusted reserve:

For the computadon of PAR. , ,, . the ourstanding dalance
and accrued inrerest of microcredizs shall be considered in
their endrery on the 1%, 30%, 60™ and 907 dav after anv single
agreed pavment of pnnapal or interest goes unpad Such
date should remain unchanged unnl enough monev s paid

rerurn the microcredit 16 its ongina! repavment schedule

In the case of banks that are not mucrofinance-oriented, only loans, :mterest and reserves relzted o
mucrofinancing should be compured.

10



Component 2: Asset qualiry

Current model:

Suggested modificadon:

the case of group loans, the outstanding balance and accrued
interest of the whole group 18 computed as P4R wher am:
member of the group defaults and the amoun: cue s not paid
by the group. For the computator of RF. . the ouwsstuanding
balance and accrued 1nteres: ©f mucrocredits shzil e
considered in thewr enurerv when nor repac in accorgance
with the agreed scheduie but subject to 2 ars: or second ar
more’ renewals, rcprogramrm'lg reschedubing, roliovers,
refinancing or any other modificanon that oe'e'i dela
postpones effecnve rcpavmen' However, mucrocredizs that
were pardallv applied 1o cancel other microcredirs shal
computed as RP as long as the client was in good standing
and all the interest and at least 73%¢ of the pnncpal had been
paid in accordance with the ongmall\ agreec rerms

Interpretation: Provided Queston 3 or razo a have not
already determined a score of “1” to the whole component,
al

this rado by 1self would give scores of “1" or “2" ¢ the
whole component as follows:

Score 1: if more than 20%
Score 2: if between 10°0 ana 207:
Not avplicabie: if iess thar 10%

Based on rwentv-one quesbons and sub-guesdons whose
answers are added when “negatve” and twentv ranos whos
indmidual radng is averaged. No quesuon or nano i
considered of sufficdent importance to grant a [ow score o
the whole component.

s ]

i

Question 3: all microcredits should not be considered as 2
single tvpe of loan;
Quesnop 5: do not include unsecured mucrocredits i “hezh.
nsk assets”, unless evidence 1s found dumng the examunazon
of substandard policies, procedures or internal controls
Quesnon 12: a NO answer deterrrunes by usell z score of )
for the whole component, if 3°¢ of the gross microZnancing
portiolo ‘a proxy reserve for general msk 8 eouvalent o
20°%c of the adjusted ner worth or more. The report of
examinanon should contain ‘ever when the 20°: nas nor
been reached) specific instrucnons and cr_'o"oaﬂ"w to
merove microfinancial pohqcc procedures and ;:3::":5
which include diverse aspects such as informazen svs
and personne! training and incendves’ or to disengag

e
e

N d‘
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Suggested addinon:

mucrofinance alrogether, partncularly 1n the case or banks tha:
are not specialized in microfinance.

Rato ¢.: microcredits should not be computed as unsecured
loans, unless evidence i1s found dunng the exarunazon of
substandard policies, procedures or interna conTols.

New ratio: to measure the trend of bac ioans dunng e
previous 12 months, in relanon to the capacity of the dank (<
generate positive profits. The rano showc be cakcusated as
follows®:

Current (PAR, + Acguired asset: = Wrieof:;
Previous (PARgy + Acquired assets ~ Write-oF,
ROE

Precoems 7. mwair;

Interpretation: Provided Queston 12 {new interpretanon’ has
not alreadv commanded a score of “1” for this componen:
{or vice versa), the interpretation wil depend on how
involved the bank is in rmucrofinancing. I7 the gross
microfinance portfolio is more than twice the adusted ne:
worth, then this ratdo by wself would give a score of “17 or
“2” to the whole component, as follows:

[ £ ¢

Score 1: 1f 130% or more
Score 2: if between 1710%0 ans 130°%:
Not applicable: if less than 110%

If the gross microfinance portfolio is less thaen mwice the
adjusted net worth ‘i.e. banks that are not specalized in
microfinance} but the rato exceeds 110°:, the reporr of
examination should sull set a targer date for performance
rurnaround or for disengaging from rmucrofinance altogether

Alternatve ratio and interpretaton: if ROE 1s negatve. the
rano 1o be analvzed s the foliowing:

Current (PARg, + Acguired azsets =~ Wnreo™; .
Previous (PARgy =~ Acquared asiers ~ Wrniro,

If the gross microfinance portfolio 1s more than wice the
adjusted net worth, then this ratdo by 1tseif wouicd give z score
of “1” or “2” 1o the whole component, as foliows:

10°%: or morr
petweer 3% ans 10°:

Score 1

i
ey
core 2: s

In the case of banks that are not mucrofinance-oriented, onl joans. 1nteres: anc reserves relazed 1o

mucrofinancing should be computed.



Component 3: Management

Current model:

Suggested modificanon:

Component 4: Earnings

Current model:

Not applicavle: 1f igsi thar 3%

If the gross microfinance portfolio 1s less than rwice the
adjusted ner worth {(1.e. banks that are nor specabzed un
microfinance) but the rano exceeds 3%: the revort of
examunation should sall set a rarger dare for performance
turnaround or for disengaging from mucrofinance aitogetner

T, v

Based on ninery-two questions and sub-quespnons whose
answers are added when “negatve”. No quesmon s

the whole component.
The following issues should warrant scores of “17 or "2 w0
the whole component:

e Lack of umely and vuthful reports on delincuenzy and
loan reprogramming, with adequate inrernal conois o
prevent data manipulaton in the branches’.

* Lack of involvement of the board in monitonng th
quality of the loan portfolio and rhe performance ¢f the
loan officers, both through internal conirol mechanisms
and through internal audit

¢ Deterioraton of loan pracaces or technology. evidenced
through random samples and wsits to cliens.

¢ Dependency on donagons or subsidies o cover operazng
expenses.

Based on eleven questons and sub-quesnons whose answers
are added when “neganve” and eight ranos whose individual
raung 1s averaged. No guesaon or rano i considered of
suffient importance to grant 2 score 0 the whole
component. Rados are based on an adwsted tmal Dalance,
where one important adjustment, :f not the mamn one, 15 the
difference berween booked reserves and reserves requred
according to Circular 247 of June 2, 2000

ANNEX 7 contains 2 tentauve format for reporting of mucroinance opealons, that shows some o

the consolidared information that should be readily available 10 board and managess

13
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Suggested modification:

In the case of microfinance-oriented banks, the whole sl
balance should be further admsted for the rfolowang
concepts:

a} Subsidies in the form of “soft-loans™ 2 “snacow™ interes:
expense should be added 1n the case of medium and long
term liabilines thar bear an interest rate sigrufcant: dDelow
market rate. The amount should be caicuiated 2s rolows

R PR FAVA Ml
where 1, 1s the shadow interest rate or the weighted
average cost of funds of the bank 1 15 the nomunal
interest rate of the soft-loan, k. is the average prinaipal of
the soft loan and n_ is the number of months the son
loan was outstanding dunng the penod.

b} Donatons and in-kind subsidies accounted 2¢ income:
must be subtracted from the income statemen:

c; Devaluaton adjustment: a “shadow” interest expense
should be added 1o account for the ioss of purchasing
power of owners’ net worth, as follows:

Networth * (Fx, / Fx,- 1.

Where Ne/ worté, is the net worth in local currency at the
start of the penod, Fa, is the exchange rate 21 the end of
the period and Fx; is the exchange rate at the swr 37 the
period. This adjusoment should be calcuiared as an
“inflagon adiustment™ [Ner worsf * iriaton raz e o
pertod; in case inflanon was higher than devaluanon dunng
the penod.

d) Credit nsk adjusmment an “shadow”™ expense 10 1zke (nro
/ ]
account the growth mn credir sk duming the penod should
be included as follows:

PARgg,..- PARgg,, - reserves pooked auring the semos

Where PARyy, are the PAR reauired reserves at the ead
of the period and PAR;;,, are the PAR recured reserves
at the start of the penod. This adwsment would replace
the current adwsmment related to  Cueuiar 23
requirements ‘whuch s szl! appiicable znd aopled when
compuang Queszon 3 of Capital Adeguacy componen:
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Suggested new interpretanon:

Component 5: Liquidity

Current model:

Suggested modificagon:

segmental informavon {in accordance to ‘ S
prepared or estimated and the adiustments apda c:' o the
microfinance segment.

microfinance-odented banl\ a score f “1" or “2" -o the
whole component tn case 1t is under (.3%¢, as foliows:

Score 1: if ROA is neganve
Score 2: if ROA 1s below 0.5°

If greater than 0.5%, it can be averaged with the other razfos,
gr ’

uthzing the following scoring: “3” of berween (137 and
1.5%, “4” if berween 1.6%: and 3% and “3" :f above 3% ..

In a bank that 15 not microfinance-onented, 2 ROA under
0.5% for the segment of microfinancing should prompt for
chronogram for adequacv or for disengaging from tos
business.

Based on nineteen questons and sub-queszons whose
answers are added when “negagve” and rourmeen razos
whose individual raung 1s averaged. No QUESTON OF 1315 I8
considered of sufficient importance 10 gran! a .0W icore 1o
the whole component.

Questons 1-5: should be considered of enough reievance
assign by themselves, anvone of them, a score of "17 1o the
whole component in case of negauve answer. In the analvsis
of these quesuons, 1t should be noted thar bes: pracaces
require thar hquidity polictes and instruments showd take into
account the cash flow impact of at least the a..owz-*e
elements: projection of loan disbursements, protecuorn of
loan recovenes {adjusted for credit nsk, interes: income
(adjusted for credit nsk} and expense, operaung expenses,
volaunlity of deposits and other funding sources, 2s wel as
branch structure and dispersion. Thev should aiso ke it
account clear policies of imiung nsk on invesmmen: of excess
bigudity from savings accounts, paroculariv wiih Tegar ds
medium and long term depos:ts :n other banks a: ;
concentranon kmuts




Component 6: Sensitivity to market gsk

Current model: Based on seventeen quesuons and sub-queszons whose
answers are added when “negaove”; no raoc anav
conducted. No question or rauo is considered of
importance to grant a low score to the whole componen: No
question exists that inquires abour issuance of Ioans in
foreign currency and therefore the nsk of non-repavmen: in
the event of large devaluagor.

Suggested addion: None for the moment.
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APPENDIX ON INFORMATION SYSTEMS AUDIT

(Pending)
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ANNEX 1

EVALUATION OF THE QUALITY OF INFORMATION GENERATED BY

THE MICROFINANCE LOAN PORTFOLIO SYSTEM

Examinadon gbjecdve:

Validate the accuracy and reliability of the MIS to generate complete and correct infarmaton
for nisk tracking, decision-making and administranon of the loan portfolio.

Examinagon procedure:

1}

W

Identfy and assess the internal control measures in the informanon system [access
controls, generation of due dates, handling of pavments, etc.

Correct tracking of aging of arrears and income recogninon.

e Verify that the informadon system is utlizing the correct date 10 compute the
number of davs that a loan is past due or delinquent.

¢ Venfy that interest and other charges are recogruzed as income according o the
payment schedule and performance.

e Verify that pavments are assigned automancally and correctdy o penalues.
interest and principal, without 2 possibility of data manipulaton.

Correct calculation of portfolio at risk stausues {1, 30, 60 and 90 days’
e Verfy that the outstanding principal of loans behund in pavmen: is being utlized
to calculate portfolio at nsk indicarors.

Contrcl that any loan rescheduling or refinancing ar the branch ievel are being
properly :ecordcd as such 1n the informatdon svstem and reported "o the head affce

e Crosscheck the database of cancelled loans with the database of current ioans, 0
identifv operations that mayv have been reprogrammed or refnmanced withour

=1t

reporting. Prepavments of prncipal when more than 30%¢ i sall
should be considered a rescheduling.

oursmnding

Issuance of all the necessary reports for every level of the organizanon, ;::cﬁudmg
loan officers, branch managers, coordinators and supervisors and  senlor
management

» Loan officer: daily delinquency reports with correct number of davs, caly
collection sheets, pending apphcagons, etc.

¢ Branch managers: delinquency by loan officer, pending apphcazons. nending
disbursements, etc.

18
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* Coordinators and other senior management: summarnzed informanorn bv branch
and loan officer inciuding delinguency, rescheduling, disbursements. pending
applcagons, pending disbursements, loan relectons, etc.

Verfy that compliance with loan loss provisioning as establisned 1n Circular 247
¢ Loans should be considered past due when 20% [monthiv instalimenzs or 10+

fless than monthly} of the pnncipal 1s 1n arrears; or when 3 insmiimenrs are in
arrears.

Or current regulanon.

16



ANNEX 2

REVIEW OF INTEGRITY AND ACCURACY OF REPORTS TO BSP

Examinadon objective

To verify that the dara conrained in periodic reports to BSP reconciles with the informazon
svstems of the insoruton and that the reporting process s free rom anv 5De Of
manipulation that could affect the integnrty or accuracy of the data.

Examinagon procedure

1. Review the umeliness and accuracy of the bank or finanaal instwmoon regardin

information reporting (financial statements and credit reference datmabank dunng th
past 10 months. Determine {requency and wpe of repornng problems, i¥ any.

"o

2. Get the BSP copy of the electronic files containing the financal smatements and credss

reference databank informanon, reported by the bank or fnancal msctuzen for ne
examination cut-off date and for the previous month.

3. At the bank or financial insutudon, determine whether the informanon reporec
originates only from computerized applications or if it originates also from micmmazon
kept in manual records (including spreadsheets or word processing documen:ts .

4. ldendfy the computenzed applicadons that handle informaton that has 10 be wamartely
reported to BSP, including interface applicanons.

5. Request the following informaton/documentation for all idennfied applicazons:
¢ Platform in which they are run

* Programming language

* T person responsible for maintenance
e Block diagrams of all processes

¢ Endry relanon diagrams

e Files and tables nomenclarure

¢ Dara dicuonaries

¢ Codes ualized and description
e File retention peniods

* Number of register in the files
e Soufce programs reports

6. Review the informaton obtained and clear anvy doubts with the IT person responsidle
for maintenance, as well as end-users of anv applicanon.

20



5 l

10.

11.

12,

13.

14.

16.

Prepare block diagrams and flow diagrams that describe the processes for generanng the
reports to BSP and determine all nsk points.

[ e e T
Ly S

it

Review source programs that convert,‘transfer the data from the base applhcazon
mnterface applicanon and venfy the correct use of crirena.

Lt

Review the source programs of the interface applications that modify or alter eg
consolidate} mformaton, as well as the generanon of the acrua! report for BSP anc
venr} 1ts proper operanon.

Evaluate the internal IT norms and conwols and determine 11 thev provide reasonadie
confidence that the source programs reviewed correspond to the same version inat s
ualized 1n actual operadons.

Idenafy the files with which 1o work and coordinate 11s conversion and wanster ¢ the
assigned stanons for the audit work.

Review the reconciliadon procedures and obtain the consolidated totals that aliow for
reconciling the transferred files.

43

Form an opinion of the reliability of the reconciling procedure that 1s appked o the bas
and interface applicauons.

Determine if there are delays in the process of updatng the informaton ef the base
applicanons or in the process of transfer to the interface applicanons.

. Obtain the total amounts on each applicanon that generates information and venfv that

1t reconciles with the accounting records of the same date. Also ven:v thar such ol
amounts reconcile with the informaton conrained in the files reportec o d
same date.

PLE S Ty

Apply specific procedures to validate each one of the files reported to BSP. w0 the
corresponding files contained in the base applicagon at the bank or nancial instruzon.
In the case of credit reference databank, the emphasis should be in consisten T the
registers regarding idenaficadon of chents and status of individual iending ope:a 1075, 4%
well as reconcilianon of the net variatons in loan balances berween rwo repors, with the
movements registered in the files of accumnulanon of wansacnons in the base spplcanon
In the case of financial statemnents, reconciling at groups and subgroups of accounts, as
well as reconciling net differences 1n accounts berween rwo different reporis, with the
files of debir and credit total movements in the base applicanon of the bank or fnancual
mSUmDOﬂ.

. If necessary, a sample of individual transacuons/movements shouid be veniszd o

coordinaton with the financial examiner.”
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ANNEX 3

TECHNICAL NOTES FOR EVALUATION OF THE LENDING METHODOLOGIES

B

In the case of institutions engaged in mucrofinance lending, the policy maxing and the intern
control roles of the Board gain addinonal importance. As opposed 1o corporate iending, Drrectors
are seldom, if ever, involved i the actual evaluation of individual chients and the approva. of ieans.

Most credit decisions are decentralized (taken at the branch level; and Directors must exercise speaia
care 1n ensunng that the credit policies and procedures are clear and unambiguous and that okl
personnel are properly trained to implement them.

They should clearly spell out, at least, the chent quahfications fincluding nvpe and number of veass in
business}, credit fustory and character, purpose of the loan {working or investment capral Iamuly
expenses), loan conditons {amount -prinapal and imnstallments- term, interest rate , colatera
‘registered, non traditional, personal guarantees), approval levels ‘hranch, regonal, head offce,
ncenuves to good clients.

In case of group loans, key policies relate to the existence of a leginmare dond and reasonable
homogeneity among the members of a group, the senous enforcement of the group guarantee in case
of arrears by any member, including the use of the individual savings of other members o repav
loans in default.

1. GRAMEEN METHODOLOGY

: ADAPTATION
GRAMEEN STANDARD PRACTICE ! INTRODUCED BY
: THE BANK

EFFECT ON
CREDIT RISK

- Exclusive focus | amount and repayment

Screemng procedure, loan

;
‘

to the “very methodology ensure that the
poor” “berter off poor” are weeded
out from parricipating
Credit design ! Smali loans and weekly
~ elements | repayments

Indindual, self-chosen
activities by borrowers

Formulanon of small groups

* {Bve with an elected leader,

' and centers {five to ten

~ groups), encouraging the
grouping of “Lke-rminded”
individuals, not related among
themselves

. Compulsory group traning

~ with emphasis in jointy

_ Liability and responsibility for

- screening, monutoring and
repavment




N

' GRAMEEN STANDARD PRACTICE

- ADAPTATION
- INTRODUCED BY
! THE BANK

EFFECT ON
CREDIT RISk

s
! Stagpered loan releases,

. follownng the 2-2-1 scheme,
I where the poorest two are the
first 1o recetve the loans

g_Ph}fsicaI collareral not requured

given the presence of the 101t
Lability and the small loan
amount

Transacuons (releases and
collecnons) are conducted in
the village

Loan progresston from cycle
to cvcle does not exceed 15%

- Strict credit
" discipline and
"~ close momitoring

Center meenngs are held

weekly and loan officer reports -
to his manager on attendance,
collecnons 2nd defaults

Peer pressure is secured
through enforcement of the
credit guarantee

Condinons for

repeat loans and
" for chent

replacement

Group guarantee 35 enforced
and attendance to meetngs s
i above 93%
- Drop-out clients are replaced
with full understanding of the
gTOllp guarantee

Forced savings

Even from the stant of the
tratning period (before the
person even qualifies as chent-
borrower)

. Politcal
neutrality

' To maintain an wnage of
independence and
entrepreneunal onentaton

2. INDIVIDUAL LENDING METHODOLOGIES

i POLICY OR

i
| INDIVIDUAL LENDING : PROCEDURE
| STANDARD/BEST PRACTICE

|

| THE BANK

- ADOPTED BY

EFFECT ON
CREDIT RISK

' Client ehigibility

: Successnul expenence of at
* least one vear 1n the business

! to be financed

' Homeowner or resident in the
same house for at least one
vear
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| INDIVIDUAL LENDING
' STANDARD/BEST PRACTICE

| POLICY OR
* PROCEDURE
| ADOPTED BY
: THE BANK

. EFFECT ON
CREDIT RISK

I Of legal age 1o subscribe
i contracts; maximum 60 years
| old uniess loan fuliy

i collaterahzed

Idenuficanon of
the client

. Sufficient documentauon for
undisputable idennficanon

Workplace and
dorrucile
venficaton

On site visit to both by loan
officer and drawing of proper
sketches in case nominal
address nonexistent or
impractical

Pavment history
. and investgatuon

- All available credit reference
. sources consulted prior to
i approval; neighborhood and

- of other liabthiues ' workplace check adequately

documented

Proper

- evaluation of
1epavment

~ capaaty

Esamation of the net available

' cash Bow and the net assets of
the business; cross checking of
consistency among both

i estmanons

Venficanon of alternanve
source of repavment in case
business expeniences
difficultes; this source
preferably not considered 1n
~ the cash flow for purpose of
* determuning the loan or
i installment amount

Loan amounts
and terms with
- respect to the
" client’s level of
" cash flow and
* asset bulldup

. Installment not in excess of
i 30% of the net avalable cash
" flow of the business, minus

* family expenditures

Loan amount not in excess of
the ner assets of the business.

. Repavment
schedutes and
practices

In accordance with the chent’s

~ cash flow, although chents

encouraged to adopt discipline
| of weekly and monthly
.Eﬂ"mﬁﬂ[

Long grace penods ;over two
" months, and term loans onlv
1n excepunonal cases; even
agnicultural loans subject o
peniodic repayment schedule




i . POLICY OR
- INDIVIDUAL LENDING | PROCEDURE
' STANDARD/BEST PRACTICE | ADOPTED BY
L | THE BANK

EFFECT ON
. CREDIT RISK

| Coliecuon at the bank; bv loan |

| officer only excepuonally and

in the context of pressunng
clients that are on arrears

- Collateral
requirements

¢ with respect to
. loan amounts

. Loans i excess of 1% of net
worth of the bank or US$3.000
(equivalent) fully coltateralized
with repistered secunty

Loans under amount
' mentioned secured by non-
. regastered coltateral (household
. Or business equipment or
' goods) or by personal
guarantors

Personal guarantor undergoes
strmular analysis as client,
partcularly when self-
employed

Clear procedure for approval
of excepnonal conditons to
. pame clients

Loan approval

| All loans approved by a loan

- commuttee composed of

| expenienced peers and middle

' managers; loan officer
recommends and defends loan
applicanons bur has no '
authonty to approve anv loans

_Autonomy levels in
. accordance to loan amounts

~ Relending and

. Relending 10 good clients

- when at least 73% of the loan

¢ has been pad in accordance 10 ¢
. agreed pavment plan “

Restructunng oniv in

restrucruring ! ,
P i exceptional cases and under
. policies i . .
: proper overview by higher
| ! management and through
! : established procedures and
| Loan officer responsible for
I - - .
| monitonng chients and
Chent . exerasing collecnon efforts on
monitonng dehnquent chients
policies Incenaves to loan officers

based on. producuvity and loan
portfolio quality




. INDIVIDUAL LENDING
 STANDARD/BEST PRACTICE

. POLICY OR
. PROCEDURE
- ADOPTED BY

| THE BANK

EFFECT ON
CREDIT RISK

Informaton
systems capable
to providing

. informagon to

; every decision-
" making level of
' the orgamzanon

;

Loan officers have daily and i

. complete delinquency reports

and other reports for
administravon of loan
portfolio

Branch supervisor or branch
manager has nmely
delinquency and productivity
reports for each loan officer
and branch profitabilit

Area supervisor or credit
manzager has nmely
delinquency and productvity
reports for each branch and
officer

Seruor management and board
of directors has umely reports
on delinquency, producuvity,
profttability

E Management of

arrears

Established policy and
procedures for arrears
depending on aging

Arrears committee 1o advise
and act according to

" established procedures
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ANNEX 4

REVIEW OF INTERNAL AUDIT

Examinaton objective:

To verify that the internal auditor work programs are nisk-based and conmbduze
to the establishment of an environment of control at the head office and branch

Examinadon procedure:

Verify tnternal auditor has adequate experience.

Verify that work programs emphasize on detecang breaches i imremal
control procedures, due to weaknesses In procedures or tarung,
negligence or intenton to commut fraud.

Vernfy that information systems are reviewed for accuracy of reportng
or aging of arrears, income accruals and rescheduling or re@nancing of
loans.

Verify that work plan involves a substannal presence at the branch
level {at least rwice a vear in every branch} and includes a review ol 2
random sample of clients of each loan officer.

Verify that loan files are reviewed for completeness and compiance
with credit policies and procedures and visits to chents confimm kev
elements such as the quality of informaton on the clent e, the
quabity and thoroughness of the evaluaton of the character anc
repavment capacity of the chient and the non-existence of unauthonzed
or unreported rescheduling or refinancing of loans.

Review responses and acnons by Board Members and sexior
management to the internal auditors findings and recommencznons or.
unprovement of policies, procedures or internal controls.

hJ
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ANNEX 3

SAMPLE SIZE FOR INDIVIDUAL MICROFINANCE LOANS
(Confidence level of 95%)

i - Margin or error
Total numbe: 2% 5% 10%
of clients !
As % of As %o of ! S Asfsof
No. Clientsitotal chients{No. Chentsitotal chentsiNo. Chenistoml ciients

100,000 1,653 2%, 268 | 0% 6 &g
150,000 1626 3% 268 1% 6 ¥
40,000 1613 4%, 267 1% @ 6 g
130,000 1592 5%, 266 1% 6 o
20,000 1551 ; B% | 265 i 1% 67 e
10,000 14390 | 14% | 262 i 3% . 6 :
5,000 1258 250, | 255 i 5% i 66 1y
4,000 1184 30% 252 6% '+ 65 2.
3,000 1078 36% 247 ¢ 8% | 64 2
2,000 914 465, 237 12% . 64 3¢
1,000 627 63%¢ 212 2% | 63 6% ¢
500 386 T7% 175 350 | 59 12%
400 323 81% 161 400 1 38 15%
300 235 83% 142 47% . 3% 18¢,
200 179 | 90% 1 115 58t . 51 26,
100 P94 1 940, P T3 T3S 40 4005

Methodology is simple random sampling without replacement; the formuia used 15 as

follows:
n= Z&¢N/Nlg'~-Z o
Where:
n = sample size
N = population size
Z = table vaiue of normal distrtbution at the leve! of confidence chosen 03%: = 1.96

o = standard deviation

€ = margin of error allowed
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ANNEX 6

EXAMINATION PROCEDURES FOR REVIEW OF SAMPLE CASES AT THE

BRANCH LEVEL

1. GROUP LOAN PORTFQLIOS

Policy or practice

Associated risk

*  Examination procedure

1. Confirmaton of
poverty level of client
conducted poor to
engagement in the

[program

1) Admutung chents who will not accept
the disciplines of the program, 2
IAdmitung chents who mght leave the
program shordy, 3} Admutung chents
rvho mught have other occupabons who
iprevent her from artending group
meenngs.

{EIC: a reads ioan poucies. b
idefines specific requirements
{Examuner a_attends ceater
imeenng and chooses a:
irandom three cients for vise
‘to home

2. Peer groups of five
{+ or -} are self formed
and incorporated into
barangav centers of
eight to ten groups

i1; Clien: selecuon by the own financeal
wnsntution mught be too costly or prone
1o mustakes due to lack of adequate
informanon on the client identity or
ipayment hstory, 2} Collection efforts on
an individual basis mught be too cosdy or
difficult on an indindual or group basts,
3) Group guarantee mav be
unenforceable in the case of groups nort
self-formed or consisung of individuals
not like-rminded

EIC: a reads loan pohcies,
parucularly with regards 1o
replacement of drop ot
;the:ms, b’ defines review
keniena. Examiner a amends
center meeang and :nterviews
members of at least hall of the

groups

3. Mandatory
arendance to group
‘training meetings and
0 retraimng meeungs
iafter each cvcie

1} Inadequate knowledge of repavment
procedures or cross-guarantee

responsibilities may afiect normaley of
collecuon, 2) Member screening before
lending and peer pressure at collection

EIC: reads policy for rarmng
and for replacemen: of
dropours and defines review

mayv not be weakened, 3 New member tncnrenia. Exarmuner 2 reviews

the group or center that zre recrunted to
replace drop-outs have not gained
acceptance by old members which migh:
affect enforcement of group guarantee

attendance sheets 07 a* east
WO Centers

4. Savings must be
icontnnbuted for four to
eight weeks pnor to

1} Admussion of members with no
capacity to generate surpluses and
therefore with no evidence of capacity to
repav loan from current income, 2 Lack

receving a loan and for of accumulared savings mar reduce the
the duravon of the loanancenave to pav own debts and 1o

exercse peer pressure on other members

EIC: reviews mandatory
savings pohev. Examuner
venfies comphance through
1nterviews gunng center
meenngs and by review of
passbook anc subsidiary ledger
of a1 least one member in each
center visited




—

| Policy or practice

Associated risk

Examination procedure

5. Group members
iguarantee each other’s

i1t Lack of group guarantee wouid relax

loan and are held legallyichent screeming, 2 lack of group

responsible for the
irepavment of the ather
members

guarantee would annul peer pressure for
repavment

EIC: venticanor. of polcy.
Exarmuner 1t every cenzer in
ithe sample. mntenviews chents
of all groups wit: members
lthat show wureguiar arrendance
and ‘or have falien detund =
the past or presentiy un theu
pAvMENTs.

5. No further loans are .

iavailable 1f all members
«do not pay back on
‘ume

11} Further lending 1o members of groups
where peer pressure has not served 0
unsure prompt repavrnent would erode
chient behavior withun the group and
generate contagion to other groups.

EIC: reads poucy on ioan
monttonng and coliecnon.
Exarruner a venfies that
policy 15 being enforced in all
the centers 1n the sample.

7. Collection ar weekly
‘center Meenngs

1} Lack of public disclosure of pavment
misbehavior of other members would
encourage defaults, 2} Costs of individual
wcollecnon would be too costly or hard 1o
enforce given the relanvely small
information the financial insorunon holds
ion the client

EIC: a° reads pohcy on
collecnon and derermunes
review methodoiogy.
Examiners: 2 parucipate :n
collecuon meenag in aZ the
centers 1a the sampie.

i8. Enforcement of
igroup guarantee when
delinquency by one
:member arises

1) Incenuve to pay and peer pressure
mught be reduced when group guarantee
1s not enforced, 2} delinquency mught
soar

EIC: reviews policy. Exanuner:
wnteniews group and center
members o the pavment plan
that the group and center has
decided to cover the deb: of
anv delmaguent member s’

‘9. Internal control by
regional supervisor or
icoordmnator and
Internal audsr

1} Cormnplete decentralization of lending
operatuons mught leave branches to
establish their own pobaes, 2) Branch
‘managers might not enforce strict
icontrols or may even collude wath loan
wfficers 1n questionable practices, 3
‘Branch informanon sent 1o head office
imay not be transparent

EIC: reviews poliey for
internal control and internal
audit and determunes
examunaton crirena Exarmuner

1 1

1) reviews reports DT regronal

.
SUPETVISOLE Of COOTENATODS
-

and intemal audstors, 2
confirms hghlights or 2ndings

of reports at tne Sranch ieve.
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2. INDIVIDUAL LOAN PORTFOLIOS

i Policy or practice

Associated risk

Examination procedure

.1 Proper venficanon
iof residence and
rworkplace, and
jupdated information
datashees, including
means of
identification

operavons {nonexistent or “ghost”
chents, even 1n the case of group loans

and analyzed the chent first-hand

invahdates any further analyses on
repaviment capacity and character

1} Credit officer involved 1 fraudulent

il

-

sometmes with the comphcity of othes
officiais or emplovees, 2 Credit officials
that approve operanons “from the desk.”
'without clear evidence of having visited

(business and domucile}, siruanon whach

iEIC: a_ reads ioan polcies. b defines
ispecific reguirements Examuner a
reriies 1d Qotumeniaton, Cross-
lf\'aizdates signarures o7 Angernnni
nwrih those stamped or the ioan
applicanor, contract, and
idisbursement receipi, b analvzes the
sketch plus anv other evidence
‘according 10 poLcy recuirements
that the ciient has been evaiuated in
his /her workplace and domucd

cie

2. Verification of
credit hustory with
iother financial
lentities and other
icreditors

1; Graung loans to clients whose
behavior shows or suggests lack of
rwillingness or capacity to repav; it may

borrower, a situation that invahdates
further analyses of the repavment
capacity and character

occur when an instiunon grants repeat
loans without checking the current status
of the chent, 2} Grantng loans without 2
venificanon of habihwes declared by the

[EIC: 2, reads loan pokcies, b defines
review cntena including crecd:t
reference databank informanon
Examuner a cross-checks :d
informaton with that of credit
reference databank report and ventv
dates, b’ cross-check cred:t reference

habiiues declared by the borrower

3. Adherence 1o
levels of autonomy

neglected by speaific branches or loan
officers.

4. Adherence to
poiicies on loan

restruchunng

Given the high degree of loan granung
decentralization, loan policy adherence 1s

[EIC: reads policy on ican aporovd
ievels. Exarmnner: 2 ven '
appropnate ieve. of discrezon
according to the msotundn’s internal
regulauons has approved the
operauon and tha: the cedlings on
maximum nstaliment ‘eg o asa®:of

loan pnnapal ie.g asa®:of
borrower’s business equury. has been
iobserved.

EIC: review restrucranng posdies
Examuner For restrucnared loans 2
review of report of visit 10 cent DY
lioan officer anc branch manzger, 5
review re-assessment of repavment
capacity and wilingmess, ¢ conimm
zestrucrunng approval by ugher-ranx

ffical of the insurunon, d venfr
condiuons of restracrunags wiitun
approved policy, € venty
restructured joan properny
For repeat loans: venfy that thev ar
no: resirucnired 10ans

”n
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5. Adherence 1o
pohlicies on loan
amounts/terms,
repavment schedules,
linterest rates and
éothers

t

| iEIC: detatied venficauon and
jcrosscheck of adherence rc polaes
iuu'ltzmg specalized sofrware for
icomputer-assisted audinng
Exarmuner receives anc reviews some

fioans with apparen? ranigression 0
ipohicies, (o further review with the
oan officer ‘branch manager

b

6. Regular client

morutonng

[EIC: reads policy or iean momtonng
jznd collecnon ‘some enzaes
iestablish rmunimum amounts for
lactual momtonng to be mandatory
|[Exarmuner: 2 vezfies thar the cirent
!belongs to the oificer’s z3signed
izone, b} for clents more than 13
idays past due, checks the fie for
isigns or evidence that pziment
icollection 1s being entorced

1) Loan officers not able to monitor
clients on a regular basis due to poor
zonificanon {officers’ area of influence
too large) or any other reason 2} loan
officers do not visit a past due chient
within a reasonable period of ume {or
fails to document 1t in the loan file}, even
though unamely collection efforts
1increase credit nsk.

7. Venfication of
financial standing and
character of loan
guarantors

1) Loan officers not enforeing the EIC: a; reads pobicy or: ican
institution’s policy on requirements for  |guarantees, b. defines mechamsms
loan guarantors or accepung any jother than cred:: reference databack

guarantors presented by the client “just tolExamuner: a; cross-checks :&
comply with formalines”, which may information with that of the credis
results in insolvent guarantors or ireference databank and venty dares,

guarantors with no venfied domucile, Ib; analvze the documentanon related
workplace or capacity to assume the debt.lto guaranior.

18. Venficanon of
proper valuanon and
conservaton of
registered collateral

1} Loan officers accept any kind of
collateral offered by the clienrt just to
¥y 3y . N ¥
formally”” comply with the policy, 2 : - L. .
¥ compft with the polcy, = n-alue of collaterals, crosschecks with
loan officer involved in virtually : ) -
. - iother appraisals, b venies
fraudulent operations, wheremn collaterals : | s ; .
idocumentanorn of remstered
—real estate or movables— are grossiy : =
: icollaterals.
overvalued. :

'E1C: reads loan polcies on
wcollaterals. Exarmner 2 examunes

9. Proper esumanoen
of repavment
capactry and
avoidance of
quesuonable
pracuces

iExarnuner confirms. o 2 persona
hisit to the clent a the chent's
1) Loan officers lacking enough training idenury, b the personal :niormauon
or competence to evaluate borrowers, 2; jthat 15 contained 1 the ioan e,
Loan officers not complying wath especialiv items that bear heaviy on
evaluation guidelines, 3! Loan officers  [loan approval ¢ the infcrmanon
who “window-dress” the chent’s financialiabout hus or her business and other
situanon in order to gain approval by the [sources of cash fow that appears in
credit comnutiee bv: a, musrepresentng  [the loar &le 1o 1usnfy ioan and
the chent’s profile to simulate complance pavmens s:ze.
with lending polcy, b} overstatement of |
income/equity or understatement of The examuner also akes thus
liabilities,/expenses in order to increase  oppormumy to confirm: 2 that the
loan amount, 4 Loan officers mnvolved tnicuen: has 1o fact an outstanding loan
questionable pracuces, with the MFL b the chent
understanding of the iozn amoun:
and terms, includig noung and
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amounts of Davments that he Or she
ts suppo;cc 1o make, ¢ whetrer the
iclient made anv other pavments, ¢
loan officers or other emplovees, 1
connecuon with getung the foan, d
the chent's understanding of us or
her outstanding ioan or sevings
balances. e tne chent’s undersanding
:0f whether he or she s current on
ithe ioan and, 1f not, how long the
loan has beer: delinauent, ¥ the
iclient’s passbook, :f appheable, as
well as other records regarding
:savings or loans, g what collazera! or
guarantee he or she provided for the
loan and venfes 1tz present
condinon, h’ whether the clienss’
previous loans were pasd in fullin
icash—as opposed 10 being canceled
wusing the proceeds of a “e“ HePieh
ipavment by check, or debivery of
collateral; checks thus inforrnauon
agatnst what :s recorded :r: the bank’s
loan rracking MIS, 1 whether anv o:'
the clent’s reiauves nave putstanding
ioans with the MFL




ANNEX 7

REPORTING FORMATS (DRAFT)

Eame of Bank

IName, nte and email address of person responsible for
mmucrofinance operations

‘Lending methodology (ASA, GRAMEEN, MABS, other; .

Insutuoon where training was obtained

iCompany or Insatution that provided MIS Svstem for
anicrofinance administraton

lastend of Previcus end’

! ¢ Last month .
: | vear af vear

1. GENERAL INFORMATION

?Total loan portfolio (million pesos)

l!\ﬁcroﬁnance portfolio {million pesos)

No. of branches where microfinancing 1s offered

[;\Io. of loan officers

2. MICROFINANCE PORTFOLIO SITUATION

Rescheduled or refinanced loans 3

Loans wnrtten off

Loans past-due maturity date

{Loans with past-due three or more installments

{'Other)

“Other)

(Other

Portfolio at risk {if available)

For 1 dav or more

For 30 davs or more

g e ey

For 60 davs or more

For 90 davs or more

Porrfolio at nisk {alternatve means to calculate: by installments, manches, etc.’




3 ANALYSIS OF PORTFOLIO STRUCTURE OF GROUP LENDING PORTFOLIOS

. Date: 1% evcle ©2nd cyele ¢ 3m cycle e cvele NT oveje
, Loan amounts :

. Number or clients since start of program

vl l

- Quistanding | Number |

Chlents 1%y
Ourstanding ¢ Pesos :
Amount Fog ; g
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