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Introduction

The following evaluation focuses primarily on two crucial aspects of PROPESA’s micro-
enterprise assistance program:

1.  the impact of PROPESA's assistance on its clients, especially increases in value added
and in the quantity and quality of employment that can be attributed to the credit and
technical assistance provided by PROPESA; and

2. the viability and sustainability of PROPESA and its assistance program for micro-
enterprises, especially as reflected in loan delinquency and other costs incurred by
PROPESA in providing credit and technical assistance to its clients.

The plan for the evaluation of PROPESA and its program to provide financial services and
technical assistance to micro-enterprises was developed early in 1990, not long after PROPESA
had initiated its micro-enterprise support activities, in order to assure that pertinent and reliable
data would be available covering as long a period of time as possible. The development of the
evaluation plan is outlined in an annex to this report, "Design for Evaluation of the PROPESA
Program of Credit and Technical Assistance for Micro-enterprises.” In order to measure the
true impact of PROPESA's activities on its clients (point 1 zbove), particular care was devoted
to the selection of a control group against which to compare the achievements of PROPESA’s
clients and thereby attempt to avoid some of the limitations of micro-enterprise program
evaluations described by Kilby and D’Zmura in Searching for Benefits {AID, 1985). Because
the success of a micro-enterprise assistance program depends not only on the impact on the
beneficiaries but also on the viability of the institution and the sustainability of its program,
particular care was also taken to see that PROPESA's management information systems would
be adequate to provide the kind of data that would be required to analyze PROPESA’s costs,
including especially loan delinquency, in providing services to its micro-enterprise clients (point
2 above) -- but without excessively burdening PROPESA’s information systems whose essential
purpose is to allow PROPESA’s management to function as effectively and efficiently as
possible.

The next section of the evaluation report focuses on the changes in PROPESA’s clientele --
which have in fact been dramatic as PROPESA has introduced new group lending techniques that
have successfully reached micro-enterprises of much smaller size, many run by women. The
following section summarizes the results of the impact study, which is included as an annex to
the report, "Evaluation of PROPESA" by Fuenzalida and Fuenzalida (ECYES, 1992), and shows
that PROPESA’s clients increased their value added and their employment levels significantly



more than a comparable sct of non-assisted micro-enterprises. The next section deals with
PROPESA'’s experiences with loan delinquency and, in particular, its ability to identify and
overcome the serious problems that conf.onted it during 1990. The following section examines
the evolution of PROPESA’s systems to create provisions for loan losses and to write off
uncollectible loans and shows how these have become increasingly sophisticated and accurate
and thus of greater use, both to PROPESA’s management and to potential regulators. The next
section analyzes PROPESA’s financial statements, with the most important finding being that
PROPESA’s progress toward viability was halted during 1991, apparently by the failure of
funding from international development agencies to be received on a timely basis. The last
section focuses on the volatility of PROPESA'’s spreads and the main options to deal with this
issue -- attempting to secure longer-term commercial funding and raising interest rates on loans
to truly market levels.

It is hoped that the findings contained in this evaluation will be useful not only for international
development agencies but also for PROPESA and its clients in helping to facilitate the more
efficient provision of a wider range of financial services to a wider array of clients. The
patience of these potential beneficiaries in bearing the burden of providing the information
requested of them is greatly appreciated and hopefully will be rewarded by following analysis
and recommendations.

PROPESA’s Changing Clientele

The annex to this report that analyzes the impact of PROPESA’s credit and training activities
on the participants in its program reveals a dramatic change in PROPESA'’s clientele since the
initiation of its activities. As shown in the annex, PROPESA now serves on average much
smaller micro-enterprises. Total assets of participants were more than 50 percent lower in 1991
than in 1988 and 1989, the first years of the program. Value added and the number of
employees were also substantially lower in 1990 and 1991 than in 1988 and 1989, but (and
partly as a consequence) return on assets and salary per employee were higher. Other aspects
of participants such as the age of the enterprise and the micro-entrepreneur, martial status,
educational level and whether the micro-enterprise is the main source ot support for the
household have not shown significant change. However, as part of the shift toward micro-
enterprises of smaller size, a much larger portion of PROPESA’s clients are now women (about
40 percent in 1990 and 1991 as compared to about 20 percent in 1988 and 1989), and there have
also been marked changes in the economic activities of micro-entrepreneurs (e.g., increases in
food and retailing and decreases in shoes and leather products, furniture and wood products, and
metalworking and mechanical products).

The main reason for these significant changes in PROPESA’s clientele was the introduction of
group loans in 1990. This type of loan has not only grown rapidly but has also provided
PROPESA with an important new market nicke in which it has achieved much lower rates of
loan delinquency than for its traditional individual loans, as shown later in this report. In fact,
the success of PROPESA’s group lending has reached the point that the discontinuation of
individual loaps has been under consideration.
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Table 1

PROPESA Loans Disbursed Each Month 1991 (Pesos)
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PROPESA Loans Outstanding at End of Each Month 1991 (Pesos)

Month

Number of Operations

Amounts
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Source: PROPESA




Table 1 indicates clearly the major changes in the composition of PROPESA'’s loan portfolio,
and hence in the composition of its clientele, during 1991. With respect to loans given out each
month, the number of loans to individuals has grown somewhat during the course of 1991, as
have the amounts disbursed, but it is for group loans that the numbers have increased
dramatically. The number of loans to newly-incorporated groups averaged less than one hundred
~ each month in the second quarter of 1991, but increased to an average of well over two hundred
per month during the second half of the year. At the same time, the amounts disbursed to
newly-incorporated groups have increased from well under $10 million pesos per month in the
second quarter of 1991 to the vicinity of $15 million pesos each month in the second half of the
year. Loans to groups that have already received at least one loan have increased even more
dramatically: from slightly more than one hundred loans given out and less than $20 million
pesos disbursed each month during the second quarter of 1991 to more than four hundred loans
and more than $50 million pesos per month by the end of the year.

These changes in the composition of clients served and amounts disbursed each month are, of
course, reflected in a major change in the distribution of PROPESA'’s portfolio of outstanding
loans, as also shown in Table 1. For individual loans, the number of new individuals in the
portfolio has remained in the range of three to four hundred, and the amount of the portfolio of
such loans has remained in the range of $25 to $30 million pesos. Likewise, the number of
individuals in the portfolio who had already received at least one loan remained at a level of
about five hundred, with $70 to $80 million pesos for the amount of such loans outstanding.
On the other hand, the number of new groups in the portfolio increased from around two
hundred to well over six hundred, and the amount of such loans outstanding from around $5
million pesos to more than $25 million pesos. Even more dramatically, the number of groups
in the portfolio that had already received at least one loan increased from around four hundred
to well over one thousand, while the amount of such loans in the portfolio increased from around
$30 million pesos to over $100 million pesos.

As noted above, this dramatic change in the composition of loans disbursed and in the portfolio
of loans outstanding has caused PROPESA’s management to question whether it would be better
to focus all its efforts on group loans. The main potential advantages of group loans are well
known: (1) possible economies ir: transaction costs for both lenders and borrowers by reducing
the number of independent transactions; and (2) possible improvements in loan repayment
performance because of the group’s joint liability. For PROPESA, it has not been possible to
measure differences in transaction costs between individual loans and group loans, primarily
because of the way the work of PROPESA'’s credit analysts is organized (i.e., by geographic
areas rather than by type of loan). Nonetheless, it is possible to say, as discussed in greater
detail later in this report, that loan recovery performance has been much better for group loans
than for individual loans.

The apparent superiority of group loans does not mean, however, that PROPESA should
necessarily give up individual loans. It should only do this if individual loans are, in
themselves, unprofitable -- either because they generate losses once all costs (including loan
delinquency) are taken into account or because they interfere with the more profitable business



of group loans. In making this decision, two important points should be noted: (1) as shown
above, PROPESA’s individual loans and group loans appear to represent two distinct market
niches; and (2) group loan programs of other institutions and in other countries often run into
serious difficulties if groups are not correctly formed around significant and on-going common
benefits for the group but instead are created for the sole purpose of taking advantage of a group
loan program.

PROPESA'’s Impact on its Clients

In the design for the evaluation of the impact of PROPESA’s program on its micro-enterprise
clients, special attention has been paid to selecting an appropriate control group for the
evaluation. As noted most prominently by Kilby and D’Zmura in Searching for Benefits but also
by other evaluators, the results of many micro-enterprise evaluations are not credible because
the control group used for comparison with the beneficiaries of the program is not truly
comparable but rather suffers from serious selectively bias. In particular, if the micro-
enterprises in the control group are selected randomly while the micro-enterprises participating
in the program to be evaluated have been carefully selected for their probability of successful
performance according to the criteria to be used for evaluation -- as should be the case if the
implementors of the program are behaving rationally and the evaluation criteria have been
chosen properly -- then the micro-enterprises selected for the program should perform better than
the control group even if the program has no (or even a negative) impact on its intended
beneficiaries. To avoid such bias, the control group for the evaluation of PROPESA’s impact
is composed of micro-enterprises that were selected by PROPESA for its program but
subsequently chose not to participate. It is, of course, possible that the reasons that the micro-
enterprises in the control group choose not to participate in PROPESA’s program are related to
the probability of successful performance according to the criteria used for the evaluation, but
there is no obvious reason that this should be the case.

Non-response and biases introduced by interviewers are the other main sources of statistical bias
in interview-based evaluations. In the present evaluation, the beneficiaries of PROPESA'’s
program continued to be interviewed by PROPESA'’s loan officers who were responsible for the
recovery of existing loans and the subsequent extension of new loans, so that non-response was
not a problem. Moreover, since the information collected in the interviews would be the same
information that would be used to evaluate the beneficiaries for further loans, the loan officers
undertaking the interviews had an incentive to assure that responses were as accurate as possible.
In addition, the results of these interviews were closely monitored by the firm contracted to
undertake the evaluation of PROPESA'’s impact.

For the control group, to minimize the possibility of bias introduced by interviewers, the
interviews were carried out by the firm contracted to undertake the evaluation of PROPESA’s
impact, in case a reason for the micro-enterprises in the control group to decline to participate
in PROPESA'’s program was a bad relationship with the potential loan officer or any other
negative perception of PROPESA and its program. Non-response could have been a potential



source of bias for the control group, since only 85 of the 119 micro-enterprises selected for the
control group could in fact be interviewed. However, of the 34 control group micro-enterprises
selected but not interviewed, only 7 refused to be interviewed (the usual source of non-response
bias) while the other 27 simply could not be found (e.g., the micro-enterprise had moved and
could not be traced or the owner had died).

In the process of obtaining information from the control group micro-enterprises, two further
checks were performed: (1) the firm’s interviewers did not have access to the information
previously obtained by PROPESA's loan officers, but when the two sources of information were
subsequently compared, no significant difference were found; and (2) the characteristics of
micro-enterprises in the control group (e.g., assets of the micro-enterprise and type of economic
activity, and age, sex, martial status and educational level of the micro-entrepreneur) did not
differ significantly from the characteristics of PROPESA’s micro-enterprise beneficiaries. In
addition, to avoid the well-known problem of inaccuracy due to asking the micro-enterprises
interviewed to recall data from far in the past, the data collected (e.g., on sales and purchases)
pertain only to the month of the intcrview, with appropriate adjustments for seasonality.

The main finding with respect to the micro-enterprises in the control group was a lack of
economic progress from the time of the initial interview to the time of the final observation.
The two basic criteria used to evaluate the impact of PROPESA’s program were the increase in
value added and the increase in employment provided by the micro-enterprise. With respect to
value added, the control group showed a slight decline on average (from $710 to $595), but this
decline was not large and consistent enough to be statistically significant. Nonetheless, because
assets of the micro-enterprises in the control group increased, albeit not significantly, the
combination of this factor with the decrease in valuec added led to a significant decline in return
on assets for micro-enterprises in the control group (from 31 percent to 13 percent). With
respect to employment, the micro-enterprises in the control group showed, on average, a decline
in the number of workers employed (from 1.35 to 1.34), in the total wage bill (from $176 to
$168) and in the wage rate (from $126 to $120), although none of these changes was statistically
significant. Moreover, when the control group of micro-enterprises was broken down according
to the various categories used in the evaluation (e.g., type of economic activity and age, sex,
martial status and educational level of the micro-entrepreneur), there were no statistically
significant changes in value added or employment. Finally, it is important to point out that the
mediocre performance of the micro-enterprises in the control group reflects a similar
performance by the overall Chilean economy during 1990 and early 1991, as mentioned in the
next section of the report in the discussion of PROPESA’s problems with loan delinquency.

Because PROPESA's interest rates on loans are fully at market levels and because training is
paid for largely by the recipients, no significant subsidies are transferred to the beneficiaries of
PROPESA’s program. Consequently, the ability of PROPESA’s staff to select clients that
potentially can benefit from credit and training, and not the transfer of subsidies, is crucial for
the positive impact of PROPESA’s program on participating micro-enterprises. Given the
performance of the micro-enterprises in the control group, to show a positive impact of
PROPESA on the micro-enterprise participants in its program requires only to show increases
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in value added and employment and their significance. Moreover, the analysis showing this
covers all 524 micro-enterprises that were in PROPESA’s program at the time the evaluation
was initiated, so that sampling bias cannot have been introduced by any systematic inclusion or
exclusion of particularly successful or unsuccessful micro-enterprises that were in the program.

For each of these 524 micro-enterprises, there is an initial observation corresponding to its
condition at the time of its seleciion for participation in the program, and there is a second
observation one year later for those 333 micro-enterprises that had been in the program for at
least one year when data collection for the evaluation ended. For those micro-enterprises that
entered the program early enough, there is a third observation at the end of their second year
of participation (171), and for some there is even a forth observation at the end of the third year
of participation (47). This time dimension of the analysis helps to show whether PROPESA’s
impact diminishes or increases with the length of time in the program, although the declining
number of observations for additional years of participation reduces the likelihood of statistical
significance.

The main finding from the evaluation is that value added for PROPESA’s clients increased
substantially during their participation in the program (from $621 to $903 on average), that the
impact was especially significant in the first year (from $621 to $778 on average), but that the
year-to-year changes beyond the first year were not statistically significant due to the smaller
sample size and the smaller increments in value added. For employment, the effects of
PROPESA'’s program were also positive as all the key indicators had increased significantly by
the end of the third year of participation: the number of workers employed from 1.48 to 1.92
on average, the total wage bill from $143 to $240 on average; and the wage rate from $118 to
$200 on average. However, the increase in the number of workers was not significant until the
third year, and the increase in the wage bill only became significant by the second year, so that
just the increase in the wage rate was significant in the first yenr. Nonetheless, this pattern
should not be unexpected, as employers normally respond to improved business conditions by
first increasing the wage rate and only later by increasing the level of employment.

Another interesting indicator of the success of PROPESA’s program is that participating micro-
entrepreneurs increased the proportion of their incomes that they reinvested in their micro-
enterprises and decreased the proportion that they took out as dividends for consumption or
investment in other activities. This result was neither planned for as part of the program nor
encouraged by PROPESA’s management or loan officers, but it clearly indicates the increasing
attractiveness with which the micro-entrepreneurs participating in the PROPESA program view
their micro-enterprises, and as such a finding is clearly worthy of further investigation.

In order to identify as precisely as possible differential impacts of PROPESA’s program,
participating micro-enterprises were separated according to the following characteristics:

sex of the micro-entrepreneur;

marital status;



whether or not the micro-entrepreneur was the main source of support for the
family unit;

. educational level;
. type of economic activity of the micro-enterprise;
. whether the loan was an individual or a group loan; and

whether or not training was provided along with the loan.

For each of the first three categories (sex of the micro-entrepreneur, marital status, and whether
or not the micro-entrepreneur was the main source of support for the family unit),
PROPESA’s impact on participating micro-enterprises was positive and significant, and there
were no significant differences in the strength of the impact between each of the different
categories. However, the positive impact of PROPESA’s program on value added was not
statistically significant for all levels of educational attainment or for all types of economic
activity, largely because of inadequate sample size for certain categories. More importantly, the
impact of PROPESA'’s group loans and PROPESA's training was positive but not statistically
significant, again mainly because of small sample size (e.g., there were only 15 micro-
enterprises that received both credit and training). Because of the substantial operational
importance of differences in impact between group and individual loans and between loans with
and without training, further evaluation is clearly essential -- whether carried out by an external
evaluator or by PROPESA itself.

Subsequent sections of this report discuss PROPESA’s operating costs and financial results,
including especially the costs of loan delinquency. From the foregoing it is nonetheless already
clear that PROPESA has had a substantial positive impact on its micro-enterprise clients and that
this impact is not due to the transfer of subsidies to these beneficiaries. Two further questions
thus remain to be dealt with in the remainder of this report: (1) whether PROPESA has been
able to earn enough revenues to cover its operating costs; and (2) if not, if the positive impact
of PROPESA on its clients is substantial enough to offset any losses that PROPESA may have
incurred.

PROPESA’s Experience with Loan Delinquency

A summary of PROPESA’s experience with loan delinquency is given in Tables 2 and 3. First
of all, it is important to note that PROPESA’s key measure of loan delinquency, presented in
Table 2, includes the total value of loans with overdue payments and not just the amount of
payments overdue. The importance of using such a measure is that it immediately shows
PROPESA’s total exposure to losses from the failure of borrowers to repay their loans -- which
is the total value of outstanding loans with overdue payments and not just the amounts overdue.
The traditional focus only on amounts overdue, which is presented for PROPESA in Table 3 for
comparison, can easily obscure the onset of serious loan recovery problems, and in fact there



are numerous examples of financial institutions that have used the traditional measure to
minimize the significant of loan delinquency for outside observers such as government regulatory
entities or international donor agencies. It is also important to note, as discussed in greater
detail below, that PROPESA has over time reported its loan delinquency situation with
increasing detail and, in addition, maintains highly detailed breaxdowns of loan delinquency in
its management information systems for analysis and subsequent treatment of loan delinquency
problems.

As shown in Table 2, loan delinquency had become a significant problem for PROPESA by the
end of 1989 and continued to be troublesome throughout 1990 and well into 1991. In contrast,
the traditional measure of loan delinquency given in Table 3 did not reveal significant loan
delinquency problems for PROPESA until 1990, and the potential seriousness of the problem
was never shown by this measure. Although it is possible to point to the slowdown in the
Chilean economy during this period due to the uncertainties surrounding Chile’s elections and
the transition to a new government as the underlying source of PROPESA's loan delinquency
problems, the life expectancy of financial institutions that rely on such explanations as excuses
for poor loan recovery performance is notoriously brief. Instead, as pointed out in greater detail
below, PROPESA undertook serious analyses of the internal sources of its loan delinquency
problems and, based on these analyses, instituted strong measures to0 improve loan recovery
performance.

As indicated in Table 2, loans seriously in arrears (more than 30 days overdue) exceeded 25
percent of the total value of PROPESA’s loan portfolio during most of 1990 and reached more
than 35 percent in early 1991. By contrast, the traditional measure of loan delinquency given
in Table 3 barely recached 20 percent, and this was in April 1991 when PROPESA’s loan
delinquency situation had already begun to improve. The action program instituted by
PROPESA'’s management, which is described in detail below, began to show results as early as
March 1991, as the percent of the loan portfolio with payments more than 30 days overdue was
brought down to less than 7 percent by the end of 1991, while loans fully on time exceeded 85
percent. However, it should be noted that the dramatic improvements in loan delinquency
registered in June and December are largely attributable to major write-offs of uncollectible
loans in those two months, as described in the following section of this report, which removed
such loans from subsequent calculations of loan delinquency. It is rather the steady progress in
bringing down loan delinquency rates in virtually every month after February 1991 that is the
true measure of PROPESA’s ability to deal with its serious problems. As explained below, the
substantial write-offs were an appropriate part of PROPESA's new and better approach to
provisioning for uncollectible loans, but their impact on delinquency rates provides yet another
warning of the care needed in interpreting the measures of loan delinquency that are often
presented.



Table 2

PERCENT OF PORTFOLIO WITH PAYMENTS OVERDUE
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PERCENT OF PORTFOLIO WITH PAYMENTS OVERDUE

Total Portfolio
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Table 3

AMOUNTS OVERDUE AS A PERCENT OF PORTFOLIO

Total Portfolio

Individual Loans

Group Loans
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AMOUNTS OVERDUE AS A PERCENT OF PORTFOLIO
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As mentioned at the beginning of this report, PROPESA began to make group loans in mid
1990, and, as indicated clearly by the figures in Table 2, loan recovery performance for
PROPESA'’s group loans has consistently surpassed the performance of its individual loans. In
only one month, January 1991, did the percent of group loans fully on time fail to exceed 80
percent, and in this month the comparable figure for individual loans was less than 50 percent.
During the early months of 1991, the percent of PROPESA’s individual loan portfolio with
payments more than 30 days overdue exceeded 40 percent, while the maximum for group loans
never reached even 15 percent. By the end of 1991, more than 95 percent of group loans were
fully on time, with only 1 percent more than 30 days overdue, while the comparable figures for
individual loans were less than 75 percent fully on time and more than 13 percent seriously
overdue. Such figures are clearly of major importance for PROPESA’s decisions about the
future of individual loans relative to group loans, as discussed elsewhere in this report.

As noted above, for those periods when loans with overdue payments have reached significant
proportions, PROPESA has developed management information systems that have been able to
pinpoint the sources of the problem and, on the basis of this information, to institute
management techniques to deal with existing delinquency problems and to reduce future loan
delinquency. PROPESA’s management information system can, in particular, produce fully up-
to-date data each day on delinquency for its total loan portfolio (not only amounts overdue but
also the total value of loans with payments overdue) according to the following categories:
on time {icss than 5 days overdue);
5 to 30 days overdue;
. 31 to 60 days overdue;
. more than 60 days overdue; and

. in legal collection.

For analysis of the sources of loan delinquency and for actions to be taken, this information can
be further broken down, on demand, according to the following characteristics:

sex of the borrower;

. location (by comuna);
the borrower’s primary economic activity;
stated use of the loan,;

number of prior loans from PROPESA;

14



. source of funds for the loan;

. credit analyst responsible for the loan;
. whether it is an individual or a group loan;
. terms and conditions of the loan; and

schedule of payments due on the loan.

In practice, the main characteristics of delinquent loans that PROPESA monitors continually are
(in addition to how long overdue a loan is): whether the loan is an individual loan or a grcup
loan and the credit analyst responsible for the loan. Delinquency patterns of individual as
compared to group loans are monitored closely because the question of the extent to which
PROPESA should focus on one type of loan or the other is continually under review as a crucial
component of basic market strategy. The careful monitoring of the loan delinquency
performance of each credit analyst is based on the fact that PROPESA has found that this is the
over-riding factor in controlling loan delinquency. Moreover, based on performance, credit
analysts can receive incentive payments that increase their salaries as much as 50 percent -- or
they can be transferred to other jobs or terminated. Nonetheless, other characteristics of
delinquent loans are also maintained in PROPESA’s management information system to provide
the possibility of identifying other sources of loan delinquency and, consequently, implementing
new management techniques to maintain loan delinquency at acceptable levels.

PROPESA s ability to identify serious loan delinquency problems expeditiously and to deal with
them effectively can be illustrated by the actions that were initiated beginning in 1990. As
indicated in the preceding discussion of PROPESA's loan delinquency performance, overdue
loans in PROPESA's portfolio reached unacceptable levels during 1990. Because of
PROPESA''s focus on the total value of loans with overdue payments, rather than the traditional
focus of considering only the amount of payments overdue, PROPESA was able to identify the
onset of a significant increase in loan delinquency well before the amount of payments overdue
reached unacceptable levels.

The program to control loan delinquency that was implemented beginning in 1990 had several
key elements:

more restrictive loan repayment schedules;
more frequent visits to borrowers;
smaller initial loans;

. initiation of cosigner guarantees for individual loans;
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. procedural modifications to provide more rapid decisions for credit applicants;

. creation of a loan collection department to support the credit analysts in their loan
collection efforts;

contracting of a specialized outside firm to handle judicial proceeding against
delinquent borrowers;

. more rapid assignment of delinquent loans to judicial collection (even before 60
days) if prospects for recovery are thereby improved;

. surrender to PROPESA of mortgaged machinery and equipment by borrowers in
partial (or total) fulfillment of payments due;

development of a manual detailing effective loan collection procedures;
. re-assignment of credit analysts, including a focus on smaller geographic areas;
re-organization of borrower files according to the credit analyst responsible;

. preparation of daily information for each credit analyst with respect to payments
due and overdue from each borrower; and

. incentive payments to credit analysts according to their performance in loan
collection.

As discussed above, the results of this program can be seen clearly from Table 2, as loan
delinquency rates began to fall early in 1991 and continued to do so throughout the year and
approached acceptable levels by the end of the year. The slow but steady impact of PROPESA’s
action program on loan delinquency, except for the months of June and December when
delinquency fell sharply due to the write-offs of uncollectible loans noted above, was not due
to any slowness in identifying the problem but rather to the basic nature of the changes made -
- involving new ways of organizing PROPESA internally and new approaches to dealing with
all of PROPESA’s clients and not just "getting tough" with delinquent borrowers. Given the
nature PROPESA’s action program, basically the changes listed above, and the maturity
structure of PROPESA’s loan portfolio, it would have been difficult to expect substantial
reductions in loan delinquency in much less than six months. In any case, the greater focus on
group loans and the reorganization of PROPESAs credit analysts and the procedures involving
their contacts with clients, in addition to the other measures listed above, siould have a lasting
effect not only on PROPESA’s loan recovery performance but also its ability to select and deal
with clients from the Chilean micro-enterprise sector more efficiently.
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PROPESA'’s Provisions for Loan Losses and Write-Offs

As indicated by PROPESA’s balance sheets and income statements (see Tables 5 and 6 below),
there are three main types of provisions for losses. For all checks returned because of non-
payment, PROPESA, like other financial institutions in Chile, is required to make a provision
for the total amount of each check. However, a significant proportion of the value of these
checks is eventually recovered, so that PROPESA's financial statements also show a significant
offsetting income entry. In addition to provisions for losses on loans, PROPESA’s financial
statements also have a significant category of "other" provisions which are mainly amounts due
to employees but also include somewhat smaller amounts of miscellaneous provisions. In any
case, provisions for uncollectible loans are the most important category of provisions and will
be the only category considered in the present analysis.

The development of PROPESA’s approach to provisions for loan losses can be divided into three
periods: (1) from January 1989 to July 1990; (2) from August 1990 to May 1991; and (3) from
June 1991 to the present. In addition to provisiors for losses on loans, it is also necessary to
consider PROPESA’s loan write-off policy, which was developed at the end of the second period
and further refined during the present period. As a result of these developments, criteria for
providing for loan losses have become more precise and conservative to insure that provisions
are created and uncollectible loans are written off in a timely fashion.

Loan loss provision policy for the first period, from January 1989 to July 1990, was determined
at the initiation of PROPESA’s operations in late 1688, when it was decided to follow a policy
of provisioning the equivalent of 5 percent of the outstanding loan portfolio against losses. As
Table 4 indicates, provisions grew slowly during the first period, from $437,624 pesos in
January 1989 to $3,927,225 pesos in June 1990, always representing at least 5 percent of the
loan portfolio. Since PROPESA only granted loans to individuals during this period, provisions
reflected expectations of loan repayment behavior by individuals.

As indicated in the preceding section of this report, a significant worsening in PROPESA’s loan
delinquency became apparent during 1990, and this led to a decision to change the policy for
loan loss provisions in August 1990 to keep them more in line with the increasing proportion
of overdue loans. The months of August 1990 through May 1991 thus represent the second
stage in the development of PROPESA’s loan loss provision policy. During these months there
was a significant increase in provisions for loan losses, as shown in Table 4, as the percentage
of the loan portfolio to be provisioned was increased from 7.1 percent in December 1990, to
10.5 percent in January 1991, and 12.2 percent in February. From February through May,
provisions remained fairly stable at approximately 12 percent of the loan portfolio. In addition,
it was during this period that group loans were initiated and the methodology for such loans was
defined.
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Table 4

Provisions for Losses on Loans

(Pesos)

Year

Amount

Amounts Written Off

Total

Individual Loans

Group Loans

1989

e
. August

":Qc'!oberf ‘

February
. March
April
June
 August

October

*'November

December

 September
- October’

September

 Desemier

ey

- Sopemter

November

- December j

437,624

1,223,027

| L4656

1,621,283

1,621,283

618,812

Losme

1976756

2,985,041

3.404,291

3,927,255

5,547,049

6,198,838

6,664,894

7331721

10,012,120

13,256,031

emzos

15,920,207

16,030,415,

16,330,330

6,126,174

5,276,886

Csasam

4,940,822
7,236,837
8,690,242

6,773,695

U osasie T 7410009

o

Source: PROPESA
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Table 5

“ PROPESA Year-End Balance Sheets

{Thousands of Pesos)

1991

1990

Current Assets 293935 o

_Slght Dep051ts

“Time Deposits .

: ,cpaymcnts to Supphcrs

Overdue Loans

ans m Legal Collectlon

_Eqmpment L
Land and: Buﬂdmgs

Other Assets Lo 088

Accounts Recelvable L 13415

Loan Portfolio ,2~8 958

109,227 .
69,142
L@y

lessa 6
e
7055
- .-;:.4,308,,_,‘ T Rg
12812 1,038
R TR
. 140242 3
o1s9es
Last

17,011
19,988
L @91y

s 12,’65.1_3::

13,460

irrent Liabilities - 1254928 - 10¢
Bank Loans 2852

Accounts Payable
Provisions

,0vemiuc I.nans
4Bad Checks R

" Net Worth -

1223

550

s

81,996

Total Assets 408,850 186,949 76,

82583
e
oo 12746
e

43,220

 Total Liability and Net Worth
Source: PROPESA
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Table 6

(Thousands of Pesos)

PROPESA Yearly Income Statements

1991

1990

ting Tncome

Technical Assistance

_ Recovery of Prior Write-Offs =~~~ 1,55

osea1
s’ Te
L (10676)

125,892

59178
s 8997
663
062

TotalRecsipts 187,001

perating Expenses

. Services .
< Insurapce: o

_ Transportation

5,701
983
3980

__ Materials

_Miscellaneous

F:_“Iptﬁrcstvﬁxpvense_ L
Other Expenses .

Commissions

Deprecation -

Provisions

. Overdue Loans 14262

. Bad Checks 2213
" Other o 5515

o S 104319
Employee Compensation . Tmazs

. 6986
3,029 .i' =
.. 2,608

21880

o

g
22,1010

109,511

Coag3sy
34,947 o
2,503

2,707

166
2163
1,338

2,641

Sneis

23,107
e
L A
1680

441

550

ame

Source: PROPESA
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During the third period, from June 1991 to the present, various additional changes were
implemented in PROPESA'’s policy for loan loss provisions. There was also a change in
PROPESA's loan write-off procedures, resulting in more timely writing off of bad loans. Befere
June 1991, losses from delinquent loans not consid:red collectable were reflected in PROPESA’s
income statement through adjustments in provisions, but such loans continued to be carried in
PROPESA'’s loan portfolio and hence on PROPESA’s balance sheet. However, in June 1991
loans considered uncollectible were written off in the amount of $10,209,388 pesos, which
reflected loan losses not only for 1991 but also for the prior years of 1989 and 1990. As
indicated in Table 4, this write-off caused the amount of provisions for bad loans to fall sharply
from May to June, and, as discussed in the preceding section of the report, the equivalent fall
in delinquent loans in PROPESA's loan portfolio gave the appearance of a major improvement
in PROPESA s loan delinquency situation. Again in December it was decided to write-off major
amounts of unrecoverable loans, this time $9,764,546 pesos. For the future, loans are to be
written off on a month-by-month basis after all avenues of legal collection have failed, and the
amount to be written off in 1992 is expected to reach about $4 million pesos.

During the third period, the first change in loan loss provisions implemented by PROPESA was
to fix the level of provisions at 20 percent for overdue loans and 40 percent for loans in legal
collection, but without any distinction between individual and group loans. This was a
significant change in PROPESA’s loan loss provision policy from a given percentage of the
whole loan portfolio to percentages that recognized the greater riskiness of overdue loans and
the even greater riskiness of loans in legal collection. This methodology was used from June
through September 1991, and PROPESA's loan loss provision policy was further refined in
October 1991 when it was recognized that, although group loans had much lower levels of
delinquency than individual loans, once group loans became overdue the risk of uncollectibility
was much higher than for individual loans. In October 1991 the parameters for loan loss
provisions were consequently adjusted to those that are still in use:

20 purcent for individual loans with payments more than 60 days overdue;
. 40 percent for individual loans in iegal collection;

40 percent for group loans with payments more than 60 days overdue; and

80 percent for group loans in legal collection.
The situation at the end of 1991 suggests that the amount of PROPESA'’s provisions for losses
due to uncollectible loans should be fully adequate. Against loans with payments more than 30
days overdue of slightly less than $15 million pesos, PROPESA has provisions of approximately
$6.7 million pesos. Moreover, the introduction of the present system of loan loss provisions and
write-off has led to a charge against income of about $14 million pesos for 1991, thereby making

1991 appear to be an unusually unprofitable year, as discussed in the next section of this report.
Nonetheless, PROPESA'’s present system of provisioning against loan losses could be improved
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further by making provisions against all categories of loans, including those less than 60 days
overdue and even those fully on time, to reflect the probability of future non-recovery for each
category of loans.

PROPESA’s Financial Statements

PROPESA'’s year-end balance sheets for 1989 through 1991, presented in summary form in
Table 5, reveal an institution that is growing rapidly and is well capitalized. PROPESA’s main
liabilities are short-term bank loans that are used to fund its loan portfolio, and traditional
measures might suggest that these current liabilities are not adequately balanced by liquid assets.
However, PROPESA has been able to extend or replace these short-term loans with no difficulty
and, in fact, has several other potential lenders that appear eager to have PROPESA among their
clients, because PROPESA is well capitalized and has been able to demonstrate adequate loan
recovery to manage its liquidity effectively, but especially because these loans are covered by
an ACCION-USAID loan guarantee program. Among the other aspects of PROPESA's balance
sheet worth noting is the purchase of a building during 1991 that is partly (conservatively)
funded by a mortgage loan. Other major items on PROPESA’s balance sheet that are discussed
in detail elsewhere in this report are PROPESA’s loan portfolio and provisions, especially for
overdue loans.

PROPESA'’s yearly income statements for 1989 through 1991, presented in summary form in
Table 6, reveal an institution for which total receipts have consistently and substantially exceesded
total expenses. However, a high percentage of these receipts is in the form of donations from
both foreign and domestic sources, so that PROPESA is not currently self-sustaining in the sense
of being able to generate adequate operating income to cover its expenses. It is not surprising
that for 1989, the first full year of PROPESA's operations when the organization and its systems
were just being developed and the level of income-generating activity was still relatively low,
operating income was far below expenses. In fact, during that year PROPESA’s operating
income, primarily interest on loans but also including some income from the provision of
technical assistance, was less than one-fourth the amounts received from domestic and foreign
donations and covered only about one-third of PROPESA’s total expenses.

PROPESA’s performance during the next year, 1990, showed substantial progress toward self-
sustainability, as might be expected from an organization that was developing an effective
organization and efficient operating systems while growing rapidly in its income-generating
activities. Operating income for that year exceeded the amounts received from domestic and
foreign donations and covered more than two-thirds of PROPESA'’s total expenses. During
1991, however, there was no further progress toward sustainability, as operating income was
approximately equal to the amounts received from domestic and foreign donations and continued
to cover about two-thirds of total expenses. Part of the explanation for the failure of
PROPESA's performance to continue to improve in 1991 can be found in the major increase in
provisions for losses from delinquent loans, as explained in detail in the preceding sections of
the report. Nonetheless, the major factor was a more than doubling of PROPESA’s employee
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compensation from 1990 to 1991, along with similar increases in certain other operating expense
categories, without a commensurate increase in income-generating activity -- as shown in Tables
5 and 6, respectively, PROPESA’s loan portfolio and interest income each increased by less than
50 percent from 1990 to 1991.

The figures for 1991 suggest that PROPESA had prepared for a much higher level of income-
generating activity that subsequently failed to materialize, and discussions with PROPESA’s
management confirm this conjecture. PROPESA had in fact anticipated much higher levels of
lending based on increased funding from international development agencies and had
consequently increased its staff substantially and incurred various other operating expenses, but
this funding did not become available on a timely basis during 1991. The lack of timeliness on
the part of international development agencies reveals one of the dangers of depending on such
institutions in crucial ways. As indicated in the discussion of spreads in the following section
of the report, PROPESA has moved to establish a wider range of commercial ties, especially
with banks, to attempt to assure more timely sources of funding at reasonable cost. The main
lesson for PROPESA from this experience is the danger of depending on sources of funds that
initially appear to be low cost but may not in fact be so inexpensive in the long run when all
aspects of cost are taken into account.

The foregoing experience suggests that the possibility of continuing to depend significantly on
donations to enhance total receipts and thereby filling the gap between operating income and
expenses may not be such an attractive option. Even if it were possible to assure a steady flow
of donations into the long run on a timely basis, securing a reliable and continuing flow of
donations requires pleasing potential donors -- which may not always be consistent with
PROPESA’s basic objectives of providing financial services as efficiently as possible to as many
micro-enterprises as possible. In addition, the monitoring requirements imposed by donors to
insure that the uses of donated funds are consistent with donor objectives are often very costly.
Both these points are addressed in the following section that discusses PROPESA’s spreads. In
particular, to the extent that PROPESA’s objectives are not to provide subsidies to micro-
enterprises but rather to provide them with access to financial services, PROPESA should
attempt to cover its costs through adequate charges and allow donor funds to be allocated to
other activities that may in fact warrant continuing subsidies.

PROPESA'’s Spreads

As can be seen from Table 7 and the accompanying graph, the most notable feature of
PROPESA's spread between its weighted cost of funds and the weighted interest rate on its loan
portfolio is the substantial variation over even short periods of time. These fluctuations derive
primarily from fluctuations in the cost of funds, as the weighted interest rate on PROPESA’s
loan portfolio is relatively stable. However, this stability is not necessarily advantageous as it
reflects a portfolio composed primarily of loans of three to six months’ duration at fixed rates
of interest -- which thereby exposes PROPESA to certain risks from fluctuations in the cost of
funds. Although PROPESA is aware of these risks and has shortened its maturity structure
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Table 7

PROPESA Interest Rate Spreads

Month

Weighted Monthly
Interest Rate for
Funds™

Weighted Monthly
Interest Rate on
Loans
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_'I~_kj:g‘end-October _
mid-November

:':,};md-December ks

mid-January

mid-February

" end-February

mid-March

end-March
mid-April

mid-May

mid-June

mid-July

Coemddly
_mid- August
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;';'_::jend-September'-"' 109
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: ,_,end-November'i L
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cnd-Novembcr R s
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. endeApsl 182
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Source: PROPESA
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. for own funds, the rate of inflation most recently announced by the Central Bank;
. for funds from the Inter-American Development Bank, the interest rate paid on savings deposits.



Figure |

PROPESA Interest Rate SJ’
August 1900 — December 1
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Month

Source: PROPESA

appreciably, PROPESA’s management thinks that it would be very difficult to market variable
interest rate loans to its clientele. This leaves two possibilities to deal with the risks from the
mismatching of maturities: (1) attempt to reduce fluctuations in the cost of funds by lengthening
funding maturities or by some other device; or (2) attempt to increase the average spread to
compensate for the risk of maturity mismatching by either reducing the average cost of funds
or by increasing the average interest rate on loans.

With respect to the first option, it is important to note that a significant portion of PROPESA’s
funds comes from its own resources or from international development agencies, and the cost
of these funds is therefore imputed rather than actually paid to an outside entity. (For its own
funds, imputation is at the rate of inflation announced most recently by the Central Bank; for
funds from the Inter-American Development Bank, it is the interest rate paid on savings
deposits.) The imputation of these costs is essential for maintaining the value of PROPESA’s
equity, but the level and variability of these costs should not distract attention from the
importance of interest costs actually paid to outside entities. In the past, PROPESA has focused
appropriately on obtaining access to credit from commercial banks, but given its success in that
endeavor it now needs to shift its focus more toward obtaining bank credit (or credit form other
types of financial institutions) on the most favorable terms, including two dimensions -- interest
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rates and maturities. The fact that PROPESA has at times curtailed credit from high cost
sources indicates its awareness of the problem, but it might also want to consider obtaining
better technical expertise for its cash management activities.

With respect to the second option, PROPESA needs to increase its spreads not only to
compensate for the risks from the mismatching of maturities but also to help cover its costs,
especially since it continues to run losses. PROPESA seems to believe that it cannot raise
interest rates on loans beyond the limits imposed on regulated lenders (e.g., commercial banks).
In fact, however, it is not clear that these limits would ever be applied to PROPESA, nor is the
issue borrower willingness to pay, as PROPESA already imposes fess that raise total costs to
borrowers abeve the restricted level. Rather, the issue seems to be the possible adverse impact
of higher interest rates on the image of individual members of PROPESA's Board of Directors -
- a not unreasonable fear for someone asked to volunteer time for a non-profit institution.

With respect to the possibility of reducing the cost of funds, there is an ever-present danger that
PROPESA might decide to attempt to solve its problem in the short run by focusing excessive
attention on obtaining subsidized funding from donors. In the long run, however, the
dependency that arises from such a focus has been the undoing of many otherwise successful
financial institutions, and in the case of PROPESA it is already possible to see the excessive
costs imposed by the reporting requirements of international development agencies (as, for
example, when these agencies insist on detailed reports on the use of their funds even though
such reporting is totally arbitrary because of iungibility and does not deal with the basic issue
of PROPESA's overall performance). The most promising route to a lower cost of funds may
be to seek to develop means of mobilizing funds directly from the Chilean public. Even though
PROPESA is (correctly) not permitted to accept deposits from the public without becoming a
fuily regulated financial institution, there may nonetheless be other mechanisms to achieve a
similar result -- which would be especially beneficial if PROPESA could mobilize funds from
its own borrowers through "deposit-like" instruments and thereby provide them with valuable
liquidity services.
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Conclusion
Four main conclusions can be drawn from this evaluation of PROPESA:

1. PROPESA'’s micro-enterprise support program has had highly favorable and significant
impacts on PROPESA’s clients in terms of the key indicators -- increases in value added
and increases in wage rates and employment opportunities -- and, at the same time,
PROPESA has come to reach a clientele of much smaller micro-enterprises, largely
through the introduction of group lending;

2.  PROPESA has confronted serious loan delinquency problems and, through the design and
implementation of effective loan recovery techniques, has overcome these problems and
emerged as a stronger institution;

3. PROPESA has not yet been able to demonstrate that it can cover its operating expenses
with operating revenues and thus continues to depend on donor funding, thereby implying
the viability of PROPESA and the custainability of its programs has not been insured;
and

4. The comparison of PROPESA’s benefits -- the value of the positive impact of its
programs on its clients -- with PROPESA’s costs -- the operating losses that it has
sustained since the initiation of its operations -- yields an extremely favorable result with
a rate of return of more than 200 percent, as calculated and explained in detail in the
annex to the evaluation report.

Because of the relative success of PROPESA, there are few major recommendations to be made
except, perhaps, with respect to promoting PROPESA's long-run viability. In the long run,
reliance on donor funds cannot, by definition, insure PROPESA's sustainability in the sense of
enabling PROPESA to cover its operating expenses with operating revenues. In fact, heavy
dependence on donor funding may even present a barrier to PROPESA'’s viability by imposing
unnecessary monitoring costs and constraining PROPESA's behavior in ways that may prevent
it from charging fully market rates of interest on loans or from seeking the most opportune
sources of funds. With respect to sources of funds in particular, PROPESA should seek out
every option to mobilize savings from its micro-entrepreneur clients, not only to secure
additional funds for itself but also to become a complete financial institution that provides a full
array of services to its clients, including the provision of liquidity services through savings
mechanisms.
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