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. EXECUTIVE SUMMARY

Peru has more than 7.3 million microentrepreneurs and small farmers who are predominantly
poor and largely excluded from access to formal sector services. Credit and other financial
services have proved important in helping these people improve their standards of living. But
after more than a decade of donor support to institutions providing microfinance services, there
were still only approximately 240,000 micro credit clients in Peru at the end of September 2000.
Micro credits are given primarily by Municipal Savings and Loans, Rural Savings and Loans,
EDPYME:s (regulated institutions for micro financing), NGOs and Mibanco (Figure 1). The
purpose of USAID/Peru’s Microfinance Growth Activity (MIGA) is to significantly expand and
diversify the provision of financial services by building sustainable institutions operating within
a facilitative policy and regulatory environment.

The policy and institutional environment
for growth of the micro finance sector is
positive. First, numerous institutions are
dedicated to delivering microfinance
services through the application of best
practices. Second, the legal and
regulatory system has become
increasingly conducive to growth of the
sector, and the Government of Peru
(GOP) has demonstrated a willingness to

Figure 1. Share of microcredits, September 2000
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continue this trend. Finally, donors and

other support institutions are expected to
provide significant support to the sector over the coming years.

The Microfinance Institutions Growth Activity (MIGA) will focus on strengthening high
potential institutions, improving the policy and regulatory environment and providing capital
support to microfinance institutions. Key to achieving the aggressive goals set for MIGA is
leveraging USAID’s limited resources for the microfinance sector by working with other donors
and financial and support institutions inside and outside of Peru. Activity components include:

(1) Technical assistance and training to microfinance institutions. Based on assessments of
the institutions’ strengths and weaknesses (this Activity design is based on an analysis of
10 of Peru’s microfinance institutions), integrated programs of T.A. will help committed
institutions to increase their scale, to expand geographically and to add important new
services to their product mix, especially deposit services. While USAID will favor
institutions providing loans under US$400 (currently mostly NGOs) to the poorest
Peruvians, selected assistance will also be provided to other types of institutions,
including EDPYMEs and municipal S&Ls. T.A. and training will be implemented under
an expanded Cooperative Agreement with the local institution COPEME, supported by a
long-term contract for high quality international assistance under the SEGIR 1QC.

WEIDEMANN ASSOCIATES, INC.
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(2) Financial sector support, specifically to improve the policy and regulatory environment.
This component will feature technical support to the SBS to develop norms, regulations
and examination capabilities to effectively supervise microfinance programs. It will
address key constraints to development of the sector, including the privatization of the
Municipal S&Ls. USAID will actively promote coordination and dialogue among key
elements of the GOP and among other donors in implementing this activity. The SEGIR
IQC will provide most of the technical support under this component.

3) Capital support to microfinance institutions. This component will utilize modest USAID
resources to leverage private commercial and other donor financing for critical, timely
equity and credit support to microfinance institutions. The equity bases of these
institutions will be increased thereby enabling them to obtain licenses from the SBS and
to attract increased formal financial market funding. The participation of new investors
experienced in financial management will be encouraged to strengthen the institutions’
governance structures. The program will involve both grants and loan guarantee
facilities, and will also pursue the creation of a local second story credit facility that pools
the resources of multiple donors.

Total planned USAID funding for MIGA is almost $10 million. Of this amount, more than half
will be provided for the Technical Assistance and Training component. Approximately $US 1.8
million will be budgeted for the Capital Support component, and another $US 1.2 million for
Financial Sector Support.

The five year MIGA Activity comprises part of USAID/Peru’s Strategic Objective 2 “Increased
Economic Opportunities for the Poor in Selected Economic Corridors,” and will lead directly to
Intermediate Result 2.2 “Increased Availability of Microfinance Services.” The indicator targets
for IR2.2 are:

e Number of microfinance clients served increased by 300 percent,
e Number of poverty loans (<$400) increased by 300 percent, and
e Number of micro savers increased by 100,000.

Each of the indicators listed above will be gender disaggregated as a function of percentages.
USAID will strongly encourage microfinance institutions to apply best practices, and will
emphasize strengthened operations and financial management. Institutions that can demonstrate
improvements in lowering operating costs, increasing sustainability, diversifying services and in
maintaining low delinquency rates will be the focus of USAID support. Where feasible, USAID
will condition assistance on the incremental improvements of these indicators.

MIGA will be obligated under a bilateral agreement. Management of the Activity will be the
responsibility of the SO2 Team Leader, the Microfinance Specialist and the Activity Manager.
The Team will participate actively in policy and technical areas affecting the sector, and will
assume a leadership role in coordinating with the GOP and other donors.

WEIDEMANN ASSOCIATES, INC.
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. STATEMENT OF PROBLEM AND ACTIVITY RATIONALE

The SO2 strategy focuses on the large segment of the population classified as “poor,” as
measured by such indicators as the lack of availability of sufficient resources to meet basic food
and other living requirements. In 2000, it was estimated that more than one of every two
Peruvians was classified poor. The current trend of low domestic and international investment is
likely to continue over the next several years, resulting in dim prospects for substantial new
formal sector job creation.

According to INEI (National Institute of Statistics and Information), in 1999 there were
approximately 7.3 million economically active people engaged in microenterprises and small
farming. (USAID/Peru defines microenterprises as those businesses with 10 or few employees.
This is an important distinction, as other institutions, including commercial banks and even some
Government entities, define microenterprise by a business” assets or by the size of its loan.)
These people and their family members comprise the majority of Peru’s poor. The poor
generally do not have access to the benefits and services that can lead to improved standards of
living. One of the most important of these is financial services. Without access to reasonably
priced credit, most microenterprises are unable to acquire the working capital or investments
required to expand and to increase sales. Without deposit services, the poor cannot properly
manage their meager and uneven flow of earnings, neither can they be sure of the security of
their savings. And without access to other financial services such as transfers, leasing and
insurance, many people are excluded from important opportunities to increase their incomes and
to reduce their risks.

Financial services have proven to facilitate the welfare development of the poor in Peru and
throughout the world. For more than 10 years USAID and other institutions have supported the
expansion of microfinance activities in Peru, although the most rapid expansion of the sector
occurred during the past two or three years. As of December 2000 there were approximately
240,000 microcredit clients in Peru, excluding loans made by commercial banks to
microenterprises, consumer credit by banks and pawn loans. Municipal Savings and Loans and
Mibanco in urban areas and Rural

Savings and Loans in rural and Table 1. Credit by microfinance institutions, Sept. 2000.
urban areas were serving most of Loan Average
these clients. The total loan L Number  Portfolio  Amount

. e Institution of loans US$ US$
portfolio stood at US$226 million, Municipal S&L 107,583 102,368,421 952
for an average outstanding loan Rural S&L 35,037 58,223,044 1,662
balance of US$833 per client. EDPYMEs 20,904 24,239,203 1,160

Mibanco 50,964 27,690,185 543

Only a small fraction of the poor, NGO (estimated) 56,559 13,338,812 236

hil beine served in Tota.ll. _ 241,047 225,859,665 833
meahwhtie, are being , Bolivia with similar 439,000 381,000,000 870
Peru’s rural areas and in particular institutions, 2000

the economic corridors
emphasized in USAID’s Strategic Objective 2. USAID’s programs to support microfinance over
the past five years were successful in providing initial support to institutions operating in some
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of these economic corridors, but weak management and limited capital have restricted the ability
of these institutions to serve larger numbers of the poor. As of September 2000 all of the NGOs
and EDPYMEs in Peru were serving about 72,000 clients.

In estimating Peru’s potential microfinance market it is useful to study neighboring Bolivia,
where nearly half a million poor clients now benefit from financial services. This represents
about seven percent of the population. Although Peru’s Per Capita Income is much higher than
in Bolivia, the distribution of income is similar. In both countries the poorest 80 percent of the
population earn approximately half of total income (World Bank, 1997). Assuming Peru’s
potential microfinance market also represents about seven percent of its population, the total
potential number of clients is over 1.8 million.

Therefore, only about one sixth of Peru’s potential market is currently being served. By
strengthening Peru’s microfinance institutions, including their ability to access increased capital,
USAID can make significant progress towards providing this potential market with financial
services.

Although Peru’s economy is expected to grow at a reasonable pace (see Economic Analysis in
Annex B) during the next five years, it will not be sufficient to provide jobs to the millions of its
citizens who depend on self-employment and small farming. The causes of Peru’s highly
unequal income distribution (educational opportunities, access to infrastructure, lack of land
titling, racism, to name some of the principal ones) cannot hope to be solved during this short
period. Therefore, the number of Peruvians engaged in microenterprises will likely increase, and
these people will require services to support the difficult, competitive environment in which they
operate.

The potential for microfinance institutions to rapidly accelerate their ability to serve poor
Peruvians is very promising. The economic and financial policy and regulatory structures are
liberalized. The untapped market is large. There are a number of microfinance institutions with
the potential to diversify and grow. And finally, the donor community is poised to provide
additional support to this important sector.

The rationale for USAID’s Microfinance Growth Activity (MIGA) is built primarily on the
recognition that the sector’s principal obstacle to growth is the lack of institutional capacity
within the microfinance institutions. The most important obstacle is not loan portfolio financing,
as there are numerous sources of funding available to capable institutions, including multi-lateral
agency funds, Government of Peru funds, and commercial sources of funding. Although one
should not diminish the importance of financing in the growth of the sector, institutional capacity
is clearly a more fundamental pre-requisite.

USAID, with its strong field presence and deeper experience than other donors in the
microfinance field, is ideally suited to accomplish the goal of institutional strengthening. From
the perspective of resource leverage, USAID’s greatest potential contribution is through
increasing institutional capacity. By building strong institutions operating within a facilitative
policy and regulatory environment, USAID will be able to optimize its contribution to the sector.
By emphasizing well-placed technical assistance and training for microfinance institutions, we

WEIDEMANN ASSOCIATES, INC.
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expect that USAID can contribute to a tripling of the number of microfinance clients over the
next five years. Furthermore, by supporting the transition of microfinance institutions to full
service financial intermediaries, we will have accomplished the significant mission of building a
fully sustainable system. Once these microfinance institutions are able to capture public deposits
and to access multiple financing sources, they will no longer require donor support. At that time,
which may occur by the end of this Activity’s five-year horizon, USAID will be able to claim
success and our support will no longer be required for these institutions.

WEIDEMANN ASSOCIATES, INC.
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lll. ACTIVITY GOAL AND PURPOSE

The Goal of the MIGA comprises part of the Mission’s integrated strategy of Increased
Economic Opportunities for the Poor in Selected Economic Corridors (SO2). The strategy is
built on successes and experience gained during the second half of the 1990’s, in which the
Mission helped microfinance institutions extend credit to thousands of poor Peruvians. Through
the Activity, USAID/Peru hopes to significantly reduce poverty by making vital financial
services available to a wider population.

The purpose of the MIGA is to significantly expand and diversify the provision of microfinance
services through a highly focused and intensified set of interventions. Fully sustainable and
growing financial institutions operating within a facilitative policy and regulatory environment
will provide these services. Services will be expanded in terms of the number of poor served, as
well as geographically to serve many of the under-served and un-served areas of the country.
Services will be diversified by making additional services available to help the poor manage their
often-fragile financial lives, including the provision of savings, transfers, life insurance and other
services.

Paitnership, Stewardship, Service
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IV. POLICY AND INSTITUTIONAL SETTING

A.  Policy Environment

A variety of financial institutions, both regulated and non-regulated, are now serving small and
microenterprise clients, including commercial banks, Municipal Savings and Loans, Rural Savings and
Loans, Credit Unions, EDPYME:s and financial NGOs. A wide range of commercial enterprises,
including small local stores, also provides financial services as part of other business activities.

The legal setting is microfinance-friendly. Microfinance institutions can be formed and make
loans without license from the SBS. With about US$260,000 of equity an EDPYME can be
formed, which is regulated by the SBS. An EDPYME can access funds from COFIDE, a
government owned financing institution, and enjoys certain tax benefits as a regulated
financial institution. With about $US1,400,000 of equity and a “B” rating from a recognized
independent rating agency, an EDPYME is eligible to graduate to “Module 17 of the current
Banking Law. This Module 1 status, which has yet to achieved by any EDPYME, allows the
institution to mobilize public deposits. The existing legal system and currently required levels
of equity are encouraging the formation of EDPYMEs. The SBS is supportive of development
microfinance institutions, having licensed 12 EDPYME:s to date. Ten EDPYMES are actually
operating.

COFIDE, which is majority owned by GOP, is a leader in financing for EDPYMESs, having financed
seven of the 10. Given the newness and weaknesses of most of the EDPYMEs, financing seven of 10 is
a relatively aggressive financing policy. COFIDE does express concerns about the performance of this
portfolio.

In summary, Government policy has facilitated the development of formal microfinance institutions in
Peru. Because of the current transition in government, past interventions by the government in delaying
agricultural loan payments and the continuing economic recession, uncertainty exists within the
industry. In particular there is concern that in the next few months government sponsored loan
forgiveness programs may become a complicating issue for microfinance institutions, or that a
government sponsored bank for the poor will be established. Even though these events could have
major impacts on the industry, they do not now appear to be sufficiently imminent to be restricting
development of the industry.

Paitnership, Stewardship, Service
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B. Institutions

B.1 Commercial Banks

Several commercial banks do a significant amount of lending to small and micro clients. Mibanco
specializes in microfinance, while Solucion, a unit of Banco de Credito focusing on small enterprises,
has added an impressive portfolio of microlending to its initial consumer-lending portfolio. Other banks
make small loans, not as a directed policy, but as a byproduct of their many operations in the financial
sector, such as Wiese Sudameris and Serbanco

(Table 2). Commercial banks are expected to Table 2. Microloans in banks, May 2000.
increase the number of small and micro loans Lg?l;_ bNO- of i\Vg-
over the coming years. Since commercial portiotio orrow oan
banks will not l%kyely be tshe source of the _ Bank ____ USS million __-ers US$

. . A Wiese Sudameris 53.08 13,004 4,082
microfinance sector’s major expansion, they Mibanco 2267  44.830 506
will probably not receive much USAID support Solucion 18.24 22,101 825
under the MIGA. Nevertheless, those banks Serbanco 5.33 3,701 1,441
that focus on microfinance as part of their From Owens and Tucker, Report on USAID/Peru

operations will be eligible for USAID support. Microfinance Strategy, August 2000, p.6. Data from SBS.

B.2  Municipal Savings and Loans

The system of fourteen Municipal Savings and Loans (Cajas Municipales) are owned by municipal
governments. As a group they operate 79 offices in all regions of Peru. As of August 2000 their loan
portfolio totaled US$151 million, and their deposits from clients totaled about US$88 million. Deposits
during the year 2000 declined by 15 %, while the loan portfolio increased by 34 %. The two largest
municipal S&Ls at Piura and Arequipa account for about half of deposits and loans of all 14.

These institutions often compete directly with EDPYMEs and NGOs for micro credit clients as well as
for human resources. At the time of this writing, the SBS is reluctant to approve new applications for
expansion of services by the municipal S&Ls until they are privatized. USAID shares this view, and
strongly supports the privatization process. We believe that the stronger institutions with solid
management, financial capabilities and good physical infrastructure, will become important contributors
in microfinance markets as they achieve privatization. USAID will only work with privatized municipal
S&Ls that commit to privatization and that show good prospects for financial sustainability.

B.3  Rural Savings and Loans

There are twelve Rural Savings and Loan (Cajas Rurales) institutions in Peru. Their equity is
financed with private capital. These institutions are authorized to collect deposits from the
public. About 100,000 people have deposits with the rural S&Ls, totaling about US$17 million
as of August 2000. The loan portfolio in August 2000 was about US$56 million, with about
31,000 loans. The rural S&Ls operate 52 offices in Peru. Initially these institutions focused on
serving agricultural production, but several now compete with microfinance institutions in the

WEIDEMANN ASSOCIATES, INC.
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cities and towns. Because the rural S&L institutions are heavily influenced by political interests
and funding, and because their owners are largely insolvent, this Activity will not likely provide
support to these institutions. USAID will only work with these institutions should these limiting
factors be corrected.

B.4 Credit Unions

Credit unions in Peru are closed in the sense that only members may borrow from and have savings
accounts, and that they are associated with people at their work place or in their community. A recent
USAID sponsored study reported the loans of the ten largest to be US$114 million in March 2000, and
savings deposits of US$123. The Federation of Credit Unions, under the direction of the SBS,
supervises these institutions. Few microfinance institutions mentioned Credit Unions as significant
competitors. Credit Unions would require significant USAID resources in technical assistance and
regulatory support. We believe the investment is not warranted because of their limited outreach,
relatively weak administration and the lack of an active role by the SBS in supervising them.
Furthermore, their lending tends to be for consumer credit, while the percentage of their loan portfolio to
microenterprises and the poor is small.

B.S EDPYMEs

The Government of Peru authorized EDPYMEs to be formed in 1996. Most were formed in 1997 and
1998 and most were formed from NGOs that previously were operating credit programs. By becoming
an EDPYME the institution can access funds from COFIDE. Most of the EDPYMEs are small
institutions, with less than US$2 million in loan portfolio. EYDIFICAR (which absorbed Confianza) is
the largest with a loan portfolio of nearly $US10 million. Proempresa and Crear Tacna are the next
largest. Both EDYFICAR and Proempresa hope to become authorized as a Module 1 EDPYMEs
sometime in the year 2002 or 2003.

EDPYME:s will likely become the dominant type of organization providing micro loans, especially to
residents of smaller towns and rural areas. As such, we expect them to receive considerable support
from USAID under the MIGA Activity.

B.6 Non Governmental Organizations (NGO)

There are between 40 and 50 NGOs providing micro credits in Peru. SINFONED estimates that 28 of
the principal NGOs provide micro loans to 57,000 borrowers, for a value of US$13 million. Many of
these NGOs operate in the smaller towns and rural areas. Village banking is the dominant credit
methodology among these institutions, though solidarity groups are also common. Few institutions
administer individual loans.

Most of the NGOs are relatively weak organizations, still heavily depending on donor financing for their
loan portfolio and to cover a portion of their operating costs. Only a few of the larger NGOs are
expected to become EDPYMEs. The SBS does not view favorably the conversion of a large number of
NGOs to EDPYMEs. Furthermore, if as an outcome of increased competition the microfinance market
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becomes saturated before these institutions reach a sustainable size, they will be under pressure to merge
with other financial institutions or find other lines of business. In any case, USAID will focus its
attention on the potentially sustainable NGOs.

B.7. COPEME - A Technical Assistance and Training Support Institution

COPEME, the Private Consortium for the Promotion and Development of Microenterprises, is
Peru’s principal source of non-financial assistance for microfinance institutions. COPEME’s
microfinance support program is financed by USAID, while the IDB and the Ford Foundation
provide assistance to COPEME in other areas. About 27 microfinance institutions, made up of
NGOs and EDPYME's, are members of the COPEME microfinance assistance program.
Nonetheless, other financial institutions, including banks and S&Ls, are eligible to attend
COPEME's courses and even to receive other forms of assistance.

The microfinance training program implemented by COPEME has been particularly successful.
Frequent well-attended courses are covering nearly all direct costs and attracting more and more
participants. The technical assistance program is being implemented with several microfinance
institutions. Nonetheless, this program is still modest in size and COPEME will require
strengthening in order to more effectively implement its T.A. program. Finally, COPEME has
developed an excellent body of financial data on each of its member institutions. This
instrument, implemented under SINFONED, makes adjustments in financial data in order to
objectively compare results from one institution to another. This information is valuable to
microfinance institutions” management, but is also a potentially powerful tool for donors and
potential investors. COPEME is essence is developing a “rating” tool for participating
institutions.

WEIDEMANN ASSOCIATES, INC.
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V. STRATEGIC APPROACH

The environment for microfinance expansion in Peru is positive. The MIGA Activity will build on
existing components; focusing USAID resources on those components that most effectively employ the
resources of USAID to encourage growth in the number of people served and improved financial
strength of the service providers.

A.  Principles Guiding the Activity
Implementation of the MIGA will be guided by six underlying principles:

Build on existing system of microfinance within a competitive context,

Require best practices by microfinance institutions serving poor microenterprises,

Focus USAID’s limited resources on the activities that best achieve the measurement indicators,
Continue development of an effective and appropriate regulatory environment,

Support strengthened ownership/governance of microfinance institutions through privatization
(of Municipal S&Ls) and by attracting new investors,

6. Leverage the impact of USAID resources by collaborating with other donors and Government of
Peru.

M

A.1. Build on Existing System of Microfinance

The components for a successful microfinance industry are already in place, although in varying levels
of development. Essential components are:

1. A legal system that allows formation of financial services companies and supports enforcement
of loan contracts.

2. An economy of low inflation.

A regulatory and policy environment that permits institutions to receive varying levels of

operating authority from the Superintendent of Banks and Insurance (SBS) as they improve their

operations

4. More than three-dozen regulated institutions providing microfinance services to a wide variety of
clients along with another three-dozen or more non-regulated financial institutions. These
providers provide services in most regions of the country and have plans to provide services in
all departments of Peru. There is no need for additional new institutions.

5. Donors and the Government of Peru provide funds for microfinance institutions, both for lending
operations and for institutional development. Funds may be reimbursable or not reimbursable,
with or without cost.

(98]
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Currently there are more than 50 companies in Peru dedicated completely to microfinance, or that have
major parts of their businesses dedicated to microfinance. There are a sufficient number of institutions
that have several years of experience, want to expand the number of micro borrowers and savers, and
show reasonably good performance that USAID can achieve the goals of this Activity without needing
to encourage the development of new institutions.

Likewise, the policy and regulatory environment is capable of supporting the existing microfinance
institutions. The efforts of this Activity will be to strengthen and improve the policy, regulatory and
supervisory environment to enhance the number of micro entrepreneurs receiving financial services.

A partial system of funding is in place. Most institutions begin with donor funding. As they grow and
improve their operations, they may apply to COFIDE, a government funding agency for regulated
institutions. COFIDE can supply partial funding. Microfinance institutions still must find other sources
of funds, usually the same donors that provided initial funding.

After demonstrating good performance over time, these institutions may accept public deposits to fund
their finance activities. This activity will support a limited funding component that will help selected
institutions speed the process to securing permanent funding sources.

A.2. Require Best Practices of Microfinance

USAID has been in the forefront of developing and applying best practices for microfinance around the
world, and in Peru. Some of these best practices include: employment of proven credit methodologies,
sound financial policies, effective management information systems and the utilization of employee
performance incentives. Most of the important microfinance institutions receiving support from USAID
through the Microfinance Initiative have accepted, in principle, the use of best practices, and are in
varying stages of implementation. However, Activity managers must insist that future activity benefits
are dependent on meeting these best practices as they can be applied in Peru.

A3 Focus USAID’s Limited Resources on Activities that Best Achieve Measurement
Indicators

The needs are great; the resources few. Achieving the measurement indicators with the expected
level of resources requires careful identification and selection of those activities that will most
expand the number of microfinance customers, especially those receiving loans under $400 and
those participating in micro savings.

Increased impact will occur through wise use of USAID resources to support technical
assistance, training, regulatory and policy development and critical funds placements.
Interaction with donors and those parts of the Peruvian Government with similar objectives is
expected to provide multiple benefits, such as maintaining a beneficial policy environment, and
helping other donors to provide funding for those areas receiving technical support.
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USAID will focus its attention on supporting institutions to become self-sustaining. This will be
accomplished only if microfinance institutions are serious about becoming full financial service
intermediaries. It will be necessary to develop new products and services that will be mutually
important to institutional sustainability as well as the financial well being of their clients. The
most important of these services will be deposit mobilization. Other important services will
include transfers or possibly leasing. Finally, microfinance institutions will have to review and
revise their credit products in order to better meet the needs of their clients in a more competitive
market.

USAID will also focus helping microfinance institutions to diversify their source of loan portfolio
financing. In addition to savings, these institutions should look to other local and international sources,
including commercial banks, new investors, bond emissions and other possible sources. This strategy
has worked effectively in other countries. The Peruvian institutions must also take advantage of all
possible financing resources. It will be for the benefit of their own institutions as well as the benefit of
the country’s development.

A.4. Continue Development of Effective Regulatory Environment

The Superintendent of Banks and Insurance (SBS) has developed regulations and procedures specific to
the microfinance industry. But the implementation of these regulations is far from complete. The SBS
still needs help in evaluating and addressing microfinance institutions. Among NGOs, EDPYMES,
Municipal Savings and Loans, Rural Savings and Loans, Cooperatives and Banks all doing consumer
and micro lending, the SBS has an enormous task to keep abreast of new developments in microfinance.
This principle will support the good intentions of the SBS to encourage effective and sound institutions
providing microfinance services in all regions of the country.

A.5. Support Strengthened Ownership/Governance of Microfinance Institutions
through Privatization (of Municipal S&Ls) and by Attracting New Investors

Peru has experience in privatization of banks. But Peru’s oldest and still largest providers of
microfinance services, the Municipal Savings and Loans, are held in the hands of local government. A
few of these are already considering privatization. If privatization is successful, significant additional
equity capital will enter the industry, increasing the offer of micro loans, and especially savings
products. This Activity will support those Municipal Savings and Loans that have decided to become
privately owned, or owned by a mix of a majority of private investors and the municipalities.

Perhaps the most common model of EDPYME ownership is that the prior NGO owns a dominant
proportion of the shares of the company, with the remainder held by a few individuals closely related to
the NGO. Usually the NGO has limited additional resources to support expansion of the EDPYME.
This Activity will support those well-managed EDPYME:s that want to benefit from wider ownership,
and contribute best to the achievement of Activity indicators.
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A.6. Collaborate with GOP and Other Donors

The sixth principle is to collaborate with the GOP, donors and other private institutions that
support a sound approach to microfinance services. With its leadership around the world in
establishing microfinance institutions and in supporting best practices that lead to solid and
effective institutions offering services to the poor, USAID has an opportunity to influence how
resources of the Government of Peru and other donors can be coordinated to enhance results
above that which would occur without coordination. For example, the implementation of best
practices in microfinance institutions within this Activity should encourage other donors to
provide additional funding to reach more clients than would occur if donors function
independently.

B. USAID’s Capacity for Effective Implementation

Implementation of this Activity requires a strong mix of skills and activities within USAID.
Microfinance is still a relatively new sector in Peru, and the country’s experience and know-how
in the area are limited. This is a highly integrated program, with USAID involvement ranging
from the highest level of policy dialogue down to a strong technical understanding of financial
management of microfinance institutions. It will be important that USAID staff participate
actively at all these levels.

USAID will require the services of two full-time personnel closely involved in all areas of
Activity implementation. To begin with, strong conceptual skills will be needed in
understanding the policy, economic and social environment. In particular, the Government of
Peru has in the past intervened in financial markets, forbidding financial institutions from
collecting loans. Periodically there are statements by some desiring political office of the need to
establish government owned financing mechanisms for the poor. These actions increase
uncertainty and risk for the financial institutions, and often confusion for their clients. USAID
staff will have to spend considerable time monitoring the political environment and providing
timely and effective support for maintaining appropriate policies and regulations for the
development of the microfinance industry.

USAID will also require its staff to evaluate the relative strength of Peru’s microfinance
institutions, and to determine the timely interventions that will be most useful to their continued
development. The wide variety of potential institutions participating in the market, such as
NGOs, Savings and Loans, EDPYME’s and Banks will require advanced skills to assess the
potential contributions of each and how each contributes to the measurement indicators.

In the technical area, skills are needed to observe in detail the activities and performance of
specific institutions that are receiving support and determine if their development progress will
meet program goals. Early detection of problems and decisions on adjustments keep the Activity
on track, and assure compliance with the results indicators. It will require skill and experience to
make these decisions in a timely manner before institutions sink too deeply into uncorrectable
situations. USAID staff will work hand in hand with implementing institutions, particularly
COPEME, in implementing the technical assistance component.
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VI. ACTIVITY INTERVENTIONS

The Microfinance Growth Activity (MIGA) will consist of three integrated interventions: (1)
technical assistance and training to microfinance institutions; (2) financial sector support to
improve the policy and regulatory environment; and (3) capital support for microfinance
institutions. Experience in the countries with more developed microfinance markets than Peru
demonstrates that the most effective way of reaching increased clients is by building strong
service delivery institutions operating in a facilitative policy and regulatory environment.

The main thrust of the MIGA will be directed at improving high potential microfinance
institutions’ capacity to expand and diversify the supply of financial services to microenterprises,
with a particular emphasis on those institutions serving the poor with loans less than US$400.
Limited activity resources will require that USAID focus its assistance on a relatively small
number of institutions committed to growth and diversification.

Activity interventions will be demand driven. USAID will determine specific criteria by which
institutions will be chosen to receive support and these institutions will compete openly for
activity assistance. At the same time, USAID’s staff and implementing institutions will be
engaged in a continuous and substantive dialogue with the sector’s microfinance service
providers. In combination, these approaches will allow USAID to enter into support agreements
with those institutions with the greatest potential to serve poor clients.

Throughout the discussion of activity interventions below, examples are given of the specific
types of assistance planned. These examples are illustrative and not meant to be exhaustive.

A.  Technical Assistance and Training

The provision of microfinance services in Peru is distributed among numerous institutions. Not
counting the Municipal S&L’s, the Rural S&L’s and Mibanco, there are 28 EDPYME’s and
NGO'’s providing microfinance services that are registered under the COPEME-USAID
Microfinance Initiative program. Of these 28 institutions, only four had greater than three
thousand clients as of September 2000. None of the 28 institutions has been authorized by the
SBS to mobilize deposits. Even the strongest of these institutions requires major improvements
in a wide range of operational areas in order to become a fully sustainable entity.

The most important component of the MIGA activity will be the provision of intensive,
integrated programs of customized technical assistance and training to the microfinance
institutions. It is apparent that even some of the most advanced EDPYME’s are still in the early
stages of institutional development. As of the writing of this paper, some of these institutions are
undergoing strategic planning exercises in which institutional strengths and weaknesses are
being identified. The technical assistance and training needs of these institutions is

WEIDEMANN ASSOCIATES, INC.

Paitnership, Stewardship, Service




USAID/Lima, Draft Microfinance Institutions Growth Activity 16

comprehensive. The illustrative list below reflects needs expressed by leaders of the institutions
themselves. Even the most advanced institutions will require support in most of the areas listed.

For directors:

Strategic business planning and evaluation,

Understanding financial and operating reports of financial institutions,
Fiduciary and legal responsibilities in directing regulated financial institutions,
Expected levels of revenues and costs for microfinance companies,

How to access funding.

For management:

Strategic planning, evaluation and follow-up,
Market analysis,

a. Data gathering and analysis methodologies.
b. The economic and social environment,

c. Strengths, Weaknesses, Opportunities, Threats,
d. Competitor analysis,

e. Product differentiation.

Management skills and time management,
Human resources management,

Risk analysis and management,

Financial and liquidity management,

Preparing financial projections,

New product development and implementation.

For accountants, auditors and MIS workers:

Understanding financial reports,

Chart of accounts and accounting standards of the SBS,

Documentation standards for accounting records and for loans,

Reporting requirements for management and for supervisory and regulatory agencies,
Audit standards and techniques,

Cost accounting,

Pricing inter-office and inter-region internal transfers,

Communications technology,

Information systems administration,

Information systems development, including needs assessment, specification writing,
acquisition, installation and data transfer.

For credit officers and supervisors:

Credit analysis,
Loan administration and collections,
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e Legal environment for loan administration,

e Financial calculations and mathematics for financial institutions,

e Human relations and loan portfolio management (group dynamics, recognizing and selecting
compatible solidarity groups, motivating borrowers, recognizing willingness to pay,
persuading borrowers to pay),

Product marketing,

Record keeping and documentation,

Computer skills,

Reporting requirements for financial system auditors and regulators,

Management skills and time management,

New product development and implementation.

For all emplovees:

e Operations of financial institutions (overview),

e Hazards of poor loan decisions and poor loan collections and their impact on the financial
health of an institution,

e Service standards to customers,

e Regulation and supervision of financial institutions (overview).

USAID will place particular emphasis on providing technical assistance and training to those
institutions committed to growth, to those committed to implementing best practices, and to
those institutions receiving significant PL 480 Title II resources. Earnings by institutions
receiving Title II resources will probably not be sufficient to purchase all the needed support
including infrastructure improvements. External assistance will still be needed. None of the
EDPYME’s or NGOs will be able to grow in a healthy manner without significantly
strengthening their operational capabilities.

USAID will strongly encourage institutions to position themselves as rapidly as possible into
mobilizing public deposits, backing this encouragement with adequate doses of the highest
quality technical assistance.

The incorporation of a cost-sharing program is planned for this component. This is important for several
reasons, the most important being the value institutions will place on assistance that is paid for, at least
in part. As a possible cost sharing approach, it may be proposed that institutions with initial average
loan size of US$400 or less will be required to cover 25 % of the cost of the technical assistance.
Institutions with initial average loan size of more than US$400 will be required to cover 50 % of the cost
of the technical assistance.

No limits are set as to the amount of technical assistance that may be received by any one, or any one
group, of institutions. The principal qualifying factor is to what extent does the technical assistance
contribute to the accomplishment of the goals and indicators of the Activity.
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There are several goals, however, that institutions must commit to in order to be eligible for
subsidized technical assistance. Specifically they must meet the criteria set forth in Intermediate
Result 2.2. These are:

Portfolio at risk for payments late by 30 days or more is below 5%,

Operating costs/gross loan portfolio reduced by 25%,

Financial sustainability increased by 25%,

For those institutions for which it applies, an effective micro savings program implemented.

b

All of the four criteria must be achieved within a reasonable time, approximately two years, after the
technical assistance begins. Interim standards will be set which will govern future access to subsidized
technical assistance via USAID funding. These standards will be fixed by semester and will be agreed
upon by the benefiting institution, the institution supervising the technical assistance and USAID. The
institution supervising the technical assistance will verify compliance.

B. Policy, Regulatory and Supervisory Support
B.1. Technical Support to the SBS

Over the past decade, Peru’s SBS has proven to be a competent and effective regulatory and
supervisory agency. It has forced the consolidation of the commercial banking sector and helped
to prevent a crisis in the sector during the severe economic shocks of El Nino and the Asian
crisis suffered in 1997 and 1998. The SBS has also been open to the growth of the microfinance
sector and has recognized its own role in ensuring the health and stable growth of the sector.
This institution’s work will be crucial in strengthening and maintaining discipline and strong
financial management in microfinance institutions. The SBS is an insurance policy that is well
worth the price, and USAID should actively seek a strong, ongoing formal relationship with this
institution.

The creation of the EDPYME regulatory module was an important action to recognize the role of
microfinance institutions and to provide a framework under which these institutions could
formalize their operations. To date, eight institutions have transformed into EDPYME’s from
NGO status and are making efforts to comply with SBS regulations and reporting requirements.

Unfortunately, the SBS does not have the technical or financial resources to adequately supervise
the newly formed EDPYME’s as it should. Until now it has had to sub-contract auditing firms to
carry out examinations of EDPYME’s, and this has not proved very effective. Although there is
nothing inherently wrong with subcontracting this work, the SBS must first develop and
strengthen its internal capacity to regulate and supervise microfinance institutions. It will require
further technical assistance, especially at the international level, to accomplish this.

The EDPYME regulatory structure is in effect a training ground for microfinance institutions.
Those EDPYME’s wanting to expand and diversify services will have to graduate to Module 1
of the SBS’s Modular Scheme of Operations outlined in Article 290 of the Banking Law. Most
importantly, this will allow them to mobilize deposits from the public.
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To date, no EDPYME has graduated to Module 1 status. The SBS will require technical
assistance in assessing an institution’s capacity to make this graduation and, more importantly, it
will require assistance in supervising the new institutions’ operations. Possible types of
assistance to the SBS under the MIGA activity include:

e The development of norms that take into consideration the operational realities of
microfinance institutions (e.g., lack of real guarantees, remote rural operations, high
operating expenses),

e The development of methodologies to more effectively examine microfinance institutions
and, in particular, to assess portfolio risk,

e Training of SBS and sub-contracted staff in carrying out effective examinations,

e Understanding internal control needs and methods in microfinance institutions,

e Technical assistance to evaluate the use of new technologies, and

e Technical assistance and training to reduce costs of supervising microfinance institutions.

B.2. Privatization of the Municipal Savings and Loans

The growth of Peru’s Municipal S&L’s has been uneven. Only two of these institutions, from
Arequipa and Piura, have developed into strong institutions with solid management and
significant assets. The municipal ownership structure of the S&L’s poses subjects the S&L’s to
political influence at a minimum, and outright corruption in worst cases. It is very difficult for
S&Ls to increase their equity except through reinvesting profits. Finally, the SBS has made
clear its position that the Municipal S&L’s will not be permitted to expand geographically as
long as they remain in the hands of the municipal governments. In conclusion, the benefit of
these institutions has not and likely will not be maximized until they are privatized.

Fortunately, the recognition that Municipal S&Ls should be privatized is growing, even among
some municipal governments. Top management from some of these institutions has been
especially instrumental in pursuing privatization. Recently there have been diverse proposals
with regard to the best strategy for S&L privatization. These include: (1) the privatization of
individual S&Ls; (2) the merging of groups of S&Ls; and (3) the creation of one nationwide
S&L by merging all of the S&Ls. Still, there are a number of political and legal hurdles that
need to be overcome. Under the MIGA activity, USAID will support the privatization process
with timely assistance. This assistance may take the form of consensus building among key
players in the process, including with the Ministry of Economy, the SBS and the municipalities.
Varied assistance instruments could be employed, including open and inclusive conferences and
workshops, or direct assistance to critical institutions such as the Federation of Municipal S&Ls
in developing a privatization strategy. It could also assist in identifying potential private
investors, in performing due diligence and in developing the legal framework for privatization.
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B.3. Support in other Policy Areas

Peru is in a period of significant political activity and uncertainty. Policies affecting the health of the
microfinance institutions may be subject to change. During the coming electoral campaign it is almost
certain that proposals will be made to establish government owned financial institutions to support the
poor. Whether these proposals will prosper with the new government is unknown.

In addition, Peru has recently established policies that have important impacts on the health of financial
institutions, as evidenced by the declaration that repayment schedules for agricultural loans must be
renegotiated.

Therefore, this Activity will also address the development of appropriate policies and regulations for
microfinance institutions. To reach the goals of this Activity, it will be critical to obtain the technical
expertise needed to help the Government of Peru establish the best policies possible. USAID personnel
will be substantively involved in coordinating with other donors to support policies and regulations that
support microfinance best practices.

B.4. USAID-led Donor Coordination in Microfinance

Despite accelerated progress over the past several years, Peru’s microfinance continues to mature
slowly. There are a number of reasons for this, but the principal reason is because of
institutional weaknesses of the service providers. There is certainly no lack of institutions — in
fact, the proliferation of institutions is holding back the growth of the sector. Too many
institutions pose the following disadvantages:

e Valuable technical assistance resources are used inefficiently on both high potential and low
potential institutions,

¢ Financing for loan portfolio also spread inefficiently over both high potential and low
potential institutions,

e The SBS and other GOP entities are burdened with supervising and overseeing too many
nstitutions, and

e Donors spread their resources too thinly and inopportunely.

During the early stages of microfinance sector development, donors are the primary source of
technical and financial resources. Peru is no exception, and this country’s microfinance sector is
still far from emerging from donor dependence. Currently, there is insufficient coordination
among donors in the microfinance area. Such coordination will have significant benefits to the
healthy development of the sector. More effective coordination among donors will lead to:

e Agreement on criteria for supporting microfinance institutions related to geographical focus,
financial policies, and others,

e Pooling of financial resources to achieve leverage and efficiencies,

e Complementary use of technical assistance and other non-financial resources,

e Collaboration on specific initiatives, and
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e Unified and strong positions before the GOP on important regulations, policies and other
issues.

Effective, sustained coordination among donors is hard work. Normally, it requires the initiative
and perseverance of two or three key individuals. Representation in effective donor coordination
groups comes from individuals, not institutions. USAID, with its strong field presence and
major participation in the microfinance area, will provide the early initiative of a donor
coordination effort. The effort will begin by coordinating with a small group of most interested
donor representatives. This group will identify one or two shared issues around which the group
will organize further donor participation.

In addition to sharing information about their programs and to discussing and solving critical
issues, the donor coordination group will serve as a forum for learning and research. It will meet
regularly on relevant technical issues, with the special participation of guests from microfinance
institutions, the SBS or other institutions. It may undertake research in important areas of
concern. The donor coordination group will become a dynamic and influential think tank for the
sector.

Over recent years and accompanying budget reductions, USAID leaders have been wont to say
that the Agency has to “do more with less.” One way of achieving this is utilizing every dollar
more efficiently, including where possible leveraging other financial resources. Another way is
not by funds themselves, but rather with the technical field personnel who are locally active.
Effective donor coordination and collaboration will lead to significant, tangible results with little
or no additional financial expenditures from USAID.

C. Capital Support

The total financial resources required to serve Peru’s microenterprises and poor farmers are
daunting. Using the rough estimate of the unserved market from Section II (Problem Statement
and Activity Rationale) of 1.5 million people, assuming an average outstanding loan balance of
$500, the market will require nearly US$750 million to serve all the potential clients. This
amount is far beyond the reach of all the donors combined. USAID’s budget for the MIGA is
less than two percent of this sum.

Fortunately, significant financial capital can become available to Peru’s microfinance institutions
from other sources, including COFIDE, commercial banks, guarantee facilities, bond issuances,
client deposits and from new investors. Currently, most microfinance institutions’ long-term
growth is restricted much less by lack of financing than it is by operational weaknesses.
Relatively easily procured donor funding solves the short-term problem of taking care of the
clients waiting at the door for low cost credit (lower cost than the moneylender), but may not
contribute to removing the impediments to accessing commercial sources of funds.

This is why the technical assistance and training component described in the previous section is
so vitally important. As the institutions become operationally stronger, they will increase their
ability to access available financing. USAID’s most effective means of supporting the capital
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requirements of microfinance institutions will be by assisting these institutions in identifying and
attracting private commercial and semi-commercial funds.

Nevertheless, there will be opportunities for USAID to speed the development of the capacity of
microfinance institutions to serve more micro clients by supporting their efforts to secure
additional funds to on-lend. This will be accomplished by providing guarantees for access by
microfinance institutions to private sector funds by executing timely, critical capital infusions in
well-chosen microfinance institutions and by coordinating with other donors to establish a local
funding mechanism.

The budget includes approximately US$1.35 million to provide support to up to five institutions.
Below are four options for utilizing these funds. Should any combination of these options prove
particularly effective, the Mission may explore expanding this component by procuring
additional funding from USAID/Washington or other sources.

C.1. Funding Guarantee Mechanisms

USAID has two tools, a program tool and a financing tool, both of which are designed to
promote microenterprise development by overcoming market imperfections that inhibit the flow
of credit from commercial financial institutions to microenterprises. The program, called MSED
for Micro and Small Enterprise Development, is a risk-sharing mechanism to encourage local
financial institutions to loan to microfinance institutions previously unable to obtain funds from
the commercial market. The financing tool, called DCA for Development Credit Authority, is
used to guarantee funds provided by private sector financial institutions to microcredit suppliers.
Both MSED and DCA may be used in addition to or in lieu of grant funding by Missions.

The MIGA Activity will utilize MSED and DCA as appropriate.
MSED Program

The MSED program offers several products including loan portfolio guarantee (LPG), bond
guarantee, direct loan, wholesale guarantee and portable guarantee. Most interesting to
microfinance institutions in Peru will be the LPG and the portable guarantee.

The LPG guarantees up to 50 % of the net loss on the principal amount of loans made by a
financial institution to micro borrowers. Guarantees or loans are available for periods from three
to 10 years. Loan sizes are limited to US$5,000 for microenterprises, and up to US$150,000 for
small enterprises.

For some lenders, this guarantee can make a difference in persuading the lender to make the
effort to learn how to loan to micro enterprises. Once successful, the lender often elects to
continue the service without the guarantee, at least in that market. The lender may still request a
guarantee to enter new markets or introduce new products.
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The portable guarantee is also appropriate for institutions in Peru, and is currently proposed for
Mibanco. In this case the guarantee is obtained by the microfinance institution, which uses the
guarantee to shop for commercial bank funding, often on more favorable terms.

Resources of the Office of Development Credit, which selects the institutions to be provided
guarantees, fund the MSED program.

DCA Tool

The Development Credit Authority will also be utilized as a funding mechanism for
microfinance institutions. DCA is demand driven; its activities are designed and managed by
Missions and supported by the Office of Development Credit. Funded projects must demonstrate
the following characteristics:
e USAID development goals and Strategic Objectives can be achieved with credit
assistance.
e The subsidy cost of each proposed activity can be reasonably estimated and put on
budget.
e The borrowers, sovereign or non-sovereign, are deemed reasonably creditworthy.

Missions identify, design, authorize and implement DCA projects. While the Missions are
responsible for developing the credit soundness of their activi