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A New Financing Strategy For Scaling-Up

Microfinance For The Poor

David Gibbons

Asia, will have to be largely corporatized and privatized. NGOs that are providing some mi-
crofinance services and government sponsored microfinance programs of all kinds, will not:
be able to handle the gargantuan task between themselves. Moreovc.r banks will not willingly make’
available to such programs the massive amounts of funds required. Only well-managed, f'mancxally—‘
sound and pnvately -owned mlcroﬁnance corapanies will be able to cc;ss thexr requued ﬁmds

I |: ffective microfinance services to reach significant numberg of poor households thxougixouf

Fast<Track Break-even

It takes too long for most GB type microfinance
institutions (MFIs) to break-even financially, of-
ten 10 years or more. Essentially, this is because
they are not able to attract sufficient funding to
grow at anything near an optimal rate. Accumu-
Jated deficits increase, negative equity (technical
bankruptcy) is experienced and further mobiliza-
tion of large amounts of funds becomes impossi-
“ble. So the MFIs muddle on, increasing their out-
reach to the poor when they can access funds,
and inch toward operational self-sufficiencty.

There is an aiternative. A "fast-track” ap-
proach to institutional financial break-even
within 4 to 5 years, through maximizing out-
reach to the poor, can be taken, if adequate
funding is available. Quasi-equity funding,
that is soft loans repayable in local currency,
with terms of 8 to 10 years and grace periods
of 6 to 8 vears, that enable their repayment
out of profits, and that are legally subordi-
nated to other debt, can cover the imevitable
accumulated operating deficits prior to break-
even. It will keep the MFIs solvent and lever-
age, at near-market and market rates, the in-
creasing amounts of on lending funds that will
be required.

David Gibbons is the Executive Trustee of CASHPOR Inc.
and Executive Chairman of CASHPOR Financlai & Tech-
nical Services Ltd. (India).

Towards A More Appropriate I.egal
Framework -

While some Central Banks throughout Asia, in-
cloding the Banko Sentral na Philippinas, have
recognized the potential of new generation micro-
finance for widespread reduction of poverty in
their countries, none have fully acknowledged the
unconventional nature of microfinance for the
poor i.e. unsecured loans with near-perfect repay-
ment rates, but a shortage of conventional equity.
Nor have they fully facilitated the vital role that
private sector microfinance companies could play

in poverty-redugtion. Microfinance for the poor "

should not be forced into the Procrustean bed of
conventional bapkmg regulations, like for exam-
ple requiring MFIs to-become banks. They do not
need to be banks to do microfinance with the
poor; they need their own set of enabling and suit-
able prudential norms and regulations.

Capital lnadequacx

Initially these microfinance companies for the
poor (MFCPs) will have difficulty in attracting
private investment. Primarily this is because in-
vestors don't yef see microfinance with the poor
as a potentially profitable enterprise. Indeed
some still belieye it to be immoral to make
money in doing business with the poor. This will
change when the number of companies making
reasonable profits in this business increases.
Meanwhile, however, the shortage of conven-
tional equity creates two major, interrelated
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\problems for microfinance compa-
nies; slower than optimai rates of
growth due to shortage of funds, and
large operational deficits prior to in-
stitutional financial break even, which
itself is delayed by the less than opti-
mal growth rates. The resulting nega-
tive equity further frightens off poten-
tial investors and makes banks, in-
cluding development banks, reluctant
to lend to microfinance companies,
even at market rates.

CASHPOR Financial & Technical Serv-
ices Ltd (CFTS) commenced operations
in Mirzapur, Uttar Pradesh, India, in
Sept. 1997, to prove that with adequate
financing an MFCP could break-even
financially within 5 years, by providing
quality financial services to about
20,000 poor households at the district
level. CFTS. has met its business plan
targets for fiscal 00/01. Three and a haif
years later, with 10,613 active loan cli-
ents ($7% of target), Rupees 30.1 mil-
lion loans outstanding (102% of target)
and only 1.284% portfolio at risk
(slightly better than the 1.5% target), the
company is projected to break-even fi-
* nancially within one year, that is, by end
March 2002. At that time; four and a
half years from start-up, it will be pro-
viding financial services to more than
20,000 poor households in Mirzapur
‘District. Thereafter efforts will be made
to transform CFTS Mirzapur into a com-
munity-owned financial institution for
the poor, by offering shares to its cli-

ents.!

How Was CFTS Financed?

CFTS was not able to attract much con-
ventional equity nor, indeed, much grant
funding. However, it has been able to

. attract sufficient amounts of other types

of funding, particularly longer-term soft
loans and shorter-term near-commercial
loans. Initial start-up funding for CFTS
was provided by conventional equity,
actually share application money from
CASHPOR Technical Services Sdn Bhd,

an associated company of CASHPOR
Inc, based in Malaysia. A large soft loan
from the Grameen Trust of Bangla-
desh, however, provided most of the
funds for training of field staff and es-
tablishing branches as well as for initial
loan capital. A small grant from a pri-
vate Indian company helped with the
preliminary operating expenses. Next, it
Year 2, came a soft loan from the Cal-
vert Social Investment Foundation
USA which was used for operating ex-
penses. The Small Industries Develop-
ment Bank of India (SIDBI) started
providing near commercial funding for
on lending (at 11% pa, compared to a
prime lending rate of 12%) in Year 2,
and has supplied additional amounts
each vyear, as the demand for our loan
products has increased. In Year 3,
Friends of Women's World Banking
(FWWB) began supplying commerciai
funding (at 14% pa) for on lending. Cur-
rently it is considering our application
for a second loan. The Grameen Foun-
dation USA provided a soft loan of
about Rupees 10 million for on lending
in Year 4, and currently is considering
our application for additional funding.

Re-arranging this funding conceptually
by type and use, gives the following in-
teresting picture:

(In million Indian Rupees)

total funding over the three and
one-half year period;

e the critical importance of me-
dium to long-term soft loans, be-
ing 41.3% of total funding and
covering operating deficits as
quasi-equity;

e the virtual equal importance of
near commercial leans for on
lending and

e the relative unimportance of
commercial loans. The accumu-
lated deficit of CFTS as of end
Sept. 2000 was Rupees 12.2 mil-
lion, which is less than half of our
soft loans that are designed to
cover it. The projected accumu-
lated deficit for the end of the cur-
rent fiscal, which will be its highest
prior to break-even, is about Ru-
pees 17 million. Therefore, it is
expected that the same funding
strategy will see CFTS through to
operational self-sufficiency within
one more year, i.e., by end March
2002 and enable it to cover its ac-
cumulated deficits by the end of
the next fiscal year. For on lending
funds after institutional financial
break-even, however, CFTS will’
have to seek an increasing propor-
tion of funds at commercial rates
from banks.

No. Type Amount % ~ Use
1 Equity and grants 4.583 6.6 { Preliminary expenses and
operations
2 Soft loans 28.8604 41.3 { Operations and on lending
3 Near-commercial loans 3135 45 On lending
4 Commercial loans 5.0 7.1 On lending
Total 69.947 100

Important observations on the actual
funding of CFTS to-date are:

o the relative unimportance of con-
ventional equity and grant fund-
ing, accounting for only 6.6% of

Toward A New Financing
Strategy

Based on its experience in India,
CASHPOR is formulating a new fi-
nancing strategy for its member MFIs,

Continued on page 3

1CASHPOR is planning to "franchise” its microfinance methodology for poverty-reduction to other poor districts throughout the Hindi heartland. Its ability to
“do this, and therefore, its ultimate impact on poverty in India, will depend primarily on the financial resources that it can attract. Our experience in eastern UP
has shown us that human resources are not a constraint in India. Training of new field staff in microfinance is necessary of course, but it is mostly on-the-job
in existing branches, and can be co-ordinated with the human resource requirements of the planned franchising. Training for senior staff in financial manage-
ment witl have to go hand-in-hand, but it is already available at various institutions in India and elsewhere, for the small numbers of personnel that will be

involved.
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to operational and full financial self-
sufficiency through maximizing their
outreach to the poor. It identifies the
funding requirements of MFIs according
to their stage of development, and sug-
gests the types and possible sources of
funding that could meet the needs. It is
hoped that member MFIs will build this
strategy into their business plans; and
that funders will play their appropriate
roles, so that microfinance can achieve
its great potential for significant reduc-
tion of poverty throughout Asia.

Suggested Types of MFI Funding

Importance of Quasi-Equity

Medium to long-term, soft loans that
are legally subordinated to current
debt and are not callable, can be
called quasi-equity, because they are
designed to be repaid out of profits
after institutional financial break-
even. In concept, they are similar to eg-
uity provided in the form of medium to
long term redeemable preferred shares.
Quasi-equity is vital to the financing
of MFIs working with the poor be-
cause normaily they will not be able to
attract enough conventional equity or
grants to cover all of their develop-
ment costs and operating deficits prior
to break-even. If the quasi-equity can

Stage of Development of an MFI
Type of Start-up Year3to 5 Operationai Fill Self-
Expenditure Self-sufficiency sufficiency
Operating 1. Equity, 1. Quasi~-Equity 1. Interest Income 1. Interest
2. Grants Income
On lending 1. Grants 1. Quasi-Equity 1. Savings 1. Savings
2. Quasi-Equity 2. Savings 2. Near Market Rate 2. Market Rate -
3. Near Market  Loans Loans '
Rate Loans 3. Guarantee Funds 3. Retained
4, Market Rate Loans ~ Earnings

Grants from donors must be sought to
cover the heavy, up-front costs of train-
ing and motorizing field staff and estab-
lishing branches, as well as the develop-
‘ment costs of group formation. Supply-
ing such grants to MFI start-ups is a par-
ticularly suitable role for bi-lateral do-
nors and development foundations.
However, donors may find the sum in-
volved, around US$250,000 over three
to four years, too small to process. This
may point to a role for MFI wholesalers
to package start-ups in a-particular coun-
try, so that donors would be able to pro-
cess one big loan, ingtead of several
smaller ones.2If equity and grants are
not sufficient to cover on lending as well
as operating expenses, then quasi-equity
in the form of 7 to 9 year term soft
loans, with grace periods of 5 to 7 years,
at interest rates of 2 to 5%, and repay-
able in local currency, should be sought
to cover the balance, These soft loans
should be legally subordinate to current
loans.

2 1 am grateful to Stav Zotalis of AUSAID for this point.

cover up to half of these essential ex-
penditures, then the MFI may not ex-
perience negative equity, and it shounld
be able to attract an increasing
amount of on lending funds in the
form of loans from domestic develop-
ment banks, at near-market rates.
This is important because much of the
quasi-equity may have to cover essential
development costs and operating defi-
cits, and will not be available for on
lending. Of course, the interest rate
charged by the MFI to its clients will
have to be sufficient to cover the cost of
funds, as well as other essential operat-
ing costs.

Only a few organizations are supply-
ing quasi-equity to GB-type MFIs.
The Grameen Trust of Bangladesh
was a pioneer of this kind of funding;
but its impact has been restricted by
limiting the proportion/that can be
spent on development costs and oper-
ating deficits to 40% of the total fund-

_ ing. Development banks, like SIDBI in

India, have begun financing MFI ca-

pacity-building with quasi-equity. The
Grameen Foundation USA is financ:
ing some MFI capacity-building with
quasi-equity. Much more of such
funding should be made available to
well-managed MFIs that are on-track
with their business plans toward op-
erational self-sufficiency. It is most ap-
propriate during years 3 to 5 in the de-
velopment of an MFI, and also most
needed then as initial equity and grants
are likely to have been exhausted by de-
velopment costs and deficits. Develop-
ment foundations and Trusts, national
and international, as well as national-
level microfinance funds should give
priority to such funding, as the primary
goal of many of these organizations is
social development. Development banks
also should provide some quasi-equity,
along with their semi- and near-
commercial loans to MFIs.

Don't Forget Savings

Where savings facilities can be provided
legally to microfinance clients, they can
be a relatively cheap source of funds for
MFIs, enabling them to bring down their
average cost of funds. However, microfi-
nance companies may not be permitted
to mobilize savings until they can meet
minimum capital requirements laid
down by monetary authorities.

Development Banks,
Microfinance Funds and Finally,
Commercial Banks

The main role for quasi-equity is to
cover essential development costs, e.g.,
staff training and group formation costs,
that cannot be covered with conventional
equity or grants. Some quasi-equity may
be left over for on lending, but usually it
will not be much. By the third year the
on lending requirements of an MFI will
have become large. National-level Mi-
crofinance Funds and Development
Banks can play a vital role at this time
by providing on lending funds at semi-
or near-market rates. Not only will this
help growing MFIs to source the funds
required to meet their business plan tar-
gets for loans outstanding and interest
income, but also it will help the MFI to
build the capacity to pay higher, more
realistic, interest rates for their funds.
This should enable them to borrow the
increasing amounts that they will require
to finance their expansion toward opera-

Continued on Page 4
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New Technology for Poverty Alleviation:
Profitable In Poor Countries

Rural Phones Service Is

In poor countries, most people, in all
about half the world’s population-still
live in rural areas. Village phone service
is rare, Internet service non-existent and
poverty widespread. In Bangladesh, for
example, 90 percent of the country’s
68,000 villages have no phone service of
any kind and average annual income is
less than § 200 per person. It might not
sound like a promising commercial tele-
com market, but appearances can be de-
ceiving.

Since 1997, Grameen Phone has pro-
vided commercial cellular services in
Bangladesh, operating primarily in urban
areas. A subsidiary, working with the
micro-finance organization Grameen
Bank, now provides cellular phone serv-
ice in rural areas via local entrepreneurs,
usually women. Each local entrepreneur

. owns and operates a cell phone that typi-
cally serves an entire village. Villagers
pay for phone calls in cash, by the min-
ute. Grameen Bank helps by lending the
entrepreneur money to buy the phone
and collecting payments from them for
phone usage on behalf of Grameen
Phone.

These shared access village phones are
very profitable, generating revenues that
now average $1,200 per year per phone,
more than three times as much as the
company’s urban phones. Each phone
serves an average of nearly 70 custom-
ers - in effect, tapping the buying power
of a whole village. Per phone revenues
have more that doubled in two years of
service. A study by the Canadian Inter-
national Development Agency shows
that the village phones also have a big
social impact. For villages, access to
phones often substitutes for a trip to
Bangladesh’s capital Dhaka, that could
. take days and cost many times as much
as the call. Villagers also use phones to
find out current market prices for their
crops, arrange remittances from family
members working abroad, and obtain
urgent medical help.

If it works in Bangladesh, how about
in rural areas elsewhere? If phone and
perhaps Internet services can be pro-
vided profitably to rural communities
through shared access, then opening

up such regions to commercial telecom
competition may be an effective way
of stimulating rural development and
providing significant social and eco-
nomic henefits to impoyerished areas.
The business opportunity also seems
large enough to stimulate private invest-
ments, becoming the phone company
and the Internet service provider for
nearly half of humanity.

Expanding Micro finance -With Digital
Technologies

Micro loans in their modern form were
pioneered by the Grameen Bank to pro-
vide a source of credit for poor people in
Bangladesh. Today more than 1,000 mi-
cro finance institutions offer micro loans
between $150 and $ 500 to five million
clients in poor rural communities or ur-
ban slums spread across Africa, Asia and
Latin America. Yet relatively few poor
people have access to micro loans, only
about five percent of an estimated 500
million potential borrowers worldwide.
Major reasons are inefficient practices
and the resulting high costs of process-
ing loans and keeping records. Few if
any micro finance institutions are profit-
able, so they cannot tap banks or capital.

What may change this picture is the
advent of digital tools to automate
transactions and increase efficiencies.
Imagine a loan officer travelling from
village to village equipped with mobile
data entry device similar to that used
by FedEx delivery personnel transmit-
ting loan data over wireless and a cen-
tral computer. Micro finance institution
operating in Mexico are now testing the
palm pilots equipped with simple ac-
counting software for their loan office
and many such groups are introducing
computerized accounting systems.

PRIDE AFRICA operates in six East
African countries wWhere half the popula-
tion subsists on less than $1 a day.
PRIDE link a base of 100,000 clients to
financial services information, and mar-
kets. It has developed its own banking
software to manage micro loans and
small savings accounts and to automate
administrative tasks. The group is now
experimenting With magnetic cards and
information kiosks that allow even illit-

erate clients to access their accounts and
check loan balances while cutting costs.
PRIDE software will enable it to bundle
together loans from tens of thousand of its
clients and resell them to commercial
banks, opening up capital markets to fi-
nance expansion.

PRIDE Founder Jonathan Campaign
points out that micro finance can benefit
from the same emerging Internet based
technologies thit are forcing retail bankers
everywhere to rethink their business
model. These include tools like data min-
ing, customer service and support sofi-
ware, and customer relationship manage-
ment applications. PRIDE, for example,
hopes to work with partners to build an
Internet based virtual “back-office” and
provide tools that are easier for poor cli-
ents to use, all with the intent of making
access to financial services as widespread
as the traditional African drum.

Extracted from the Business week, December
18, 2000.

A New Financing Strategy ...
Continued from page 3

For further expansion, and to make a sig-
nificant impact on poverty in their coun-
try, MFIs ultimately will have to access
on lending funds from commercial banks.
Initially, banks will see microfinance with
the poor as a high risk business, because
they will deubt the ability of the poor to
repay, and because most microfinance
Ioans will be unsecured. Guarantee
Funds can play a critical role in bringing
well-performing MFIs and commercial
banks together by guaranteeing to the
bank a sizeable proportion of the repay-
ment of the MFIs, thereby reducing the
risks of the banks.

Minimum Standards for MFCPs

Funders of MFPCs will expect efficient
provision of financial services to the poor,
and effectiveness in poverty-reduction.
Minimum standards for operational and
financial performance of MFCPs need to

"be established; and funders should make

their continued participation contingent
upon reasonable adherence to these stan-
dards. &
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Editorial

Making Development a Good Business

Ashok Khosia

here are, in India today, some 70C

million  people outside the
mainstream economy — twice as many
as inhabited the entire subcontinent at
the time of Independence.

Clearly, if present trends continue, it
will be some time before the trickle down
theorized by economists reaches the
poor. A length of time that neither our
polities nor our ecologies — let alone our
moral conscience as a nation — can
hope to survive.

The eradication of poverty needs
different approaches. First, of course, it
needs some deep structural changes i
society: grassroots democracy, lan
reform, access to livelihood resource
and f{uifillment of everyone’s right
reasonable education and health cag.
Such change is worth the strongést
struggle on the part of every citizen/but
the opposition to it from the rict’and
powerful means that it will be gairz{i only
over the long haul. In-the meantine, it is
also worth mounting an attack on poverty
within the existing systems, highly
resistant to change though they nay be,
to remove at least the most extreme
forms of inequity. )

To do this, technology awd the
marketplace must be subvertedito the
cause of what Mahatma Gandhi tailed
antydaya - “putting the last first” — mainly
by creating the conditions which gererate
jobs and livelihoods that will enably the
mass of people to position themsalves
in society to start asserting their right and
getting them. The instruments needéd to
achieve this are far more sophisticated
and complex than any available today.
And, that means we need the highest
tevels of innovation and implementation—
which in turn requires the very best in
creativity and management expertise,

But, herein lies a fundamental
contradiction,

After all, the very best in creativity and
management expertise comes af"a price
- a price today determined by the
interplay of economic forces in the so
called global economy. Mechanical
engineers, software designers and MBAs
are, nowadays, commonly starting their
careers with salaries approaching
30,000 US Dollars a year, even in an
economy like India’s; and doubie that for
overseas assignments. The cost of tha
office space, computers, equipment, i
conditioners, cars, travel and other
operational expenses they need is
comparable to and sometimes higher

than p the industrialized countries. And
thesq are the Kinds of costs faced by any
meapingful initiative to create sustainable
livefhoods.

n the inductrialized economy, the
pries commanded &y the outputs of
agtivities based on such costs can easily
paid by the customer, who also earns
mparable incomes - that after all, is the
asis of the closed loop of household
incomes and corporate expenditures that
is explained in Chapter One of every
economics textbook.

But in a rural economy like that of India,
the customer earns less than two dollars
a day. :

Clearly, therc exists a massive disjoint
between the cost of the goods and
services needed by the poor and the prices
they can pay for them. One solution lies in
creating standardized products and high
volume sales — a state that takes time to
build up to. The second solution lies in
subsidizing the one time cost of research,
startup and operationalizing a business so
that the customer faces only the
downstream recurring cests of production
and distribution - probably the only type of
subsidy that can be justified on any
ground.

Both solutions need public resources
for the capital investments so that the
incremental costs of each unit of product
or service can be brought down to a level
that is affordable to the buying public. And
they need private sector inputs, t00:
operational financing, efficiency and the
ability to deliver resuits.

This is why Development Alternatives
and its affiliates such as TARA and
TARAhaat have found it necessary to mix
the public and the private, a pure
anathema In conventional institutionai
design. The breakthrough lies in
cleariy separating the objectives,
which ara social, environmental and
developmantal, from the sirategies and
methods used to achieve them, whicih
are purely business. And that means we
need sources of capital that can accept
longer time horizons for achieving
profitability and possibly lower profits than
are usually available in the market.
Clearly, in the early stages of such
development ventures, financing of this
type is more likely to coma from public
agencies and development banks than it
is from venture capitalists ~ unless they
are unusually visionary and can cee the.
value of the social benefits now and the
larger returns to come later. ]
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